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Certain defined terms

This document comprises the Annual Report and Accounts 2014 for The Hongkong and Shanghai Banking
Corporation Limited (‘the Bank’) and its subsidiaries (together ‘the group’). References to ‘HSBC’, ‘the Group’ or
‘the HSBC Group’ within this document mean HSBC Holdings plc together with its subsidiaries. Within this
document the Hong Kong Special Administrative Region of the People’s Republic of China is referred to as ‘Hong
Kong’. The abbreviations ‘HK$m’ and ‘HK$bn’ represent millions and billions (thousands of millions) of Hong Kong
dollars respectively.

Cautionary statement regarding forward-looking statements

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

Statements that are not historical facts, including statements about the Bank’s beliefs and expectations, are
forward-looking statements. Words such as ‘expects’, ‘anticipates’, ‘intends’, ‘plans’, ‘believes’, ‘seeks’, ‘estimates’,
‘potential’ and ‘reasonably possible’, variations of these words and similar expressions are intended to identify
forward-looking statements. These statements are based on current plans, estimates and projections, and therefore
undue reliance should not be placed on them. Forward-looking statements speak only as of the date they are made, and
it should not be assumed that they have been revised or updated in the light of new information or future events.

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

forward-looking statement.

Chinese translation

A Chinese translation of the Annual Report and Accounts is available upon request from: Communications (Asia),
Level 32, HSBC Main Building, 1 Queen’s Road Central, Hong Kong. The report is also available, in English and
Chinese, on the Bank’s website at www.hsbc.com.hk .

K FEHRICH ) A FEAR - AERI T A FHERI - FBEEAES 1 JPEZYETARE 32 MO (SERE) - A
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Highlights

2014 2013

HK$m HK$m
For the year
Net operating income before loan impairment charges ...........cccoceevevencnencncnennenn. 173,389 202,596
Profit DEFOTE TAX .evveeeiiiiiiieeee et e e et e e e e e e enaaes 111,189 144,756
Profit attributable to SharehOIdErs .........cccooiiviviiiiiieiiiee e 86,428 119,009
At the year-end
Shareholders” EQUILY ......coovereeriiiieiieie ettt sttt b et senesbeens 557,835 480,809
TOLAl EQUILY ..eeveentiiiieitiete ettt sttt ettt et st sb e e saeen 608,346 522,224
TOtAl CAPILAL ..ovveeniiieieiiee ettt et sttt st saees 425,037 378,110
CUSTOIMET ACCOUNLS ....eeieeirriieeeeeeeiireeeeeeeeeereeeeeeeeeetteeeeeeeseeetteeeeeeeeeeesaseeeeeeeseesrneeeens 4,479,992 4,253,698
TOTAL @SSELS ..veiieeiieieeeie ettt e et e e et e e ettt e e ettt e e ettt e e etaeeeebaeeeenaaeeeenreeean 6,876,746 6,439,355
Ratios % %
Return on average shareholders’ €qUILY ........cocceveeririenieniiieneeceeee e 16.9 25.9
Post-tax return on average total ASSELS .......ccceecerieriiiierieniieeneee et 1.39 2.08
COSt SfFICIENCY TALIO ...vveuireeieieieiieteeiiesie ettt ettt ettt e st e teesbeetaesseesseesaenseenseeneas 42.1 339
NEt INTEIESt MATEIN ...eevieeieieietieteeiieste et ettesteeteetee et eaesetesteeseeseesseessessseseensesssenseenes 1.91 1.94
Capital ratios
— Common equity tier 1 capital .......ccoeeviiiieniiiiiieee e 144 14.1
— THEE 1 CAPILAL .ttt sttt ettt et 144 14.1
— TOtal CAPILAL ...eeeeeiieieieee e ettt et s 15.7 15.2

Established in Hong Kong and Shanghai in 1865, The Hongkong and Shanghai Banking Corporation Limited is the
founding member of the HSBC Group — one of the world’s largest banking and financial services organisations. It is
the largest bank incorporated in Hong Kong and one of Hong Kong’s three note-issuing banks.

Serving the financial and wealth management needs of an international customer base, the group provides a range
of personal, commercial and corporate banking and related financial services in 20 countries and territories in Asia-
Pacific, with the largest network of any international financial institution in the region. Employing some 68,000 people,
of whom 37,000 work for the Bank itself.

The Hongkong and Shanghai Banking Corporation Limited is a wholly owned subsidiary of HSBC Holdings plc,
the holding company of the HSBC Group, which has an international network organised into five geographical regions:
Europe, Asia, Middle East and North Africa, North America and Latin America.

The Hongkong and Shanghai Banking Corporation Limited

Incorporated in the Hong Kong SAR with limited liability

Registered Office and Head Office: HSBC Main Building, 1 Queen’s Road Central, Hong Kong
Telephone: (852) 2822 1111  Facsimile: (852) 2810 1112 Web: www.hsbc.com.hk



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors

Principal Activities

The group provides a comprehensive range of domestic and international banking and related financial services,
principally in the Asia-Pacific region.

Asia Strategy

HSBC Group’s aim is to be the world’s leading international bank. As a subsidiary of the HSBC Group, the group
applies a disciplined approach in managing its portfolio of businesses to focus on areas where it has a clear competitive
advantage. The Group has set three interconnected priorities to deliver its strategy: (i) grow the business and dividends
by capitalising on our global platform; (ii) implement global standards as a competitive advantage and increase quality
of earnings; and (iii) further streamline the organisation to fund growth and investments in global standards.

The group’s strong presence across the Asia-Pacific region will help maintain its competitive advantage in
connecting business opportunities within the region, as well as between Asia-Pacific and other parts of the world.

Financial Statements

The state of affairs of the Bank and the group, and the consolidated profit of the group, are shown on pages 78 to 224.

Share Capital

Details of the movements in share capital of the Bank during the financial year are set out in notes 35 and 36 to the
financial statements.

Reserves and Dividends

Profits attributable to shareholders, before dividends, of HK$86,428m have been transferred to reserves. During the
year, a surplus of HK$3,779m, net of the related deferred taxation effect, arising from professional valuations of
premises held by the Bank and the group was credited to reserves. Details of the movements in reserves, including
appropriations therefrom, are set out in the Consolidated Statement of Changes in Equity and the Bank Statement of
Changes in Equity. The interim dividends paid in respect of 2014 are set out in note 9 to the financial statements. The
Directors do not recommend the payment of a final dividend.

Directors

The names of the Directors at the date of this report are set out below:

Stuart T Gulliver, Chairman Rose Lee Wai Mun

Peter Wong Tung Shun, Deputy Chairman & Chief Executive Jennifer Li Xinzhe*

Laura Cha May Lung*, GBS, Deputy Chairman Victor Li Tzar Kuoi”

Zia Mody*, Deputy Chairman James Riley*

Graham John Bradley* John Robert Slosar*

Dr Christopher Cheng Wai Chee*, GBS, OBE Kevin Anthony Westley*

Dr Raymond Ch’ien Kuo Fung*, GBS, CBE Dr Rosanna Wong Yick-ming*, DBE
Naina L Kidwai Marjorie Yang Mun Tak*, GBS

Irene Lee Yun-lien* Tan Sri Dr Francis Yeoh Sock Ping*, CBE

* independent non-executive Director

# . .
non-executive Director

All the Directors served throughout the year save for John Robert Slosar and Jennifer Li Xinzhe who were
appointed on 12 May and 22 September 2014 respectively. Christopher D Pratt resigned on 14 March 2014 and
Andreas Sohmen-Pao retired on 19 May 2014.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors (continued)

Directors’ Interests in Contracts

No contracts of significance to which the Bank, its holding companies, its subsidiaries or any fellow subsidiary was a
party and in which a Director had a material interest subsisted at the end of the year or at any time during the year.

Directors’ Rights to Acquire Shares or Debentures

To help align the interests of employees with shareholders, executive Directors are eligible to be granted conditional
awards over ordinary shares in HSBC Holdings plc by that company (being the ultimate holding company) under the
HSBC Share Plan 2011, the Group Performance Share Plan (‘GPSP’) and the HSBC International Employee Share
Purchase Plan.

The GPSP was developed to incentivise senior executives to deliver sustainable long-term business performance
which aligns interests between senior executives of HSBC Group and shareholders. For executive Directors and
Group Managing Directors of HSBC Holdings plc, there is further alignment as they are required to hold the shares
once the awards have vested, until retirement. The GPSP is a long-term incentive plan under the HSBC Share Plan
2011. The award levels of GPSP are determined by considering performance up to the date of grant against enduring
performance measures set out in the long-term performance scorecard. The GPSP award is subject to a five year
vesting period. The vesting of conditional deferred awards over shares in HSBC Holdings plc granted to executive
Directors under the HSBC Share Plan 2011 are generally subject to the individual remaining an employee on the
vesting date.

All unvested deferred awards made under the HSBC Share Plan 2011 including GPSP are subject to application of
malus, i.e. the cancellation and reduction of unvested deferred awards. Effective from 1 January 2015, all paid or
vested variable pay awards made to Identified Staff and Material Risk Takers (‘MRTs’) will be subject to clawback on
all or part of the award.

Generally, the vesting period of conditional deferred share awards is staggered over three years. Immediately
vested conditional share awards which are subject to retention only are also granted under the HSBC Share Plan 2011.
These include the Fixed Pay Allowance (‘FPA’) share awards which are non-forfeitable, immediately vested but
subject to retention, which were introduced as part of a new remuneration policy approved by HSBC Holdings plc
shareholders at its AGM in May 2014. For the retention period of FPA shares awards made to executive Directors in
2014, 20% of the net shares (net of estimated tax and social security obligations) are to be retained until March 2015
while 80% of the net shares are to be retained until March 2020.

The HSBC International Employee Share Purchase Plan is an employee share purchase plan offered to employees
in Hong Kong since 2013 and has been extended to further countries in the HSBC Group from 2014. For every three
shares in HSBC Holdings plc purchased by an employee (‘Investment Shares’), a conditional award to acquire one
share is granted (‘Matching Shares’). The employee becomes entitled to the Matching Shares subject to continued
employment with HSBC and retention of the Investment Shares until the third anniversary of the start of the relevant
plan year.

Share options have previously been granted to executive Directors under the HSBC Holdings Group Share Option
Plan (‘GSOP’). No options have been granted under the GSOP since 26 May 2005 and the exercise period of the last
option will end in 2015.

During the year, Stuart T Gulliver, Naina L Kidwai, Rose Lee Wai Mun and Peter Wong Tung Shun acquired or
were awarded shares of HSBC Holdings plc under the terms of the HSBC Share Plan 2011, which includes GPSP and
FPA share awards.

Apart from these arrangements, at no time during the year was the Bank, its holding companies, its subsidiaries or
any fellow subsidiaries a party to any arrangements to enable the Directors to acquire benefits by means of the
acquisition of shares in or debentures of the Bank or any other body corporate.



Donations

Donations made by the Bank and its subsidiaries during the year amounted to HK$212m (2013: HK$184m).

Compliance with the Banking (Disclosure) Rules

The Directors are of the view that the Accounts and Supplementary Notes for the year ended 31 December 2014,
which will be published separately, fully comply with the Banking (Disclosure) Rules made under section 60A of the
Banking Ordinance.

Auditor

The Accounts have been audited by KPMG. On 2 August 2013, HSBC Group announced its intention to appoint
PricewaterhouseCoopers LLP as auditor of the HSBC Group companies for the year ending 31 December 2015. 1t is
expected that PricewaterhouseCoopers (‘PwC’) will be appointed on 23 February 2015 to fill the casual vacancy that
will arise from KPMG’s resignation following signing of the Auditor’s Report on the Accounts. A resolution to
appoint PwC as auditor of the Bank will be proposed at the forthcoming Annual General Meeting.

Corporate Governance

The Bank is committed to high standards of corporate governance. As an Authorised Institution, the Bank is subject to
and complies with the Hong Kong Monetary Authority Supervisory Policy Manual CG-1 ‘Corporate Governance of
Locally Incorporated Authorised Institutions’. During 2014, the ‘comply or explain’ Corporate Governance Code for
HSBC Group companies, which was introduced by the Group in 2013, has been implemented by the Bank and its
subsidiaries. The corporate governance report is included in the Report of the Directors.

Board of Directors

The Board, led by the Chairman, provides entrepreneurial leadership of the Bank within a framework of prudent and
effective controls which enables risks to be assessed and managed. The Directors are collectively responsible for the
long-term success of the Bank and delivery of sustainable value to shareholders. The Board sets the strategy and risk
appetite for the group and approves capital and operating plans presented by management for the achievement of the
strategic objectives it has set.

Directors

The Bank has a unitary Board. The authority of each Director is exercised in Board meetings where the Board acts
collectively. As at 23 February 2015, the Board comprised the Chairman, Deputy Chairman and Chief Executive, two
Deputy Chairmen who are independent non-executive Directors, two other Directors with executive responsibilities for
the Bank’s or a subsidiary’s operations, one non-executive Director and another eleven independent non-executive
Directors.

Independence of non-executive Directors

Non-executive Directors are not HSBC employees and do not participate in the daily business management of the
Bank; they bring an external perspective, constructively challenge and help develop proposals on strategy, scrutinize
the performance of management in meeting agreed goals and objectives, and monitor the risk profile and reporting of
performance of the Bank. The non-executive Directors bring experience from a number of industries and business
sectors, including the leadership of large complex multinational enterprises. The Board has determined that each non-
executive Director is independent in character and judgement and that thirteen Directors are independent for the
purpose of notification to the HKMA and under the Corporate Governance Code for HSBC Group Companies. In
making this determination it was agreed that there are no relationships or circumstances likely to affect the judgement
of the independent non-executive Directors, with any relationships or circumstances that could appear to do so not
considered to be material.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors (continued)

Chairman and Chief Executive

The roles of Chairman and Chief Executive are separate and held by experienced full-time employees of the HSBC
Group. There is a clear division of responsibilities between leading the Board and the executive responsibility for
running the Bank’s business.

The Chairman provides leadership to the Board and is responsible for the overall effective functioning of the
Board. The Chairman is responsible for the development of strategy and the oversight of implementation of Board
approved strategies and direction. The Chief Executive is responsible for ensuring implementation of the strategy and
policy as established by the Board and the day-to-day running of operations. The Chief Executive is chairman of the
Executive Committee and the Asset and Liability Management Committee. Each Asia-Pacific Global Business and
Global Function head reports to the Chief Executive.

Board Committees

The Board has established various committees consisting of Directors and senior management. The Board and each
Board committee have terms of reference to document their responsibilities and governance procedures. The key roles
of the committees are described in the paragraphs below. The chairman of each Board committee reports to each
subsequent Board meeting when presenting the meeting minutes of the relevant committee.

Executive Committee

The Executive Committee meets monthly and is responsible for the exercise of all of the powers, authorities and
discretions of the Board in so far as they concern the management, operations and day-to-day running of the group, in
accordance with such policies and directions as the Board may from time to time determine, with power to sub-
delegate. A schedule of items that require the approval of the Board is maintained.

The Bank’s Deputy Chairman and Chief Executive, Peter Wong Tung Shun, is Chairman of the Committee. The
current members of the Committee are: Pui Mun Chan (Head of Regulatory Compliance Asia-Pacific), Raymond
Cheng Siu Hong (Chief Operating Officer Asia-Pacific), Gordon William French (Head of Global Banking and
Markets Asia-Pacific), Guy D Harvey-Samuel (Chief Executive Officer Singapore), Mukhtar M Hussain (Chief
Executive Officer Malaysia), Sarah C Legg (Chief Financial Officer), Kevin Ross Martin (Regional Head of Retail
Banking and Wealth Management Asia-Pacific), M T McKeown (Chief Risk Officer, Asia-Pacific), Stuart P Milne
(Chief Executive Officer India), Kenneth Ng Sing Yip (Regional General Counsel Asia-Pacific), Noel P Quinn
(Regional Head of Commercial Banking Asia-Pacific), Bernard James Rennell (Regional Head Global Private
Banking Asia-Pacific), Jayant Rikhye (Head of Strategy Planning, Asia-Pacific and Head of International Asia-
Pacific), Donna Wong Ka Yuk (Head of Human Resources Asia-Pacific), Helen Wong Pik Kuen (Chief Executive
Officer China). P A Stafford (Corporation Secretary) is the Committee Secretary. In attendance are: Malcolm Wallis
(Head of Communications Asia-Pacific) and William S M Tam (Deputy Secretary).

Helen Wong Pik Kuen, currently Chief Executive Officer China, will be appointed Chief Executive Officer of
Greater China, with responsibility for mainland China, Hong Kong and Taiwan. The new role, subject to regulatory
approval, will be effective from 1 March 2015. She will remain as a member of the Executive Committee. David Liao
Yi Chien will, subject to regulatory approval, succeed Helen Wong as Chief Executive Officer China and join the
Executive Committee with effect from the same date.

Asset and Liability Management Committee

The Asset and Liability Management Committee is chaired by the Deputy Chairman and Chief Executive and is
responsible for providing direction on and monitoring the group’s balance sheet composition and capital, liquidity and
funding structure, and structural exposures under normal and stressed conditions. The Committee consists of senior
executives of the Bank, most of whom are members of the Executive Committee.

Risk Management Committee

The Risk Management Committee is chaired by the Chief Risk Officer and is responsible for the executive oversight
of the risk management framework of the group. The Committee consists of senior executives of the Bank, most of
whom are members of the Executive Committee.



Audit Committee

The Audit Committee meets at least four times a year and has non-executive responsibility for oversight of and advice
to the Board on matters relating to financial reporting.

The current members of the Committee, all being independent non-executive directors, are James Riley
(Chairman of the Committee), Graham John Bradley, Irene Lee Yun-lien and Kevin Anthony Westley.

Governance structure

The Audit Committee monitors the integrity of the financial statements and oversees the internal control systems over
financial reporting, covering all material controls, to review the adequacy of resources, qualification and experience of
staff of the accounting and financial reporting function and their training programmes and budget, and to review their
effectiveness. The Committee reviews the financial statements before submission to the Board. It also monitors and
reviews the effectiveness of the internal audit function and reviews the Bank’s financial and accounting policies and
practices. The Committee advises the Board on the appointment of the external auditor and is responsible for oversight
of the external auditor. As part of the monitoring process, the Committee reviews the minutes of meetings of
subsidiaries’ Audit Committees and the Asset and Liability Management Committee.

Risk Committee

The Risk Committee meets at least four times a year and has non-executive responsibility for oversight of and advise
to the Board on high-level risk-related matters and risk governance. The current members of the Committee, all being
independent non-executive directors, are Kevin Anthony Westley (Chairman of the Committee), Graham John
Bradley, Dr Christopher Cheng Wai Chee, Zia Mody and James Riley.

Risk governance and culture

All of the Bank’s activities involve, to varying degrees, the measurement, evaluation, acceptance and management of
risk or combination of risks. The Board, advised by the Risk Committee, requires and encourages a strong risk
governance culture which shapes the Bank’s attitude to risk.

The Bank’s risk governance is supported by a clear policy of risk ownership and accountability of all staff for
identifying, assessing and managing risks within the scope of their assigned responsibilities. This personal
accountability, reinforced by the governance structure, experience, mandatory learning and remuneration policy, helps
to foster a disciplined and constructive culture of risk management and control throughout the group.

Risk management

The Board and the Risk Committee oversee the maintenance and development of a strong risk management framework
by continually monitoring the risk environment, top and emerging risks facing the group and mitigating actions
planned and taken. The Risk Committee recommends the approval of group’s risk appetite statement to the Board and
monitors performance against the key performance/risk indicators included within the statement. The Risk Committee
monitors the risk profiles for all of the risk categories within the group’s business. The Committee also monitors the
effectiveness of the Bank’s risk management and internal controls, including operational and compliance controls, and
risk management systems.

Reports on these items are presented at each meeting of the Committee. Regular reports from the Risk
Management Committee, which is the executive body responsible for overseeing risk, are also presented.
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Report of the Directors (continued)

Risk appetite

Risk appetite is set out in the group’s Risk Appetite Statement (‘RAS’), which describes the types and levels of risk
that the group is prepared to accept in executing its strategy. It is approved by the Board on the advice of the Risk
Committee, and is a key component of our risk management framework. The Risk Management Committee, through
their risk management oversight role, coordinates the process of aligning risk appetite and risk strategy with business
strategy, oversees monitoring, reporting and governance around the risk appetite process, agrees remedial action
should the risk profile fall outside agreed parameters and communicates risk appetite. The risk appetite is defined as an
expression of the types and quantum of risks (both tangible and intangible) which the group is willing to accept in
order to achieve its medium and long-term strategic goals. Across the group, each country and regional Global
Business is required to prepare a RAS. The regional Risk function tracks the RAS development and performance
across sites on a regular basis.

Quantitative and qualitative metrics are assigned to primary categories including: earnings, capital, liquidity and
funding, cost of risk, intra-group lending, risk categories and risk diversification and concentration. Measurement
against these metrics serves to:

e guide underlying business activity, ensuring it is aligned to RASs;
e determine risk-adjusted remuneration;

e cnable the key underlying assumptions to be monitored and, where necessary, adjusted through subsequent
business planning cycles; and

e promptly identify business decisions needed to mitigate risks.

Top and emerging risks

The Board and the Risk Committee oversee the maintenance and development of a strong risk management framework
by the continual monitoring of the risk environment and top and emerging risks facing the Bank, and mitigating
actions planned and taken.

The Bank’s businesses are exposed to a variety of risk factors that could potentially affect the results of operations
or financial condition. The approach to identifying and monitoring top and emerging risks is informed by the risk
factors. Certain risks are classified as ‘top’ or ‘emerging’. A ‘top risk’ is defined as a current, emerged risk which has
arisen across any risk category, region or global business and has the potential to have a material impact on the Bank’s
financial results or reputation and the sustainability of the long-term business model, and which may form and
crystallise within a one year horizon. An ‘emerging risk’ is considered to be one which has large uncertain outcomes
which may form and crystallise beyond a one-year horizon and, if it were to crystallise, could have a material effect on
long term strategy. Our top and emerging risk framework enables us to focus on current and forward looking aspects of
our risk exposures and ensure our risk profile remains in line with our risk appetite and that our appetite remains
appropriate. Top and emerging risks fall under the following three broad categories:

e macro-economic and geopolitical risk;
e macro-prudential, regulatory and legal risks to the Bank’s business model; and

o risks related to business operations, governance and internal control systems.

Stress testing

The stress testing and scenario analysis programme is central to the monitoring of top and emerging risks. The Bank
conducts a range of Group stress-testing scenarios including, but not limited to, severe global economic downturn,
country, sector and counterparty failures and a variety of projected major operational risk events. As a major HSBC
subsidiary, the Bank also conducts regular macroeconomic and event-driven scenario analyses specific to Asia-Pacific.
The outcomes of the stress tests are used to assess the potential impacts on the Bank. The Bank also participates, where
appropriate, in scenario analyses requested by regulatory bodies.

Stress testing is used across risk categories such as market risk, liquidity and funding risk and credit risk to
evaluate the potential impact of stress scenarios on portfolio values, structural long-term funding positions, income or
capital.



The Bank also conducts reverse stress testing. Reverse stress testing is a process of working backwards from the
non-viability of the business to identify scenarios that could bring the Bank to that point. Non-viability might occur
before the Bank’s capital is depleted, and could result from a variety of events. These include idiosyncratic, systemic
or combinations of events, and/or could imply failure of the Bank or one of its major subsidiaries and does not
necessarily mean the simultaneous failure of all the major subsidiaries.

The Bank uses reverse stress testing as part of our risk management process to strengthen resilience.

Nomination Committee

The Nomination Committee meets at least twice a year and is responsible for leading the process for Board
appointments and for identifying and nominating, for the approval of the Board, candidates for appointment to the
Board. Appointments to the Board are subject to the approval of the HKMA. The Committee considers plans for
orderly succession to the Board and the appropriate balance of skills and experience on the Board.

The current members of the Committee, being a majority of independent non-executive directors, are Stuart T
Gulliver (Chairman of the Committee), Laura Cha May Lung and Majorie Yang Mun Tak. Peter Wong Tung Shun

attends each meeting of the Committee.

Chairman’s Committee

A Chairman’s Committee was established on 16 February 2015 to act on behalf of the Board either in accordance with
authority delegated by the Board from time to time or as specifically set out within its terms of reference. Between
scheduled Board meetings, the Committee can implement previously agreed strategic decisions, approve specified
matters subject to their prior review by the full Board and act exceptionally on urgent matters within its terms of
reference. On formation of the Chairman’s Committee, the powers, authorities and discretions delegated to the
Acquisitions and Disposals Committee were revoked and that Committee was demised.

The current members of the Committee comprise the Chairman of the Board, the Deputy Chairman and Chief
Executive, the non-executive Deputy Chairmen and the Chairmen of the Audit and Risk Committees.

Group Remuneration Committee

The Board of the Bank’s ultimate parent company, HSBC Holdings plc, has established a Group Remuneration
Committee comprising independent non-executive directors. The Committee is responsible for determining and
approving the Group’s remuneration policy. The Committee also determines the remuneration of Directors, other
senior Group employees, employees in positions of significant influence and employees whose activities have or could
have an impact on the Bank’s risk profile and in doing so takes into account the pay and conditions across the HSBC
Group. Having a Group Remuneration Committee is consistent with the principles set out in the HKMA Supervisory
Policy Manual CG-5 ‘Guideline on a Sound Remuneration System’.

Remuneration policy

The remuneration policy for the HSBC Group, approved by the Group Remuneration Committee and applicable to the
Bank, aims to reward success, not failure, and to be properly aligned with the risk management framework and risk
outcomes. In order to ensure alignment between remuneration and business strategy, individual remuneration is
determined through assessment of performance, delivered against both annual and long-term objectives summarised in
performance scorecards, as well as adherence to HSBC Values of being ‘open, connected and dependable’ and acting
with ‘courageous integrity’. Altogether, performance is judged not only on what is achieved over the short and long
term, but also on how it is achieved, as the latter contributes to the sustainability of the organisation. The financial and
non-financial measures incorporated in the annual and long-term scorecards are carefully considered to ensure
alignment with the long-term strategy of the HSBC Group.

An annual review of the Bank’s remuneration strategy and its operation is commissioned externally and carried
out independently of management. The review confirms that the Bank’s remuneration policy is consistent with the
principles set out in the HKMA Supervisory Policy Manual CG-5 ‘Guideline on a Sound Remuneration System’.
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Report of the Directors (continued)

In accordance with the ‘Guideline on a Sound Remuneration System’, details of the remuneration strategy are
contained within the Annual Report and Accounts 2014 and Capital and Risk Management Pillar 3 Disclosures as at 31
December 2014 of HSBC Holdings plc.

Banking structural reform and recovery and resolution planning

Globally there have been a number of developments relating to banking structural reform and the introduction of
recovery and resolution regimes.

We have initiated plans to mitigate or remove critical inter-dependencies to further facilitate the resolution of the
HSBC Group. In particular, in order to remove operational dependencies (where one subsidiary bank provides critical
services to another), the HSBC Group has determined to transfer such critical services from the subsidiary banks to a
separately incorporated group of service companies (‘ServCo Group’). The services will then be provided to the
subsidiary banks by the ServCo Group. The Servco Group is owned directly by HSBC Holdings plc.

The plans are currently subject to discussion and further planning, and is ultimately subject to the approval of the
Board of Directors and the applicable regulators. The implementation date for the resolution strategy of the HSBC
Group would depend upon the date on which the final requirements and legislation are agreed.

On behalf of the Board
Stuart T Gulliver, Chairman
23 February 2015
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review

Summary of Financial Performance

Results for 2014

Profit before tax for 2014 reported by The Hongkong
and Shanghai Banking Corporation Limited (‘the
Bank’) and its subsidiaries (together ‘the group’)
decreased by HKS$33,567m, or 23%, to
HKS$111,189m.

Profit before tax
2014 2013
HKS$m HK$m
Hong Kong .......ccecevveueerennncne 62,966 59,791
Rest of Asia-Pacific ............... 48,223 84,965
Total oo 111,189 144,756

Geographical Regions

The group’s operating segments are organised into
two geographical regions, Hong Kong and Rest of
Asia-Pacific. Due to the nature of the group, the chief
operating decision-maker regularly reviews operating
activity on a number of bases, including by
geographical region and by global business. Although
the chief operating decision-maker reviews
information on a number of bases, capital resources
are allocated and performance assessed primarily by
geographical region and the segmental analysis is
presented on that basis. In addition, the economic
conditions of each geographical region are influential
in determining performance across the different types
of business activity carried out in the region.
Therefore, the provision of segmental performance on
a geographical basis provides the most meaningful
information with which to understand the performance
of the business.

Geographical information is classified by the location
of the principal operations of the subsidiary or, in the
case of the Bank, by the location of the branch
responsible for reporting the results or advancing the
funds.

Information provided to the chief operating decision-
maker of the group to make decisions about allocating
resources and assessing performance of operating
segments is measured in accordance with Hong Kong
Financial Reporting Standards (‘HKFRSs’). Due to
the nature of the group’s structure, the analysis of
profits shown below includes intra-segment items
between geographical regions with the elimination
shown in a separate column. Such transactions are
conducted on an arm’s length basis. Shared costs are
included in segments on the basis of actual recharges
made.

Products and services

The group provides a comprehensive range of banking
and related financial services to its customers in its
two geographical regions. The products and services

11

offered to customers
businesses.

are organised by global

e Retail Banking and Wealth Management
(‘RBWM’) serves personal customers. We take
deposits and provide transactional banking
services to enable customers to manage their day
to day finances and save for the future. We
selectively offer credit facilities to assist customers
in their short or longer-term borrowing
requirements; and we provide financial advisory,
broking, insurance and investment services to help
them manage and protect their financial futures.

e Commercial Banking (‘CMB’) is segmented into
Corporate, to serve both corporate and mid-market
companies with more sophisticated financial
needs, and Business Banking, to serve small and
medium-sized enterprises (‘SMEs’), enabling
differentiated coverage of our target customers.
This allows us to provide continuous support to
companies as they grow both domestically and
internationally, and ensures a clear focus on
internationally aspirant customers.

¢ Global Banking and Markets (‘GB&M’) provides
tailored financial solutions to major government,
corporate and institutional clients worldwide.
GB&M operates a long-term relationship
management approach to build a full
understanding of clients’ financial requirements.
Sector-focused client service teams comprising
relationship managers and product specialists
develop financial solutions to meet individual
client needs.

e Global Private Banking (‘GPB’) provides
investment management and trustee solutions to
high net worth individuals and their families. We
aim to meet the needs of our clients by providing
excellent customer service, leveraging our global
footprint and offering a comprehensive suite of

solutions.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Geographical Regions (continued)

Profit before tax by geographical region

Intra-
Rest of segment
Hong Kong Asia-Pacific elimination Total
HKS$m HK$m HK$m HK$m
2014
Net INtEreSt INCOME ..o.vveveerienieierieeeeeieiesteeeeeieeneeae e e e eneeneeneas 50,774 44,333 2 95,109
Net fee income ....... 29,996 14,626 - 44,622
Net trading income 11,663 8,559 ?) 20,220
Net income from financial instruments designated at fair value . 3,134 914 - 4,048
Gains less losses from financial investments .............c.cccceveennee. 2,286 103 - 2,389
Dividend INCOME ......c.ooovviiuiieiiieiieieeeceeeeeeee e 1,362 12 - 1,374
Net insurance premium iNCOME ........ceerververeerreereereerrerseeeeseeneenns 50,226 7,081 - 57,307
Net loss on reclassification of associates..............ccceeeveerreeenennn. - (251) - (251)
Other 0perating iNCOME ..........ccvruereeuerueiereieireeeeeeneee e 10,872 1,944 (4,063) 8,753
Total Operating iNCOME ..........eoeruerieuerueeereieierieeeieseee e 160,313 77,321 (4,063) 233,571
Net insurance claims and benefits paid and movement in
liabilities to policyholders ..........cccooeireieienieineeceeee (52,916) (7,266) - (60,182)
Net operating income before loan impairment charges
and other credit risk provisions ...........c.cceceeeeerierenenesieenienens 107,397 70,055 (4,063) 173,389
Loan impairment charges and other credit risk provisions ......... (2,478) (2,447) - (4,925)
Net Operating iNCOME .......ccververrerrerieieienieeeeeeeieneestesseeeeeeeaenns 104,919 67,608 (4,063) 168,464
OPErating EXPEISES ...c.ccveueererverereeriererueneeseneeseaseneesessenesseneesesseneas (42,270) (34,743) 4,063 (72,950)
OPerating Profit ......o.ceceeereeirieirieieeee et 62,649 32,865 - 95,514
Share of profit in associates and joint ventures ... 317 15,358 — 15,675
Profit before tax .......ccccovveviiiiieiicieeeceeceeeee s 62,966 48,223 — 111,189
2013
Net INterest iNCOME .......ccvieveieieieiieeiiecieeere et 45,682 41,729 (46) 87,365
Net fE€ INCOME ....ooviiieiiiiiiie e 28,794 15,129 77) 43,846
Net trading income 11,156 5,375 46 16,577
Net income from financial instruments designated at fair value . 2,008 467 - 2,475
Gains less losses from financial investments .............cccceevervennene 323 119 - 442
Dividend INCOME ........oooviiiiiiiieiie e 1,165 10 - 1,175
Net insurance premium iNCOME .......co.eveververeruereeerreenenreerernene 47,173 6,490 - 53,663
Net gain on reclassification of associates ........c..cccoeeevvevvererenne - 8,157 - 8,157
Gain on sale of PING AN ....oooeiiiiiiiiiiiicieceeee - 34,070 - 34,070
Other operating iNCOME .......c..ccevuevieerreenreieenieieeneeesiereeennenens 13,803 2,186 (4,571) 11,418
Total operating iNCOME ..........ccevuerieerueenrenieenieieieneeeseeeennenens 150,104 113,732 (4,648) 259,188
Net insurance claims and benefits paid and movement in
liabilities to policyholders ..........ccooveireierenieieiieceeeeeee (50,960) (5,632) - (56,592)
Net operating income before loan impairment charges
and other credit risk provisions ..........c..coceceevererenieieneenenene. 99,144 108,100 (4,648) 202,596
Loan impairment charges and other credit risk provisions ......... (1,032) (2,500) — (3,532)
Net 0perating iNCOME ......cveververierririeienieneeeieeeee e eeeeeenees 98,112 105,600 (4,648) 199,064
OPErating EXPENSES ....eeveeuverrereerrereeeseeeeiessesseeeeeensessesseeseeeeeens (38,845) (34,531) 4,648 (68,728)
OPperating Profit ......c.cceeerieerieirenieineie e 59,267 71,069 - 130,336
Share of profit in associates and joint ventures ............c..c.ceeeee 524 13,896 — 14,420
Profit before tax .......ccccovvevviiiieiieieeeeeeeee s 59,791 84,965 — 144,756
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Geographical Regions (continued)

Hong Kong profit before tax by global business

2014
Net interest income/(expense) .....
Net fee income .........cccoeeveenenenne
Net trading income/(expense) .....
Net income/(expense) from
financial instruments designated
at fair value ........cocoveeveneenne
Gains less losses from financial
INVEStMENtS ....covevvevenreeieieienenne
Dividend income ..........ccccecevuenens
Net insurance premium income ..
Other operating income ...............

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

Net insurance claims and benefits
paid and movement in liabilities
to policyholders ...........ccccvenee.

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

Loan impairment (charges)/releases
and other credit risk provisions

Net operating income ..................
Operating eXpenses .....................

Operating profit .........cccceeeerueneene.
Share of profit in associates and
joint ventures ...........coccceeueene.

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

2013
Net interest income/(expense) .....
Net fee income .........cccoecevereenenne
Net trading income .........c.cccceeee
Net income/(expense) from
financial instruments designated
at fair value ........ccccoeevvenenne
Gains less losses from financial
INVEStMENtS ...o.veveeneeieeerieenene
Dividend income .........ccoeeveuene
Net insurance premium income ..
Other operating income ...............

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

Net insurance claims and benefits
paid and movement in liabilities
to policyholders ........c.cccceueuene

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

Loan impairment (charges)/releases
and other credit risk provisions

Net operating income ..................
Operating expenses

Operating profit/(10ss) .........ccc.....
Share of profit in associates and
joint Ventures ...........coceeeveeene.

Profit/(loss) before tax ................

Retail
Banking Global Global Intra-
and Wealth Commercial Banking & Private segment Hong Kong
Management Banking Markets Banking Other elimination Total
HKS$m HK$m HK$m HK$m HK$m HK$m HK$m
25,464 15,367 11,896 782 (2,287) (448) 50,774
16,443 7,568 4,816 1,017 152 - 29,996
937 1,429 8,086 810 47) 448 11,663
3,290 (65) 19) - (72) - 3,134
3 33 1,111 - 1,139 - 2,286
1 - 6 - 1,355 - 1,362
46,159 4,067 - - - - 50,226
3,277 331 572 10 8,616 (1,934) 10,872
95,574 28,730 26,468 2,619 8,856 (1,934) 160,313
(48,870) (4,046) - - - - (52,916)
46,704 24,684 26,468 2,619 8,856 (1,934) 107,397
(1,149) (684) (652) 7 - - (2,478)
45,555 24,000 25,816 2,626 8,856 (1,934) 104,919
(16,969) (6,445) (11,016) (1,361) (8,413) 1,934 (42,270)
28,586 17,555 14,800 1,265 443 - 62,649
311 2 4 - - - 317
28,897 17,557 14,804 1,265 443 — 62,966
24,687 13,406 10,380 116 (2,690) 217 45,682
15,749 7,473 5,405 105 62 - 28,794
1,045 1,417 8,334 78 66 216 11,156
1,965 - 56 - 14 1 2,008
- - 323 - - - 323
1 7 47 - 1,110 - 1,165
43,530 3,659 - - - (16) 47,173
4,799 706 591 - 9,856 (2,149) 13,803
91,776 26,668 25,136 299 8,390 (2,165) 150,104
(46,730) (4,230) — — - — (50,960)
45,046 22,438 25,136 299 8,390 (2,165) 99,144
(1,065) (122) 154 — 1 — (1,032)
43,981 22,316 25,290 299 8,391 (2,165) 98,112
(15,501) (5,955) (10,084) (224) (9,246) 2,165 (38,845)
28,480 16,361 15,206 75 (855) - 59,267
518 2 4 — — — 524
28,998 16,363 15,210 75 (855) — 59,791
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Geographical Regions (continued)

Hong Kong reported pre-tax profits of HK$62,966m compared with HK$59,791m in 2013, an increase of 5%. The
increase in pre-tax profits was mainly due to disposal gains on our investment in Bank of Shanghai of HK$3,320m and
our interest in private equity funds of HK$961m, partly offset by the impairment charge against our investment in
Industrial Bank of HK$2,103m in 2014. Excluding these disposal gains and impairment, pre-tax profits increased
marginally.

Revenue increased by HK$8,253m, or 8%, mainly reflecting the full year impact from the acquisition of GPB business
and the disposal gains and impairment in 2014 as mentioned above. Excluding these factors, revenue rose primarily in
CMB and RBWM and, to a lesser extent, in GB&M.

Revenue in CMB increased by 10%, mainly due to higher net interest income from growth in term lending across a
range of sectors, higher average Payments and Cash Management deposit balances and higher fees from remittance
volumes, as well as improved lending spreads.

Revenue in RBWM increased by 4% compared with 2013, driven by higher net interest income from increased
average lending balances, mainly credit cards and other personal lending, and from growth in average deposit balances,
though the benefit was partly offset by spread compression. Net fee income also increased, principally from volume
growth in unit trusts, credit card transactions and securities brokerage. In our insurance operations, revenue growth
mainly reflected higher premium income, which also contributed to growth in the debt securities portfolio; although
this was partly offset by less positive movements in the present value of in-force long term insurance business (‘PVIF’)
asset in 2014, compared with a larger increase in 2013 as a result of favourable interest rate assumption updates.

Revenue in GB&M increased by 5%, mainly in Balance Sheet Management due to portfolio growth and in Capital
Financing from higher average term lending balances. This was partly offset by lower net fee income in Markets due
to reduced client flows, and in Capital Financing reflecting fee compression and fewer large M&A mandates
completed in 2014.

Loan impairment charges were HK$2,478m compared with HK$1,032m in 2013, primarily due to a rise in
individually assessed impairment charges against a small number of GB&M and CMB customers in 2014.

Operating expenses rose by HK$3,425m or 9% in 2014, reflecting investment in Regulatory programmes and
Compliance initiatives. Cost growth also reflected the inclusion of our GPB business, wage inflation and additional
headcount to support business growth, mainly in CMB, as well as increased marketing activity and higher premises
and equipment spend including IT, facility maintenance and property rental.
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Geographical Regions (continued)

Rest of Asia-Pacific profit before tax by global business

2014
Net interest iNCOME ........ccceeveeerererenenenne
Net fee income/(expense) .....
Net trading income/(eXpense) ..................
Net income/(expense) from financial
instruments designated at fair value ......
Gains less losses from financial
INVESTMENTS ..o
Dividend income ........cccoeeeveeerenieenennne.
Net insurance premium income ................
Net loss on reclassification of associates ...
Other operating inCoOME ..........ccerveeereeenene

Total operating income ..........ccccoceeeeveeenene
Net insurance claims and benefits paid and
movement in liabilities to policyholders

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

Loan impairment (charges)/releases and
other credit risk provisions ...................

Net operating inCome ..........ccecevveverenecne
Operating eXpPenses ........coeecverververenerreene

Operating profit .......c..coceeeevveeveneneneeniene
Share of profit in associates and joint
VENTUIES ..ovviiiiiiiiiiie et

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

2013
Net interest iNCOMe ........c.coceeveeerveerenencne
Net fee income/(EXpense) ........cccceceveuene
Net trading income/(eXpense) ...................
Net income from financial instruments

designated at fair value .........c.cccceceeueeene
Gains less losses from financial

INVESTMENLS ...oovvevinieiiieierieeeieeeenienne
Dividend income ........cc.coecevveivcneenennnne.
Net insurance premium income ................
Net gain on reclassification of

ASSOCIALES ...t
Gain on sale of Ping An .
Other operating income .

Total operating inCOMe .........c.cceververeereene
Net insurance claims and benefits paid and
movement in liabilities to policyholders

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

Loan impairment (charges)/releases and
other credit risk provisions ..................

Net operating inCoOmMe ..........ccevvererereennns
Operating eXpenses .........oceververerenerreenne
Operating profit ........ccccoceeeveveercrencnenens
Share of profit in associates and joint
VENTUIES ..o

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

Retail Rest of
Banking Global Global Intra- Asia-
and Wealth Commercial Banking & Private segment Pacific
Management Banking Markets Banking Other elimination Total
HKS$m HK$m HK$m HK$m HK$m HK$m HK$m
13,331 11,299 15,909 590 2,053 1,151 44,333
4,949 4,286 5,075 417 (101) - 14,626
635 1,466 7,384 288 (63) (1,151) 8,559
920 15 5 - (26) - 914

5 5 79 - 14 - 103

5 1 - - 6 - 12

4,981 2,115 - - 1 (16) 7,081
- - - - (251) - (251)

724 404 489 3 1,026 (702) 1,944
25,550 19,591 28,941 1,298 2,659 (718) 77,321
(5,246) (2,032) — — - 12 (7,266)
20,304 17,559 28,941 1,298 2,659 (706) 70,055
(1,319) (1,080) (50) 1 1 - (2,447)
18,985 16,479 28,891 1,299 2,660 (706) 67,608
(15,326) (8,271) (9,629) (885) (1,338) 706 (34,743)
3,659 8,208 19,262 414 1,322 - 32,865
2,042 11,019 2,295 — 2 - 15,358
5,701 19,227 21,557 414 1,324 — 48,223
13,328 10,660 14,926 159 1,606 1,050 41,729
5,411 4,304 5,398 143 (127) - 15,129
617 1,467 7,811 44 (3,514) (1,050) 5,375
460 2 - - 5 - 467

®) 4 117 6 - 119

3 1 - - 6 - 10

5,053 1,452 - 1 - (16) 6,490

- - - - 8,157 - 8,157

- - - - 34,070 - 34,070

1,119 44 626 3 923 (529) 2,186
25,983 17,934 28,878 350 41,132 (545) 113,732
(4,531 (1,113) — (1) — 13 (5,632)
21,452 16,821 28,878 349 41,132 (532) 108,100
(1,635) (970) 103 — 2 — (2,500)
19,817 15,851 28,981 349 41,134 (532) 105,600
(16,405) (7,938) (9,580) (227) 913) 532 (34,531)
3,412 7913 19,401 122 40,221 - 71,069
1,782 10,323 1,956 - (165) - 13,896
5,194 18,236 21,357 122 40,056 — 84,965
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Geographical Regions (continued)

Rest of Asia-Pacific reported pre-tax profits of HK$48,223m compared with HK$84,965m in 2013, a decrease of
43%. The decrease in pre-tax profits reflected a number of events in 2013, mainly the Ping An net disposal gain of
HK$30,747m, the accounting gain on reclassification of Industrial Bank of HK$8,454m, and a net gain of HK$685m
following disposals of our non-core insurance business in Vietnam, South Korea, Taiwan and Singapore.

Revenue decreased by HKS$38,045m, or 35% compared to 2013, mainly due to the gains on disposals and
reclassifications of investments as mentioned above. Excluding these, revenues increased mainly in mainland China,
and to a lesser extent India and Australia, coupled with the inclusion of full-year financial results from our GPB
business in Singapore, partly offset by a decrease in South Korea from the run-off of the RBWM business.

In mainland China, we reported higher net interest income in GB&M from Balance Sheet Management due to portfolio
growth and higher re-investment rates, coupled with a rise in average term lending balances. Additionally, trading
income improved in Rates from higher interest income on debt securities and revaluation gains on trading bonds as
yields fell, and in Foreign Exchange from increased client flows. Revenue in RBWM increased mainly from wider
deposit spreads as market interest rates rose in the first half of 2014, while in CMB, revenue growth was mainly driven
by higher average deposit and lending balances.

Elsewhere in Asia, revenue in India rose by 7% excluding the effect of foreign currency, primarily in GB&M from
higher Rates trading income, coupled with higher net interest income from portfolio growth in Balance Sheet
Management. In Australia, we achieved an increase in revenue of 6% after adjusting for the effect of foreign currency,
predominantly in GB&M from higher trading income in Rates and Foreign Exchange. This was partly offset by lower
revenue in South Korea following the run-off of our RBWM operations in 2013.

Loan impairment charges of HK$2,447m decreased marginally compared with 2013, primarily due to the non-
recurring charge arising from the review of our RBWM provisioning models in 2013, coupled with lower provisions in
Malaysia and Australia in 2014. This was broadly offset by increases in GB&M and CMB, mainly arising from a
small number of individually assessed impairment charges in mainland China; although New Zealand, Malaysia and
Vietnam reported lower individually assessed impairment charges in 2014.

Operating expenses rose marginally by HK$212m, following investments in Regulatory programmes and increase in
compliance costs, as well as additional headcount supporting business growth notably in mainland China, coupled with
wage inflation. These increases were partly offset by a reduction in South Korea due to the non-recurrence of a write-
down of our insurance joint venture of HK$558m, and restructuring provisions relating to the run-off of our RBWM
operation in 2013.

Share of profit from associates and joint ventures rose by HK$1,462m, mainly due to the impairment charge of

HKS$819m on our banking associate in Vietnam in 2013. The increase was also due to a higher share of profits from
Bank of Communications.
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Net interest income

2014 2013
HKS$m HK$m
INEL INLETESE INCOIME ..ouviievieitiietie et eee ettt et et e et e et e et e et e et e eeteebeeeaeeeseeeseeeaseeaseenseeseeseeeseeereesasesaeeeaes 95,109 87,365
AVErage INtEreSt-CarNiNG ASSELS ........erverutrreereeieierterteetentetessestessesseestesessesseeseeseensensesseesesneeneensensensesseeses 4,977,727 4,512,319
Net interest margin % %
I} 01 (= T OO USSR 1.79 1.81
Contribution from net free fUNAS .........coeoieerieiriie e 0.12 0.13
TOTAL .ttt b e b e bt h bt b bbb h b s bt b e bbb e st b ettt e et et neten 1.91 1.94
Net interest margin by region
Hong Kong:
TRE BANK ...ttt ettt h bttt s ettt ae b et se s s anens 1.30 1.34
Hang Seng Bank ... 2.16 2.13
RESt OF ASTA-PACITIC ....eueeeiteiietee ettt bttt ettt be e 1.93 2.06

Net interest income rose by HK$7,744m, or 9% compared with 2013, primarily from growth in customer lending,
deposit and from Balance Sheet Management in Hong Kong and mainland China, partly offset by a reduction in the net
interest margin.

Average interest-earning assets increased by HK$465bn or 10% compared with 2013. Average customer lending grew
by 12% notably in term lending and mortgages, while financial investments increased by 6%.

Net interest margin decreased by three basis points to 1.91% compared with 2013. The net interest spread decreased by
two basis points, while the contribution from net free funds dropped by one basis point. The decrease in net interest
margin resulted from compressed spreads on customer lending, coupled with an increase in the commercial surplus
deployed in lower yielding assets following the acquisition of the GPB business in Hong Kong and Singapore in late
2013.

In Hong Kong, the Bank recorded a decrease in net interest margin of four basis points from reduced asset spreads on
customer lending, notably on term lending, coupled with narrower deposit spreads.

At Hang Seng Bank, the net interest margin increased by three basis points and the net interest spread increased by two
basis points. The spread on customer lending improved, mainly on term lending, although the benefit was partly offset
by narrower deposit spreads in Hong Kong in a competitive deposit market.

In the Rest of Asia-Pacific, the net interest margin decreased by 13 basis points from compressed asset spreads on
customer lending, notably in mortgages and term lending, while deposit spreads remained relatively stable.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Net fee income

2014 2013
HKS$m HK$m
7,697 7,344
7,082 7,146
6,531 5,672
TIMPOTE/EXPOTT vttt ettt ettt ettt et s e et e st et e eseeneen e s s et eeseeneensesenseeneeseeneensensessenseans 4,968 4,986
Funds under ManagemeNt ............cc.eceriririeierieseeeetetet ettt entes e et eseereestessensesseeseeneensensesneeseans 4,193 4,114
REMULEANICES ..vviviiieiiieie ettt ettt ettt et e et e e eteeete e st e eteeeseeeaeeeateeeteeteeeseeesseesseeasesaseeaeesanes 3,508 3,364
Credit facilities ..... . 2,997 3,176
Account services .. 2,925 2,782
Underwriting .... . 1,949 1,908
TIISUTAIICE ...vviiieeie e et e e e et e e e e e et e e eae e e eateeeeateeeeteeeeaeeeenaeeeenteeeeaeeeeraeeenteeas 1,400 1,401
OBRET .ttt b et h bbbt b bbbt b ettt b ettt 7,412 8,294
FEE IMCOMME ...ttt et h ettt et ea e b et s e b et b et e bt et et ebe e enenan 50,662 50,187
Fee expense. (6,040) (6,341)
INEL FEE INCOMIE ....viviiiirieiieieete ettt ettt ettt e st e s te e s teestseesbeetbeesbeeabeeabeesseessesssessseesseesseenseenseenns 44,622 43,846
Net trading income
2014 2013
HKSm HK$m
DICALNG PIOTIES ...ttt ettt ettt b ettt b e st et et e st e b et e s et e st b e e eb e s eneebeneenenan 13,674 15,104
Net 10ss from hed@ing ACHIVILIES .....everviriiriiiieieieect ettt ettt se e besneens 6) (37)
Net interest income on trading assets and Habilities ...........ccccevirieiiererenieieieieeree e 5,168 3,859
Dividend income from trading SECULTHES .......e.eeueeeuirueirierieiieteieieiet sttt ettt seese e 1,384 974
Ping An contingent forward Sale CONEIACT ..........coueiriiiririiiiniiinieeerct ettt - (3,323)
Net trading iNCOME ......c.oviviviiiiiiiiiiiii e 20,220 16,577
Gains less losses from financial investments
2014 2013
HKS$m HK$m
Gain 0N SAlE OF PING AN ..ottt ettt ettt st — 34,070
Gains on disposal of available-for-sale SECUITHES ..........coeouruerieireirienieinreineeenee et 4,608 470
Impairment of available-for-sale equity INVESTMENES. ........ccceuerveuirieieiirieeieieieiee et (2,219) (28)
Gains less losses from financial INVESMENTS............cirieiruerieiiieiirieeieree e 2,389 442

Gains less losses from financial investments in 2014 included disposal gain of our investment in Bank of Shanghai and
the profit from intra-group sale of our interest in private equity funds.

In 2014, an impairment charge of HK$2,103m was made on our shareholding in Industrial Bank.
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Other operating income

2014 2013
HKS$m HK$m
Gain on reclassification of Industrial Bank - 8,454
Loss on reclassification of Yantai Bank ..... . - (297)
Loss on reclassification of Techcom Bank (251) —
Net gain/(loss) on reclassification 0f @SSOCIALES .........ccveverieruerririeieieriere ettt (251) 8,157
Movement in present value of in-force iNSUrance BUSINESS ..........coueuerveiriirieirenieiniereieesee e 3,581 4,735
Gains on iNVeStmMent ProPErties ........oeerueerreerrerieerierierenieeereeesereeseeeeneenes 670 1,389
Gain on disposal of property, plant and equipment, and assets held for sale .. 61 299
Gain on disposal of subsidiaries, associates and business portfolios .......... 104 758
Rental income from invVestment PrOPEItIES .........ccueutrueeruirieuirierietiteeeteeeterteieste et steseeee e esesee e eeeseeneenas 422 312
OBRET ..ttt ettt ettt e b bbbttt h et b e sttt et ne e be s nentean 3,915 3,925
Other OPETAtING INCOIMIC ......evieuieuieiteieeteeteettesie et et eetestetetesteeseeseeseessesseeseeseeneessensensesseeseensensensensenseans 8,753 11,418

Insurance income

Included in the net operating income are the following revenues earned by the insurance business:

2014 2013
HK$m HK$m
NEE INLEIEST IICOIMNE ...vveuiietiteetietietet e it eteete et et e eteeteeteestesse st e eseeseeseessessasesseeseessensassesseeseessensensesseeseaseas 9,439 8,702
NEE FEE IMCOIME. ... e.vieiieiieiiteete ettt ettt ettt ettt et et et e e beeaeeseess e s ebeeseeseessensesbesseeseessensensessaesesseas 2,083 1,864
INEE LTAAING LOSS...vteveetienieteie ettt ettt ettt ettt ettt ettt et et e sae et e e st e st essess e et eeseentensesenseeneeneensensensenneenes (512) (349)
Net income from financial instruments designated at fair value ............cccooevirieiieninninnecereee 4,159 2,426
Net INSUrance PremMilm IMCOIMIE .......oouiruiruerueetieteterteetteteestetestesteese et esteseessesseesteseensesbesaeeseeseensensessesseane 57,307 53,663
Movement in present value of in-force business . 3,581 4,735
Other OPEIatiNg INCOIMIE ...c..eviiuiiiieiieiterteste ettt ettt ettt et sa et b et s et et e sbeese e st et e besaeebeeseensenbesneebeane 173 1,052
76,230 72,093
Net insurance claims and benefits paid and movement in liabilities to policyholders..............cccceunee. (60,182) (56,592)
TOtal INSUTANCE INCOIMNC. ...cuveuvitiiieiieterteste sttt ettt ettt et besae st ebe e st estesee bt ebeesees e et e besaeebeeseensenbesaeebeane 16,048 15,501

Net interest income increased by 8% driven by growth in the debt securities portfolio, reflecting net inflows from new
and renewal insurance business.

Net income from financial instruments designated at fair value was HK$4,159m compared with HK$2,426m in 2013,
reflecting improved equity market performance and increased bond prices. To the extent that revaluation is attributed
to policyholders, there is an offsetting movement reported under ‘Net insurance claims and benefits paid and
movement in liabilities to policyholders’.

Net insurance premium income rose by 7% as a result of increases in new business premiums from sales of deferred
annuity products and a high net-worth product, as well as renewals. These were partly offset by lower unit-linked
insurance premiums. The growth in premiums resulted in a corresponding increase in ‘Net insurance claims and
benefits paid and movement in liabilities to policyholders’.

The movement in present value of in-force business decreased by HK$1,154m, mainly due to a gain from the
favourable interest rate assumption updates in 2013. Excluding the impact from the annual assumption updates for both
years, the movement in present value of in-force business increased by HK$1,000m from a favourable investment
market conditions update and an increase in the value of new business.

Other operating income in 2013 included the gains on sale of our interests in Bao Viet Holdings and Hana HSBC Life
Insurance Company Limited, offset by the disposal loss on the life insurance business in Taiwan.

19



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Loan impairment charges and other credit risk provisions

2014 2013
HKS$m HK$m
Individually assessed impairment charges

INEW CRATZES ..ottt sttt ettt s ettt e st et e st e s s e et e eneeneensenseeseeneeneensesensesneenes 4,202 2,433
REIEASES ...ttt ettt ettt ettt et e te e st e b e st e eteebeesee st e s e beeseeseent e b e b e eseeteeneensensenseeteaneas (1,420) (1,426)
RECOVETIES ...ttt ettt ettt ettt et et e st et e es e e st es e s e b e ss e eneeneensenbesse et e eneeneensensensenneas (156) (198)
2,626 809

Collectively assessed Impairment ChAIZES. ........coueeruirieirieiiriinieirieeieret ettt 2,272 2,602
Other credit TiSK PrOVISIONS .....cueutriiietirieiieteietetei ettt ettt ettt b e e bt se bt eebebeneabene 27 121
Loan impairment charges and other credit riSK ProviSions ...........cocecevveieenieinenieeneireeeeseeeie e 4,925 3,532

Individually assessed impairment charges increased in 2014, primarily in CMB and GB&M, comprising charges
against a small number of customers in Hong Kong and mainland China. The collectively assessed impairment charge
in 2013 included the impact from the review of our RBWM provisioning models.

There were no impairment losses or provisions against available-for-sale debt securities included in other credit risk
provisions (2013: nil), or relating to held-to-maturity investments (2013: nil).

Operating expenses

2014 2013
HK$m HK$m
Employee compensation and DENETItS ...........oceveririeieieieneeeceeeie e 38,894 36,938
General and adminiStrative EXPEISES. ... ..c.eeuereuerreutriirieirteietetetertestetestesestestesessesessessesesaesesseseesessenensens 28,278 26,127
Depreciation of property plant and €qUIPMENt ..........cceceriiirieriririeinieieenet ettt 4,107 3,988
Amortisation and impairment of intangible aSSEtS...........cocoirueriririeineireneineeee e 1,671 1,675
72,950 68,728
Of WhiCh: T@StIUCIUTIIG COSES ..euvvttinieriieiieteietetec et eteteete et e eeete et e ste st e te e ebes e st eseneebeseeneeseneeseseneesens 67 662
2014 2013
% %
COSt EFFICIENCY TALIO ...ttt ettt ettt b e bbb et be b nenenaenn 42.1 33.9

Employee compensation and benefits increased by HK$1,956m. Wages and salaries increased in 2014, reflecting the
full year impact from the acquisition of Global Private Banking business in Hong Kong and Singapore in November
2013 (HK$1.1bn), together with increased headcounts to support IT infrastructure, Risk and Compliance initiatives and
business growth, coupled with wage inflation. These increases were partly offset by lower restructuring costs
primarily due to the provisions relating to the rundown of the RBWM business in South Korea in 2013.

General administrative expenses increased by HK$2,151m in 2014, mainly due to higher marketing expenses, higher
property rental and higher investments in Regulatory programmes and Compliance initiatives.
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Operating expenses (continued)

Staff numbers by region (full time equivalent) At 31 December
2014 2013
Hong Kong:
The bank and wholly owned SUDSIAIATIES .......cc.ecvevirieieiiierie et 21,153 20,189
Hang Seng Bank HONg KON .....c.coueiiiiiiiiiieieiee ettt 8,215 7,945
Total HONG KOG ...eviniiiiiieieiie ettt ettt ettt sttt bt s abene 29,368 28,134
Rest of Asia-Pacific:
AUSETALIA ..ottt ettt et ettt ateeat e tt et e eteeteeteeeteeete e et e eateeateeateaaes 1,682 1,654
Mainland China 9,106 8,711
Malaysia . 4,665 4,694
India ....... . 4,737 4,961
TNAONESTA ...ovviiiieieectecie ettt ettt e ete e ete e e abeeabeesbeesseebeesseessessesssesasessseesseesseesseenseesseenseesaens 5,496 5,773
SINGAPOTE ..ttt ettt h e st e sttt e s bt eheeh e et et sb e eh e a e e st et na e bt b e ehe et e e b naeenes 3,077 3,048
TAIWAIL ..ottt bbbttt bbbkttt 2,320 2,249
STLLANKA ©.evvicivieiiete ettt ettt ettt et e et e e eteesaeestseetaeeaseetbeesbeeabe e be e beeebaeeraeeaaeesaeerbeenneereereanns 1,410 1,404
OLREIS ..t b ettt h etk bbbttt 6,433 6,393
Total Rest Of ASIA-PACITIC ...c..ooviiiieiieiicee ettt ettt ettt e e e et e e et e eteeeteeereeeaeens 38,926 38,887
TOLAL okttt 68,294 67,021
Tax expense
The tax expense in the consolidated income statement comprises:
2014 2013
HKS$m HK$m
Current income tax
HONE KONZ PIOFILS TAX ...vitiiieiieieteite ettt st sttt ettt st sbenae s 8,862 8,479
OVETSEAS TAXALION ....euvvetreetteetteeeteeteeteesteesteesttessteeseeeseeesseesseesseesseesseesseesseesssesssesssesnsesnseenseeseenseenseens 8,696 8,158
DEFRITEA TAXALION ....eeuveniiiietieiieiieiete ettt ettt et et e s teeaeesee st essenbesse et eeseensensesseeseeseeneensensansenneeses 1,454 (936)
19,012 15,701

The effective rate of tax for 2014 was 17.1% compared with 10.8% in 2013. The lower effective tax rate in 2013 was
largely due to non-taxable gains arising from the reclassification of Industrial Bank and the disposal of Ping An.

Assets
2014 2013

HKS$m % HK$m %
Cash and sight balances at central bank ............ccccceveernennee 156,475 2.3 158,879 2.5
Reverse repurchase agreements — non-trading ................... 218,901 33 150,584 24
Placings with and advances to banks...........cccccevevereneennee 488,313 7.3 564,521 9.0
Loans and advances to CUStOMETS ............cc.eevveeveerveerveennenns 2,815,216 42.3 2,619,245 42.0
Financial inVeStMents ..........cccoeveevueereereeniesieeieeveeveeeens 1,456,493 21.9 1,379,771 22.1
OLREI! oo 1,526,694 22.9 1,370,801 22.0
6,662,092 100.0 6,243,801 100.0

1 Excluding Hong Kong Government certificates of indebtedness.

Gross loans and advances to customers in Hong Kong increased by HK$157bn, or 10%, during 2014 largely from
growth in corporate and commercial lending of HK$88bn, reflecting our continued support to customers. Residential
mortgage lending and other personal lending increased by HK$23bn and HK$19bn respectively.

In Rest of Asia-Pacific, gross loans and advances to customers increased by HK$40bn, or 4%. Excluding the
unfavourable foreign exchange translation effects of HK$46bn, the underlying increase of HK$86bn was mainly from
growth in corporate and commercial lending of HK$62bn from business growth in mainland China, Taiwan, India and
Singapore.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Customer accounts

Customer accounts by type

CULTENE ACCOUINLS ...ttt ettt ettt ettt et et e st s bbbt s et et e e se b e st ebes s st saessebesaeneeneseesennenenens
Savings accounts.........
Other deposit accounts

Customer accounts by region

Hong Kong excluding Hang Seng Bank...........ccoeiiiiiiniiiiiiiieceeseee e
Hang Seng Bank Hong Kong
Rest of Asia-Pacific

Advances-to-deposits ratio

2014 2013
HKS$m HK$m
919,343 862,138
2,379,651 2,246,618
1,180,998 1,144,942
4,479,992 453,698
2,173,472 2,067,700
844,537 769,399
1,461,983 1,416,599
4,479,992 4,253,698
2014 2013

% %

62.8 61.6

Customer accounts increased by HK$226bn, notably in Hong Kong, mainland China, Taiwan and Singapore. The

group’s advances-to-deposits ratio remained steady at 62.8% at 31 December 2014.

Equity

Equity increased by HK$86bn, or 16%, to HK$608bn. The increase in equity was mainly due to the issue of additional
share capital and Basel III-compliant additional tier 1 capital instruments during the year, together with increases in

retained profits and available-for-sale reserve.

The Directors have declared a fourth interim dividend in respect of the financial year ended 31 December 2014 of

HK$14,250m (HK$0.37 per ordinary share).

22



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Risk Report

Risk Management (Unaudited)

All the group’s activities involve the analysis, evaluation, acceptance and management of some degree of risk or
combination of risks. The principal types of risk faced by the group are credit risk (which includes country and cross-
border risk), liquidity and funding risk, market risk, insurance risk, operational risk and reputational risk.

The HSBC Group Head Office formulates high-level risk management policies for the HSBC Group worldwide. The
group’s risk management policies and procedures are subject to a high degree of oversight and guidance to ensure that
all types of risk are systematically identified, measured, analysed and actively managed. In addition, internal audit is
responsible for the independent review of risk management and the control environment.

Our stress testing and scenario analysis programme is central to our risk management. We conduct stress-testing
scenarios across the group and for individual subsidiaries which reflect our business strategy and resultant risk
exposures. These scenarios include, but are not limited to, adverse macro-economic events; country, sector and
counterparty failures; and a variety of projected major operational risk events. The results of the stress tests are used to
assess the potential demand for regulatory capital under the various scenarios. We also participate, where appropriate,
in scenario analyses requested by regulatory bodies including the Hong Kong Monetary Authority (‘HKMA”) and
other regional regulators.

We examined a scenario in 2014 of a significant slowdown in economic activity in Hong Kong and China. The result
of this stress test demonstrated that the group would remain satisfactorily capitalised after taking account of assumed
management actions.

Description of risks - banking operations
(Audited)

Risks
Credit risk

The risk of financial loss if a
customer or counterparty fails to
meet an obligation under a
contract.

Arising from Measurement, monitoring and management of risk

e Credit risk arises principally from Credit risk:
direct lending, trade finance and e is measured as the amount which could be lost if a
leasing business, but also from certain  customer or counterparty fails to make repayments. In
other products such as guarantees and  the case of derivatives, the measurement of exposure
derivatives. takes into account the current mark to market value of
the contract and the expected potential change in that
value over time caused by movements in market rates;
e is monitored within limits approved by individuals
within a framework of delegated authorities. These
limits represent the peak exposure or loss to which the
group could be subjected should the customer or
counterparty fail to perform its contractual
obligations; and
e is managed through a robust risk control framework
which outlines clear and consistent policies, principles
and guidance for risk managers.

Liquidity and funding risk

The risk that we do not have .
sufficient financial resources to

Liquidity risk arises from mismatches
in the timing of cash flows.

Liquidity and funding risk:
e is measured using internal metrics including stressed

meet our obligations as they fall due o
or that we can only do so at
excessive cost.

Funding risk arises when the liquidity
needed to fund illiquid asset positions
cannot be obtained at the expected
terms and when required.

operational cash flow projections, coverage ratio and
advances to core funding ratios;

is monitored against the Group’s liquidity and funding
risk framework and overseen by regional Asset and
Liability Management Committees (‘ALCO’s), Group
ALCO and the Risk Management Meeting; and

is managed on a stand-alone basis with no reliance on
any Group entity (unless pre-committed) or central
bank unless this represents routine established market
practice.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Risk Report (continued)

Risks

Arising from

Measurement, monitoring and management of risk

Market risk

The risk that movements in market
factors, including foreign exchange
rates and commodlity prices,
interest rates, credit spreads and
equity prices, will reduce our
income or the value of our
portfolios.

Exposure to market risk is separated into Market risk:

two portfolios:
e Trading portfolios comprise positions

arising from market-making and
warehousing of customer derived
positions.
e Non-trading  portfolios  comprise

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

e is measured in terms of value at risk, which is used to

estimate potential losses on risk positions as a result
of movements in market rates and prices over a
specified time horizon and to a given level of
confidence, augmented with stress testing to evaluate
the potential impact on portfolio values of more
extreme, though plausible, events or movements in a
set of financial variables;

is monitored using measures including the sensitivity
of net interest income and the sensitivity of structural
foreign exchange which are applied to the market risk
positions within each risk type; and

is managed using risk limits approved by the Risk
Management Committee for the group. These units
are allocated across business lines and to the group’s
operating entities.

Operational risk

The risk of loss resulting from
inadequate or failed internal
processes, people and systems or
from external events, including
legal risk .

Operational risk arises from day to day
operations or external events, and is
relevant to every aspect of our business.

Operational risk:
o is measured using both the scenario analysis process

and the risk and control assessment process, which
assess the level of risk and effectiveness of controls;

is monitored using key indicators and other internal
control activities; and

is primarily managed by global business and
functional managers. They identify and assess risks,
implement controls to manage them and monitor the
effectiveness of these controls using the operational
risk management framework. The Global Operational
Risk function is responsible for the framework and for
overseeing the management of operational risks
within businesses and functions.

Other material risks

Reputational risk

The risk that illegal, unethical or
inappropriate behaviour by the
group itself, members of staff or
clients or representatives of the
group will damage our reputation,
leading, potentially, to a loss of
business, fines or penalties.

Reputational risk encompasses negative Reputational risk:

reaction not only to activities which may
be illegal or against regulations, but also
to activities that may be counter to
societal standards, values and
expectations. It arises from a wide
variety of causes, including how we
conduct our business and the way in
which clients to whom we provide
financial services, and bodies who
represent us, conduct themselves.

o is measured by reference to our reputation as indicated

by our dealings with all relevant stakeholders,
including media, regulators, customers and
employees;

is monitored through a reputational risk management
framework, taking into account the results of the
compliance risk monitoring activity; and

is managed by every member of staff and is covered
by a number of policies and guidelines. There is a
clear structure of committees and individuals charged
with mitigating reputational risk, including the Group
Reputational ~ Risk  Policy = Committee  and
regional/business equivalents.
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Our insurance manufacturing subsidiaries are separately regulated from our banking operations. Risks in the insurance
entities are managed using methodologies and processes appropriate to insurance manufacturing operations, but
remain subject to oversight at group level. Our insurance operations are also subject to the operational and other
material risks presented in relation to the banking operations, and these are covered by the group’s respective risk

management processes.

Description of risks - insurance manufacturing operations

Risks

Arising from

Measurement, monitoring and management of risk

Insurance risk

The risk that, over time, the cost of
acquiring and administering an
insurance contract and paying
claims and benefits may exceed the
aggregate amount of premiums
received and investment income.

The cost of claims and benefits can be Insurance risk:

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

» is measured in terms of life insurance liabilities;
» is monitored by the Risk Management Committee of

the Insurance operations, which checks the risk
profile against the risk appetite for insurance
business approved by the group; and

» is managed both centrally and locally using product

design, underwriting, reinsurance and claims-

handling procedures.

Financial risks

Our ability to effectively match the
liabilities arising under insurance
contracts with the asset portfolios
that back them are contingent on
the management of financial risks
such as market, credit and liquidity
risks, and the extent to which these
risks are borne by the
policyholders.

Contracts with discretionary
participation features share the
performance of the underlying
assets between policyholders and
the shareholder in line with the
type of contract and the specific
contract terms.

Exposure to financial risks arises from:

o market risk of changes in the fair values
of financial assets or their future cash
flows from fluctuations in variables
such as interest rates, foreign exchange
rates and equity prices;

o credit risk and the potential for financial
loss following the default of third
parties in meeting their obligations; and

o liquidity risk of entities not being able
to make payments to policyholders as
they fall due as there are insufficient

assets that can be realised as cash within e

the required timeframe.

Financial risks:
» are measured separately for each type of risk:

— market risks are measured in terms of exposure to
fluctuations in key financial variables;

— credit risk is measured as the amount which could
be lost if a counterparty fails to make repayments;
and

— liquidity risk is measured using internal metrics
including stressed operational cash flow
projections;

are monitored within limits approved by individuals
within a framework of delegated authorities;
are managed through a robust risk control
framework which outlines clear and consistent
policies, principles and guidance for risk managers.
Subsidiaries manufacturing products with guarantees
are usually exposed to falls in market interest rates
and equity prices to the extent that the market
exposure cannot be managed by using any
discretionary participation (or bonus) features within
the policy contracts they issue; and

can be mitigated through sharing of risk with

policyholders under the discretionary participation

features for participating products.

Exposure to risks arising from the business activities of global businesses (Unaudited)

The chart below provides a high level guide to how the group’s business activities are reflected in our risk measures

and in our balance sheet.

The assets and liabilities indicate the contribution each business makes to the balance sheet, while risk weighted assets
(‘RWAS’) illustrate the relative size of the risks incurred in respect of each business.
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THE HONGKONG AND SHANGHAI

Risk Report (continued)

Global

business

Business

activities

Balance

sheet'

RWAs

Risk
Profile

BANKING CORPORATION LIMITED

RBWM

GB&M

Other

HKS$bn HKS$bn HKS$bn
Assets 1,290 Assets 1,232 Assets 4,227 Assets 115 e Assets 13
Customer Customer Customer Customer e Customer
accounts ‘ 2,224 ‘ 1,207 accounts ‘ 814 accounts ‘ 232 accounts 3
HKS$bn HKS$bn HKS$bn HKS$bn HKS$bn
Credit risk 242 Credit risk 816 Credit risk 831 Credit risk 18 e Credit risk 247
Operational risk 60 Counterparty Counterparty Counterparty e Operational risk 19
credit risk 2 credit risk 118 credit risk 1
Operational risk 59 Operational risk 147 Operational risk 5
Market risk 143

Liquidity and funding risk, Reputational risk and

risk. The latter is predomin;

ly in RBWM and CMB.
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Credit Risk

(Audited)

Credit risk generates the largest regulatory capital requirement of the risks we incur. The group has standards, policies
and procedures dedicated to controlling and monitoring risk from all such activities. The group’s principal credit risk
management procedures and policies, which follow policies established by HSBC Group Head Office, include the
following:

e Formulating credit policies which are consistent with the Group credit policy and documenting these in detail in
dedicated manuals.

e Establishing and maintaining the group’s large credit exposure policy. This policy delineates the group’s maximum
exposures to individual customers, customer groups and other risk concentrations.

e Establishing and complying with lending guidelines on the group’s attitude towards, and appetite for, lending to
specified market sectors and industries.

e Undertaking an objective assessment of risk. All commercial non-bank credit facilities originated by the group in
excess of designated limits are subject to review prior to the facilities being committed to customers.

e Controlling exposures to banks and other financial institutions. The group’s credit and settlement risk limits to
counterparties in the finance and government sectors are designed to optimise the use of credit availability and
avoid excessive risk concentration.

e Managing exposures to debt securities by establishing controls in respect of the liquidity of securities held for
trading and setting issuer limits for financial investments. Separate portfolio limits are established for asset-backed
securities and similar instruments.

e Controlling cross-border exposures to manage country and cross-border risk through the imposition of country
limits with sub-limits by maturity and type of business.

e Controlling exposures to selected industries. When necessary, restrictions are imposed on new business, or
exposures in the group’s operating entities are capped.

e Maintaining and developing risk ratings in order to categorise exposures meaningfully and facilitate focused
management of the attendant risks. Rating methodology is based upon a wide range of financial analytics together
with market data-based tools which are core inputs to the assessment of counterparty risk. Although automated
risk-rating processes are increasingly used for the larger facilities, ultimate responsibility for setting risk grades
rests in each case with the final approving executive. Risk grades are reviewed frequently and amendments, where
necessary, are implemented promptly.

Both the group’s Risk Management Committee (‘RMC’) and HSBC Group Head Office receive regular reports on
credit exposures. These include information on large credit exposures, concentrations, industry exposures, levels of
impairment provisioning and country exposures.

RMC has the responsibility for risk approval authorities and approving definitive risk policies and controls. It monitors
risk inherent to the financial services business, receives reports, determines action to be taken and reviews the efficacy
of the risk management framework.

The Executive Committee (‘EXCO’) and RMC are supported by a dedicated group risk function headed by the Chief
Risk Officer, who is a member of both EXCO and RMC and reports to the Chief Executive.

The Risk Committee also has responsibility for oversight and advice to the Board on risk matters. The key
responsibilities of the Risk Committee in this regard include preparing advice to the Board on the overall risk appetite
tolerance and strategy within the group and seeking such assurance as it may deem appropriate that account has been
taken of the current and prospective macroeconomic and financial environment. The Risk Committee is also
responsible for the periodic review of the effectiveness of the internal control and risk management frameworks and
advising the Board on all high level risk matters. The Risk Committee approves the appointment and removal of the
group Chief Risk Officer.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Risk Report (continued)

(i) Credit exposure

Maximum exposure to credit risk
(Audited)

Our credit exposure is spread across a broad range of asset classes, including derivatives, trading assets, loans and

advances to customers, placings with and advances to banks and financial investments.

The following table presents the maximum exposure to credit risk from balance sheet and off-balance sheet
financial instruments, before taking account of any collateral held or other credit enhancements (unless such credit
enhancements meet accounting offsetting requirements). For financial assets recognised on the balance sheet, the
maximum exposure to credit risk equals their carrying amount; for financial guarantees and similar contracts
granted, it is the maximum amount that we would have to pay if the guarantees were called upon. For loan
commitments and other credit-related commitments that are irrevocable over the life of the respective facilities, it

is generally the full amount of the committed facilities.

Maximum exposure to credit risk before collateral held or other credit enhancements

The group 2014 2013
HK$m HK$m

Cash and sight balances at central banks ...........c.cccoveeiiiiniieiiniiiiecce e 156,475 158,879
Items in the course of collection from other banks ............ccccocveierininieiieieee e 21,122 16,346
Hong Kong Government certificates of indebtedness ............cccoeceeiviicinnincininncccincccenes 214,654 195,554
TTAAINE ASSES ..uveuvevietietieuieterte ettt et et et e et e ete et e estestenbesaeese et e eseessensensesseeseeseensensesseeseeneeneensensesenneanes 365,846 279,760
DIEDE SECUITLIES ....vivivieiieiieiectiete ettt ettt ettt ettt te st et e s et e saeeseessensessessaeseessessensesaesesneess 231,734 150,145
Treasury and other eligible DIllS.........ccooiiieieieieieiceceee e 102,028 109,174
OBRET ettt b ettt 32,084 20,441
DErivatives .....ccoceeeeeeienieniene e 389,934 388,727
Financial assets designated at fair value . 17,238 19,900
Debt securities ........ccccevererervennns 17,238 19,871
OIRET ettt ettt ettt a et s ettt e bt b et st be st b et st et eneebeneeneeaan - 29
Reverse repurchase agreements — NON-rAdING ........cccoueirierieinieinienieinieteeneeeereee e 218,901 150,584
Placings with and advances t0 Danks ..........c.cccoveeiiiniiiiiniiciice s 488,313 564,521
Loans and advances t0 CUSLOIMETS ...........ccueevieivieireeereeeteeereeeeeeeeeseeseeeseesseesseesssesseesseesseeseesseesseens 2,815,216 2,619,245
PEISONAL ...ttt ettt et e b e e e e neenaeeeaeesnaennaeeneas 1,002,613 963,372
Corporate and COMMETCIAL ......cc.eoueuiriiiriiniiiiieerice ettt ettt ettt ere e 1,704,184 1,580,517
Financial (non-bank financial inStitUtions) ...........cceciviiiiriiiiiiniiiiiiiiicicceee e 108,419 75,356
FInancial INVESTMENLTS .........c..ccuiiiuiiiieitieeieete ettt eeteeeteeeteeeteeeaeeeaeeeseeeteesaeesaeesasesaseeaseesseesseereeseens 1,407,362 1,344,975
DIEDE SECUITLIES ..vvievieiieeiie et ettt et et e sttt e et et e et e et e e ste e teesseeesaeeseesaseenseenseenseenseesseesseesssennnas 862,826 819,277
Treasury and other eligible Dills .........ccccviiiiiiiiniiiiiiccce e 544,536 525,698
Amounts due from Group companies 191,694 161,975
Other assets .......coocevveeeeeeennns 82,000 77,895
Acceptances and endorsements 31,200 34,239
Other ......ccoeiinviiiiiie 50,800 43,656
Financial guarantees and other credit-related contingent liabilities . 61,666 83,647
Loan commitments and other credit-related commitments' ..............ccoccoveeveivevereeeveieeereeeeeenenans 2,265,453 1,944,536
AC 3T DCCEIMDEY .......oooviiiiiiiiiiiie e ettt e e et e et e e et e e et e e et e e eaaeeeaeeas 8,695,874 8,006,544

1 Includes both revocable and irrevocable commitments.
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The Bank

Cash and sight balances at central DAnKS ...........cccoeoirireirieiiiinie e
Items in the course of collection from other banks ............cccceoieieriiiriniieeeecee e

Hong Kong Government certificates of indebtedness

Trading SSELS ....ccevvereeieieierieeeeeieeeie et
Debt securities ........cc.coceene .
Treasury and other eligible Dills ..........ccccooiiiiiiiiniiiiiccc e

Other

DETIVALIVES ....voviiiiiiiiiiic s
Financial assets designated at fair value: debt SECUTTLIES ......ccoveeruirieirieiriirieiceeeeceeeeen
Reverse repurchase agreements — NON-TrAdING .......ccceevveuerieirierieiniiieenieceeeeeret et

Placings

with and advances t0 DanKS ...........c.ooooiieiiiiiiiiiii e

Loans and advances t0 CUSLOMETS .......c.ecveruiereeieierieniesterteeseeseeiesessesseeneeseessessessesseeseessensensessessenn
POISONAL ...ttt ettt et e e et e b e naeenaeesneesnaeeneas

Corporate and commercial

Financial (non-bank financial inStItUtioNS) ........cceoeeireiririeiienieiereee e
FInancial INVESTMENES ....c..cccoveieuirieiiriiirtceitetceetet ettt ettt ettt ettt et sa et sb et ebe st eneseeneenen

Debt

SEOUTTEIES .uviuvivietietiesieteeteeteete et et e st et e eteeseessesebeeseeseessessessesseesaessessensessaeseessensessessasesseens

Treasury and other eligible DIllS ..........cccooiiiiieiiiiieeie e
Amounts due from Group COMPANIES ........cerverieuirieirieieiereeteeteeeteeeseeteseete et ete e seeesesseneeseseenennas
OFNET @SSELS .....euuetinietirteiietet ettt ettt ettt ettt et et ettt ettt st s bt e bbbt eb et eb s st et eeenennenennens

Acceptances and ENAOTSEIMENTS .........co.eirerieuirreiriiiet ettt et eteeetetese st etesteseebeseesesesesseneesenes

Other

Financial guarantees and other credit-related contingent liabilities ...........cccoceoirenieenieiinencneneees
Loan commitments and other credit-related cOMmMItments’ ..............co.coouvveverreerereereeceecee e

At 3T DECEMDET ...ttt ettt sttt et a et h e sttt e e e neens

1 Includes both revocable and irrevocable commitments.

2014 2013
HKSm HK$m
120,468 112,585

15,888 10,922
214,654 195,554
257,333 204,069
166,447 111,588

68,147 82,003

22,739 10,478
374,876 377,183

1,257 1,561
116,113 86,601
206,309 250,918
1,590,711 1,483,910
562,034 538,117
956,572 894,856

72,105 50,937
717,978 755,572
307,966 329,861
410,012 425,711
404,136 366,889

37,400 37,255

16,625 19,845

20,775 17,410

40,589 41,783

1,562,132 1,282,148

5,659,844 5,206,950

Total exposure to credit risk remained broadly unchanged in 2014 with loans and advances remaining the largest
element.

(ii) Credit quality of financial instruments
(Audited)

Four broad classifications describe the credit quality of the group’s lending and debt securities portfolios. Each of
these classifications encompasses a range of more granular, internal credit rating grades assigned to wholesale and

retail lending business, as well as the external ratings attributed by external agencies to debt securities.

There is no direct correlation between the internal and external ratings at the granular level, except insofar as both
fall within one of the four classifications.

Debt securities/

other bills Wholesale lending and derivatives Retail lending
Internal credit Probability of Internal credit Expected loss %
External rating rating default % rating
Quality Classification
Strong .....eeeeveveienicnienenne A- and above CRR1toCRR2 0-0.169 EL 1 to EL 2 0-0.999
Medium .......ccoeoeeveernnenennene. B+ to B, and CRR3to CRR5 0.170 —4.914 EL 3 to EL 5 1.000 — 19.999
unrated
Sub-standard ..........c.cccceee B- and below CRR 6to CRR8 4.915-99.999 EL 6 to EL 8 20.000 — 99.999
Impaired Impaired CRR 9 to CRR 10 100 EL9 to EL 10 100+ or defaulted"

1 The EL percentage is derived through a combination of PD and LGD, and may exceed 100% in circumstances where the LGD is

above 100%, reflecting the cost of recoveries.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Risk Report (continued)

Quality classification definitions
(Audited)

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

e Medium: Exposures require closer monitoring, with low to moderate default risk. Retail accounts typically
show only short periods of delinquency, with losses expected to be minimal following the adoption of recovery
processes.

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

e Impaired: Exposures have been assessed, individually or collectively, as impaired. The group observes the
convention, reflected in the quality classification definitions above, that all retail accounts delinquent by 90
days or more are considered impaired. Such accounts may occur in any retail EL (‘Expected Loss’) grade,
whereby in the higher quality grades the grading assignment will reflect the offsetting of the impact of
delinquency status by credit risk mitigation in one form or another.

Granular risk rating scales
(Audited)

The CRR (‘Customer Risk Rating’) 10-grade scale summarises to a more granular underlying 23-grade scale of
obligor probability of default (‘PD’). All HSBC wholesale customers are rated using the 10 or 23-grade scale,
depending on the degree of sophistication of the Basel II approach adopted for the exposure.

The EL 10-grade scale for retail business summarises a more granular underlying EL scale for these customer
segments; this combines obligor and facility/product risk factors in a composite measure. The external ratings cited
above have for clarity of reporting been assigned to the quality classifications defined for internally-rated
exposures.

The basis of reporting reflects risk rating systems under the HSBC Group’s Basel II programme and extends the
range of financial instruments covered in the presentation of portfolio quality.

Impairment is not measured for financial instruments held in trading portfolios or designated at fair value, as assets
in such portfolios are managed according to movements in fair value, and the fair value movement is taken directly
through the income statement.
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Distribution of financial instruments by credit quality

(Audited)
The group
Neither past due nor impaired
Past
Sub- due not Impairment
Strong Medium' standard impaired Impaired allowances Total

31 December 2014 HKS$m HKS$m HK$m HK$m HK$m HKS$m HKS$m
Items in the course of collection

from other banks ................. 19,595 1,527 - - - - 21,122
Trading assets .........ccceeeennee 280,265 85,456 125 — — - 365,846
— treasury and other

eligible bills 92,277 9,751 - - - - 102,028
— debt securities 175,655 55,954 125 - - - 231,734
— loans and advances to banks 8,589 5,740 - - - - 14,329
— loans and advances to

CUSLOMETS ...vveeeeveeenereeanenennn 3,744 14,011 — — — — 17,755
Derivatives .......cocceevevveennennne 319,670 69,971 293 - - - 389,934
Financial assets designated

at fair value .........c.cccveeunee. 14,621 2,617 - - — - 17,238
— debt securities .................... 14,621 2,617 - - - - 17,238
— loans and advances to

CUSLOIMETS ..euvveeenereneeeeneane - - - - - - -
Reverse repurchase agreements

—non-trading .........c..c...... 152,021 66,880 - - - - 218,901
Placings with and advances to

banks held at amortised cost 425,580 60,458 2,273 2 - - 488,313
Loans and advances to

customers held at

amortised COSt .....ocerueurnne 1,362,131 1,388,858 25,821 33,039 15,887 (10,520) 2,815,216
—personal ........cccoeevveneennene. 863,201 114,637 597 22,339 3,808 (1,969)(| 1,002,613
— corporate and

commercial ........cccoeeeenene 453,699 1,213,449 24,954 8,545 11,984 (8,447)|| 1,704,184
— financial (non-bank financial

INStItUtions) .......cceevvervenenne 45,231 60,772 270 2,155 95 (104) 108,419
Financial investments ............ 1,272,781 134,575 - - 6 - 1,407,362
— treasury and other

eligible bills ........cccooveuenee 507,519 37,017 - - - - 544,536
— debt securities ...........cococ... 765,262 97,558 - - 6 - 862,826
Other assets ........cocccevereeennene 31,720 48,744 1,144 287 105 - 82,000
— acceptances and endorsements 5,400 24,749 1,002 5 44 - 31,200
—Other .ccoceveivicircecne 26,320 23,995 142 282 61 - 50,800
Total ..o 3,878,384 1,859,086 29,656 33,328 15,998 (10,520) 5,805,932

1 Includes HK$126,328m of treasury and eligible bills and debt securities that have been classified as BBB+ to BBB- using the
ratings of Standard & Poor’s.

2 The above table does not include inter-company balances.
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Risk Report (continued)

Neither past due nor impaired

Past
Sub- due not Impairment
Strong Medium' standard impaired Impaired  allowances Total
31 December 2013 HK$m HK$m HK$m HK$m HK$m HK$m HK$m
Items in the course of collection
from other banks ................. 14,515 1,829 2 - - - 16,346
Trading assets .........ccceoeennee 230,974 48,032 754 - - — 279,760
— treasury and other
eligible bills ........ccceveeenne 95,145 13,994 35 - - - 109,174
— debt securities ...........cocue.n. 124,035 25,391 719 - - - 150,145
— loans and advances to banks 8,956 2,941 - - - - 11,897
— loans and advances to
CUSLOMETS ...vveeneveeenireeenenennn 2,838 5,706 — — — — 8,544
Derivatives .......occeevevveveneenne. 328,218 60,236 273 - - - 388,727
Financial assets designated at
fair value ........ccoeeveeveennenns 16,809 3,091 — — - — 19,900
— debt securities .................... 16,809 3,062 - - - - 19,871
— loans and advances to
CUSEOIMETS ..ovvevveereenreenneans — 29 — — — — 29
Reverse repurchase agreements
—non-trading ..........c.c.c.... 83,353 67,231 - - - - 150,584
Placings with and advances to
banks held at amortised cost 489,537 72,361 2,537 86 - - 564,521
Loans and advances to
customers held at
amortised COSt ..........c.o.... 1,296,748 1,256,461 29,756 32,646 13,135 (9,501) 2,619,245
—personal .........coceevreneennnne. 857,139 82,358 535 21,425 4,078 (2,163) 963,372
— corporate and
commercial ..........cocu.... 415,314 1,126,041 28,540 9,280 8,450 (7,109) 1,580,516
— financial (non-bank financial
INStitutions) .....oceevvervennne 24,295 48,062 681 1,941 607 (229) 75,357
Financial investments ............ 1,223,652 118,552 2,765 — 6 — 1,344,975
— treasury and other
eligible bills ........ccccovveneee. 493,213 32,157 328 - - - 525,698
— debt securities' 730,439 86,395 2,437 — 6 — 819,277
Other assets .......ccoceevververvenenn 23,708 52,813 1,105 216 53 — 77,895
— acceptances and endorsements 6,393 26,823 1,006 15 2 - 34,239
—other ...oocoveveeieieieeee 17,315 25,990 99 201 51 — 43,656
Total v 3,707,514 1,680,606 37,192 32,948 13,194 (9,501) 5,461,953

1 Includes HK$103,258m of treasury and eligible bills and debt securities that have been classified as BBB+ to BBB- using the
ratings of Standard & Poor’s.

2 The above table does not include inter-company balances.
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The Bank

Neither past due nor impaired

Past
Sub- due not Impairment
Strong Medium' standard impaired Impaired allowances Total

31 December 2014 HKS$m HKS$m HK$m HK$m HK$m HKS$m HKS$m
Items in the course of collection

from other banks ................. 14,919 969 - - - - 15,888
Trading assets .........ccceoeeeennee 185,399 71,809 125 - - - 257,333
— treasury and other

eligible bills ........ccceveeenne 58,398 9,749 - - - - 68,147
— debt securities .................... 118,315 48,007 125 - - - 166,447
— loans and advances to banks 4,998 263 - - - - 5,261
— loans and advances to

CUSLOMETS ...vveeeeveeenereeanenennn 3,688 13,790 — — — — 17,478
Derivatives .......cccceevevveveneenne. 313,416 61,258 202 - - - 374,876
Financial assets designated at

fair value:
— debt securities .................... - 1,257 - - - - 1,257
Reverse repurchase agreements

—non-trading ............c.c.... 82,307 33,806 - - - - 116,113
Placings with and advances to

banks held at amortised cost 178,195 27,853 259 2 - - 206,309
Loans and advances to

customers held at amortised

COSE taviiierieteeieeieei e 772,677 785,417 14,151 15,159 9,179 (5,872) 1,590,711
—personal .........cocceevreneennnne. 470,714 82,434 232 8,005 1,506 (857) 562,034
— corporate and

commercial ......ccoccoeveriennene 270,519 664,610 13,649 5,128 7,579 4,912) 956,573
— financial (non-bank financial

INSHEULIONS) .oveeveneenieieinne 31,444 38,373 270 2,026 94 (103) 72,104
Financial investments ............ 621,926 96,046 - - 6 - 717,978
— treasury and other

eligible bills .......cccceeenee 378,107 31,905 - - - - 410,012
— debt securities .................... 243,819 64,141 — — 6 - 307,966
Other assets ........coceevvervenvenene 13,345 23,151 779 28 97 - 37,400
— acceptances and endorsements 3,255 12,603 722 1 44 - 16,625
—other ...cooovevveeieieieee 10,090 10,548 57 27 53 - 20,775
Total ..o 2,182,184 1,101,566 15,516 15,189 9,282 (5,872) 3,317,865

1 Includes HK$106,865m of treasury and eligible bills and debt securities that have been classified as BBB+ to BBB- using the
ratings of Standard & Poor’s.

2 The above table does not include inter-company balances.
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Risk Report (continued)

Neither past due nor impaired

Past
Sub- due not Impairment
Strong Medium' standard impaired Impaired  allowances Total

31 December 2013 HKS$m HKS$m HK$m HK$m HKS$m HKS$m HK$m
Items in the course of collection

from other banks ................. 9,485 1,435 2 - - - 10,922
Trading assets .........ccccoeeennee 161,204 42,682 183 - — — 204,069
— treasury and other

eligible bills ........cccoeveuenene 68,009 13,994 - - - - 82,003
— debt securities .................... 88,506 22,899 183 - - - 111,588
— loans and advances to banks 1,862 110 - - - - 1,972
— loans and advances to

CUSLOMETS ...vveeneveeenireeenenennn 2,827 5,679 — — — — 8,506
Derivatives ......ccocevveveevevenennnn 321,165 55,814 204 - - - 377,183
Financial assets designated at

fair value:
— debt securities .................... 555 1,006 - - - - 1,561
Reverse repurchase agreements

—non-trading ............c.c.... 63,939 22,662 - - - - 86,601
Placings with and advances to

banks held at amortised cost 215,206 35,537 89 86 - - 250,918
Loans and advances to

customers held at amortised

COSE taviiierieteeieeieei e 716,398 727,808 22,445 15,346 7,119 (5,206) 1,483,910
—personal .......c.coeevveneennene. 482,802 47,036 245 7,441 1,620 (1,027) 538,117
— corporate and

commercial ............ccoeuenn. 218,475 647,746 21,687 5,998 4,906 (3,956) 894,856
— financial (non-bank financial

INStItULioNS) ..ovvveeevenieeenee 15,121 33,026 513 1,907 593 (223) 50,937
Financial investments ............ 665,990 89,450 126 — 6 — 755,572
— treasury and other

eligible bills ........cccooeuenee 395,977 29,734 - - - - 425,711
— debt securities ...........oooue.. 270,013 59,716 126 — 6 — 329,861
Other assets .......c.ccceeveeeeneenn. 8,472 27,906 804 56 17 — 37,255
— acceptances and endorsements 4,524 14,568 736 15 2 — 19,845
—Other oovveieieeieieeeee 3,948 13,338 68 41 15 - 17,410
Total ..o 2,162,414 1,004,300 23,853 15,488 7,142 (5,206) 3,207,991

1 Includes HK$86,110m of treasury and eligible bills and debt securities that have been classified as BBB+ to BBB- using the
ratings of Standard & Poor’s.

2 The above table does not include inter-company balances.
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(iii) Ageing analysis of past due but not yet impaired financial instruments
(Audited)

The amounts in the following table reflect exposures designated as past due but not impaired. Examples of
exposures designated as past due but not impaired include loans that have missed the most recent payment date but
on which there is no evidence of impairment and short-term trade facilities past due more than 90 days for
technical reasons, such as delays in documentation, but where there is no concern over the creditworthiness of the
counterparty.

The group
Up to 30-59 60-89 90-180 Over
29 days days days days 180 days Total
HKS$m HKS$m HKSm HKSm HKSm HKSm
31 December 2014
Loans and advances to customers
held at amortised COSt" .......vemreereeeeeeeeeeen 27,445 4,217 1,370 7 = 33,039
— PErSONAL .o.iiiiieiiieee e 17,433 3,689 1,211 6 = 22,339
— corporate and commercial ..........ccccoovririeiecieninns 7,938 447 159 1 - 8,545
— financial (non-bank financial institutions) ............. 2,074 81 = = = 2,155
Placings with and advances to banks
held at amortised COSt .........cocvveieieieriierierieneenens 2 = = = = 2
Other @SSELS ....eevveereieieieriieciieeie ettt 131 30 26 42 58 287
27,578 4,247 1,396 49 58 33,328
31 December 2013
Loans and advances to customers
held at amortised COSt" ...........ooovevrereeereeeeeenne. 25,921 4,968 1,504 160 93 32,646
— PErSONAL .ot 16,405 3,899 1,074 46 1 21,425
— corporate and commercial ..........ccccooerenineniienenne 7,873 773 430 114 90 9,280
— financial (non-bank financial institutions) ............. 1,643 296 - - 2 1,941
Placings with and advances to banks
held at amortised COSt .......coceevviirciiriiieieeiieriees 86 - - - - 86
Oher @SSELS ..e.vevveeveeeieiieiieienieeie e 131 24 25 24 12 216
26,138 4,992 1,529 184 105 32,948
The Bank
Up to 30-59 60-89 90-180 Over
29 days days days days 180 days Total
HKS$m HKS$m HKS$Sm HKSm HKSm HKSm
31 December 2014
Loans and advances to customers
held at amortised COSt" .........o.ovmeveureeeeereeeeeennn. 12,314 2,291 553 1 = 15,159
—personal .........ccceeerennenne . 5,701 1,849 455 - - 8,005
— corporate and commercial ..........c........ R 4,668 361 98 1 = 5,128
— financial (non-bank financial institutions) ............. 1,945 81 - = - 2,026
Placings with and advances to banks
held at amortised COSt .......cccveviiriiriiiiiieieereens 2 = = = = 2
Oher @SSELS ....vevvieveerieiierieieieeie ettt 16 5 7 = = 28
12,332 2,296 560 1 - 15,189
31 December 2013
Loans and advances to customers
held at amortised COSt" .......oevvvrerreeeeeeeeeenns 12,067 2,407 758 92 22 15,346
— PEISONAL ettt 5,562 1,510 369 - — 7,441
— corporate and commercial ..........ccccooeririnieienenns 4,888 609 389 92 20 5,998
— financial (non-bank financial institutions) ............. 1,617 288 - - 2 1,907
Placings with and advances to banks
held at amortised COSt ........cceeeeieierieriirrieiieienns 86 - - - - 86
Other @SSELS ..veeveeiieiiecieecieeeiee et eee e 32 5 10 4 5 56
12,185 2,412 768 96 27 15,488

1 The majority of the loans and advances to customers that are operating within revised terms following restructuring are excluded
from this table.
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(iv) Impaired loans and advances
(Audited)

The group’s policy for recognising and measuring impairment allowances on both individually assessed loans and
advances and those which are collectively assessed on a portfolio basis is described in note 3(e).

Analyses of impairment allowances at 31 December 2014, and the movement of such allowances during the year,
are disclosed in note 17.

Impaired loans and advances are those that meet any of the following criteria:

e wholesale loans and advances classified as CRR 9 or CRR 10. These grades are assigned when the bank
considers that either the customer is unlikely to pay its credit obligations in full, without recourse to security, or
when the customer is past due 90 days or more on any material credit obligation to the group;

e retail loans and advances:
— classified as EL 9 or EL 10; or
— classified as EL 1 to EL 8 with 90 days and over past due; or

— have been restructured with 90 days and over past due or with economic loss incurred by the bank
irrespective of the delinquency status

e renegotiated loans and advances that have been subject to a change in contractual cash flows as a result of a
concession which the lender would not otherwise consider, and where it is probable that without the concession
the borrower would be unable to meet its contractual payment obligations in full, unless the concession is
insignificant and there are no other indicators of impairment. Renegotiated loans remain classified as impaired
until there is sufficient evidence to demonstrate a significant reduction in the risk of non-payment of future
cash flows, and there are no other indicators of impairment. For loans that are assessed for impairment on a
collective basis, the evidence to support reclassification as no longer impaired typically comprises a history of
payment performance against the original or revised terms, depending on the nature and volume of
renegotiation and the credit risk characteristics surrounding the renegotiation. For loans that are assessed for
impairment on an individual basis, all available evidence is assessed on a case by case basis.

(v) Impairment assessment
(Audited)

It is the group’s policy that each operating entity in the group creates impairment allowances for impaired loans
promptly and appropriately.

For details of our impairment policies on loans and advances and financial investments, see notes 3(e) and 3(h) on
the Financial Statements.

Impairment and credit risk mitigation

The existence of collateral has an impact when calculating impairment on individually assessed impaired loans. If
exposures are secured, the current net realisable value of the collateral will be taken into account when assessing
the need for an impairment allowance. No impairment allowance is recognised in cases where all amounts due are
expected to be settled in full on realisation of the security.
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(vi)

Personal lending portfolios are generally assessed for impairment on a collective basis as the portfolios typically
consist of large groups of homogeneous loans. Two methods are used to calculate allowances on a collective basis:
a roll rate methodology or a more basic formulaic approach based on historical losses. We continue to review the
impairment allowance methodology used for retail banking and small business portfolios to ensure that the
assumptions used in our collective assessment models continue to appropriately reflect the period of time between
a loss event occurring and the account proceeding to delinquency and eventual write-off.

e The historical loss methodology is typically used to calculate collective impairment allowances for secured, or
low default portfolios, until the point at which they are individually identified and assessed as impaired. For
loans which are collectively assessed using historical loss methodology, the historical loss rate is derived from
the average contractual write-off net of recoveries over a defined period. The net contractual write-off rate is
the actual amount of loss experienced after the realisation of collateral and receipt of recoveries.

e A roll rate methodology is more commonly adopted for unsecured portfolios when there are sufficient volumes
of empirical data to develop robust statistical models.

The nature of the collective allowance assessment prevents individual collateral values or LTV ratios from being
included within the calculation. However, the loss rates used in the collective assessment are adjusted for the
collateral realisation experiences which will vary depending on the LTV composition of the portfolio.

For wholesale collectively assessed loans and secured personal lending, historical loss methodologies are applied
to estimate impairment losses which have been incurred but not individually identified. Loss rates are derived from
the observed contractual write-off net of recoveries over a defined period of at least 60 months. The net contractual
write-off rate is the actual amount of loss experienced after realisation of collateral and receipt of recoveries. These
historical loss rates are adjusted by an economic factor which adjusts the historical averages to better represent
current economic conditions affecting the portfolio. In order to reflect the likelihood of a loss event not being
identified and assessed, an emergence period assumption is applied. This reflects the period between a loss
occurring and its identification. The emergence period is estimated by the group, and in some cases by local
management for each identified portfolio. The factors that may influence this estimation include economic and
market conditions, customer behaviour, portfolio management information, credit management techniques and
collection and recovery experiences in the market. A fixed range for the period between a loss occurring and its
identification is not defined across the group and as it is assessed empirically on a periodic basis, it may vary over
time as these factors change.

Collateral and other credit enhancements
(Audited)

Loans and advances

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

Depending on its form, collateral can have a significant financial effect in mitigating our exposure to credit risk.
The tables below provide a quantification of the value of fixed charges we hold over a borrower’s specific asset (or
assets) where we have a history of enforcing, and are able to enforce the collateral in satisfying a debt in the event
of the borrower failing to meet its contractual obligations, and can be realised by sale in an established market or
where the collateral is cash. The collateral valuation in the tables below excludes any adjustments for obtaining and
selling the collateral.

We may also manage our risk by employing other types of collateral and credit risk enhancements, such as second
charges, other liens and unsupported guarantees, but the valuation of such mitigants is less certain and their
financial effect has not been quantified. In particular, loans shown in the tables below as not collateralised may
benefit from such credit mitigants.
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Personal lending

(Audited)
Residential mortgages including loan commitments by level of collateral

At 31 December

2014 2013

HKS$m HK$m
Unimpaired loans
FUlly CONAtEraliSEA ......eouereieiieiitiie ettt ettt et e et eneeneente s ebesneens 769,890 762,451
— LSS than 25% LTV ..cuciiiiiiieiiieieininn ittt ettt nenen 119,091 98,986
= 25% 10 50% LTV .ottt 348,753 331,186
- 51%1to 75% LTV .. 241,549 266,496
— 76% t0 90% LTV .. 53,563 53,004
= 91% 10 100% LTV ..ottt nenenen 6,934 12,779
Partially collateralised
— Greater than 100% LTV (A) .. 769 2,807
— Collateral Value 0N A .........ccoiiiiuiiiiiciiinietet ettt 625 | | 2,379
NOt COHAETALISEA ...ttt 771 665
771,430 765,923

Impaired loans
Fully collateralised ... 1,987 1,978
— Less than 25% LTV . 255 248
— 25%1050% LTV ..... 754 532
- 51%to 75% LTV .. 695 746
= T76% 10 90% LTV ottt tenena 249 380
= 91% 10 100% LTV ..ottt nenenenen 34 72
Partially collateralised
— Greater than 100% LTV (B) c.ooiooieieieieiese ettt st sse st enee e ssessenneas 52 129
— Collateral value 0N B .......ccoiiiiiiiiiiicc et 35 | | 34
NOt CONAETATISE ...t 6 22

2,045 2,129
Total residential MOTEZAZES ........coveuerieueriiiriirieeiteteieeteeete ettt ettt ettt ettt et et ae e seeas 773,475 768,052

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

The loan-to-value (‘LTV”) ratio is calculated as the gross on-balance sheet carrying amount of the loan and any off-
balance sheet loan commitment at the balance sheet date divided by the value of collateral. The methodologies for
obtaining residential property collateral values vary throughout the group, but are typically determined through a
combination of professional appraisals, house price indices or statistical analysis. Valuations must be updated on a
regular basis and, as a minimum, at intervals of every three years. Valuations are conducted more frequently when
market conditions or portfolio performance are subject to significant change or where a loan is identified and assessed
as impaired.

Other personal lending

Other personal lending consists primarily of personal loans, overdrafts and credit cards, all of which are generally
unsecured, except lending to private banking customers which are generally secured.
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Corporate, commercial and financial (non-bank financial institutions) lending
(Audited)

Collateral held is analysed below separately for commercial real estate and for other corporate, commercial and
financial (non-bank) lending. This reflects the difference in collateral held on the portfolios. In each case, the analysis
includes off-balance sheet loan commitments, primarily undrawn credit lines.

Commercial real estate loans and advances including loan commitments by level of collateral

At 31 December
2014 2013
HK$m HK$m
RaAtEd CRR/EL 110 7 .eciiiiieiiricieieeteeeet ettt ettt sttt nnen 341,709 324,558
Ot COLATETALISEA ...ttt ettt ettt b bbb st ebe e s nan 125,131 109,827
FUlly COUAEraliSEA ......eoueeuieeieieieiie ettt ettt ettt ne et e se et e eseeseentensesesneenes 204,177 196,301
Partially COlateraliSEd (A) .....eoeoeireieieieieeei ettt ettt ettt ettt ettt st enene 12,401 18,430
— collateral value 0N A ... 6,989 | | 13,089
RaAtEd CRR/EL 8 ..ottt ettt ettt sttt ettt 233 100
Ot COLATETALISEA ...ttt ettt ettt b bbb e sb et ebe e nenan 52 81
Fully COUAtEraliSEA .......eveuirieuiiieietieie ettt ettt ettt ettt enene 179 4
— Less than 25% LTV ..ottt et 2 -
— 25%t0 50% LTV ..... - 4
- 51%to 75% LTV .. 88
— 76% t0 90% LTV .. 67 -
= 919 10 100% LTV .ottt ettt ettt 22 -
Partially collateralised (B) ........ccoeirieeriiiinicieicceeeeeiee ettt 2 15
— collateral value on B ..........ccocoiiiiiiiiiii s 1 | I 7
Rated CRR/EL 9 10 10 ..ottt ettt ettt ettt 603 130
INOt COIALEIALISE ..ottt ettt ettt ettt e b e ees 365 -
FUlly COUAtEraliSEA .......eeeuirieuiriiietiete ettt ettt ettt ettt ae e saeneenene 119 89
— LesS than 25% LTV oottt ettt be bttt et s eae e 11 1
— 25%1t050% LTV 37 15
= 5T 10 75% LTV oottt ettt ettt e be et e raeenaeenaeenneene e 17 48
= T6% 10 90% LTV ettt ettt sttt ettt ettt es et e e e st et e st s et ene et et eae e eneaan 14 20
= 919 10 1009 LTV oottt ettt ettt sttt ettt st 40 5
Partially coOllateraliSEd (C) .....coviririririeieiereet ettt ettt ettt s b e ens 119 41
— COollateral ValUE 0N € ..c.oouiiiiiieiiiiiiecete ettt | 41 | | 36
Total commercial real estate 10ans and adVANCES ..........ccoeevirieiieriinieiieieeeee e 342,545 324,788

The collateral included in the table above consists of fixed first charges on real estate and charges over cash for the
commercial real estate sector. The table includes lending to major property developers which is typically secured by
guarantees or is unsecured.

The value of commercial real estate collateral is determined through a combination of professional and internal
valuations and physical inspection. Due to the complexity of collateral valuations for commercial real estate, local
valuation policies determine the frequency of review based on local market conditions. Revaluations are sought with
greater frequency where, as part of the regular credit assessment of the obligor, material concerns arise in relation to
the transaction which may reflect on the underlying performance of the collateral, or in circumstances where an
obligor’s credit quality has declined sufficiently to cause concern that the principal payment source may not fully
meet the obligation (i.e. the obligor’s credit quality classification indicates it is at the lower end e.g. sub-standard, or
approaching impaired).
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Other corporate, commercial and financial (non-bank) loans and advances rated CRR/EL 8 to 10 only, including
loan commitments, by level of collateral

(Audited)
At 31 December

2014 2013
HKS$Sm HK$m
Rated CRR/EL 8 ...ttt ettt ettt e e e e e 2,617 2,006
INOt COLLALETAIISEA ....vvieieeie ettt e e et e e et eeete e e enaeeeeteeeeaeeeeneeeeneeeennes 1,842 1,432
FUlly COIAtEraliSEA .......eoveeeieiieieiieiiettee ettt ettt et a et e sseeneeseensenbesseeseens 432 395
— LesS than 25% LTV ..ottt ettt ettt s et s bt nes - 123
= 25% 10 50% LTV oottt sttt sttt 100 168
= ST 0 75% LTV ettt ettt et s e b et b et st b e e s 2 37
= T6% 10 90% LTV .ttt sttt ettt 68 63
— 91% 10 100% LTV .ottt ettt ettt a et e st s b b nes 262 4
Partially COlAtEraliSEd (A) ...eververerieieieieieste ettt ettt ettt e s e saesbesseeneeseensebesneeneens 343 179
— collateral Value 0N A ..........ccooiiiiiiiiiiiii s 132 | I 37
Rated CRR/EL 910 10 ....uiniiit ittt sttt ebe e 11,177 9,610
INOE COALETAIISEA .....evveviiieeieiieieieee ettt ettt ettt et et e e e ssesseeneenaensensensesneas 7,239 6,000
FUlly COIAtETaliSEA ......evvieeieiieieieeiietiee ettt et aesbe st enee e ensenbesneeseens 1,112 1,246
— Less than 25% LTV ..ottt ettt ettt 250 59
= 25% 10 50% LTV ettt ettt ettt a ettt n bt n et st s et ae s 279 393
- 51%t0 75% LTV .. 211 158
= T6% 10 90% LTV ..ottt ettt et b ettt s et e st et e st e st b et s et st s e e s nes 123 405
= 91% 10 100% LTV .ottt ettt 249 231
Partially collateralised (B) .......cccceririeiriiiniiieiricieicrc ettt ettt 2,826 2,364
— collateral value on B ........ccocoiiiiiiii s 1,314 | I 1,165
TOTAL -ttt ettt h e ettt a ettt h et e b st s stk e et en e b et s et e st sent et e et e st te e eneteneenen 13,794 11,616

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

It should be noted that the table above excludes other types of collateral which are commonly taken for corporate and
commercial lending such as unsupported guarantees and floating charges over the assets of a customer’s business.
While such mitigants have value, often providing rights in insolvency, their assignable value is insufficiently certain.
They are assigned no value for disclosure purposes.

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

(Audited)
Placings with and advances to banks, including loan commitments, by level of collateral

At 31 December

2014 2013

HKSm HK$m

Rated CRR/EL 1 to 8
INOE COLLALETAIISEA ...ttt e e e et eeete e e enaeeeeteeeeaeeeeteeeeneeeennes 498,004 565,854
Fully collateraliSed ..........ccoiiiiuiiiiiiiiiiiicciiec et 12,307 10,670
Partially cOllateraliSed (A) ......coeoeerieireieiireietere ettt ettt - 4,346
— collateral valtue 0N A ... s — | I 3,021 |
Total placings with and advances to banks ............cccoveiiriniieiininieiiiceceeee e 510,311 580,870

The collateral used in the assessment of the above lending relates primarily to cash and marketable securities.
Placings with and advances to banks are typically unsecured.

Derivatives
(Audited)

The International Swaps and Derivatives Association (‘ISDA’) Master Agreement is our preferred agreement for
documenting derivatives activity. It provides the contractual framework within which dealing activity across a full
range of over the counter (‘OTC’) products is conducted, and contractually binds both parties to apply close-out
netting across all outstanding transactions covered by an agreement if either party defaults or another pre-agreed
termination event occurs. It is common, and our preferred practice, for the parties to execute a Credit Support Annex
(‘CSA’) in conjunction with the ISDA Master Agreement. Under a CSA, collateral is passed between the parties to
mitigate the counterparty risk inherent in outstanding positions. The majority of our CSAs are with financial
institution clients. Please refer to note 45 “Offsetting of financial assets and liabilities’ for further details.

Other credit risk exposures
(Audited)

In addition to collateralised lending described above, other credit enhancements are employed and methods used to
mitigate credit risk arising from financial assets. These are described in more detail below.

Government, bank and other financial institution issued securities may benefit from additional credit enhancement,
notably through government guarantees that reference these assets. Corporate-issued debt securities are primarily
unsecured. Debt securities issued by banks and financial institutions include asset-backed securities (‘ABS’s) and
similar instruments, which are supported by underlying pools of financial assets. Credit risk associated with ABSs is
reduced through the purchase of credit default swap (‘CDS’) protection.

The group’s maximum exposure to credit risk includes financial guarantees and similar arrangements that it issues or
enters into, and loan commitments to which it is irrevocably committed. Depending on the terms of the arrangement,
the bank may have recourse to additional credit mitigation in the event that a guarantee is called upon, or a loan
commitment is drawn and subsequently defaults. Further information about these arrangements is provided in note 42
‘Contingent liabilities and commitments’.

The carrying amount of assets obtained by taking possession of collateral held as security, or calling upon other credit
enhancements, is as follows:

(Audited) The group The Bank
2014 2013 2014 2013
HK$m HK$m HK$m HK$m
Residential properties ............ccccoeveeioinnccninncene. 80 53 72 20
Commercial and industrial properties .............ccccceuee. 26 16 22 15
OLhEr @SSELS ....ovviiiiieieiiieiecre s 3 3 = -
109 72 94 35
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Repossessed assets are made available-for-sale in an orderly fashion, with the proceeds used to reduce or repay the
outstanding indebtedness. If excess funds arise after the debt has been repaid, they are made available either to repay
other secured lenders with lower priority or are returned to the customer. The group does not generally occupy
repossessed properties for its own business use.

Liquidity and Funding Risk
(Audited)

The management of liquidity and funding is primarily undertaken locally (by country) in our operating entities, in
compliance with the Group’s liquidity and funding risk framework (‘LFRF’) and with practices and limits set by the
Group Management Board (‘GMB’) through the Risk Management Meeting and approved by the Board. These limits
vary according to the depth and liquidity of the markets in which the entities operate. Our general policy is that each
defined operating entity should be self-sufficient in funding its own activities. Where transactions exist between
operating entities, they are reflected symmetrically in both entities.

As part of the HSBC Group’s Asset, Liability and Capital Management (‘ALCM”) structure, we have established Asset
and Liability Management Committees (‘ALCOs’) at the group and operating entity level. The terms of reference of all
ALCOs include the monitoring and control of liquidity and funding.

The primary responsibility for managing liquidity and funding within the Group’s framework and risk appetite resides
with the local operating entity ALCO. All operating entities are overseen by the group ALCO, with appropriate
escalation of significant issues to the HSBC Group ALCO and the Risk Management Meeting.

Operating entities are predominately defined on a country basis to reflect our local management of liquidity and
funding. Typically, an operating entity will be defined as a single branch or legal entity. However, to take account of
the situation where operations in a country are booked across multiple subsidiaries or branches:

e an operating entity may be defined as a wider sub-consolidated group of legal entities if they are incorporated in
the same country, liquidity and funding are freely fungible between the entities and permitted by local regulation,
and the definition reflects how liquidity and funding are managed locally; or

e an operating entity may be defined more narrowly as a principal office (branch) of a wider legal entity operating in
multiple countries, reflecting the local country management of liquidity and funding.

The Board is ultimately responsible for determining the types and magnitude of liquidity risk that the group is able to
take and ensuring that there is an appropriate organisation structure for managing this risk. Under authorities delegated
by the Board, the group ALCO is responsible for managing all ALCM issues including liquidity and funding risk
management.

The group ALCO delegates to the group Tactical Asset and Liability Management Committee (‘TALCQO’) the task of
reviewing various analyses of the group pertaining to site liquidity and funding. TALCO's primary responsibilities
include but are not limited to:

e reviewing the funding structure of operating entities and the allocation of liquidity among them;
e reviewing operating entities list of liquid securities and documented proof that a deep and liquid market exists; and

e monitoring liquidity and funding limit breaches and to providing direction to those operating entities that have not
been able to rectify breaches on a timely basis.
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Compliance with liquidity and funding requirements is monitored by local ALCO who report to the group ALCO on a
regular basis. This process includes:

— maintaining compliance with relevant regulatory requirements of the operating entity;

— projecting cash flows under various stress scenarios and considering the level of liquid assets necessary in relation
thereto;

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

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

— managing the concentration and profile of debt maturities;

— managing contingent liquidity commitment exposures within pre-determined limits;

— maintaining debt financing plans;

— monitoring of depositor concentration in order to avoid undue reliance on large individual depositors and ensuring
a satisfactory overall funding mix; and

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

Liquidity ratio under the Hong Kong Banking Ordinance
(Audited)

The Banking Ordinance requires banks operating in Hong Kong to maintain a minimum liquidity ratio of 25%,
calculated in accordance with the provisions of the Fourth Schedule of the Banking Ordinance. This requirement
applies separately to the Hong Kong branches of the Bank and to those subsidiary companies which are Authorised
Institutions under the Banking Ordinance in Hong Kong.

The average liquidity ratios for the year are as follows:

(Unaudited)
2014 2013
% %
Hong Kong branches of the Bank ...........cccoooiiiiiiiiiiiiieeeeeee e 35.2 36.5

The management of liquidity and funding risk
(Audited)

Inherent liquidity risk categorisation

We place our operating entities into one of three categories (low, medium and high) to reflect our assessment of their
inherent liquidity risk, considering political, economic and regulatory factors within the host country and factors
specific to the operating entities themselves, such as the local market, market share and balance sheet strength. The
categorisation involves management judgement and is based on the perceived liquidity risk of an operating entity
relative to other entities in the group. The categorisation is intended to reflect the possible impact of a liquidity event,
not the probability of an event. The categorisation is part of our risk appetite and is used to determine the prescribed
stress scenario that we require our operating entities to be able to withstand and manage.

Core deposits

A key assumption of our internal framework is the classification of customer deposits into core and non-core based on
our expectation of the behaviour of these deposits during periods of liquidity stress. This characterisation takes into
account the inherent liquidity risk categorisation of the operating entity originating the deposit, the nature of the
customer and the size and pricing of the deposit. No deposit is considered to be core in its entirety unless it is
contractually collateralising a loan. The core deposit base in each operating entity is considered to be a long-term
source of funding and therefore is assumed not to be withdrawn in the liquidity stress scenario that we use to calculate
our principal liquidity risk metrics.
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The three filters considered in assessing whether a deposit in any operating entity is core are:
e price: any deposit priced significantly above market or benchmark rates is generally treated as entirely non-core;

e size: depositors with total funds above certain monetary thresholds are excluded. Thresholds are established by
considering the business line and inherent liquidity risk categorisation; and

¢ line of business: the element of any deposit remaining after the application of the price and size filter is assessed on
the basis of the line of business to which the deposit is associated. The proportion of any customer deposit that can
be considered core under this filter is between 35% and 90%.

Repurchase agreements transactions and bank deposits cannot be categorised as core deposits.

Advances to core funding ratio

Our liquidity and funding risk management framework employs two key measures to define, monitor and control the
liquidity and funding risk of each of our operating entities. The advances to core funding ratio is used to monitor the
structural long-term funding position, and the stressed coverage ratio, incorporating Group-defined stress scenarios, is
used to monitor the resilience to severe liquidity stresses.

Core customer deposits are an important source of funds to finance lending to customers, and mitigate against reliance
on short-term wholesale funding. Limits are placed on operating entities to restrict their ability to increase loans and
advances to customers without corresponding growth in core customer deposits or long-term debt funding with a
residual maturity beyond one year. This measure is referred to as the ‘advances to core funding’ ratio.

Advances to core funding ratio limits are set by the Risk Management Meeting for the most significant operating
entities, and by the group ALCO for smaller operating entities, and are monitored by ALCM teams. The ratio describes
current loans and advances to customers as a percentage of the total of core customer deposits and term funding with a
remaining term to maturity in excess of one year. In general, customer loans are assumed to be renewed and are
included in the numerator of the advances to core funding ratio, irrespective of the contractual maturity date. Reverse
repurchase arrangements are excluded from the advances to core funding ratio.

Stressed coverage ratios

Stressed coverage ratios tabulated below are derived from stressed cash flow scenario analyses and express the stressed
cash inflows as a percentage of stressed cash outflows over one-month and three-month time horizons.

The stressed cash inflows include:
o inflows (net of assumed haircuts) expected to be generated from the realisation of liquid assets; and
e contractual cash inflows from maturing assets that are not already reflected as a use of liquid assets.

In line with the approach adopted for the advances to core funding ratio, customer loans are, in general, assumed not to
generate any cash inflows under stress scenarios and are therefore excluded from the numerator of the stressed
coverage ratios, irrespective of the contractual maturity date.

A stressed coverage ratio of 100% or higher reflects a positive cumulative cash flow under the stress scenario being
monitored. Group operating entities are required to maintain a ratio of 100% or greater out to three months under the
combined market-wide and HSBC-specific stress scenario defined by the inherent risk categorisation of the operating
entity concerned.

Advances to core funding ratios and the stressed one-month and three-month coverage ratios for the group are
provided in the following table based on month end figures:

Advances to core Stressed one month Stressed three month
funding ratio coverage ratio coverage ratio

2014 2013 2014 2013 2014 2013

% % % % % %

YeEar-end ......c.oevveueeiiiieieeieeeeeeeeeee e 79.9 77.8 120.2 122.1 114.2 116.3
Maximum .... 80.2 83.1 122.1 131.9 116.3 127.3
Minimum ... 77.8 77.1 116.7 115.7 113.2 110.8
AVETAZE eoverieveienieieieeeeee ettt ettt ns 79.6 79.8 118.4 121.2 114.3 115.5
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Stressed scenario analysis

We use a number of standard Group stress scenarios designed to model:

e combined market-wide and HSBC-specific liquidity crisis scenarios; and
¢ market-wide liquidity crisis scenarios.

These scenarios are modelled by all operating entities. The appropriateness of the assumptions for each scenario is
reviewed regularly and formally approved by the Risk Management Meeting and the Board annually as part of the
liquidity and funding risk appetite approval process.

Stressed cash outflows are determined by applying a standard set of prescribed stress assumptions to the Group’s cash
flow model. Our framework prescribes the use of two market-wide scenarios and three further combined market-wide
and HSBC-specific stress scenarios of increasing severity. In addition to our standard stress scenarios, individual
operating entities are required to design their own scenarios to reflect specific local market conditions, products and
funding bases.

The three combined market-wide and HSBC-specific scenarios model a more severe scenario than the two market-
wide scenarios. The relevant combined market-wide and HSBC-specific stress scenario that an operating entity
manages to is based upon its inherent liquidity risk categorisation.

Liquid assets
(Unaudited)

Stressed scenario analysis and the numerator of the coverage ratio include the assumed cash inflows that would be
generated from the realisation of liquid assets, after applying the appropriate stressed haircut. These assumptions are
made based on management’s expectation of when an asset is deemed to be realisable.

Liquid assets are unencumbered assets that meet the Group’s definition of liquid assets and are either held outright or
as a consequence of a reverse repo transaction with a residual contractual maturity beyond the time horizon of the
stressed coverage ratio being monitored.

Our framework defines the asset classes that can be assessed locally as high quality and realisable within one month
and between one month and three months. Each local ALCO has to be satisfied that any asset which may be treated as
liquid in accordance with the Group’s liquid asset policy will remain liquid under the stress scenario being managed to.

Inflows from the utilisation of liquid assets within one month can generally only be based on confirmed withdrawable
central bank deposits, gold or the sale or repo of government and quasi-government exposures generally restricted to
those denominated in the sovereign’s domestic currency. High quality ABSs (predominantly US MBSs) and covered
bonds are also included but inflows assumed for these assets are capped.

Inflows after one month are also reflected for high quality non-financial and non-structured corporate bonds and
equities within the most liquid indices.

Internal Cash inflow recognised  Asset classes Eligibility criteria
categorisation
Level 1 e Within one month o Central government o 0% and 20% risk weighted
e Central bank (including confirmed withdrawable
reserves)

e Supranationals
e Multilateral Development Banks
Coins and banknotes

Level 2 o Within one month but e Local and regional government o 20% risk weighted
capped o Public sector entities
o Secured covered bonds and pass-through ABSs
e Gold
Level 3 e From one to three e Unsecured non-financial entity securities o Internally rated 2.2 CRR or
months o Equities listed on recognized exchanges and better

within liquid indices
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Any entity owned and controlled by central or local/regional government but not explicitly guaranteed is treated as a
public sector entity and any exposure explicitly guaranteed is reflected as an exposure to the ultimate guarantor.

The table below shows the estimated liquidity value (before assumed haircuts) of assets categorised as liquid used for
the purposes of calculating the three-month stressed coverage ratios, as defined under the LFRF.

Any unencumbered asset held as a consequence of a reverse repo transaction with a residual contractual maturity
within the stressed coverage ratio time period and unsecured interbank loans maturing within three months are not
included in liquid assets, as these assets are reflected as contractual cash inflows.

Liquid assets are held and managed on a standalone operating entity basis. Most of the liquid assets shown are held
directly by each operating entity’s Balance Sheet Management function, primarily for the purpose of managing
liquidity risk, in line with the LFRF. All assets held within the liquid asset portfolio are unencumbered.

At 31 December

2014 2013
HKS$m HK$m

Liquid assets of the group
Level 1 ... 1,330,759 1,238,471
Level 2 ... 73,940 80,726
LEVEL 3 ottt 67,916 67,874
1,472,615 1,387,071

Liquid assets increased as a result of a rise in customer deposits.

Wholesale debt monitoring
(Unaudited)

Where wholesale debt term markets are accessed to raise funding, ALCO is required to establish cumulative rolling
three-month and 12-month debt maturity limits to ensure no concentration of maturities within these timeframes.

Sources of funding
(Unaudited)

Our primary sources of funding are customer current accounts and customer savings deposits payable on demand or at
short notice. We also access wholesale funding markets by issuing senior secured and unsecured debt securities
(publicly and privately) and borrowing from the secured repo markets against high quality collateral, in order to obtain
funding for non-banking subsidiaries that do not accept deposits, to align asset and liability maturities and currencies
and to maintain a presence in local wholesale market.

Liquidity behaviouralisation
(Audited)

Liquidity behaviouralisation is applied to reflect our assessment of the expected period for which we are confident that
we will have access to our liabilities, even under a severe liquidity stress scenario, and the expected period for which
we must assume that we will need to fund our assets. Behaviouralisation is applied when the contractual terms do not
reflect the expected behaviour. Liquidity behaviouralisation is reviewed and approved by local ALCOs in compliance
with policies set by the Risk Management Meeting.

Contingent liquidity risk
(Audited)

Operating entities provide customers with committed and standby facilities. These facilities increase the funding
requirements of the group when customers drawdown. The liquidity risk associated with the potential drawdown on
non-cancellable committed facilities is factored into our stressed scenarios and limits are set for these facilities.

Management of cross-currency liquidity and funding risk
(Audited)

Our liquidity and funding risk framework also considers the ability of each entity to continue to access foreign
exchange markets under stress when a surplus in one currency is used to meet a deficit in another currency, for
example, by the use of the foreign currency swap markets. Where appropriate, operating entities are required to
monitor stressed coverage ratios and advances to core funding ratios for non-local currencies.
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Encumbered and unencumbered assets
(Unaudited)

An asset is defined as encumbered, from a liquidity perspective, if it has been pledged as collateral against an existing
liability, and as a result is no longer available to the bank to secure funding, satisfy collateral needs or be sold to reduce
the funding requirement. An asset is therefore categorised as unencumbered if it has not been pledged against an
existing liability.

The disclosure is not designed to identify assets which would be available to meet the claims of creditors or to predict
assets that would be available to creditors in the event of a resolution or bankruptcy.

The table below presents an analysis of on-balance sheet holdings only, and shows the amounts of balance sheet assets
that are encumbered. The table therefore excludes any available off-balance sheet holdings received in respect of
reverse repo, stock borrowing or derivatives.

Analysis of on-balance sheet encumbered and unencumbered assets

Unencumbered- cannot be

Encumbered Unencumbered pledged as collateral
Cannot be
pledged as
Reverse collateral
repo/stock and
borrowing amounts
Assets Readily Other receivables due from
pledged as  realisable realisable & derivative Group
collateral assets assets assets companies Total
HKS$Sm HKSm HKS$m HKSm HKSm HKS$Sm
31 December 2014
Cash and sight balances at central banks ............ - 156,474 - - 1 156,475
Items in the course of collection from other banks - - - - 21,122 21,122
Hong Kong Government certificates of
indebtedness ........occoeveeeviieiiieiieeece e, - - - - 214,654 214,654
Trading assets ......c.ccceeereeereeenenieereeecneeeenenes 23,665 351,229 31,849 283 - 407,026
— treasury and other eligible bills . 7,267 94,761 - - - 102,028
— debt SECUITEIES w.veuvevenveneeeiieieeieiete e 13,324 218,410 - - - 231,734
— equity Shares .........coccvvevevincnneneniecne 3,074 38,058 48 - - 41,180
— placings with and advances to banks ............. - - 14,329 - - 14,329
— loans and advances to customers ................... — — 17,472 283 - 17,755
DErIVALIVES ...eveneeeeienieeiieie et - - - 389,934 - 389,934
Financial assets designated at fair value ............. — 1,257 - - 96,938 98,195
— treasury and other eligible bills ...................... - - - - - -
— debt securities . - 1,257 - - 15,981 17,238
— equity Shares .........ccceveveeiienenereceeeee - - - - 80,957 80,957
— loans and advances to customers ................... - - - - - -
Reverse repurchase agreements — non-trading ... - - - 218,901 - 218,901
Placings with and advances to banks ................. - 147 355,781 5,912 126,473 488,313
Loans and advances to customers ...................... 1,187 21,012 2,761,751 9,017 22,249 2,815,216
Financial investments .................... 58,081 1,123,293 5,925 - 269,194 1,456,493
— treasury and other eligible bills ... 25,151 517,858 - 1,527 544,536

— debt securities........cooerreeenensnn . 32,930 562,334 124 - 267,438 862,826
— equity Shares .........coeoveveincnnenenceene — 43,101 5,801 - 229 49,131
Asset held for sale .........ccoceevevieriniinireeeee - - 148 - - 148
Other aSSetS .....eveverveeiriinieiiriceeeeeree e - 17,396 39,615 - 69,108 126,119
Current taX aSSELS .......ccvverververveeieeveesreenieeneeens - - - - 2,418 2,418
Prepayments and accrued income . - - - - 22,191 22,191
Interest in associates and joint ventures ............. - - 114,456 - 2,198 116,654
Goodwill and intangible assets ............cccceveruene - - - - 45,078 45,078
Property, plant and equipment ...........ccccoeennene. - - 97,492 - 7,187 104,679
Deferred tax .....cocveeveevieriecieeie e - - - - 1,436 1,436
Amounts due from Group companies ................ - - - - 191,694 191,694

82,933 1,670,808 3,407,017 624,047 1,091,941 6,876,746
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Unencumbered- cannot be

Encumbered Unencumbered pledged as collateral

Cannot be

Reverse pledged as

repo/stock collateral

borrowing and amounts

Assets Readily Other receivables due from

pledged as realisable realisable & derivative Group
collateral assets assets assets companies Total
HK$m HK$m HK$m HK$m HK$m HK$m

31 December 2013

Cash and sight balances at central banks ............ - 158,878 - - 1 158,879
Items in the course of collection from other banks - - - - 16,346 16,346
Hong Kong Government certificates of

indebtedness - - - - 195,554 195,554
Trading assets 18,144 272,818 20,430 8 — 311,400
— treasury and other eligible bills ...................... 4,759 104,415 - - - 109,174
— debt SECUTIIES ....eeovveeeeeeeeeie e 11,402 138,743 - - - 150,145
— equity Shares ..........coeoeoereineneiceeee 1,983 29,657 - - - 31,640
— placings with and advances to banks . - - 11,897 - - 11,897
— loans and advances to customers ................... — 3 8,533 8 — 8,544
DEriVaAtiVES ...ocveeiieiieciieciiecieee e - - - 388,727 - 388,727
Financial assets designated at fair value . . — 1,561 - - 88,585 90,146
— treasury and other eligible bills ...................... - - - - - -
— debt SECUTIIES ....eeovveeeeeeeeeie e - 1,561 - - 18,310 19,871
— equity shares ........cccoccevereenenne - - - - 70,246 70,246
— loans and advances to customers ................... — — — - 29 29
Reverse repurchase agreements — non-trading ... - - - 150,584 - 150,584
Placings with and advances to banks ................. — 92 430,195 - 134,234 564,521
Loans and advances to customers ... 2,392 10,775 2,592,862 281 12,935 2,619,245
Financial investments ..................... . 50,912 1,090,433 7,458 - 230,968 1,379,771
— treasury and other eligible bills ..................... 31,005 492,944 - - 1,749 525,698
— debt SECUrILIeS ...vovvevveeeeeeieeieieieeeeeeeeie e 19,907 570,095 126 - 229,149 819,277
— equity shares .... — 27,394 7,332 — 70 34,796
Asset held for sale ... - - 4,476 - - 4,476
Other assets ............. . - 13,267 47,637 - 62,049 122,953
Current tax aSSetS .......cccveeevveeerreeeiieeeereeenieeens — — — - 2,034 2,034
Prepayments and accrued income ...................... - - - - 19,476 19,476
Interest in associates and joint ventures . - 3 105,816 - 2,033 107,852
Goodwill and intangible assets ... - - - - 41,882 41,882
Property, plant and equipment . . - 605 94,164 - 6,471 101,240
Deferred tax ......cooovevveevieiiecieeieeeereere e - - - - 2,294 2,294
Amounts due from Group companies ................ — - — - 161,975 161,975

71,448 1,548,432 3,303,038 539,600 976,837 6,439,355

Additional contractual obligations
(Unaudited)

Under the terms of our current collateral obligations under derivative contracts (which are ISDA compliant CSA
contracts), and based on the positions at 31 December 2014, we estimate that we could be required to post additional
collateral of up to HK$467m (2013: HK$364m) in the event of a one-notch downgrade in credit ratings, which would
increase to HK$641m (2013: HK$530m) in the event of a two-notch downgrade.
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Liquidity regulation
(Unaudited)

In December 2010, the Basel Committee published the ‘International framework for liquidity risk measurement,
standards and monitoring’. The framework comprises two liquidity metrics: the liquidity coverage ratio (‘LCR’) and
the net stable funding ratio (‘NSFR’). The ratios are subject to an observation period that began in 2011, and are
expected to become established standards by 2015 and 2018, respectively.

In January 2013, the Basel Committee announced several changes to the calibration of the LCR which included
reducing the outflow applied to non-operational non-financial corporate deposits from 75% to 40% and reducing the
outflow applied to committed liquidity facilities from 100% to 30%. In response to the updated Basel standard on
liquidity, the HKMA’s consultation in respect of the LCR has been completed and the Banking (Liquidity) Rules were
introduced in 2014 and become effective from 2015.

In January 2014, the Basel committee issued a further consultation paper in respect of the NSFR and in October 2014,
the final NSFR standard was issued.

Market Risk

(Audited)

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

There were no significant changes to our policies and practices for the management of market risk in 2014.

Exposure to market risk

Exposure to market risk is separated into two portfolios:

o Trading portfolios comprise positions arising from market-making and warehousing of customer-derived positions.

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

Where appropriate, the group applies similar risk management policies and measurement techniques to both trading
and non-trading portfolios. The group’s objective is to manage and control market risk exposures in order to optimise
return on risk while maintaining a market profile consistent with the status as one of the world’s largest banking and
financial services organisations.

The nature of the hedging and risk mitigation strategies performed across the group corresponds to the market risk
management instruments available within each operating jurisdiction. These strategies range from the use of traditional
market instruments, such as interest rate swaps, to more sophisticated hedging strategies to address a combination of
risk factors arising at portfolio level.

Market risk governance
(Audited)

Market risk is managed and controlled through limits approved by the GMB for HSBC Holdings and the various
global businesses. These limits are allocated across business lines and to the Group’s legal entities. The management
of market risk is principally undertaken in Global Markets through risk limits. Value at risk (‘VaR’) Limits are set for
portfolios, products, and risk types, with market liquidity and business need being the primary factors in determining
the level of limits set.
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Model risk is governed through Model Oversight Committees (‘MOC’s) at the regional and Global Wholesale Credit
and Market Risk (“WCMR’) level. They have direct oversight and approval responsibility for all traded risk models
utilised for risk measurement and management and stress testing. The MOCs prioritise the development of models,
methodologies and practices used for traded risk management and ensure that they remain within our risk appetite and
business plans. The Global WCMR MOC reports into the Group MOC, which oversees all risk types at Group level.
Group MOC informs the Group Risk Management Meeting (‘RMM’) about material issues at least on a bi-annual
basis. The RMM is the Group’s ‘Designated Committee’ according to the regulatory rules and it has delegated day-to-
day governance of all traded risk models to the Global WCMR MOC.

Our control of market risk in the trading and non-trading portfolios is based on a policy of restricting individual
operations to trading within a list of permissible instruments authorised for each site by the Group Risk, of enforcing
new product approval procedures, and of restricting trading in the more complex derivative products only to sites with
appropriate levels of product expertise and robust control systems.

Market risk measures
(Audited)

Monitoring and limiting market risk exposures

Our objective is to manage and control market risk exposures while maintaining a market profile consistent with our
risk appetite. We use a range of tools to monitor and limit market risk exposures including sensitivity analysis, VaR
and stress testing.

Sensitivity analysis
(Unaudited)

Sensitivity analysis measures the impact of individual market factor movements on specific instruments or portfolios
including interest rates, foreign exchange rates and equity prices, for example, the impact of a one basis point change
in yield. We use sensitivity measures to monitor the market risk positions within each risk type.

Sensitivity limits are set for portfolios, products and risk types, with the depth of the market being one of the principal
factors in determining the level of limits set.

Value at risk
(Audited)

VaR is a technique that estimates the potential losses on risk positions as a result of movements in market rates and
prices over a specified time horizon and to a given level of confidence. The use of VaR is integrated into market risk
management and is calculated for all trading positions regardless of how the group capitalises those exposures. Where
there is no approved internal model, the group uses the appropriate local rules to capitalise exposures.

In addition, the group calculates VaR for non-trading portfolios in order to have a complete picture of market risk. Our
models are predominantly based on historical simulation. VaR is calculated at a 99% confidence level for a one-day
holding period. Where VaR is not calculated explicitly, alternative tools are used.

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

The historical simulation models used incorporate the following features:

e historical market rates and prices are calculated with reference to foreign exchange rates and commodity prices,
interest rates, equity prices and the associated volatilities;

e potential market movements utilised for VaR are calculated with reference to data from the past two years; and
e VaR measures are calculated to a 99 per cent confidence level and use a one-day holding period scaled to 10 days.

The nature of the VaR models means that an increase in observed market volatility will lead to an increase in VaR
without any changes in the underlying positions.
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VaR model limitations
Although a valuable guide to risk, VaR should always be viewed in the context of its limitations. For example:

e the use of historical data as a proxy for estimating future events may not encompass all potential events,
particularly those which are extreme in nature;

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

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

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

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

Backtesting

We routinely validate the accuracy of the VaR models by back-testing both clean and hypothetical profit and loss
against the trading VaR numbers. Hypothetical P&L excludes non-modelled items such as fees, commissions and
revenues of intra-day transactions from the actual reported profit and loss.

We would expect on average to see two to three profits, and two or three losses, in excess of VaR at the 99%
confidence level over a one-year period. The actual number of profits or losses in excess of VaR over this period can
therefore be used to gauge how well the models are performing. To ensure a conservative approach in calculating our
risk exposures, it is important to note that profits in excess of VaR are only considered when back-testing the accuracy
of models and are not used to calculate the VaR numbers used for risk management or capital purposes. VaR is back-
tested at various levels which reflect the full scope of HSBC.

Risk not in VaR framework
(Unaudited)

Our VaR model is designed to capture significant basis risks such as credit default swaps versus bond, asset swap
spreads and cross-currency basis. Other basis risks which are not completely covered in VaR, such as the Libor tenor
basis, are complemented by risk-not-in-VaR (‘RNIV’) calculations and are integrated into the capital framework.

The RNIV framework aims to manage and capitalise material market risks that are not adequately covered in the VaR
model. An example of this is Libor-overnight index swap basis risk for minor currencies. In such instances, the RNIV
framework uses stress tests to quantify the capital requirement. On average in 2014, the capital requirement derived
from these stress tests represented 2.9% of the total internal model-based market risk requirement.

Risks covered by RNIV represent 11.7% of market risk RWAs for models with regulatory approval and include those
resulting from underlying risk factors which are not observable on a daily basis across asset classes and products, such
as dividend risk or do not have long enough data history for stressed VaR calculation .

Risk factors are reviewed on a regular basis and either incorporated directly in the VaR models, where possible, or
quantified through the VaR-based RNIV approach or a stress test approach within the RNIV framework. The severity
of the scenarios is calibrated to be in line with the capital adequacy requirements. The outcome of the VaR-based
RNIV is included in the VaR back-testing; a stressed VaR RNIV is also computed for the risk factors considered in the
VaR-based RNIV approach.
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Stress testing
(Audited)

Stress testing is an important tool that is integrated into our market risk management tool to evaluate the potential
impact on portfolio values of more extreme, although plausible, events or movements in a set of financial variables. In
such abnormal scenarios, losses can be much greater than those predicted by VaR modelling.

Stress testing is implemented at the legal entity, sites and the overall group levels. A standard set of scenarios is
utilised consistently across all sites within the group. At a group level, a set of scenarios are defined to capture the
relevant events or market movements at each level. The risk appetite around potential stress losses for the entity is set
and monitored against referral limits.

The process is governed by the Stress Testing Review Group forum which, in conjunction with regional risk
management, determines the scenarios to be applied at portfolio and consolidated level, as follows:

e single risk factor stress scenarios that are unlikely to be captured within the VaR models, such as the break of a
currency peg;

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

e hypothetical scenarios consider potential macroeconomic events, for example, the slowdown in mainland China
and the potential effects of a sovereign debt default, including its wider contagion effects; and

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

Market Risk Reverse stress tests are undertaken based upon the premise that there is a fixed loss. The stress test
process identifies which scenarios lead to this loss. The rationale behind the reverse stress test is to understand
scenarios which are beyond normal business settings that could have contagion and systemic implications.

Stressed VaR and stress testing, together with reverse stress testing and the management of gap risk, provide
management with insights regarding the ‘tail risk’ beyond VaR for which our appetite is limited.

Market risk in 2014
(Unaudited)

Global financial markets generally continued to be supported by the accommodative monetary policies followed by
leading central banks in 2014. However, the year was dominated by discussions around how quickly the US Federal
Reserve would taper off its asset purchase programme. In addition, market sentiment worsened due to fears of negative
spillovers for some emerging markets that had experienced slower economic growth and continued external
imbalances. This has led to increased volatility in markets across most asset classes.

Trading portfolios
(Audited)
Value at risk of the trading portfolios

Trading VaR predominantly resides within Global Markets. The VaR for trading activity at 31 December 2014 was
higher than at 31 December 2013 primarily due to increase in the risk profile of the interest rate business. This leads to
arise in interest rate VaR and trading VaR.
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The daily levels of total trading VaR over the last year is set out in the graph below.

Daily VaR (trading portfolios), 99% 1 day (HK$m)
(Unaudited)
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The trading VaR for the year is shown in the table below.
Trading value at risk, 99% 1 day'
(Audited)
Foreign
exchange and  Interest Credit Portfolio
commodity rate Equity spread diversification’
HKS$m HKS$Sm HKS$m HKS$Sm HKSm
At 31 December 2014
Year end ...ocoovveveeeeiiieieieeeeeeeeee e 37 151 28 27 (55)
Average ..... 43 124 18 23
Maximum 72 174 34 40
At 31 December 2013
Year end ...ccovveveviieieieieeeee e 33 79 18 28 (54)
Average ..... 39 91 22 27
Maximum 88 120 42 49
1 Trading portfolios comprise positions arising from the market-making and warehousing of customer-derived positions.

IR trading

CS trading
Equity trading

Diversification

Total
HKS$m

190
138
199

107
107
189

2 Portfolio diversification is the market risk dispersion effect of holding a portfolio containing different risk types. It represents the

reduction in unsystematic market risk that occurs when combining a number of different risk types, for example, interest rate, equity

and foreign exchange, together in one portfolio. It is measured as the difference between the sum of the VaR by individual risk type and

the combined total VaR. A negative number represents the benefit of portfolio diversification. As the maximum and minimum occur on

different days for different risk types, it is not meaningful to calculate a portfolio diversification benefit for these measures.

Non-trading portfolios
(Unaudited)

Market risk in non-trading portfolios arises principally from mismatches between the future yield on assets and their
funding cost, as a result of interest rate changes. Analysis of this risk is complicated by having to make assumptions on

embedded optionality within certain investment product areas such as the incidence of mortgage prepayments, and
from behavioural assumptions regarding the economic duration of liabilities which are contractually repayable on

demand such as current accounts, and the re-pricing behaviour of managed rate products.
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In order to manage this risk optimally, market risk in non-trading portfolios is transferred to Global Markets or to
separate books managed under the supervision of the local Asset, Liability and Capital Management Committee
(‘ALCO’). The transfer of market risk to books managed by Global Markets or supervised by ALCO is usually
achieved by a series of internal deals between the business units and these books. When the behavioural characteristics
of a product differ from its contractual characteristics, the behavioural characteristics are assessed to determine the true
underlying interest rate risk. Local ALCOs regularly monitor all such behavioural assumptions and interest rate risk
positions, to ensure they comply with interest rate risk limits established by senior management.

As noted above, in certain cases, the non-linear characteristics of products cannot be adequately captured by the risk
transfer process. For example, both the flow from customer deposit accounts to alternative investment products and the
precise prepayment speeds of mortgages will vary at different interest rate levels. In such circumstances, simulation
modelling is used to identify the impact of varying scenarios on valuations and net interest income. Once market risk
has been consolidated in Global Markets or ALCO-managed books, the net exposure is managed with the Balance
Sheet Management limits or neutralised through the use of interest rate swaps.

Sensitivity of net interest income

A principal part of our management of market risk in non-trading portfolios is to monitor the sensitivity of projected
net interest income under varying interest rate scenarios (simulation modelling).

The group aims, through its management of market risk in non-trading portfolios, to mitigate the impact of prospective
interest rate movements which could reduce future net interest income, whilst balancing the cost of such hedging
activities on the current net revenue stream. A large part of the group’s exposure to changes in net interest income
arising from movements in interest rates relates to its core deposit franchise. The group’s core deposit franchise is
exposed to changes in the value of the deposits raised and spreads against wholesale funds. The value of core deposits
increases as interest rates rise and decreases as interest rates fall. This risk is, however, asymmetrical in a very low
interest rate environment as there is limited room to lower deposit pricing in the event of interest rate reductions.

Structural foreign exchange exposures
(Unaudited)

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

Exchange differences on structural exposures are recognised in ‘Other comprehensive income’.

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

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

The group had the following structural foreign currency exposures that were not less than 10% of the total net
structural foreign currency positions:

The group
LCYm HKS$m
equivalent
At 31 December 2014
RENMUNDI ..ot ettt ettt e se et et et e e aeeteeae e s eseeseeseenseseenseseseeneereans 158,785 198,584
At 31 December 2013
RENIMINDI ..ottt ettt ettt e et e be e st ess e s et e e se et e eseessenbesseetaessenaensensebesneens 135,713 172,594
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Operational Risk

(Audited)
Operational risk management framework

The Operational Risk function and the operational risk management framework (‘ORMEF’) assist business management
in discharging their responsibilities. The ORMF defines minimum standards and processes, and the governance
structure for operational risk and internal control across the group.

Operational risks
1 Risk and Control Assessment (‘RCA’) »

* Operations

¢ Accounting

¢ Compliance

o Fiduci 2 Key indicators (‘KI’s)

. Fiduciary » Scenario
Internal fraud Analysis

External fraud

Physical 3 Internal incidents » » Action
Business continuity

Information

Legal 4 External events »

¢ Tax

Technology ‘

People
Project Capital Modelling

Political

Governance Identify aspe;ertliilé Assess Control Report

o RCAs are used to inform the evaluation of the effectiveness of controls over top risks.

o Klis are used to help monitor the risks and controls.

o Scenarios provide management with a quantified view of our top and emerging operational risks.
o Internal incidents are used to forecast expected losses.

o FExternal sources (e.g. IBM/Algo and ORX databases) are used to inform the assessment of extreme scenarios.

Through articulating our risk appetite for material operational risks, the organisation determines the level of risk it is
willing to accept. Monitoring operational risk exposure against risk appetite on a regular basis and either mitigating or
accepting the exposures drives risk awareness in a more forward-looking manner. It assists management in
determining whether further action is required.

Operational risk and control assessments are performed by individual business units and functions. The risk and
control assessment process is designed to provide businesses and functions with a forward-looking view of operational
risks and an assessment of the effectiveness of controls. It also provides a tracking mechanism for action plans so that
they can proactively manage operational risk within acceptable levels. Risk and control assessments are reviewed and
updated at least annually.

In addition to the risk and control assessment process, an enhanced scenario analysis process has been implemented to
improve the quantification and management of material risks through scenario analysis.

Key operational risks (Unaudited)

o Fraud and financial crime: the threat of fraud perpetrated by or against our customers, especially in retail and
commercial banking, may increase during adverse economic conditions. We have increased monitoring, root cause
analysis and review of internal controls to enhance our defences against external attacks and reduce the level of
loss in these areas. In addition, Group Security and Fraud Risk work closely with global businesses to continually
assess these threats as they evolve and adapt our controls to mitigate them. The Bank is also exposed to potential
criminal activities and has invested heavily in improving its customer due diligence and transaction monitoring and
screening controls.

e Third party risks: the Bank has procedures in place to conduct due diligence and monitor the performance of third
party suppliers and service providers in so far as they may affect the Bank’s ability service its customers.
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e Regulatory compliance: our ability to respond to increasing demands or changes in regulatory requirements in the
markets in which we operate remains a critical focus for the Bank. A Global Standards programme is being rolled
out to ensure implementation of critical regulatory and financial crime compliance requirements. Various conduct
and values initiatives have also been initiated to ensure that exposures to mis-selling or market conduct abuses are
minimised.

e Information security: the security of our information and technology infrastructure is crucial for maintaining our
banking applications and processes while protecting our customers and our franchise. A failure of our defences
against such attacks could result in financial loss, loss of customer data and other sensitive information which
could undermine both our reputation and our ability to retain the trust of our customers.

e Level of change creating operational complexity: operational stresses may occur during periods of growth as well
as during volatile periods in a market downturn. The Operational Risk function engages with business management
in business transformation initiatives to ensure the resilience of the internal control environment. This may involve
thematic reviews of new initiatives and analysis of loss or indicator trends, as well as participation and discussion
of issues or concerns at relevant governance or management committees.

e People risk: attracting and retaining staff with appropriate skills and expertise across the markets in which we
operate remains a challenge. Significant investment is made in training and management development initiatives to
equip our staff for the business changes we face and for the implementation of global standards.

Reputational Risk
(Unaudited)

Reputational risk is the failure to meet stakeholder expectations as a result of any event, behaviour, action or inaction,
either by HSBC itself, our employees or those with whom we are associated, that might cause stakeholders to form a
negative view of HSBC.

Reputational risk relates to perceptions, whether based on fact or otherwise. Stakeholders’ expectations are constantly
changing and thus reputational risk is dynamic and varies between geographies, groups and individuals. As a global
bank, we show unwavering commitment to operating, and to be seen to be operating, to the high standards we have set
for ourselves in every jurisdiction. Reputational risk might result in financial or non-financial impacts, loss of
confidence, adverse effects on our ability to keep and attract customers, or other consequences. Any lapse in standards
of integrity, compliance, customer service or operating efficiency represents a potential reputational risk.

A number of measures to enhance our anti-money laundering, sanctions and other regulatory compliance frameworks
have been taken and/or are ongoing. These measures, which should also serve over time to enhance our reputational
risk management, include the following:

o simplifying our business through the progressive implementation of our Group strategy, including the adoption of
a global financial crime risk filter, which should help to standardise our approach to doing business in higher risk
countries;

e an increase in reputational risk resources in each region in which we operate and the introduction of a central case
management and tracking process for reputational risk and client relationship matters;

e the creation of combined reputational risk and client selection committees within the global businesses with a
clear process to escalate and address matters at the appropriate level;

e the continued roll-out of training and communication about the HSBC Values Programme that defines the way
everyone in the Group should act and seeks to ensure that the Values are embedded into our operations; and

e the continuous development and implementation of the Global Standards around financial crime compliance,
which underpin our businesses. This includes ensuring globally consistent application of policies that govern
AML and sanctions compliance provisions.

HSBC has zero tolerance for knowingly engaging in any business, activity or association where foreseeable
reputational damage has not been considered and mitigated. There must be no barriers to open discussion and
escalation of issues that could affect the Group negatively. While there is a level of risk in every aspect of business
activity, appropriate consideration of potential harm to HSBC’s good name must be a part of all business decisions.
Detecting and preventing illicit actors’ access to the global financial system calls for constant vigilance and we will
continue to cooperate closely with all governments to achieve success. This is integral to the execution of our strategy,
to HSBC Values and to preserving and enhancing our reputation.
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Insurance Risk

(Audited)

Insurance risk is the risk, other than financial risk, of loss transferred from the holder of the insurance contract to the
insurer. The principal insurance risk faced by the group is that, over time, the combined cost of claims, benefits,
administration and acquisition of the contracts may exceed the aggregate amount of premiums received and investment
income. The cost of claims and benefits can be influenced by many factors, including mortality and morbidity
experience, lapse and surrender rates and, if the policy has discretionary participation features or guaranteed cash
benefit, the performance of the assets held to support the liabilities. The severity of the claims and benefits, as well as
the timing, is therefore uncertain. Contracts under which the transfer of insurance risk from the policyholder to the
group is not significant are classified as investment contracts.

The group manages its insurance risk through underwriting limits, approval procedures for transactions that involve
new products or that exceed set limits, risk diversification, pricing guidelines, reinsurance and monitoring of emerging
issues, taking into account where appropriate local market conditions and any regulatory requirements that apply.

All insurance products, whether internally manufactured or provided by a third party manufacturer, are reviewed by
the Product Committee. Several methods are used to assess and monitor insurance risk exposures for both individual
types of risks insured and overall risks. These methods include internal risk measurement models, sensitivity analyses,
scenario analyses and stress testing.

The theory of probability is applied to the pricing and provisioning for a portfolio of insurance contracts. Insurance
events are, by their nature, incorporated with a certain degree of randomness and the actual number of events during
any one year may vary from those estimated using established statistical techniques.

Asset and liability management (insurance)

A principal tool used by the group to manage its exposure to insurance risk is asset and liability matching. The group
actively manages its assets using an approach that considers asset quality, diversification, cash flow matching,
liquidity, volatility and target investment return. The goal of the investment process is to achieve the target level of
investment return within acceptable parameters. The Investment Committee reviews and approves strategic asset
allocation on a periodic basis and establishes investment guidelines. The asset and liability management process is
also overseen by the Asset and Liability Management Committee of the group’s insurance business.

The group establishes asset portfolios for each major insurance product category consistent with local regulatory
requirements. The investment policy defines the asset allocation and restrictions with the aim of achieving the target
investment return in the long term.

The following table shows the composition of assets and liabilities for each major insurance product category. 93% of
both assets and liabilities are derived from Hong Kong.
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Risk Report (continued)

Statement of financial position of insurance manufacturing subsidiaries by type of contract

Non-linked Linked Other
Contracts’ Contracts’ assets’ Total
HKS$m HKS$m HKS$m HKS$m
At 31 December 2014
Financial assets:
— financial assets designated at fair value ................ 47,048 49,343 546 96,937
— derivatives .......cccccceveeieieieieieeien 173 3 24 200
— financial inveStments .............c.cceevevveereeeereeienenns 212,417 - 20,353 232,770
— other financial @SSets ...........c.cccceevvevievieeiieeieennen. 35,891 1,433 821 38,145
Total financial aSSets ........c..coveeevieeieeieeieeeie e 295,529 50,779 21,744 368,052
ReEINSUrance assets ...........cooeevveeveevveeireeereeereeereeeneens 4,341 1,454 - 5,795
PVIFY oo - - 32,389 32,389
Oher @SSELS ...vvevveieieiieeieeieieie ettt eneenes 6,053 5 2,695 8,753
TOtal SSELS .ovveveeneeieiieiieieeiete ettt eneenee 305,923 52,238 56,828 414,989
Liabilities under investment contracts designated at
fair VAU ....ooovveeiieiececceeeeeee e 29,239 7,426 - 36,665
Liabilities under insurance contracts .................c....... 265,743 44,439 - 310,182
Deferred tax ..ooovieieieieieeiecie e 225 - 6,021 6,246
Other lHabilities ........c.cceveevvieirieerieeeeeie e - - 3,571 3,571
Total Habilities .......ccecevieverieiere e 295,207 51,865 9,592 356,664
TOtal EQUILY .oovvevrenieieiecieeeeiete et eeenee - - 58,325 58,325
Total equity and Habilities ...........ccceeeverievererinieiens 295,207 51,865 67,917 414,989
Non-linked Linked Other
Contracts' Contracts’ assets’ Total
HK$m HK$m HK$m HK$m
At 31 December 2013
Financial assets:
— financial assets designated at fair value ................ 43,980 44,061 515 88,556
— dETIVALIVES .vievieiieiieeiie e et 11 2 41 54
— financial iINVEStMENtS .........cceevveevereviieiieiiieeieennen. 188,480 - 17,042 205,522
— other financial @SSets ..........ccceevvevieveenienieeieennen. 30,825 1,527 1,929 34,281
Total financial @SSELS ..........ccecvevreereeriereeireireereeieeeans 263,296 45,590 19,527 328,413
Reinsurance assets ..........cooceveeeeeeieeiieenieeneeneennens 2,924 1,700 - 4,624
PVIF'...... - - 28,916 28,916
Other @SSELS .vvevvviivieeeieeereereere ettt 6,462 5 1,934 8,401
TOtal SSELS .ovvevveriererierietieiete ettt eneenes 272,682 47,295 50,377 370,354
Liabilities under investment contracts designated at
faIr Value ....ooveeiiice 29,159 7,527 - 36,686
Liabilities under insurance contracts 236,911 39,269 - 276,180
Deferred tax .......cccceovvvvveveiinnen. . 93 — 4,906 4,999
Other lHabiliti€s ..........ocovieeiieeeeieeeeiee e — — 2,886 2,886
Total Habilities ..........ccoeeeveviicieiieeeeeieeeceee e 266,163 46,796 7,792 320,751
Total €QUILY .eoveeeeeeeeeieieieteeeeeeeeee e - - 49,603 49,603
Total equity and liabilities ...........cocovevirereeerieireenns 266,163 46,796 57,395 370,354

O R

Comprises life non-linked insurance contracts, non-linked investment contracts and remaining non-life insurance contracts.

Comprises life linked insurance contracts and linked investment contracts.

Comprises shareholder assets.

Present value of in-force long-term insurance business.
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Underwriting strategy

The group’s underwriting strategy seeks to achieve a balanced portfolio and is based on a large portfolio of similar
risks over a number of years and, as such, it is believed that this reduces the variability of the outcomes.

Reinsurance strategy

The group reinsures a portion of the insurance risks it underwrites in order to mitigate its exposures to losses and
protect capital resources. The group uses reinsurance to manage financial risk arising from guaranteeing minimum
investment performance under a unit-linked insurance product and a traditional non-participating insurance product.
Although reinsurance provides a means of managing insurance risk, it exposes the group to credit risk arising from
default by the reinsurers. Management of such credit risk exposure is described on page 63.

Nature of risks covered
The following gives an assessment of the nature of risks inherent in the group’s main manufactured products:
(i) Insurance contracts — non-linked products

The basic feature of non-linked insurance business is to provide guaranteed death benefits determined at the time
of policy issue. For non-linked insurance products with a savings element, guaranteed surrender benefit,
guaranteed maturity benefit, credit rating guarantees and/or non-lapse guarantee features may be provided.
Discretionary participation features allow policyholders to participate in the profits of the life fund by means of
annual or terminal bonuses. The group has complete contractual discretion on the bonuses declared. It is the
group’s goal to maintain a stable dividend scale based on the long-term rate of return. Annual reviews are
performed to confirm whether the current dividend scale is supportable.

(ii) Insurance contracts — unit-linked products

The group writes unit-linked life insurance policies, which typically provide policyholders with life insurance
protection and a choice of investment in a variety of funds. Premiums received are deposited into the chosen funds.
Charges for the cost of insurance and administration are deducted from the funds accumulated. There is a unit-
linked product with significant performance guarantee where the risk is managed through reinsurance.

(iii) Investment contracts — retirement funds with guarantees

The group underwrites retirement fund business which gives rise to contracts that are classified as investment
contracts. Under each retirement scheme, employers and employees are given a choice of funds to invest their
contributions. The group provides an investment return or capital protection guarantee for some specific funds.
Investment strategy is set with the objective of providing a return that is sufficient to meet at least the minimum
guarantee.

(iv) Investment contracts — retirement funds without guarantees

The group underwrites retirement fund business which gives rise to contracts that are classified as investment
contracts. Under each retirement scheme, employers and employees are given a choice of funds in which to place
their contributions. The group bears no investment risk under this type of investment contract.
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Concentrations of insurance risks

Within the insurance process, concentrations of risk may arise where a particular event or series of events could impact
heavily upon the group’s liabilities. Such concentrations may arise from a single insurance contract or through a
number of related small contracts, and relate to circumstances where a large claim from a single or multiple contracts
could arise.

The group is subject to concentration risk arising from accidents relating to common carriers, conflagration, epidemics,
earthquakes and other natural disasters that affect the lives of the policyholders insured by the group. To mitigate these
risks, catastrophe reinsurance arrangements have been made by the group.

The policyholders of the insurance contracts issued by the group and its joint venture are mainly residents of Hong
Kong, Macau, mainland China, Singapore, Malaysia and India, with the majority in Hong Kong.

To determine the concentration of insurance risks and the reinsurance coverage required, scenario analyses are
performed to investigate the potential financial impact on the group. Total loss is estimated based on the chosen stress
level. Details of the group’s reinsurance strategy are disclosed on page 59.

Life business is generally long term in nature and frequently involves an element of savings and investment in the
contract. An analysis of life insurance liabilities is therefore an appropriate overall measure of insurance exposure,
because provisions for life contracts are typically set by reference to expected future cash outflows relating to the
underlying policies and a range of assumptions which mainly include interest rate and mortality levels. The process
used to determine the assumptions is intended to result in stable and prudent estimates of future outcomes. This is
achieved by incorporating risk margins into best estimate assumptions which can withstand a reasonable range of
fluctuation of actual experience. An annual review of the relevant experience is performed to assess the adequacy of
margins that exist between the assumptions adopted and the most likely estimate of future outcome. Since the group is
not exposed to significant insurance risk on investment contracts, they have not been included in the insurance risk
management analysis. Details of the analysis of life insurance liabilities are disclosed in note 32.

Financial risks (insurance)

Managing financial assets backing insurance liabilities may result in the group assuming financial risks. These include
market risk, credit risk and liquidity risk. Each of these financial risks is described below, together with a summary of
the ways in which the group manages these risks arising from underwriting insurance business.

The group is also exposed to investment return guarantee risk for certain investment contracts issued to policyholders.
The risk is that the yield on the assets held by the group to meet these guarantees may fall short of the guaranteed
return. The framework for the management of this risk is to invest in fixed income securities and adopt a matching
approach whereby assets held are managed to meet the liabilities to policyholders. Where analysis indicates that, over
the life of the contracts, the returns from the designated assets may not be adequate to cover the related liabilities, a
provision is established to provide additional coverage.

The following table analyses the assets held in the group’s insurance manufacturing subsidiaries at 31 December 2014
by type of liability, and provides a view of the exposure to financial risk:
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Financial assets held by insurance manufacturing subsidiaries

At 31 December 2014

Financial assets designated at fair value
— Debt SECUTItIES .....ococveuiuiiiciiiiiriciciiiecceeieee

— Equity securities

Financial investments
Held-to-maturity:

— DEbt SECUTILIES ..ovvevveriiireieiienieieree et

Available-for-sale:

— Treasury bills .....ccooeirieiiirieineeeeeeeee e
— Debt SECUTIHES ...eoveueeeiieiirieieeerieeeteeiereee e
— EqUIty SECUTIIES ...ovevieieeieiieieiesiesieceeeee e

Derivatives ...........cccoeveviiiirieieeee e
Other financial assets ................cccccevviniiniiinienne,

At 31 December 2013

Financial assets designated at fair value

— Debt SECUTTHES ....euveviieeireeieiieieeee e
— EQqUIty SECUTIHIES ..ceevvevvirieeiiiieienierieieeecereeeee

Financial investments
Held-to-maturity:

— Debt SECUIILIES ...oovvierieiieiierieeie et

Available-for-sale:

— Treasury bills ......cccocevvevirinieiniinincneecceeene
— Debt Securities ..........ccoovceiiviiiiiiiiiiicecce
— EqUIty SECUTIHIES ..ceevverviriieiiiieieierieieeece e

DTIVALIVES ...vivieeieiieieie ettt
Other financial aSSets .........ccocevverieriererieierierieseeiene

Non-

linked Linked
contracts contracts Other assets Total
HKS$m HK$m HKS$m HKS$m
15,424 11 546 15,981
31,624 49,332 - 80,956
47,048 49,343 546 96,937
163,289 — 19,336 182,625
49,127 - 793 49,920
1 - 224 225
49,128 - 1,017 50,145
173 3 24 200
35,891 1,433 821 38,145
295,529 50,779 21,744 368,052
17,782 13 515 18,310
26,198 44,048 - 70,246
43,980 44,061 515 88,556
162,858 - 16,608 179,466
25,622 - 365 25,987
- - 69 69
25,622 — 434 26,056
11 2 41 54
30,825 1,527 1,929 34,281
263,296 45,590 19,527 328,413

The table demonstrates that for linked contracts, the group typically designates assets at fair value. For non-linked
contracts, the classification of the assets is driven by the nature of the underlying contract. The assets held to support
linked liabilities represented 13.8% of the total financial assets of the group’s insurance manufacturing subsidiaries at
the end of 2014 (2013: 13.9%). The table also shows that approximately 67.5% of financial assets were invested in

debt securities at 31 December 2014 (2013: 68.1%), with 22.1% (2013: 21.4%) invested in equity securities.
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Market risk (insurance)

Market risk can be sub-categorised into interest rate risk, equity and other price risks and foreign currency risk. Each
of these categories is discussed further below.

Interest rate risk

The exposure of the insurance business to interest rate risk arises mainly from its debt securities holdings and the
uncertainty of the achievable interest rate when reinvesting the future net cash flows. The held-to-maturity category
accounts for a significant portion of the debt securities holdings and is managed to match expected liability payments.
The group monitors this exposure through periodic reviews of its asset and liability positions. Estimates of cash flows,
as well as the impact of interest rate fluctuations relating to the investment portfolio and insurance reserves, are
modelled and reviewed regularly. The overall objective of these strategies is to limit the net changes in the value of
assets and liabilities arising from interest rate movements.

For participating products, interest rate risk can also be mitigated through sharing of risk with policyholders under the
discretionary participation mechanism.

The following table illustrates the effects of selected interest rate scenarios on our profit for the year and total equity of
our insurance subsidiaries:

31 December 2014 31 December 2013
Impact on Impact on
profit for Impact on profit for Impact on
the year net assets the year net assets
HK$m HKS$m HK$m HK$m
+ 100 basis points parallel shift in yield curves .................. 1,463 3,221) 1,179 (1,308)
— 100 basis points parallel shift in yield curves .................. (1,720) 3,973 (1,343) 1,263

The interest rate sensitivities set out above are illustrative only and employ simplified scenarios. It should be noted that
the effects may not be linear and therefore the results cannot be extrapolated. The sensitivities reflect the established
investment risk sharing mechanism with policyholders for participating products but do not incorporate other actions
that could be taken by management to mitigate the impact of the effect of the interest rate movements, nor do they take
account of any resultant changes in policyholder behaviour.

Equity and other price risks

The portfolio of securities, including equities and other assets, which the group carries on the balance sheet at fair
value, has exposure to price risk. This risk is defined as the potential loss in market value resulting from an adverse
change in prices. The risk is mainly mitigated through dynamic asset allocation, portfolio diversification and sharing
the risk with policyholders through the discretionary participation feature. Portfolio characteristics are analysed
regularly and these risks are regularly reviewed. The group’s investment portfolios are diversified across industries and
asset classes, with concentrations in any one company, industry or asset class limited by parameters established by
senior management, as well as by statutory requirements.

The following table illustrates the impact on the profit for the year and net assets of a 10% variance in equity prices:

31 December 2014 31 December 2013
Impact on Impact on
profit for Impact on profit for Impact on
the year net assets the year net assets
HK$m HK$m HK$m HK$m
10% increase in eqUItY PriCeS ........ceeveereerveruerienereeniereeneenne 1,173 1,173 948 948
10% decrease in eqUIty PriCes .......ccccoveveevereeeerreereerueennene (938) (938) (780) (780)

These equity sensitivities are illustrative only and employ simplified scenarios. It should be noted that the effects may
not be linear and, therefore, the results cannot be extrapolated. The sensitivities reflect the established investment risk
sharing mechanism with policyholders for participating products but do not allow for the effect of other management
actions which may mitigate the impact of the equity price decline, nor for any resultant changes in policyholder
behaviour that might accompany such a fall.
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Foreign currency risk

Substantial amounts of the assets and liabilities are denominated in two main currencies, Hong Kong dollars and
United States dollars. The group adopts a policy of predominantly matching the liabilities with assets in the same
currency, effectively reducing the foreign currency exchange rate exposure. Limits are set to ensure that the net foreign
currency exposure is kept to an acceptable level. The group also uses forward exchange contracts and swaps to manage
its foreign currency risk.

Credit risk (insurance)

The insurance operation portfolios of fixed income securities, and to a lesser extent short-term and other investments,
are subject to credit risk. This risk is defined as the potential financial loss resulting from adverse changes in a
borrower’s ability to repay the debt. The group’s objective is to earn competitive returns by investing in a diversified
portfolio of securities. Management has a credit policy in place and limits are established to manage credit quality and
concentration risk. Only assets supporting non-linked liabilities are included in the table, as financial risk on assets
supporting linked liabilities is predominantly borne by the policyholders. 89% (2013: 88.4%) of the assets included in
the table are invested in investments rated as ‘Strong’. There were no investments rated as sub-standard or below.

As at 31 December 2014 As at 31 December 2013
Neither past due nor Neither past due nor
impaired impaired
Strong Medium Total Strong Medium Total
HK$m HK$m HK$m HK$m HK$m HK$m
Supporting liabilities under non-linked
insurance and investment contracts
Financial assets designated
at fair value .......ccooeevinnicciinnee 14,123 1,301 15,424 15,806 1,976 17,782
— treasury and other
eligible bills .......coovevevininiriiiiee - - - - - -
— debt securities 14,123 1,301 15,424 15,806 1,976 17,782
Financial investments ..........c..cccccceeuene 187,906 24,510 212,416 165,971 22,509 188,480
— treasury and other
eligible bills ......cccoceoeeneincniiincnne = = = - - -
— debt securities ..........c.ccceceviiiicinine 187,906 24,510 212,416 165,971 22,509 188,480
Supporting shareholders funds'
Financial assets designated
at fair value .......ccoeeevennicccinnenne 499 47 546 448 67 515
— treasury and other
eligible bills ......cccoccveineineiicninne = = = - - -
— debt securities ..........cocceevirciiinienne 499 47 546 448 67 515
Financial investments ..............ccccueeu.. 18,718 1,411 20,129 15,472 1,501 16,973
— treasury and other
eligible bills ......cccoovevevininiiiiie - - - - - -
— debt securities ........c.coevvevrvevrieerieennenns 18,718 1,411 20,129 15,472 1,501 16,973
Financial assets designated
at fair value .......coeeevennnccinnenne 14,622 1,348 15,970 16,254 2,043 18,297
— treasury and other
eligible bills .......ccocvevieviriniiiiiee - - - - - -
— debt securities ........c.coeeverirreecnennns 14,622 1,348 15,970 16,254 2,043 18,297
Financial investments ..............cc.ccecu.. 206,624 25,921 232,545 181,443 24,010 205,453
— treasury and other
eligible bills ......ccocevviniieniiiiieee = = = - - -
— debt securities .. 206,624 25,921 232,545 181,443 24,010 205,453

1 Shareholders funds comprise solvency and unencumbered assets.
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The group also has insurance and other receivable amounts subject to credit risk. The most significant of these are
reinsurance recoveries. To mitigate the risk of the counterparties not paying the amounts due, the group has established
certain business and financial guidelines for reinsurer approval, incorporating ratings by major agencies and
considering currently available market information. The group also periodically reviews the financial stability of
reinsurers and the settlement trend of amounts due from reinsurers. The split of liabilities ceded to reinsurers and
outstanding reinsurance recoveries was as follows:

Reinsurers’ share of liabilities under insurance contracts

Neither past due nor impaired

Past
Sub- due not Impairment

Strong Medium standard impaired Impaired allowances Total

HKS$m HKS$m HKS$m HK$m HK$m HK$m HKS$m
At 31 December 2014
Non-linked insurance contracts ... 4,128 54 - - - - 4,182
Linked insurance contracts .......... 3 1,438 — — — — 1,441
Total oo 4,131 1,492 - - - - 5,623
Reinsurance debtors .................... 28 35 - 109 - - 172
At 31 December 2013
Non-linked insurance contracts ... 2,834 2 - - - - 2,836
Linked insurance contracts .......... 3 1,692 — — — — 1,695
Total coveeeeeeeeeeeee e 2,837 1,694 - - - - 4,531
Reinsurance debtors .................... 45 7 - 41 - - 93

The group has sold a unit-linked life insurance product which provides guaranteed minimum death benefits and
guaranteed minimum accumulated benefits which are underwritten by the group but reinsured by a third party. The
group has a credit risk exposure in respect of this third party’s ability to meet its reinsurance obligation. At
31 December 2014, the exposure to the third party was HK$1,441m (2013: HK$1,695m).

Liquidity risk (insurance)

There are three components of liquidity risk. The first of these arises in normal market conditions and is referred to as
funding liquidity risk, specifically, the capacity to raise sufficient cash when needed to meet payment obligations.
Secondly, there is market liquidity risk where the size of a particular holding may be sufficiently large that a sale
cannot be completed at or around the market price. Finally, there is standby liquidity risk which refers to the capacity
to meet payment conditions in abnormal conditions.

The group has to meet daily calls on its cash resources, notably from claims arising on its insurance and investment
contracts and surrender of policies for surrender value. There is therefore a risk that cash will not be available to settle
liabilities when due at a reasonable cost. The group manages this risk by monitoring and setting an appropriate level of
operating funds to settle these liabilities. Investment portfolios are also structured with regard to the liquidity
requirement of each underlying fund, and surrender penalties and market adjustment clauses are used to defray the
costs of unexpected cash requirements.
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The following table shows the expected maturity of insurance contract liabilities at 31 December 2014:

Expected maturity of insurance contract liabilities

Expected cash flows (undiscounted)

Within 1 year 1-5 years 5-15 years Over 15 years Total
HK$m HK$m HKS$m HKS$m HK$m

At 31 December 2014
Non-linked insurance contracts... 24,109 91,832 223,103 242,465 581,509
Linked insurance contracts.......... 2,479 11,095 51,560 100,679 165,813
26,588 102,927 274,663 343,144 747,322

At 31 December 2013
Non-linked insurance contracts... 28,328 84,543 197,109 226,343 536,323
Linked insurance contracts.......... 2,196 8,078 45,963 89,836 146,073
30,524 92,621 243,072 316,179 682,396

Remaining contractual maturity of investment contract liabilities

Non-linked Linked

investment investment
contracts contracts Total
At 31 December 2014 HKSm HKSm HKSm

Remaining contractual maturity

— due WIthin 1 YEAT ...ovveeeieiieiieiieieiece et 34 156 190
— due between 1 and 5 years ... - - -
— due between 5 and 10 years . - - -
= UNAALEA" oo 29,205 7,270 36,475
29,239 7,426 36,665

At 31 December 2013

Remaining contractual maturity

— due WIthIn 1 JEATr ....ccooiriiiriiiiiiciicie et 45 119 164
— due between 1 and 5 years ...
— due between 5 and 10 YEArS ......cccevereeiiiienieneneeieeieereeee e - - -
— UNALEA" oot 29,114 7,408 36,522

29,159 7,527 36,686

1 In most cases, policyholders have the option to terminate their contracts at any time and receive the surrender values of their policies.

The surrender values may be significantly lower than the amounts shown above.

Present value of in-force long-term insurance business (‘PVIF’)

The life insurance business is accounted for using the embedded value approach, which, inter alia, provides a
comprehensive framework for the evaluation of insurance and related risks. The value of the PVIF asset at 31
December 2014 was HK$32,389m (2013: HK$28,916m), representing the present value of the shareholders’ interest in
the profits expected to emerge from the book of in-force policies.

The valuation of the PVIF asset includes explicit risk margins for non-economic risks in the projection assumptions
and explicit allowances for financial options and guarantees using stochastic methods. Risk discount rates are set on
active basis with reference to market risk free yields.
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PVIF is stress-tested to assess the sensitivity of the value of life business to adverse movements of different risk factors.

The following table shows the effect on the PVIF as at 31 December 2014 of changes in the main economic
assumption:

Impact on PVIF
2014 2013
HKS$m HK$m
+ 100 basis points shift in riSK-fTEe Tate ..........ccceriririiieieiee e 1,357 1,392
— 100 basis points shift in FiSK-free TALE ........cceiriiiiirieirieee e (813) (1,515)

The effects on PVIF shown above are illustrative only and employ simplified scenarios. It should be noted that the
effects may not be linear and, therefore, the results cannot be extrapolated. The sensitivities reflect the established
investment risk sharing mechanism with policyholders for participating products but do not incorporate other actions
that could be taken by management to mitigate effects nor do they take account of consequential changes in
policyholder behaviour.

Non-economic assumptions

Non-economic assumptions, including, mortality and/or morbidity, lapse rates and expense rates, are also used for the
determination of the policyholder liabilities and PVIF, subject to any relevant local regulatory requirements. The
sensitivity of profit for the year and net assets to reasonably possible changes in these non-economic assumptions at 31
December 2014 across all insurance manufacturing subsidiaries is as follows:

Impact on 2014 results Impact on 2013 results

Profit after tax Net assets Profit after tax Net assets

HKS$m HK$m HK$m HK$m
10% increase in mortality and/or morbidity rates ......... (294) (294) (291) (291)
10% decrease in mortality and/or morbidity rates ........ 301 301 299 299
10% increase in lapse rates (319) 319) (330) (330)
10% decrease in lapse rates 370 370 384 384
10% increase in eXpense rates ...........cocoeeerveerrervevennens (303) (303) (298) (298)
10% decrease in eXPense rates ..........oceevereeeerververuenne 299 299 289 289

The effects on profit after tax and net assets shown above are illustrative only and employ simplified scenarios. It
should be noted that the effects may not be linear and, therefore, the results cannot be extrapolated. The sensitivities
reflect the established risk sharing mechanism with policyholders for participating products but do not incorporate
other actions that could be taken by management to mitigate effects nor do they take account of consequential changes
in policyholder behaviour.
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Capital

Capital Management

(Audited)

Our approach to capital management is driven by our strategic and organisational requirements, taking into account the
regulatory, economic and commercial environment in which we operate.

It is our objective to maintain a strong capital base to support the development of our business and to meet regulatory
capital requirements at all times. To achieve this, our policy is to hold capital in a range of different forms and all
capital raising is agreed with major subsidiaries as part of their individual and the group’s capital management
processes.

The policy on capital management is underpinned by a capital management framework, which enables us to manage
our capital in a consistent manner. The framework defines the regulatory capital and economic capital measures as the
two primary measures for the management and control of capital.

Capital measures:

e economic capital is the internally calculated capital requirement to support risks to which we are exposed and
forms a core part of the internal capital adequacy assessment; and

e regulatory capital is the capital which we are required to hold in accordance with the rules established by
regulators.

Our capital management process is articulated in our annual capital plan which is approved by the Board. The plan is
drawn up with the objective of maintaining both an appropriate amount of capital and an optimal mix between the
different components of capital. Each subsidiary manages its own capital to support its planned business growth and
meet its local regulatory requirements within the context of the approved annual group capital plan. In accordance with
Capital Management Framework, capital generated by subsidiaries in excess of planned requirements is returned to the
Bank, normally by way of dividends.

The Bank is primarily the provider of capital to its subsidiaries and these investments are substantially funded by the
Bank’s own capital issuance and profit retention. As part of its capital management process, the Bank seeks to
maintain a prudent balance between the composition of its capital and that of its investment in subsidiaries.

The principal forms of capital are included in the following balances on the consolidated balance sheet: share capital,
other equity instruments, retained profits, other reserves, preference shares and subordinated liabilities.

Externally imposed capital requirements
(Audited)

The Hong Kong Monetary Authority (‘HKMA’) supervises the group on both a consolidated and solo-consolidated
basis and therefore receives information on the capital adequacy of, and sets capital requirements for, the group as a
whole and on a solo-consolidated basis. Individual banking subsidiaries and branches are directly regulated by their
local banking supervisors, who set and monitor their capital adequacy requirements. In most jurisdictions, non-banking
financial subsidiaries are also subject to the supervision and capital requirements of local regulatory authorities.
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Capital (continued)

The group uses the advanced internal ratings-based approach to calculate its credit risk for the majority of its
non-securitisation exposures and the internal ratings-based (securitisation) approach to determine credit risk for its
banking book securitisation exposures. For market risk, the group uses an internal models approach to calculate its
general market risk for the risk categories of interest rate exposures, foreign exchange (including gold) exposures, and
equity exposures. The group also uses an internal models approach to calculate its market risk in respect of specific
risk for interest rate exposures and equity exposures. The group uses the standardised (market risk) approach for
calculating other market risk positions as well as trading book securitisation exposures, and the standardised
(operational risk) approach to calculate its operational risk.

During the year, the individual entities within the group and the group itself complied with all of the externally
imposed capital requirements of the HKMA.

Basel 111
(Unaudited)

Since December 2010, the Basel Committee has developed a comprehensive set of reform measures covering
additional capital and liquidity requirements, commonly referred to as ‘Basel III.

The Basel III capital rules set out the minimum common equity tier 1 (CET1) requirement of 4.5% and a minimum
total capital requirement of 8% from 1 January 2015.

In addition to the criteria detailed in the Basel III proposals, the Basel Committee issued further minimum
requirements in January 2011 to ensure that all classes of capital instruments fully absorb losses at the point of non-
viability before taxpayers are exposed to loss. Instruments issued on or after 1 January 2013 may only be included in
regulatory capital if the new requirements are met. The capital treatment of securities issued prior to this date will be
phased out over a 10-year period commencing on 1 January 2013.

The provisions of the Banking (Capital) (Amendment) Rules 2012 came into effect on 1 January 2013 to implement
the first phase of the Basel III capital standards in Hong Kong (‘Basel III rules’). The changes in minimum capital
ratio requirements are phased in from 1 January 2013 to 1 January 2019.

The Banking (Capital) (Amendment) Rules 2014 came into effect on 1 January 2015 to implement the Basel III capital
buffer requirements in Hong Kong. The changes include the phasing-in from 2016 to 2019 of the Capital
Conservation Buffer (‘CCB’) which is designed to ensure banks build up capital outside periods of stress of 2.5% of
RWAs, the Countercyclical Capital Buffer (‘CCyB’) which is set on an individual country basis and is built up during
periods of excess credit growth to protect against future losses, and the Higher Loss Absorbency requirements for
Domestic Systemically Important Banks of up to 2.5% of RWAs. On 27 January 2015, the Hong Kong Monetary
Authority announced a CCyB for Hong Kong of 0.625% from 1 January 2016, under the phase-in arrangements of
Basel I1I equivalent to 2.5% of RWAs in Hong Kong once fully phased in.

In addition, the group will be required to set further buffers to reflect risks not included in the regulatory capital
calculation, arising from internal assessment of risks and the results of stress tests.

As a consequence of the developments outlined above, there remains uncertainty over the timing and trajectory of
implementation of the full Basel III capital requirements and residual uncertainty as to the minimum levels of capital
that the group will be required to hold.

Total Loss Absorbing Capacity proposals
(Unaudited)

In November 2014, as part of the ‘too big to fail’ agenda, the Financial Stability Board (‘FSB’) published proposals for
Total Loss Absorbing Capacity (‘TLAC’) for Global Systemically Important Banks (‘G-SIBs’). The FSB proposals
include a minimum TLAC requirement in the range of 16-20% of RWAs and a TLAC leverage ratio of at least twice
the Basel III Tier 1 leverage ratio. This is to be applied in accordance with individual resolution strategies. It is
expected that a Quantitative Impact Study (‘QIS’) will be undertaken in 2015, the results of which will inform the final
proposals. The conformance period for the TLAC requirement will also be informed by the QIS, but it will not be
before 1 January 2019. Once finalised, it is expected that any new TLAC standard should be met alongside the Basel
III minimum capital requirement. The proposals are expected to be finalised in 2015 and will then need to be
implemented into national legislation.
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Leverage Ratio
(Unaudited)

Basel III introduces a simple non risk-based leverage ratio as a complementary measure to the risk-based capital
requirements to limit excessive leverage on the part of banks. The leverage ratio was introduced into the Basel III
framework as a non-risk-based backstop limit, to supplement risk-based capital requirements. It aims to constrain the
build-up of excess leverage in the banking sector, introducing additional safeguards against model risk and
measurement errors. The ratio is a volume-based measure calculated as Basel III tier 1 capital divided by total on-and
off-balance sheet exposures.

Basel III provides for a transitional period for the introduction of this ratio, comprising a supervisory monitoring
period that started in 2011 and a parallel run period from January 2013 to January 2017. The parallel run will be used
to assess whether the proposed minimum ratio of 3% is appropriate, with a view to migrating to a Pillar 1 requirement
from 1 January 2018.

Capital adequacy at 31 December 2014
(Unaudited)

The following tables show the capital ratios, risk weighted assets (‘RWAs’) and capital base as contained in the
‘Capital Adequacy Ratio’ return required to be submitted to the HKMA on a consolidated basis under the requirements
of section 3C(1) of the Banking (Capital) Rules.

The basis of consolidation for financial accounting purposes is described in note 1 on the Financial Statements and
differs from that used for regulatory purposes. Further information on the regulatory consolidation basis is set out in
the Supplementary Notes on the Financial Statements 2014 and a full reconciliation between the group’s accounting
and regulatory balance sheets can be viewed in the Supplementary Notes Appendices on the Financial Statements 2014
that can be found in the Regulatory Disclosures section of our website www.hsbc.com.hk. Subsidiaries not included in
consolidation for regulatory purposes are securities and insurance companies and the capital invested by the group in
these subsidiaries is deducted from regulatory capital.

The Bank and its banking subsidiaries maintain regulatory reserves to satisfy the provisions of the Banking Ordinance
and local regulatory requirements for prudential supervision purposes. At 31 December 2014, the effect of this
requirement is to restrict the amount of reserves which can be distributed to shareholders by HK$27,959m (31
December 2013: HK$22,563m).

There are no relevant capital shortfalls in any of the group’s subsidiaries at 31 December 2014 (31 December 2013:
Nil) which are not included in its consolidation group for regulatory purposes.

Capital ratios

(Unaudited)
At 31 December 2014 At 31 December 2013
% %
Common Equity Tier 1 (‘CET1) capital .......cccooceviriiienieieneeeeeeeeeese e 14.4 14.1
THEE 1 CAPILAL ..ottt ettt 14.4 14.1
TOLAl CAPILAL ..ottt ettt ettt et ettt ens 15.7 15.2
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Risk weighted assets by risk type

(Unaudited)

At 31 December 2014 At 31 December 2013

HKS$m HK$m

Credit risk
— Standardised approach .. 248,891 221,923
— IRB approach .........cccceune. 1,811,343 1,656,378
— IRB (securitiSation) apPrOaCh .........ccceeieiirieirieieierieieieteee ettt ese e nes 4,453 4,250
Counterparty credit risk
— Standardised apProaChl .........cociieiiiirieiieeere e 6,406 5,231
— IRB @PPIOACKH ..ottt e 113,801 90,372
— Central Clearing Counterparty (‘CCP’) .......ooiviririeieierieeieeeeeee et 8,435 12,999
— Credit Valuation Adjustment (‘CVA”) ..ccooiviiieieieieesiece e 81,061 82,716
IMATKEE TESK 1.ttt ettt ettt ettt 143,199 134,035
OPEratioNal TISK ...e..euiiiiietiiieietee ettt ettt ettt enen 290,342 274,450
TTOLAL «. .ttt bttt bbb bbbt s et s ettt n e e 2,707,931 2,482,354

Risk weighted assets by global business

(Unaudited)
At 31 December 2014 At 31 December 2013
HKS$m HK$m
Retail Banking and Wealth Management.............cccceceoueerueieinieinenieceesieee e 301,844 283,612
Commercial BanKINg ..........ccocereriiiirieieieieriesieee ettt sttt seseeneens 876,596 761,656
Global Banking and Markets .........c..cccecveinieineieinieincnieesieeete ettt nesenaens 1,239,715 1,156,129
Global Private Banking ........c.coccoueireiriniiinieinieieiniciecneecereeeie ettt 24,256 25,756
OBRET ..ottt ettt ettt es et et e et as et et e s st ese et e et et easetentese s eneeteas 265,520 255,201
TOTAL .ottt ettt ettt ettt ettt et s et et e et e ae et e e ese et ete et et et et easetensese s eneareas 2,707,931 2,482,354
RWA Planning
(Unaudited)

Pre-tax return on RWAs is an operational metric by which the global businesses are managed on a day-to-day basis.
The metric combines return on equity and regulatory capital efficiency objectives. RWA targets for each business, in
accordance with the Group’s strategic direction, are included as part of the Bank’s Risk Appetite Statement which is

approved annually by the Board.

Business performance against the targets is monitored through reporting to the Asset and Liability Management
Committee of the group. The management of capital deductions is also addressed in the RWA monitoring framework
through notional charges for these items, enabling a more holistic approach to performance measurement. A range of
analysis is employed in the RWA monitoring framework to identify the key drivers of movements in the position, such
as book size and book quality. Particular attention is paid to identifying and segmenting items within the day-to-day
control of the business and those items that are driven by changes in risk models or regulatory methodology.
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Credit IRB RWA movement by key driver
(Unaudited)

AL TJANUATY 2014 ..ottt ettt bt e h e et ettt sa e e bt h e a ettt b e eb e e bt bttt nteeb e bt ene et et s

Foreign eXchange MOVEMENL ...........cccuiuiiiiiiiiiiiiiiiiic e
AcqUISTTIONS ANA TISPOSALS ....eeviuieeiienietetei ettt ettt b e st sttt e bt et et e bt e b et en e et et ebeeb et b e b ese b et ebeneenes
BOOK SIZE ...cuetteiiieteteet ettt sttt a et et h et a e st h e et e h et a et a et ere et b nean
BOOK QUATIEY ..ottt ettt et ettt s et e s e e e bttt n e n e e a e b e ke e Rt eR e e Rt e st e e ese st eneentent e tenbe st eneeneententens
IMOAET UPAALES ...ttt ettt b e bt be st e et e bt eh e ea et et e s bt e bt e aeeat e et e st e b e ebeeb e ea b ene et e nbeebeebeese et eeen
MEthOOIOZY ANA POLICY ...vveveeniiiiiieiieiieiet ettt ettt ettt et et et e e aeese e st et en b e sse et e eseentensensenbeaseeseeneensensesseeseeneeneensensan

TNEEINAL UPAALES ...ovvitiiieiietieiete ettt ettt et e sttt e st et et e b et e eae e st esee s e seeseeseentensensesseeseentenaensesensesneeneeneensense

EXEEINAL UPAALES ....eneeeieieietiieiet ettt et ettt h et e e b sttt e e st et e e e s e e b e st e s e s es e b es e et e e eseeben e b entes e b eneebe e eneebeneas

TOtal RWA IMOVEIMENL ...uviitiiiieeiieeiie et et et et e stestteetteetteesbeebe e teesteenseesseeeseeesseesseenseesseesseesseeassessseenseensaenseensaenseanseennsanns
At 31 DECEMDET 2014 ..ottt et ettt ettt et e e sttesateetaeeabe e s beenbeente e beeeseeesseenteenbeenteenbeeaneennteeneeenbeenteenbeenbean

Market risk RWA movement by key driver
(Unaudited)

AL T JANUATY 2014 ..ottt ettt b e et h e e a et et e a bttt b e nhe e nh e eh e b e e et e ea bt e b e ea bt et e et e e bt e bt e taeeaaeeae

Movement in TISK IEVEIS ........ccouiuiiiiiiiiiiiiiic e
IMOEIS UPAALES ...ttt ettt et ettt e bt h e s et et e e bt eh e eb e st et e sa e e bt e aees e es s e s et e e bt ebeeasen e et e nae et e eneeneentenees
MeEthOdOLOZY ANA POLICY ...veueeuiieiietiiet ettt ettt ettt ettt e st et et e s e e b e st e s e s e s e esene et e seeneebeneesenseseeseneesesaenen
TIEETNAL UPAALES. ...ttt ettt b e e bt a ettt a e e bt e bt et e st e s et eb e ebeeh e ea s et et e s bt eb e e st e st et e ne et e ebeeneentenean
EXEEINAL UPAALES ...c.evetiniiiiteietet ettt ettt ettt ettt b ettt e b st ee e bt b et s e bbbttt et e bt et e bbbt saenn et

TOLAl RWA INOVEIMENL .......eevieiieiieieieeteeitetiette ettt estestestebesseeteeseestessessenseeseaseessensensesseeseessessensensenseaseessessensensessesseeseensansens

AL 31 DECEMDET 2014 ...ttt ettt ettt ettt et et et e e te e st esee st e sesbeeseesees e eneensesse et e eseestensen s e seeseeseententenbenseeseeneeneentensn
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Total
HKSm

1,833,716

(27,858)

(31,187)
171,696
6,258
6,104
51,929

3,873
48,056

176,942

2,010,658

RWA
HKSm

134,035

25,894
(23,748)
7,018

1,121
5,897

9,164
143,199
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Capital (continued)

Movement in total capital in 2014

(Unaudited)
Source and application of total capital
Year to
31 December 2014
HKS$m
Opening common equity tier 1 CAPItal .............ccooiiiiiiiiiiiii ettt 351,105
Consolidated profit attributable to shareholders of the parent COmpany .............cccoeeeeerieerieireneeneenenieeneennns 86,428
Dividends paid ........ (42,750)
OrdiNary SNATES ISSUE .......e.veuirteuirtiieierteiet ettt et b ettt ettt b et e e e st et e st b et e bt nbeseebe e ebebeneasens 10,733
Increase in allowable NON-CONIOLIING INEEIESTS .......c.eveuiruerietiieiirieieeiertetee ettt ettt ettt neseens 3,507
Decrease in goodwill and intangible assets deducted 1,260
Increase in significant capital investments in unconsolidated financial sector entities deducted ............cceceeveuenneee (27,991)
Increase in regulatory reServe deUCLE ..........c.iiuiiiiirieiieieiee ettt sttt (5,396)
Decrease in €XCeSS ATT AEAUCTIONS .........oouviiuiieiieie ettt ettt et e e e e et e e e teeete e teeeteeeseeeseeesseesseesseeneeereeereenns 12,599
Other, including regulatory adjUSTMENES ...........coueiiuirieirieieieie ettt ettt ettt b et s e see e ebeneesesseneanens 250
Closing common equity tier 1 Capital .............ccoocooiiiiiiiiiii ettt 389,745
Opening additional tier 1 CaAPItal ..............ccoocoiiiiiiiiiiie ettt sttt saeere e -
Issued perpetual SuUbOrdinated 10ANS. .........ccueviriiriieieiieieee ettt sttt sre et enes 14,737
Redemption of perpetual non-cumulative preference Shares............ocoveieeeriirieirieeereeee e (5,422)
Increase in allowable nON-CONrOLliNG INTEIESTS .......c.evveurruerieiirieieteieteeiee et 569
Decrease in significant capital investments in unconsolidated financial sector entities deducted ...........c.cccceveueneee 2,715
Decrease in €XCesS AT1 dEAUCTIONS .......c.eeieieriieiieiietieiesie sttt ettt e e e st e testeeseeseessesesseeseeneeneensessensenneas (12,599)
CloSing tier 1 CAPIEAL .........oooiiiiiiiiiieieieee ettt ettt et e e st et e tess e e st eneeseessesseebesseeseensensensenneesens 389,745
OPening tier 2 CAPILAL ...........oooiiiiiiiiii et b bt ettt b ettt b et eb ettt naeere e 27,005
Redemption of perpetual cumulative preference Shares............occoeiririeirieieinieeeeee e (5,311)
Issued term subordinated debt net of redemMPLIoN.........cccoueviririeiriiriniccree ettt 6,399
Increase in impairment allowances and regulatory reserve eligible for inclusion in Tier 2 capital..........c.ccccoveueneee 1,438
Increase in allowable in NON-CONLIOIING INTETES ......coveuirieiriiieiirieirtert ettt ettt ettt nnene 2,667
Decrease in significant capital investments in unconsolidated financial sector entities deducted .............cccoeueueneee 2,400
Other, including regulatory adjUSTMENTS  .........cceoiiirieieeieteie ettt ettt te st s ae e se s esesteneebeeesesseneenens 694
CloSing tier 2 CAPILAl .........ccooiiiiiiiiiiiiic ettt ettt ettt ee 35,292
CloSINg total CAPILAL .......ocoiiiiiiiiiiiiic ettt ettt ettt b ettt ettt ee 425,037
Capital Base
(Unaudited)

The following table sets out the composition of the group’s capital base under Basel III at 31 December 2014. The
position at 31 December 2014 benefits from transitional arrangements which will be phased out.

72



Capital adequacy at 31 December 2014

Capital base
(Unaudited)

Common Equity Tier 1 (‘CET1’) capital

Shareholders’ EQUILY .....cceeeeierierierteee ettt sttt ettt ettt eneeneensenaeeneas
Shareholders’ equity per balance Sheet ............cocooieieiiiiririreeeee e
Revaluation reserve capitaliSation ISSUE .......c..eeeueererieierieirienieienieesteeetereeie e seeiesieneenens
Other eqUIty INSTIUMENLS ....c.ceverterirteiirtirietirtetet ettt ettt st et be et sbe et et e st sbeseebentesesnens
Unconsolidated SUDSIAIATIES .......c.coveirierieirieietiieirieet ettt

NON-CONTOIING INEETESTS ..uvvivenietenieiiteiietei ettt ettt ettt ettt et eaeeeseaas
Non-controlling interests per balance sheet
Non-controlling interests in unconsolidated subsidiaries ............ccccceverereeiecierienerenenne
Surplus non-controlling interests disallowed in CET1 ........cccoooveieviiniinenieieieeeeee

Regulatory deductions to CET1 capital .........cccevivieierienienieeeceeieesee e

Valuation adjustments .......................

Goodwill and intangible assets .............

Deferred tax assets net of deferred tax Habilities ...........ccoeoererieirieiineinieceeeecee
Cash flow hedINg IESEIVE .....cc.euiriirieuirieieteieie ettt
Changes in own credit risk on fair valued liabilities ..........cccooeoirerriineiiiicie e
Defined benefit pension fund aSSEts ..........cceoeireirerieinieire e
Significant capital investments in unconsolidated financial sector entities ......................
Property revaliation TESEIVES ...........o..o.ovuiveereeceeeeeceeeeeeeeeeee e
REGUIALOTY TESEIVE ...vevteuiiiietieiieieie ettt ettt ettt et e ssesteeseeneeseensensesneenes
EXCeSS AT dEAUCHIONS ...cveueuinieiiiiiieiiicicrteiet ettt ettt ettt

Total CET1 capital

Additional Tier 1 (‘AT1’) capital

Total AT1 capital before regulatory deductions ............coceeeevirereeeneiniereeeeeeeeeeeene
Perpetual subordinated 10aNS ...........coeviriiiiiiininieeee s
Perpetual non-cumulative preference shares ...........c.ccoceveveneniiiiiienenienneeeereee
Allowable non-controlling interests in AT1 capital .........ccccecereeirieiirenninieeeereeeeene

Regulatory deductions to AT1 capital ........c.cocoeverirenieineinineinceececnc et
Significant capital investments in unconsolidated financial sector entities ......................
Excess AT1 dedUCtions ..........cccccoiiiiiiiiininiiiiiiiiiecieeceeeee e

Total ATT CaPItal ......ocooiiiiiiiiii ettt
Total Tier 1 capital ...t

Tier 2 capital

Total Tier 2 capital before regulatory deductions ...........cccoocevererienienininencneeee e
Perpetual cumulative preference Shares ...........coceveerieierereninieieeseese e
Cumulative term preferences Shares ............cocoveeireneinenirenene e
Perpetual subordinated debt .........c.coeevieiriiiiinieiic e
Term subordinated debt ............cooiiiiiiiiiiiiii s
Property revaluation TESEIVES ...........o.ovueveeveeiecececesee e
Impairment allowances and regulatory reserve eligible for inclusion in Tier 2 capital .....
Allowable non-controlling interests in Tier 2 capital .........ccccoceoeveoirieniienenneneeneenene

Regulatory deductions to Tier 2 capital ..........cccociririeriiiineneneeeeeeee e
Significant capital investments in unconsolidated financial sector entities

Total Tier 2 capital ..ot

Total CaPital .........ccoooiiiiiiiiii e

At 31 December At 31 December
2014 2013
HK$m HK$m
491,545 436,529
557,835 480,809
(1,454) (1,454)
(14,737) -
(50,099) (42,826)
27,971 24,464
50,511 41,415
(4,873) (4,237)
17,667) (12,714)
(129,771) (109,888)
(2,030) (2,473)
(14,683) (15,943)
(1,485) (2,350)
182 (197)
(596) 1,117)
(89) (110)
(28,866) (875)
(52,657) (50,073)
(27,959) (22,563)
(1,588) (14,187)
389,745 351,105
48,750 38,866
14,737 -
25,229 30,651
8,784 8,215
(48,750) (38,866)
(50,338) (53,053)
1,588 14,187
389,745 351,105
88,802 82,915
3,102 8,413
8,143 8,141
9,337 9,346
25,400 19,463
24,350 23,187
14,957 13,519
3,513 846
(53,510) (55,910)
(53,510) | | (55,910 |

35,292 27,005
425,037 378,110

1 Includes the revaluation surplus on investment properties which is reported as part of retained profits and adjustments made in

accordance with the Banking (Capital) Rules issued by the HKMA.
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A detailed breakdown of the group’s CET1 capital, AT1 capital, Tier 2 capital and regulatory deductions can be
viewed in the Supplementary Notes Appendices on Financial Statements 2014 that can be found in the Regulatory

Disclosures section of our website www.hsbc.com.hk .

The following table shows the pro-forma Basel III end point basis position once all transitional arrangements have
been phased out based on the Transition Disclosures Template. It should be noted that the pro-forma Basel III end
point basis position takes no account of, for example, any future profits or management actions. In addition, the current
regulations or their application may change before full implementation. Given this, the final impact on the group’s
capital ratios may differ from the pro-forma position, which is a mechanical application of the current rules to the
balance sheet at 31 December 2014; it is not a projection. On this pro-forma basis, the group’s CET1 ratio is 10.7%
(2013: 10.4%), which is above the Basel III minimum requirement, including the capital conservation buffer.

Reconciliation of capital from transitional basis to a pro-forma Basel Il end point basis

At 31 December

At 31 December

2014 2013
HKS$Sm HK$m
CET]1 capital on a transitional basis ... 389,745 351,105
Transitional provisions:
Significant capital investments in unconsolidated financial sector entities . . (100,676) (106,106)
EXCESS ATT AEAUCIONS ..ouviiieiienieieiie ettt ettt ettt st e e et enbesseeseeneenaensesseesens 1,588 14,187
CET1 capital end point DASIS .............ccooiiiiiiiiii e 290,657 259,186
AT1 capital on a transitional Dasis ..............cc.cccoioiiiniiniiiic e = -
Grandfathered instruments:
Perpetual non-cumulative preference Shares.............coeoeiveiienieineneee e (25,229) (30,651)
Transitional provisions:
Allowable non-controlling interests in AT1 capital ..........cccoceeerenne (5,389) (5,884)
Significant capital investments in unconsolidated financial sector entities .. 50,338 53,053
EXCESS AT1 AeUCHIONS ...ttt ettt ettt s ettt beebeeveeeaeeeaseeaseenseeaneenns (1,588) (14,187)
AT1 capital end Point DASES ............coooiiiiiiiiiiiii e 18,132 2,331
Tier 2 capital on a transitional basis ... 35,292 27,005
Grandfathered instruments:
Perpetual cumulative preference Shares ............ococeoeereirieiieieese e (3,102) (8,413)
Cumulative term preference shares ....... (8,143) (8,141)
Perpetual subordinated debt ........... 9,337) (9,346)
Term subOrdinated dEbt...........c.oovuiiiiiieiece ettt enes (6,787) (13,260)
Transitional provisions:
Significant capital investments in unconsolidated financial sector entities .............cocceevverueucnnee 50,338 53,053
Tier 2 capital end Point DASES .............ccooiiiiiiiiii s 58,261 40,898
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Capital instruments

(Unaudited)
The following is a summary of the group’s CET1, AT1 and Tier 2 capital instruments at 31 December 2014.
Amount
recognised in
regulatory
2014 Issued/Par value capital
HKS$m
CET]1 capital instruments
Ordinary shares:
38,420,982,901 issued and fully paid ordinary shares............c.ccoeirieinenieinennineceeeceeene HK$96,052m 94,598
AT1 capital instruments
Floating rate perpetual subordinated loans, callable from 2019 ............ccccveininiiinininenenenne US$1,900m 14,737
Perpetual non-cumulative preference Shares ............coceoeereirinieineieeee e US$3,253m 25,229
Tier 2 capital instruments
Perpetual cumulative preference shares ............cocooeoeieirineiniiieee e US$400m 3,102
Cumulative preference shares due 2024 ..........ccooiiieieienienieneeeeeeee e US$1,050m 8,143
Primary capital undated floating rate NOTES .........ceceeerieiiriirieireeeieree et USS$1,200m 9,337
Subordinated 10an dUe 2021 ........c.coiiuiiieiieeieeie ettt ettt re et US$450m 3,490
Subordinated loan due 2022 .. . US$300m 2,326
Subordinated loan due 2023 ..............ccoevvenenene . US$500m 3,878
Subordinated loan due 2024, callable from 2019 .................. US$1,600m 12,409
Floating rate subordinated notes due 2020, callable from 2015 ......... AUD200m 1,178
Fixed rate (4.35%) subordinated bonds due 2022, callable from 2017 ... . MYR500m 1,056
Fixed rate (5.05%) subordinated bonds due 2027, callable from 2022 ..........ccccevvevievenereeeenennn. MYR500m 1,063
25,400
2013
CETI capital instruments
Ordinary shares:
34,127,482,901 issued and fully paid ordinary Shares............cc.coeeevueinenieincninenecncencecnenene HK$85,319m 83,865
ATI capital instruments
Perpetual non-cumulative preference shares ...........c.cococvevieerioininiincnneccneeesee e US$3,953m 30,651
Tier 2 capital instruments
Perpetual cumulative preference shares ............cocooeviieieinieiriieeee e US$1,085m 8,413
Cumulative preference shares due 2024 ..........cocoiueirerieinieeeerieeee ettt eeee US$1,050m 8,141
Primary capital undated floating rate NOES ..........cceeerueirerieiriirinieenteteet ettt US$1,200m 9,346
Subordinated 10an due 2020 ..........cceiirieiiieieeeee ettt US$775m 6,010
Subordinated loan due 2021 .. US$450m 3,489
Subordinated loan due 2022 .. . US$300m 2,326
Subordinated loan due 2023 ..........cccooirinirieieeen . US$500m 3,877
Floating rate subordinated notes due 2020, callable from 2015 ......... . AUD200m 1,386
Fixed rate (4.35%) subordinated bonds due 2022, callable from 2017 .........cccecvevveviereeeneeienennn. MYR500m 1,182
Fixed rate (5.05%) subordinated bonds due 2027, callable from 2022 ...........cccccceeivcinciinennenne MYRS500m 1,193
19,463

A description of the main features, and the full terms and conditions of the group’s capital instruments can be found in
the Regulatory Disclosures section of our website www.hsbc.com.hk .
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Statement of Directors’ Responsibilities

The following statement, which should be read in conjunction with the Auditor’s statement of their responsibilities set
out in their report on page 77, is made with a view to distinguishing for shareholders the respective responsibilities of
the Directors and of the Auditor in relation to the financial statements.

The Directors of The Hongkong and Shanghai Banking Corporation Limited (‘the Bank’) are responsible for the
preparation of the Bank’s Annual Report and Accounts, which contains the consolidated financial statements of the
Bank and its subsidiaries (together ‘the group’), in accordance with applicable law and regulations.

The Hong Kong Companies Ordinance requires the Directors to prepare for each financial year the consolidated
financial statements for the group, and the balance sheet and profit or loss for the Bank.

The Directors are responsible for ensuring adequate accounting records are kept that are sufficient to show and explain
the group’s transactions, such that the group’s financial statements give a true and fair view.

The Directors are responsible for preparing the consolidated financial statements that give a true and fair view and are
in accordance with Hong Kong Financial Reporting Standards (‘HKFRSs’) issued by the Hong Kong Institute of
Certified Public Accountants. The Directors have elected to prepare the Bank’s balance sheet and profit or loss on the
same basis.

The Directors, the names of whom are set out in ‘Report of the Directors’ on page 3 of this Annual Report, confirm to
the best of their knowledge that:

e the consolidated financial statements, which have been prepared in accordance with HKFRSs, have been prepared
in accordance with the applicable set of accounting standards and give a true and fair view of the assets, liabilities,
financial position and profit or loss of the group and the undertakings included in the consolidation taken as a
whole; and

e the management report represented by the Financial Review and the Risk Report include a fair review of the
development and performance of the business and the position of the group and the undertakings included in the
consolidation taken as a whole, together with a description of the principal risks and uncertainties that the group
faces.

On behalf of the Board

Stuart T Gulliver
Chairman
23 February 2015
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Independent auditor’s report to the shareholder of The Hongkong and Shanghai
Banking Corporation Limited (incorporated in Hong Kong with limited liability)

We have audited the consolidated financial statements of The Hongkong and Shanghai Banking Corporation Limited
(‘the Bank’) and its subsidiaries (together ‘the group’) set out on pages 78 to 224, which comprise the consolidated and
the Bank’s balance sheets as at 31 December 2014, the consolidated income statement, the consolidated statement of
comprehensive income, the consolidated and the Bank’s statement of changes in equity and the consolidated cash flow
statement for the year then ended and a summary of significant accounting policies and other explanatory information.

Directors’ responsibility for the consolidated financial statements

The directors of the Bank are responsible for the preparation of consolidated financial statements that give a true and
fair view in accordance with Hong Kong Financial Reporting Standards issued by the Hong Kong Institute of Certified
Public Accountants and the Hong Kong Companies Ordinance, and for such internal control as the directors determine
is necessary to enable the preparation of consolidated financial statements that are free from material misstatement,
whether due to fraud or error.

Auditor’s responsibility

Our responsibility is to express an opinion on these consolidated financial statements based on our audit. This report is
made solely to you, as a body, in accordance with section 80 of Schedule 11 to the new Hong Kong Companies
Ordinance (Cap.622), and for no other purpose. We do not assume responsibility towards or accept liability to any
other person for the contents of this report.

We conducted our audit in accordance with Hong Kong Standards on Auditing issued by the Hong Kong Institute of
Certified Public Accountants. Those standards require that we comply with ethical requirements and plan and perform
the audit to obtain reasonable assurance as to whether the consolidated financial statements are free from material
misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the
consolidated financial statements. The procedures selected depend on the auditor’s judgement, including the
assessment of the risks of material misstatement of the consolidated financial statements, whether due to fraud or error.
In making those risk assessments, the auditor considers internal control relevant to the entity’s preparation of
consolidated financial statements that give a true and fair view in order to design audit procedures that are appropriate
in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal
control. An audit also includes evaluating the appropriateness of accounting policies used and the reasonableness of
accounting estimates made by the directors, as well as evaluating the overall presentation of the consolidated financial
statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit
opinion.

Opinion

In our opinion, the consolidated financial statements give a true and fair view of the state of the affairs of the Bank and
the group as at 31 December 2014 and of the group’s profit and cash flows for the year then ended in accordance with
Hong Kong Financial Reporting Standards and have been properly prepared in accordance with the Hong Kong
Companies Ordinance.

KPMG

Certified Public Accountants
8th Floor, Prince’s Building
10 Chater Road

Central

Hong Kong

23 February 2015
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements
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Consolidated income statement for the year ended 31 December 2014

2014 2013
Note HK$m HK$m
INEETESE INCOIMIE ...t eeeeee ettt e e e et e e et e e et e e enaeeeenaeeeenaeeeenseeeenseeeeaeeeeseeeennes 4a 126,782 117,039
INEETEST EXPEIISE ...eevviueintiierteetieit ettt ettt ettt sttt et ettt sttt ettt sae bttt en e neeebenae s 4b (31,673) (29,674)
INEt INLETESE INCOIMIE ..vviiviiieieeiie ettt ettt et e et e et et et e eeteeeteeeaeeereeeaseeaeeeteeeseeessesaeesaseennes 95,109 87,365
FEE INCOIMIE ..o e e e et e et e e et e e eaeeeeteeeeteeeeaeeeeneeeennes 50,662 50,187
FEE BXPEIISE ..ceeeitieicee ettt (6,040) (6,341)
INEL FEE INCOMIE ..vveieviiiiietie ettt ettt e eteeeseeereeeateeaaeeteeeseeeaseeaeeeaseennes 4c 44,622 43,846
INEt tradiNG INCOIMIE ....vevviviiieiieiieiete ettt ettt et e sseete e e eseesaensensesseeseeneensansesseesens 4d 20,220 16,577
Net income from financial instruments designated at fair value ...........ccoccoeverieievieneneneenenns 4e 4,048 2,475
Gains less losses from financial INVEStMENTS .........cevueuirueieinieirieieereeeeeee e 4 2,389 442
DiIVIAENd INCOIME .....ocvviiiviiiieciicciiece ettt ettt ettt eebe e te e teestaesaaestsesaseesseenseeseeseens 4g 1,374 1,175
Net insurance premium income .................... 5b 57,307 53,663
Net gain/(loss) on reclassification of associates ... 4h (251) 8,157
Gain on sale of PIng An ......ccccevvvvveiivvennnnn - 34,070
Other OPErating INCOIMIE ......e.eeueeiereierteeieetieterte st steeteeeeste e steeteeseeseesteseesessesseeseensensensensesneas 4i 8,753 11,418
Total operating iNCOME .............cc.oiiiiiiiiiii et 233,571 259,188
Net insurance claims and benefits paid and movement in liabilities to policyholders.............. Sc (60,182) (56,592)
Net operating income before loan impairment charges
and other credit risk provisions 173,389 202,596
Loan impairment charges and other credit risk provisions ...........cccceceeveereireneenencneeenenes 4j (4,925) (3,532)
Net 0perating INCOME ............cc.ccoouiiiiiniiiiiiiiiec ettt 168,464 199,064
Employee compensation and Denefits ............cociveirueririnieinieeiereee e 6a (38,894) (36,938)
General and adminiStrative EXPENSES .......c.ecveruerreruerierieieiereestesieeieestentestesseste et eeeseneesaesneas 4k (28,278) (26,127)
Depreciation of property, plant and eqUIPIMENt .........ccccevveoireririnieineieeneeereeeenee e 24 (4,107) (3,988)
Amortisation and impairment of intangible assets ............cccvveririiiiiiinienee 23c¢ (1,671) (1,675)
Total OPerating €XPENSES ..........cc.cociriiriiriiieiiiterie ettt ettt et sb ettt sae e (72,950) (68,728)
Operating Profit .............ooooiiiiiiiiii e 95,514 130,336
Share of profit in associates and JOINt VENTUIES ..........ccceuereuerieirenieinrerinieiererieeereseesensesennens 15,675 14,420
Profit DEOIre taAX .......cccoooiiiiiiiiiiiec ettt 111,189 144,756
TAX XPEIISE .veuvereteitentetete st et et et e sttt eb e et e s et et e e bt sheehe e st et ene e et e e bt ebeea e et et e nbeeb e st et en e nee b nneas 7 (19,012) (15,701)
Profit for the Year ... 92,177 129,055
Profit attributable to Shar€hOIders ............ceoieiiiiiririiee s 86,428 119,009
Profit attributable to non-controlling interests .. 5,749 10,046
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements (continued)

Consolidated statement of comprehensive income for the year ended 31 December 2014

2014 2013
HK$m HK$m
Profit fOI the YEAT .....c.ooiiuiiiiiiie ettt be e 92,177 129,055
Other comprehensive income/(expense)
Items that will subsequently be reclassified to the income statement
when specific conditions are met:
Available-for-sale investments:
— fair value changes taken t0 SQUILY ......cecverierieriieieieieieri ettt ettt e e s besneens 24,365 (6,456)
— fair value changes transferred to the income statement on disposal ............coceeveereinennineineenene (4,632) (34,643)
— amounts transferred to the income statement on IMPAITMENT .......c.eeveerueieirieieerieeeeeeeeeeeeeeee s 2,140 -
— fair value changes transferred to the income statement on hedged items ...........ccocoevveveieverienienncnne. 311) 2,179
— INICOMMIC TAXES veuveeurierreenteeteenseenseesseeeseesseeseeseesseesseesssesseesssessseasseasseenseenseenseensaenseenseessaesssesnsesnsesnsennne 1,378) 1,097
Cash flow hedges:
— fair value changes taken t0 €QUILY ......coeiveiiririeire ettt 3,870 5,778
— fair value changes transferred to the income statement . (4,429) (5,789)
— ITICOIMIC TAXEGS .euvvevreueereereeteeseententenseaseeeeestessensesseaseeseeneessessenseaseeseestensensesseeseessensensenseaseaneeneensansensesneases 189 (6)
Share of other comprehensive income/(expense) of associates and joint Ventures ..............cecceeeenene. 326 (698)
EXChange differ@IICES ......euiveuiiueiieiiieiiete ettt ettt sttt ettt st et ettt s enen (8,033) (5,981)
Items that will not subsequently be reclassified to the income statement:
Property revaluation:
— fair value changes taken t0 EQUILY ......ccccveoiririiirieireieenct ettt ettt eae e 4,510 5,687
— ITICOMMIC TAXES +euveeureerreereenseenseenseesseeesseesseeseeseesseesseesssesseessseasssassessseasseenseenseensaenseenssesssessseensesssesnsennns (731) (949)
Remeasurement of defined benefit:
— DEOTE INCOME TAXES ..eevvieiieiiieiiieiieeie ettt ettt e st e st e st e e taeetaeeabeesbeebeenbeebeeseenseessaessseensesnseenseenne (704) 2,281
— income taxes 41 (374)
Other comprehensive income/(expense) for the year, net of taX ........coccvevrienieinerieinccnenincecnens 15,223 (37,874)
Total comprehensive income for the year, net of tax ... 107,400 91,181
Total comprehensive income for the year attributable to:
— shareholders of the parent COMPANY ........ccccvviriiriiienieirceer ettt 94,181 81,689
— NON-CONLIOIIING INEETESS ....eueeuieniitiitieiiete ettt ettt ettt ettt st e s et e et e sae et e st et enbensenbeeneas 13,219 9,492
107,400 91,181
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Consolidated balance sheet at 31 December 2014

ASSETS

Cash and sight balances at central banks ..........c..cceceveeneiinenieneineneeeee e
Items in the course of collection from other banks ...........cccccceveeveiiiinccinennenencieenes
Hong Kong Government certificates of indebtedness ...........cocecevevireneinieneneneeneinene.
Trading aSSELS ......ecveveereeriereieereeeeiee e

Derivatives ......c.cccceeeveeneeenieneeeneneenennen

Financial assets designated at fair value ........

Reverse repurchase agreements — NON-trading ...........cocceveeieeenienienesieieiee e
Placings with and advances t0 DANKS ..........ccceeeeierierienieniieeeieiee et
Loans and advances t0 CUSTOIMETS .........c.erueuirueuirueieierieeeeieeeteeeseeteeeteseesesteeese s sesseneeeeseenes
FInancial INVESHMENLS .......cc.eiruiiriirieinieieentcentet ettt ettt ettt sbe e s e ereneeaes
Amounts due from Group companies ....
Interests in associates and joint ventures ...
Goodwill and intangible assets ..............
Property, plant and €qUIPMENT ...........ccoevieriiriirieieieieere et
DETEITEd tAX ASSELS ....rveueetiieiiieiieietete ettt ettt ettt ettt ettt s e be et e st e bt be e e b et st ese e eaeneenes
ORET ASSELS ..cuvtiieiiriciietct ettt ettt ettt sttt ettt ettt b et na et ne e enes

TORAL ASSELS ..ottt et ettt st st as

LIABILITIES

Hong Kong currency notes in Circulation ............cecevierierieeeienienieneseeeeieie e
Items in the course of transmission to Other banks .............ccecvevieiereiieiieriereseeeeeeeene
Repurchase agreements — non-trading .................

Deposits by banks ........c.cccceveenenne

Customer accounts .. "
Trading HADIIILIES .....ccvevviriiriieieieeeete ettt s
DIETIVALIVES ...vievieiieniiiectieteeitete sttt et et et et et s aeete et et e besseeteeseensensessesseeseenaessessensesseensensensan
Financial liabilities designated at fair value ............coccvevinineininnininccccnceeces
DEDt SECUTTLIES TM ISSUE ..euvvieuieeiiieiieiieiteeteentteeeeeteesteeeeeaeeseeseesseesseesseessaessaesssesssessseensens
Retirement benefit liabilities ........
Amounts due to Group companies ..
Other liabilities and provisions .......
Liabilities under inSUranCe CONTACES ........cc.eeverueerieierieierieerieeeiestessesseeseesaesessessesseeseessennes
Current taX HaADIIITIES ......cveierierieriieieieieieeeee ettt sttt e s e sbesaeeseesseneas
Deferred tax HabIIES .....c.cccveeiiieiiieiiieitieiieeieee ettt saeesaeeseesaaessaessaeesaeenseenseas
Subordinated HADIITIES ......c.ccerieririieieieiesii ettt sse st aeenaeneens
Preference ShAres .........ccoccveieierieeicieeie ettt ena e ees

Total HADIIITIES ..........ccveiiiiiiieieciceeeeee e eae e enbeenreas

EQUITY

SRATE CAPILAL ..ottt sttt sa e bt
Other equity INSTIUMENTS ......eevirtiriirtirieiieiet ettt s sb et e e s e sbesaeeneeneenees
OLhET TESETVES ......uiiiiiiiiiiicieiie ettt
REtAINE PIOTILS ....eoueiiiitictieieiet ettt ettt st ene e ees
Proposed fourth interim dividend ...........ccooeoiiiiiiiiiiee e

Total Shareholders” EQUILY ......cc.evrerieirieieiiieerieetere ettt
NON-CONLIOLING INEETESES .....veveeneetietieiietietete ettt ettt sttt te st saeeneeneenees

TOLAl EQUILY +.veveeieeiteteet ettt ettt ettt bt es e et et sae st neeeen

Total equity and liabilities..................cccooiiiiiiiii e

Directors

Stuart T Gulliver
Rose WM Lee
Peter T S Wong
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Note

10

11
12
13
14
15

16
19

22
23
24

26

36
37

2014 2013
HKS$m HK$m
156,475 158,879
21,122 16,346
214,654 195,554
407,026 311,400
389,934 388,727
98,195 90,146
218,901 150,584
488,313 564,521
2,815,216 2,619,245
1,456,493 1,379,771
191,694 161,975
116,654 107,852
45,078 41,882
104,679 101,240
1,436 2,294
150,876 148,939
6,876,746 6,439,355
214,654 195,554
31,331 34,240
28,379 6,312
226,713 231,358
4,479,992 4,253,698
215,812 195,032
367,128 365,052
48,834 41,715
45,297 52,334
5,606 4,856
135,814 91,797
87,731 88,809
310,182 276,180
2,927 3,722
18,586 16,051
12,832 13,107
36,582 47,314
6,268,400 5917,131
96,052 85,319
14,737 —
107,985 89,564
324,811 290,926
14,250 15,000
557,835 480,809
50,511 41,415
608,346 522,224
6,876,746 6,439,355
Secretary
Paul A Stafford
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Consolidated statement of changes in equity for the year ended 31 December 2014

At 1 January .......cccoceeeveene
Profit for the year

Other comprehensive income
(net of tax) .....ccoceevereennnne
Available-for-sale
Investments ...........coc.....
Cash flow hedges ....
Property revaluation .
Actuarial losses on defined
benefit plans .........ccce.c..

Share of other comprehensive
income of associates and
joint ventures ..................

Exchange differences

Total comprehensive income
for the year .........cccveneen.

Shares issued ........cccccvenneen.

Other equity instruments
issued® ..o

Dividends paid .........ccce.c...
Movement in respect of
share-based payment
arrangements .................
Other movements ................
Transfers® ........c..coooerrrrvencs

At 31 December ..................

2014
Other reserves
Retained Available- Total
Other  profits and Property for-sale Cash flow Foreign share- Non-
Share Equity proposed revaluation investment hedge exchange holders’ controlling Total
capital Instruments dividend reserve' reserve’ reserve’ Reserve* Other® equity interests equity
HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m HK$m
85,319 - 305,926 46,336 3,280 197 9,619 30,132 480,809 41,415 522,224
- - 86,428 - - - - - 86,428 5,749 92,177
- - (930) 3,540 13,255 (363) (7,747) ?2) 7,753 7,470 15,223
—| = - - 12,932 - - - 12,932 7,252 20,184
- = - - - 363) - - (363) (@) 370)
- - (220) 3,540 - - - - 3,320 459 3,779
- - (715) - - - - - (715) 52 (663)
- - 5 - 323 - - ?2) 326 - 326
—| - - - - - (7,747) - (7,747) (286) (8,033)
- - 85,498 3,540 13,255 (363) (7,747) ?2) 94,181 13,219 107,400
10,733 = — - = = = = 10,733 - 10,733
- 14,737 - - - - - - 14,737 - 14,737
= = (42,750) = = = = = (42,750) (3,981) (46,731)
- - (141) - - - - 261 120 5 125
- - 6 - @) = - - 5 (147) (142)
— - (9,478) (1,395) 3 - - 10,870 - - -
96,052 14,737 339,061 48,481 16,537 (166) 1,872 41,261 557,835 50,511 608,346

(penunuod) S1UBWIB]E]S |eloueUl
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Consolidated statement of changes in equity for the year ended 31 December 2014 (continued)

2013
Other reserves
Retained Available- Total
profits and Property for-sale Cash flow Foreign share- Non-

Share proposed revaluation investment hedge exchange holders’ controlling Total

capital dividend reserve' reserve’ reserve’ Reserve* Other’ equity interests equity

HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m
At 1January ... 58,969 244,640 43,451 40,580 210 15,193 34,356 437,399 35,679 473,078
Profit for the year ........ccooeevinnicccinnnee - 119,009 - - - - - 119,009 10,046 129,055
Other comprehensive income (net of tax) .... — 1,451 4,272 (37,293) (13) (5,574) (163) (37,320) (554) (37,874)
Available-for-sale investments - - - (36,744) - - - (36,744) (1,079) (37,823)
Cash flow hedges ......ccoceoeireieniiiniecne - - - - (13) - - (13) 4) (17)
Property revaluation ...........cccceeeveeeeeneennnne - (202) 4,272 - - - - 4,070 668 4,738
Actuarial gains on defined benefit plans ...... - 1,661 - - - - - 1,661 246 1,907
Share of other comprehensive income of

associates and joint ventures ................... - 9) - (526) - - (163) (698) - (698)
Exchange differences ...........cccooeevvvevvenennnnne - 1 — (23) - (5,574) - (5,596) (385) (5,981)
Total comprehensive income for the year .... - 120,460 4,272 (37,293) (13) (5,574) (163) 81,689 9,492 91,181
Shares iSSUEd ......c.ooeeveueeeeieeeeeeeeeeeeeeeene 26,350 - - - - - - 26,350 - 26,350
Dividends paid ........ccccceeivreeinniciinee - (47,000) - - - - - (47,000) (3,836) (50,836)
Movement in respect of share-based
payment arrangements ...........cc..cceevennne. - (355) - - - - 240 (115) 11 (104)

Other movements’ .............cocooevverrrrrrnnnn. - 7 - @) - - (17,514) (17,514) 69 (17,445)
Transfers® ..........coovevveveeeveeriseeeeseses s - (11,826) (1,387) - - - 13,213 — — -
At 31 December .........cccoeveiiniiiiiinns 85,319 305,926 46,336 3,280 197 9,619 30,132 480,809 41,415 522,224

The property revaluation reserve represents the difference between the fair value of the property and its depreciated cost.

2 The available-for-sale investment reserve includes the cumulative net change in the fair value of available-for-sale investments other than impairments which have been recognised in the income
statement.

3 The cash flow hedge reserve comprises the effective portion of the cumulative net change in the fair value of cash flow hedging instruments related to hedged transactions.
The foreign exchange reserve comprises all foreign exchange differences arising from the translation of the financial statements of foreign operations as well as from the translation of liabilities that
hedge the Bank'’s net investments in foreign operations.

5 The other reserves mainly comprise the share-based payment reserve account, purchase premium arising from transfer of business within the HSBC Group and other non-distributable reserves. The
share-based payment reserve account is used to record the amount relating to share options granted to employees of the group directly by HSBC Holdings plc.
During 2014, the Bank issued new capital instruments that are included in the group’s capital base as Basel 1lI-compliant additional tier 1 capital under the Banking (Capital) Rules.
In November 2013 we acquired the Hong Kong and Singapore branches of HSBC Private Bank (Suisse) SA. The purchase premium paid in excess of the net assets acquired was charged to reserves within
the line item 'Other movements’.

8  The movement from Retained profits to Other reserves includes the relevant transfers in associates according to local regulatory requirements.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements (continued)

Consolidated statement of cash flows for the year ended 31 December 2014

2014 2013

Note HK$m HK$m
Operating activities
Cash generated from OPEIations ..........c..coeeerieiirieirienieiinieet ettt 40 61,780 158,886
Interest received on financial INVESTMENTS ............ccoeviiiiiiieiieiieere ettt ettt 14,891 13,222
Dividends received on financial investments 1,466 1,087
Dividends received from associates .............. . 4,765 4,468
TAXAHON PAIA ...ttt ettt ettt b ettt b et ebe e nen (17,546) (16,182)
Net cash inflow from operating activities ................coccooovirininiiiineeee e 65,356 161,481
Investing activities
Purchase of financial INVESIMENTS .........cecveuirieirierieiirieieieieeieestee et saeseeseseesesesesseseesesaesesas (403,722) (350,187)
Proceeds from sale or redemption of financial investments ...........ccccocevereeereeierieneseeeene 385,353 267,382
Purchase of property, plant and eqUIPMENt ..........ccccerieerieiienieieeee e (2,864) (8,419)
Proceeds from sale of property, plant and equipment and assets held for sale . 180 1,003
Purchase of other intangible assets ............cccooeruererenieieieriee e (1,546) (1,502)
Net cash outflow in respect of the purchase of interests in business portfolios . . 4lc - (1,792)
Net cash inflow/(outflow) from the sale of interests in business portfolios ............cccccevueenne 41d 2,882 (2,670)
Proceeds from the sale of interests in aSSOCIALES ........cc.eevvievveerieerieerieereeiee e ere e v reeas - 2,840
Net cash outflow from investing activities ...............c.coooviiinniiiiiicce, (19,717) (93,345)
Net cash inflow before financing ................cccoiiiiiiiiiie e 45,639 68,136
Financing
Issue of ordinary Share Capital ..........cccooueieuiiririeieee e 10,733 26,350
Issue of other equity INSIIUMENLS .......ceeieieierietere ettt ee e e sseeeeeneas 14,737 -
Issue of subordinated Habilities ...........ccecvuiiviiiiiieiieeiiesie ettt 12,409 -
Redemption of preference Shares .............coceoiieriniiiiieieeee e (10,733) (36,042)
Repayment of subordinated lHabilities ..........c.cccevueereriiinieinerinicncnere e (6,010) (338)
Ordinary dividends paid ........ccccocccerenencne 9 (42,750) (47,000)
Dividends paid to non-controlling interests .. (3,981) (3,836)
Interest paid on preference shares ............. . (1,108) (2,294)
Interest paid on subordinated LHabilities ..........c.coeevrereineiriniencirceeceee e (1,056) (829)
Net cash outflow from financing ...............coocoiiiiiiiiiie e (27,759) (63,989)
Increase in cash and cash equivalents ...............c.ccccooiiiiiiiiiniiiee e 4la 17,880 4,147
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Bank balance sheet at 31 December 2014

ASSETS

Cash and sight balances at central Danks .............coecereirenininieineeeneceeeee e
Items in the course of collection from other banks ..
Hong Kong Government certificates of indebtedness
Trading aSSEtS ....ceeveveevereeirierieerieieieeeeeeeeereeee
DIETIVALIVES ...vevieiienieieeiieteeicet ettt ettt ettt et e st et e e sae e st es e entenbesseeseeneenaensesseesesneeneeneennen
Financial assets designated at fair Value ..........c.coeoeiiirinieiienic e
Reverse repurchase agreements — NON-rAdiNg ..........cooeerieirerieirieninenieeneeeeeeeseeseene
Placings with and advances t0 Danks ...........cccocveeierierieniieinieieieeeee e
Loans and advances t0 CUSLOIMETS ........ccueeruerieuerueirieietenteeeeteneetestesteseeeteseeseeaeseesesseneeseneene
Financial iNVESMENTS ........coveuirieirieietiieie ettt ettt et s ettt sesae b eeneeseneene
Amounts due from Group companies .
Investments in subsidiaries ................
Interests in associates and joint ventures
Goodwill and INtANGIDIE ASSELS ....ecveeveerierieieiiriieiieieiet ettt st saeenaenee s
Property, plant and eqUIPIMENT ........cc.eiriiiriirieiieeeeeeeree ettt
DEEITEA tAX ASSELS ...veuvevitenietiieiieteiet ettt ettt ettt s et e et et e st b et ebe st eseebe e ebeeseneeseneene
OFRET @SSELS ...cvvtinreiiieiietetei ettt ettt ettt ettt sttt ettt ettt st et ben et na et ebe e enes

TOtAL ASSEES ..ottt ettt st n

LIABILITIES

Hong Kong currency notes in Circulation .............cecevereeerieierienieneneeeeieniese e eeeeeneenns
Items in the course of transmission to other banks ..
Repurchase agreements — non-trading ................
Deposits by banks ........cccocceveennene
CUSTOIMET ACCOUNES ...uveutiatiiieiieteteete st este s e te bt ete st et e besaeebe bt et et e s te st e ebeeseestensentesaeeneeneeneen
Trading HADIIItIES ....c.eoverveuirieiirieieieet ettt s et s e seenes
Derivatives
Financial liabilities designated at fair value ...........cocooeoiveiiieneiieeeeee e
Debt securities in iSSUE .......ccccecveveruennene

Retirement benefit liabilities ........

Amounts due to Group companies
Other liabilities and PrOVISIONS .........ccveerieuirieirieieierieiteteeet ettt eseete e ese e eeseenes
Current tax HADIIItIES ......ceecverierieriieieieieieeeee ettt sttt et e ssesbesaeesaeneeneas
Deferred tax HabIlIties ........ccveuirueirieieiiieit ettt
Subordinated HabIItIES ..........cerveirerieerieirieietert ettt ne e
PreferenCe SNATES ......ocviiieieiieieiecie ettt ettt ettt et e b e beeseeneeneeneenne

Total HaADIIHIES ......cc.eoiiiiiiiiiiieee e st

EQUITY

SRATE CAPILAL ..c.viiiiieieieicteet ettt ettt
Other eqUIty INSLIUMENTS .......eviviiiiitieieiietetere ettt s sb et et e st sbesaeeneeneenees
OLhET TESETVES ......uiiiiiiiiiciciiie ettt
REtAIN@A PIOTILS ..cuvviinieiirieieiete ettt ettt sttt
Proposed fourth interim dividend ...........cccooeririiiiiiiene e

TOLAL EQUILY +vveveeieeiteteet ettt ettt ettt et ettt be st e et et e et ene et een

Total equity and Habilities ...

Directors

Stuart T Gulliver
Rose W M Lee
Peter T S Wong
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Note

10

11
12
13
14
15

16
19

21
22
23
24

26

36
37

2014 2013
HKS$m HK$m
120,468 112,585
15,888 10,922
214,654 195,554
298,365 235,599
374,876 377,183
1,257 1,561
116,113 86,601
206,309 250,918
1,590,711 1,483,910
721,983 758,583
404,136 366,889
70,849 63,272
39,830 40,410
4,307 4,530
76,884 80,144
664 999
94,617 98,400
4,351,911 4,168,060
214,654 195,554
22,512 24,774
21,033 5,951
174,385 192,025
2,814,510 2,723,322
98,549 82,623
353,645 354,695
9,180 4,759
32,089 30,062
3,663 2,689
187,935 156,144
47,777 51,265
1,840 2,029
6,435 6,503
9,337 9,346
36,474 47,205
4,034,018 3,888,946
96,052 85,319
14,737 —
7,253 10,337
185,601 168,458
14,250 15,000
317,893 279,114
4,351,911 4,168,060
Secretary
Paul A Stafford
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Bank statement of changes in equity for the year ended 31 December 2014

2014
Other reserves
Retained Available-
Other profits and Property for-sale Cash flow Foreign

Share equity proposed revaluation investment hedge exchange Total

capital  instruments dividend reserve' reserve’ reserve’ Reserve* Other® equity

HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m

At 1 January .....cccocoveeeeeneenciecnecneeeenen 85,319 - 183,458 28,256 4,562 188 (7,127) (15,542) 279,114
Profit for the year .........cccoeevvvvevieiieieieene - - 59,480 - - - - - 59,480
Other comprehensive income (net of tax) ...... — — (946) 3,269 (1,987) (294) (1,698) - (1,656)
Available-for-sale investments . - - - - (1,987) - - - (1,987)
Cash flow hedges .........cccc.c... - - - - - (294) - - (294)
Property revaluation ............cccccecevecreneenennne - - (121) 3,269 - - - - 3,148
Actuarial losses on defined benefit plans ....... - - (825) - - - - - (825)
Exchange differences ...........ccccoeereirenennennee — — — — — — (1,698) — (1,698)
Total comprehensive iINCOME ..........ccecerveuenneee - - 58,534 3,269 (1,987) (294) (1,698) - 57,824
Shares iSSUed ......c.ccovvevveevveeeieiieeeeeee e 10,733 - - - - - - - 10,733
Other equity instruments issued® .. . - 14,737 - - - - - - 14,737
Dividends paid ........cocooeireirereineeeeee - - (42,750) - - - - - (42,750)

Movement in respect of share-based payment

AITANZEMENLS ...ovvereiieiiieieeeeeerereeeeaeane - - 123) - - - - 218 95
Other MOVEMENtS.........ccceeveeveeieereeieeieeeens - - 5 (1,865) - - - - (1,860)
TranSTErs ..o..oceeeeieieieieseeece e — — 727 (727) — — — — —
At 31 DeCember .........coceevveeneininieirieeeenen 96,052 14,737 199,851 28,933 2,575 (106) (8,825) (15,324) 317,893

(penunuod) S1UBWIB]E]S |eloueUl

Q3ILINIT NOILYHOJHOD DNIMNVE IVHONVHS ANV SNOXODNOH JFHL
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Bank statement of changes in equity for the year ended 31 December 2014 (continued)

2013
Other reserves
Retained Available-
profits and Property for-sale Cash flow Foreign

Share proposed revaluation investment hedge exchange Total

Capital dividend reserve' reserve’ reserve’ Reserve’ Other’ equity

HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m

AL T JANUATY .o 58,969 120,374 26,876 36,118 220 (2,784) 1,789 241,562
Profit for the Year .........cccoiieiiiiiieeee e - 108,678 - - - - - 108,678
Other comprehensive income (net of taX) ......ccceeveverievierereneeiens — 972 2,061 (31,542) (32) (4,343) - (32,884)
Auvailable-for-sale investments .. . - - - (31,520) - - - (31,520)
Cash flow hedges ............... . - - - - (32) - - (32)
Property revaluation ..........c.cccceeuenen. . - (116) 2,061 - - - - 1,945
Actuarial gains on defined benefit plans - 1,088 - - - - - 1,088
Exchange differences .........cccccceceveuene - - - (22) - (4,343) - (4,365)
Total comprehensive iNCOME ..........coeeeereerierierieeieieiere e - 109,650 2,061 (31,542) (32) (4,343) - 75,794
Shares ISSUE .....ccveeeueieeiieeie ittt ens 26,350 - - - - - - 26,350
Dividends paid ........ccooovueueiiiininiiiicee e - (47,000) - - - - - (47,000)
Movement in respect of share-based payment arrangements .......... - (267) - - - - 183 (84)
Other MOVEMENtS” ...............cooovieeeeeeeeeeeeeeeeeeseeeee e - 20 - (14) - - (17,514) (17,508)
TTANSTELS ..o — 681 (681) - - - - -
At 31 DECEMDET ..ottt 85,319 183,458 28,256 4,562 188 (7,127) (15,542) 279,114

1 The property revaluation reserve represents the difference between the fair value of the property and its depreciated cost.

2 The available-for-sale investment reserve includes the cumulative net change in the fair value of available-for-sale investments other than impairments which have been recognised in the income statement.

3 The cash flow hedge reserve comprises the effective portion of the cumulative net change in the fair value of cash flow hedging instruments related to hedged transactions.

4 The foreign exchange reserve comprises all foreign exchange differences arising from the translation of the financial statements of foreign operations as well as from the translation of liabilities that
hedge the Bank’s net investments in foreign operations.

5 The other reserves mainly comprise the share-based payment reserve account, purchase premium arising from transfer of business within the HSBC Group and other non-distributable reserves. The
share-based payment reserve account is used to record the amount relating to share options granted to employees of the group directly by HSBC Holdings plc.
During 2014, the Bank issued new capital instruments that are included in the group’s capital base as Basel IlI-compliant additional tier 1 capital under the Banking (Capital) Rules.

7 In November 2013 we acquired the Hong Kong and Singapore branches of HSBC Private Bank (Suisse) SA. The purchase premium paid in excess of the net assets acquired was charged to reserves within

the line item 'Other movements’.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements

1 Basis of preparation

a Compliance with Hong Kong Financial Reporting Standards

Hong Kong Financial Reporting Standards (‘HKFRSs’) comprise Hong Kong Financial Reporting Standards,
Hong Kong Accounting Standards (‘HKASs’) and Interpretations issued by the Hong Kong Institute of Certified
Public Accountants (‘HKICPA”).

The consolidated financial statements of the group and the separate financial statements of the Bank have been
prepared in accordance with HKFRSs and accounting principles generally accepted in Hong Kong. These financial
statements also comply with the requirements of the predecessor Hong Kong Companies Ordinance (Cap. 32)
which are applicable to the preparation of financial statements. This is in accordance with the transitional and
savings arrangements for Part 9 of the new Hong Kong Companies Ordinance (Cap. 622), ‘Accounts and Audit’
(‘new Companies Ordinance’), ‘Accounts and Audit’, which are set out in sections 76 to 87 of Schedule 11 to that
Ordinance.

Standards adopted during the year ended 31 December 2014

On 1 January 2014, the group adopted ‘Offsetting Financial Assets and Financial Liabilities (Amendments to
HKAS 32)’, which clarified the requirements for offsetting financial instruments and addressed inconsistencies in
current practice when applying the offsetting criteria in HKAS 32 ‘Financial Instruments: Presentation’. The
amendments were applied retrospectively and did not have a material effect on the group’s financial statements.

During 2014, the group adopted a number of interpretations and amendments to standards which had an
insignificant effect on the consolidated financial statements of the group and the separate financial statements of
the Bank.

New Companies Ordinance

The new Companies Ordinance came into operation on 3 March 2014. As a result, the concept of authorised share
capital no longer exists and the Bank’s ordinary and preference shares no longer have par or nominal values with
effect from 3 March 2014. There was no impact on the Bank’s share capital or the number of shares in issue as a
result of this transition.

b Presentation of information

Disclosures under HKFRS 4 ‘Insurance Contracts’ and HKFRS 7 ‘Financial Instruments: Disclosures’ concerning
the nature and extent of risks relating to insurance contracts and financial instruments have been included in the
audited sections of the ‘Risk Report” on pages 23 to 66.

Capital disclosures under HKAS 1 ‘Presentation of Financial Statements’ have been included in the audited
sections of ‘Capital’ on pages 67 to 75.

In accordance with the group’s policy to provide disclosures that help stakeholders understand the group’s
performance, financial position and changes thereto, the information provided in the notes on the Financial
Statements, the Risk Report and the Capital section goes beyond the minimum levels required by accounting
standards, statutory and regulatory requirements. In particular, the group provides additional disclosures having
regard to the recommendation of the Enhanced Disclosure Task Force (‘EDTF’) report ‘Enhancing the Risk
Disclosures of Banks’ issued in October 2012. The report aims to help financial institutions identify areas that
users had highlighted a need for better and more transparent information about banks’ risks, and how these risks
relate to performance measurement and reporting.
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1 Basis of preparation (continued)
¢ Changes in presentation

In the second half of 2013, Global Banking and Markets changed the way it managed repo and reverse repo
transactions. From 1 January 2014, non-trading reverse repos and repos are presented as separate lines in the
balance sheet to align disclosure with market practice and provide more meaningful information in relation to loans
and advances. Previously, non-trading reverse repos were included within ‘Placings with and advances to banks’
and ‘Loans and advances to customers’; and non-trading repos were included within ‘Deposits by banks’ and
‘Customers accounts’.

The group has also changed the balance sheet line item, ‘Cash and short-term funds’ to ‘Cash and sight balances at
central banks’. Short term funds included ‘Treasury and other eligible bills’ and ‘Placings with banks with
remaining maturity of one month or less’, which are now included within ‘Financial investments’ and ‘Placings
with and advances to banks’ respectively.

‘Placings with and advances to banks’ is a new line which combines ‘Placings with banks with remaining maturity
of one month or less’ (previously included under ‘Cash and short term funds’) and ‘Placings with banks maturing
after one month’. ‘Certificates of deposit’ are now included within ‘Financial investments’ rather than being shown
separately on the face of the balance sheet.

Comparative figures have been re-presented accordingly and the affected lines are shown below. There are no other
effects of this change in presentation.

31 December 2013 consolidated balance sheet items

As previously As
disclosed Adjustments re-presented
Assets HKS$m HKS$Sm HKS$m
Cash and short-term funds ............c.coeevvieiieiiieicceceeeeee e 1,132,719 (1,132,719) -
Cash and sight balances at central banks ....... - 158,879 158,879
Reverse repurchase agreements — non-trading . - 150,584 150,584
Placings with banks maturing after one month . . 216,970 (216,970) -
Placings with and advances to banks ...........ccccoerieiineiireneineeeeees - 564,521 564,521
Certificates Of dEPOSIE .....coveruirueririiieiere e 88,207 (88,207) -
Loans and advances to CUSLOMETS ...........c.covueeveeieeieeieereeereeereeere e 2,669,238 (49,993) 2,619,245
Financial INVESTMENLTS ............coeevvieiueeeieeceee e ettt e e ens 765,866 613,905 1,379,771
Liabilities
Repurchase agreements — NON-trading ..........cccoeeveereirenieeneneneneeneenne - 6,312 6,312
Deposits DY DAnKS .......ccoeovririeireniiinieieee e 236,616 (5,258) 231,358
CUSTOMET ACCOUNES ....eiivreeiiieeeeireeeereeeeteeeereeeereeeeaeeeereeeeereeeereeeereeeenees 4,254,752 (1,054) 4,253,698

d Consolidation

The consolidated financial statements comprise the financial statements of The Hongkong and Shanghai Banking
Corporation Limited (‘the Bank”) and its subsidiaries (‘the group’) made up to 31 December 2014. The group
controls and consequently consolidates an entity when it is exposed, or has rights, to variable returns from its
involvement with the entity and has the ability to affect those returns through its power over the entity. The group
is considered to have power over an entity when it has existing rights that give it the current ability to direct the
relevant activities of the entity. For the group to have power over an entity, it must have the practical ability to
exercise those rights. In situations where potential voting rights exist, these are taken into account if the group has
the practical ability to exercise those rights.

Where voting rights are not relevant in deciding whether the group has power over an entity, the assessment of
control is based on all facts and circumstances. The group may have power over an entity even though it holds less
than a majority of the voting rights, if it holds additional rights arising through other contractual arrangements or
substantive potential voting rights which give it power.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

1 Basis of preparation (continued)

When assessing whether to consolidate investment funds, the group reviews all facts and circumstances to
determine whether the group, as fund manager, is acting as agent or principal. The group may be deemed to be a
principal, and hence controls and consolidates the funds, when it acts as fund manager and cannot be removed
without cause, has variable returns through significant unit holdings and/or a guarantee, and is able to influence the
returns of the funds by exercising its power.

Changes in a parent’s ownership interest in a subsidiary that do not result in a loss of control are treated as
transactions between equity holders and are reported in equity.

Entities that are controlled by the group are consolidated from the date the group gains control and ceases to be
consolidated from the date the group loses control of the entities.

The group performs a re-assessment of consolidation whenever there is a change in the facts and circumstances
relevant to determining the control of entities.

All intra-group transactions are eliminated on consolidation.

The consolidated financial statements also include the attributable share of the results and reserves of associates
and joint ventures based on accounts prepared at dates not earlier than three months prior to 31 December 2014.

e Future accounting developments

At 31 December 2014, a number of standards and interpretations, and amendments thereto, had been issued by the
HKICPA, which are not effective for the group’s consolidated financial statements as at 31 December 2014. In
addition to the projects to complete financial instrument accounting discussed below, the HKICPA is working on
projects on insurance and lease accounting which could represent significant changes to accounting requirements in
the future.

In July 2014, the HKICPA issued HKFRS 15 ‘Revenue from Contracts with Customers’. The standard is effective
for annual periods beginning on or after 1 January 2017 with early adoption permitted. HKFRS 15 provides a
principles-based approach for revenue recognition, and introduces the concept of recognising revenue for
obligations as they are satisfied. The standard should be applied retrospectively, with certain practical expedients
available. The group is currently assessing the impact of this standard but it is not practicable to quantify the effect
as at the date of the publication of these financial statements.

In September 2014, the HKICPA issued HKFRS 9 ‘Financial Instruments’, which is the comprehensive standard to
replace HKAS 39 ‘Financial Instruments: Recognition and Measurement’, and includes requirements for
classification and measurement of financial assets and liabilities, impairment of financial assets and hedge
accounting.

Classification and measurement

The classification and measurement of financial assets will depend on the entity’s business model for their
management and their contractual cash flow characteristics and result in financial assets being classified and
measured at amortised cost, fair value through other comprehensive income (‘FVOCT’) or fair value through profit
or loss. In many instances, the classification and measurement outcomes will be similar to HKAS 39, although
some differences will arise. For example, since HKFRS 9 does not apply embedded derivative accounting to
financial assets, equity securities will be measured at fair value through profit or loss or, in limited circumstances,
at fair value through OCI. The combined effect of the application of the business model and the contractual cash
flow characteristics tests may result in some differences in population of financial assets measured at amortised
cost or fair value compared with HKAS 39. The classification of financial liabilities is essentially unchanged,
except that, for certain liabilities measured at fair value, gains or losses relating to changes in the entity’s own
credit risk are to be included in OCIL
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1 Basis of preparation (continued)
Impairment

The impairment requirements apply to financial assets measured at amortised cost, FVOCI, lease receivables,
certain loan commitments and financial guarantee contracts. At initial recognition, allowance (or provision in the
case of commitments and guarantees) is required for expected credit losses (‘ECL’) resulting from default events
that are possible within the next 12 months (‘12 month ECL’). In the event of a significant increase in credit risk,
allowance (or provision) is required for ECL resulting from all possible default events over the expected life of the
financial instrument (‘lifetime ECL’).

The assessment of whether credit risk has increased significantly since initial recognition is performed for each
reporting period by considering the probability of default occurring over the remaining life of the financial
instrument, rather than by considering an increase in ECL.

The assessment of credit risk, as well as the estimation of ECL, are required to be unbiased, probability-weighted
and should incorporate all available information which is relevant to the assessment, including information about
past events, current conditions and reasonable and supportable forecasts of future events and economic conditions
at the reporting date. In addition, the estimation of ECL should take into account the time value of money. As a
result, the recognition and measurement of impairment is intended to be more forward-looking than under HKAS
39 and the resulting impairment charge will tend to be more volatile. It will also tend to result in an increase in the
total level of impairment allowances, since all financial assets will be assessed for at least 12-month ECL and the
population of financial assets to which lifetime ECL applies is likely to be larger than the population for which
there is objective evidence of impairment in accordance with HKAS 39.

Hedge accounting

The general hedge accounting requirements aim to simplify hedge accounting, creating a stronger link between it
and risk management strategy and permitting the former to be applied to a greater variety of hedging instruments
and risks. The standard does not explicitly address macro hedge accounting strategies, which are being considered
in a separate project. To remove the risk of any conflict between existing macro hedge accounting practice and the
new general hedge accounting requirements, HKFRS 9 includes an accounting policy choice to remain with HKAS
39 hedge accounting.

The classification and measurement and impairment requirements are applied retrospectively by adjusting the
opening balance sheet at the date of initial application, with no requirement to restate comparative periods. Hedge
accounting is generally applied prospectively from that date.

The mandatory application date for the standard as a whole is 1 January 2018, but it is possible to apply the revised
presentation for certain liabilities measured at fair value from an earlier date. The group intends to revise the
presentation of fair value gains and losses relating to the entity’s own credit risk on certain liabilities. If this
presentation was applied at 31 December 2014, the effect would be to increase or decrease profit before tax with
the opposite effect to be reported on other comprehensive income based on the change in fair value attributable to
changes in the group’s credit risk for the year, with no effect on net assets. Further information on change in fair
value attributable to changes in credit risk, including the group’s credit risk, is disclosed in note 29.

The group is currently assessing the impact that the rest of HKFRS 9 will have on the financial statements through
a groupwide project which has been in place since 2012, but due to the complexity of the classification and
measurement, impairment, and hedge accounting requirements and their inter-relationships, it is not possible at this
stage to quantify the potential effect.

New Companies Ordinance

Part 9 ‘Accounts and Audit’ of the new Companies Ordinance will be effective for annual periods beginning on or
after 3 March 2014. It will primarily affect the presentation and disclosure of information in the group’s financial
statements. The group is in the process of making an assessment of the impact on the consolidated financial
statements. Currently we do not expect the changes in the new Companies Ordinance to have a material impact on
the consolidated financial statements of the group.

91



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

2 Critical accounting estimates and judgements in applying accounting policies

The results of the group are sensitive to the accounting policies, assumptions and estimates that underlie the
preparation of our consolidated financial statements. The significant accounting policies are described in note 3 on the
financial statements.

The accounting policies that are deemed critical to our results and financial position, in terms of the materiality of the
items to which the policies are applied and the high degree of judgement involved, including the use of assumptions
and estimation, are discussed below.

Loan impairment

Application of the group’s methodology for assessing loan impairment, as set out in note 3(e), involves considerable
judgement and estimation.

For individually significant loans, judgement is required in determining whether there are indications that an
impairment loss may already have been incurred and then estimating the amount and timing of expected cash flows,
which form the basis of the impairment loss that is recorded.

For collectively assessed loans, judgement is involved in selecting and applying the criteria for grouping together loans
with similar credit characteristics, as well as in selecting and applying the statistical and other models used to estimate
the losses incurred for each group of loans in the reporting period. The benchmarking of loss rates, the assessment of
the extent to which historical losses are representative of current conditions and the ongoing refinement of modelling
methodologies provide a means of identifying changes that may be required, but the process is inherently one of
estimation.

Valuation of financial instruments

The best evidence of fair value is a quoted price in an actively traded principal market. The fair values of financial
instruments that are quoted in active markets are based on bid prices for assets held and offer prices for liabilities
issued. Where a financial instrument has a quoted price in an active market, the fair value of the total holding of the
financial instrument is calculated as the product of the number of units and quoted price. The judgement as to whether
a market is active may include, but is not restricted to, the consideration of factors such as the magnitude and
frequency of trading activity, the availability of prices and the size of bid/offer spreads. The bid/offer spread represents
the difference in prices at which a market participant would be willing to buy compared with the price at which they
would be willing to sell. Valuation techniques may incorporate assumptions about factors that other market
participants would use in their valuations, including:

e the likelihood and expected timing of future cash flows on the instrument. Judgement may be required to
assess the counterparty’s ability to service the instrument in accordance with its contractual terms. Future
cash flows may be sensitive to changes in market rates;

e selecting an appropriate discount rate for the instrument. Judgement is required to assess what a market
participant would regard as the appropriate spread of the rate for an instrument over the appropriate risk-free
rate;

e judgement to determine what model to use to calculate fair value in areas where the choice of valuation
model is particularly subjective, for example, when valuing complex derivative products.

A range of valuation techniques is employed, dependent on the instrument type and available market data. Most
valuation techniques are based upon discounted cash flow analyses, in which expected future cash flows are calculated
and discounted to present value using a discounting curve. Prior to considering credit risk, the expected future cash
flows may be known, as would be the case for the fixed leg of an interest rate swap, or may be uncertain and require
projection, as would be the case for the floating leg of an interest rate swap. ‘Projection’ utilises market forward
curves, if available. In option models, the probability of different potential future outcomes must be considered. In
addition, the value of some products are dependent on more than one market factor, and in these cases it will typically
be necessary to consider how movements in one market factor may affect the other market factors. The model inputs
necessary to perform such calculations include interest rate yield curves, exchange rates, volatilities, correlations,
prepayment and default rates. For interest rate derivatives with collateralised counterparties and in significant
currencies, the group uses a discounting curve that reflects the overnight interest rate (‘OIS discounting’).
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2 Critical accounting estimates and judgements in applying accounting policies (continued)

The majority of valuation techniques employ only observable market data. However, certain financial instruments are
valued on the basis of valuation techniques that feature one or more significant market inputs that are unobservable,
and for them the measurement of fair value is more judgemental. An instrument in its entirety is classified as valued
using significant unobservable inputs if, in the opinion of management, a significant proportion of the instrument’s
inception profit or greater than 5% of the instrument’s valuation is driven by unobservable inputs. ‘Unobservable’ in
this context means that there is little or no current market data available from which to determine the price at which an
arm’s length transaction would be likely to occur. It generally does not mean that there is no data available at all upon
which to base a determination of fair value (consensus pricing data may, for example, be used). All fair value
adjustments are included within the levelling determination.

The group’s accounting policy for valuation of financial instruments is included in note 3(i) and is discussed further in
note 49 ‘Fair value of financial instruments carried at fair value’.

Interests in associates

Determining whether an investment in another entity should be classified as an investment in an associate requires
judgement. Management considers all aspects of the relationship between the investor and the investee in order to
determine whether the group has significant influence over the investee. Significant influence is the power to
participate in the financial and operating policy decisions of the investee but is not control or joint control of those
policies. Where significant influence exists, an investment is classified as an associate and is accounted for using the
equity method, while an investment in an entity which is not an associate, joint venture, or subsidiary is accounted for
either at fair value through profit and loss, or as an available-for-sale investment.

Under the equity accounting method, investments in associates are initially stated at cost, and are adjusted thereafter
for the post-acquisition change in the group's share of the net assets of the associate. An investment in an associate is
tested for impairment when there is an indication that the investment may be impaired. At 31 December 2014, the fair
value of the group's investment in Bank of Communications Co., Ltd. (‘BoCom’”) had been below the carrying amount
for approximately 32 months, apart from a short period in 2013. The conclusion of the impairment test, based on the
assessment of the value in use, was that the investment is not impaired. The measurement of value in use involves
significant judgements in estimating the present values of cash flows expected to arise from continuing to hold the
investment. Note 22 of the Financial Statements includes detailed information on the group's investment in BoCom. It
provides a description of the key assumptions used in estimating value in use, the sensitivity of the value in use
calculation to different assumptions and a sensitivity analysis that shows the changes in key assumptions that would
reduce the excess of value in use over the carrying amount (‘headroom’) to nil.

Liabilities under investment contracts

Estimating the liabilities for long-term investment contracts where the group has guaranteed a minimum return
involves the use of statistical techniques. The selection of these techniques and the assumptions used about future
interest rates and rates of return on equities, as well as behavioural and other future events, have a significant impact
on the amount recognised as a liability.
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2 Critical accounting estimates and judgements in applying accounting policies (continued)
Insurance contracts
Present value of in-force long-term insurance business (‘PVIF’)

The value of PVIF, which is recorded as an intangible asset, depends upon assumptions regarding future events. These
are described in more detail in note 23(b). The assumptions are reassessed at each reporting date and changes in the
estimates which affect the value of PVIF are reflected in the income statement.

Insurance liabilities

The estimation of insurance liabilities involves selecting statistical models and making assumptions about future

events which need to be frequently calibrated against experience and forecasts.

3 Summary of significant accounting policies

a Interest income and expense

Interest income and expense for all financial instruments, except those classified as held for trading or designated
at fair value (except for debt securities issued by the group and derivatives managed in conjunction with those debt
securities) are recognised in ‘Interest income’ and ‘Interest expense’ in the income statement using the effective
interest rate method. The effective interest rate method is a way of calculating the amortised cost of a financial
asset or a financial liability (or groups of financial assets or financial liabilities) and of allocating the interest
income or interest expense over the relevant period.

The effective interest rate is the rate that exactly discounts estimated future cash payments or receipts through the
expected life of the financial instrument or, where appropriate, a shorter period, to the net carrying amount of the
financial asset or financial liability.

Interest on impaired financial assets is recognised using the rate of interest used to discount the future cash flows
for the purpose of measuring the impairment loss.
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3 Summary of significant accounting policies (continued)
b Non interest income

Fee income is earned from a diverse range of services provided by the group to its customers. Fee income is
accounted for as follows:

e income earned on the execution of a significant act is recognised as revenue when the act is completed (for
example, fees arising from negotiating, or participating in the negotiation of, a transaction for a third-party,
such as an arrangement for the acquisition of shares or other securities);

e income earned from the provision of services is recognised as revenue as the services are provided (for
example, asset management, portfolio and other management advisory and service fees); and

e income which forms an integral part of the effective interest rate of a financial instrument is recognised as an
adjustment to the effective interest rate (for example, certain loan commitment fees) and recorded in ‘Interest
income’ (note 3(a)).

Net trading income comprises all gains and losses from changes in the fair value of financial assets and financial
liabilities held for trading, together with the related interest income, expense and dividends.

Net income/(expense) from financial instruments designated at fair value includes:

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

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

e interest income, interest expense and dividend income in respect of:

— financial assets and financial liabilities designated at fair value through profit or loss; and
— derivatives managed in conjunction with the above,

except for interest arising from debt securities issued by the group and derivatives managed in conjunction with
those debt securities, which is recognised in ‘Interest expense’ (note 3(a)).

Dividend income is recognised when the right to receive payment is established. This is the ex-dividend date for
listed equity securities, and usually the date when shareholders have approved the dividend for unlisted equity
securities.

¢ Operating segments

The group has a matrix management structure. The group’s chief operating decision-maker regularly reviews
operating activity on a number of bases, including by geography and by global business. The group considers that
geographical operating segments represent the most appropriate information for the users of the financial
statements to best evaluate the nature and financial effects of the business activities in which the group engages,
and the economic environments in which it operates. This reflects the importance of geographic factors on business
strategy and performance, the allocation of capital resources, and the role of geographical regional management in
executing strategy. As a result, the group’s operating segments are considered to be geographical regions.

Measurement of segmental assets, liabilities, income and expenses is in accordance with the group’s accounting
policies. Segmental income and expenses include transfers between segments and these transfers are conducted on
arm’s length terms and conditions. Shared costs are included in segments on the basis of the actual recharges made.
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3 Summary of significant accounting policies (continued)
d Loans and advances to banks and customers

These include loans and advances originated by the group which are not classified as either held for trading or
designated at fair value. They are recognised when cash is advanced to a borrower and derecognised when either
the borrower repays its obligations, or the loans are sold or written off, or substantially all the risks and rewards of
ownership are transferred. They are initially recorded at fair value plus any directly attributable transaction costs
and are subsequently measured at amortised cost using the effective interest rate method, less any reduction from
impairment or uncollectibility. Where exposures are hedged by derivatives designated and qualifying as fair value
hedges, the carrying value of the loans and advances so hedged includes a fair value adjustment relating only to the
hedged risk.

Loans and advances are reclassified to ‘Assets held for sale’ when they meet the criteria presented in note 3(ad);
however, their measurement continues to be measured in accordance with this policy.

The group may commit to underwrite loans on fixed contractual terms for specified periods of time. Where the
loan arising from the lending commitment is expected to be held for trading, the commitment to lend is recorded as
a derivative. On drawdown, the loan is classified as held for trading. Where the group intends to hold the loan, a
provision on the loan commitment is only recorded where it is probable that the group will incur a loss. On
inception of the loan, the loan to be held is recorded at its fair value and subsequently measured at amortised cost.
For certain transactions, such as leveraged finance and syndicated lending activities, the cash advanced may not be
the best evidence of the fair value of the loan. For these loans, where the initial fair value is lower than the cash
amount advanced, the difference is charged to the income statement in other operating income. The write-down
will be recovered over the life of the loan, through the recognition of interest income, unless the loan becomes
impaired.

e Impairment of loans and advances

Losses for impaired loans are promptly recognised when there is objective evidence that impairment of a loan or
portfolio of loans has occurred. Impairment allowances are calculated on individual loans and on groups of loans
assessed collectively. Impairment losses are recorded as charges to the income statement. The carrying amount of
impaired loans on the balance sheet is reduced through the use of impairment allowance accounts. Losses which
may arise from future events are not recognised.

Individually assessed loans and advances

The factors considered in determining whether a loan is individually significant for the purposes of assessing
impairment include the size of the loan, the number of loans in the portfolio, and the importance of the individual
loan relationship, and how this is managed.

Loans that meet the above criteria will be individually assessed for impairment, except when volumes of defaults
and losses are sufficient to justify a collective assessment.
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3 Summary of significant accounting policies (continued)

Loans considered as individually significant are typically to corporate and commercial customers, are for larger
amounts and are managed on an individual basis. These loans are assessed individually at each balance sheet date
to identify whether objective evidence of impairment exists based on the following criteria:

e known cash flow difficulties experienced by the borrower;
e contractual payments of either principal or interest being past due for more than 90 days;
e the probability that the borrower will enter bankruptcy or other financial realisation;

e a concession granted to the borrower for economic or legal reasons relating to the borrower’s financial
difficulty that results in the forgiveness or postponement of principal, interest or fees, where the concession is
not insignificant; and

o there has been deterioration in the financial condition or outlook of the borrower such that its ability to repay is
considered doubtful.

For those loans where objective evidence of impairment exists, impairment losses are determined considering the
following factors:

e the group’s aggregate exposure to the customer;

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

e the amount and timing of expected receipts and recoveries;
e the likely dividend available on liquidation or bankruptcy;

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

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

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

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

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

The realisable value of security is determined based on the current market value when the impairment assessment
is performed. The value is not adjusted for expected future changes in market prices; however, adjustments are
made to reflect local conditions, such as forced sale discounts.

Impairment losses are calculated by discounting the expected future cash flows of a loan, which includes expected
future receipts of contractual interest, at the loan’s original effective interest rate and comparing the resultant
present value with the loan’s current carrying amount. The impairment allowances on individually significant
accounts are reviewed at least quarterly and more regularly when circumstances require. Individually assessed
impairment allowances are only released when there is reasonable and objective evidence of a reduction in the
established loss estimate.
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3 Summary of significant accounting policies (continued)
Collectively assessed loans and advances

Impairment is assessed collectively to cover losses which have been incurred but have not yet been identified on
loans subject to individual assessment or for homogeneous groups of loans that are not considered individually
significant.

Incurred but not yet identified impairment

Individually assessed loans for which no evidence of impairment has been specifically identified on an individual
basis are grouped together according to their credit risk characteristics for a collective impairment assessment.
These credit risk characteristics may include country of origination, type of business involved, type of products
offered, security obtained or other relevant factors. This assessment captures impairment losses that the group has
incurred as a result of events occurring before the balance sheet date, which the group is not able to identify on an
individual loan basis, and that can be reliably estimated. When information becomes available which identifies
losses on individual loans within the group, those loans are removed from the group and assessed individually.

The collective impairment allowance is determined after taking into account:

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

e the estimated period between impairment occurring and the loss being identified and evidenced by the
establishment of an appropriate allowance against the individual loan; and

e management’s experienced judgement as to whether current economic and credit conditions are such that the
actual level of inherent losses at the balance sheet date is likely to be greater or less than that suggested by
historical experience.

The period between a loss occurring and its identification is estimated by local management for each identified
portfolio based on economic and market conditions, customer behaviour, portfolio management information, credit
management techniques and collection and recovery experiences in the market. The estimated period between a
loss occurring and its identification may vary over time as these factors change.

Homogeneous groups of loans and advances

Statistical methods are used to determine collective impairment losses for homogeneous groups of loans not
considered individually significant. Losses in these groups of loans are recorded individually when individual loans
are removed from the group and written off. The methods that are used to calculate collective allowances are:

e  When appropriate empirical information is available, the group utilises roll-rate methodology, which employs
statistical analyses of historical data and experience of delinquency and default to reliably estimate the amount
of loans that will eventually be written off as a result of the events occurring before the balance sheet date and
which the group is not able to identify individually. Individual loans are grouped using ranges of past due days;
statistical analysis is then used to estimate the likelihood that loans in each range will progress through the
various stages of delinquency and become irrecoverable. Additionally, individual loans are segmented based on
their credit characteristics as described above. In applying this methodology, adjustments are made to estimate
the periods of time between a loss event occurring and its discovery, for example through a missed payment,
(known as the emergence period) and the period of time between discovery and write-off (known as the
outcome period). Current economic conditions are also evaluated when calculating the appropriate level of
allowance required to cover inherent loss. The estimated loss is the difference between the present value of
expected future cash flows, discounted at the original effective interest rate of the portfolio, and the carrying
amount of the portfolio. In certain highly developed markets, sophisticated models also take into account
behavioural and account management trends as revealed in, for example, bankruptcy and rescheduling
statistics.

e  When the portfolio size is small or when information is insufficient or not reliable enough to adopt a roll-rate
methodology, the group adopts a basic formulaic approach based on historical loss rate experience, or a
discounted cash flow model. Where a basic formulaic approach is undertaken, management estimates that
typically it takes between six and twelve months between a loss occurring and its identification.
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3 Summary of significant accounting policies (continued)

The inherent loss within each portfolio is assessed on the basis of statistical models using historical data
observations, which are updated periodically to reflect recent portfolio and economic trends. When the most recent
trends arising from changes in economic, regulatory or behavioural conditions are not fully reflected in the
statistical models, they are taken into account by adjusting the impairment allowances derived from the statistical
models to reflect these changes as at the balance sheet date. Roll rates, loss rates and the expected timing of future
recoveries are regularly benchmarked against actual outcomes to ensure they remain appropriate.

Write-off of loans and advances

Loans (and the related impairment allowance accounts) are normally written off, either partially or in full, when
there is no realistic prospect of recovery. Where loans are secured, this is generally after receipt of any proceeds
from the realisation of security. In circumstances where the net realisable value of any collateral has been
determined and there is no reasonable expectation of further recovery, write-off may be earlier.

Reversals of impairment

If the amount of an impairment loss decreases in a subsequent period, and the decrease can be related objectively to
an event occurring after the impairment was recognised, the excess is written back by reducing the loan impairment
allowance account accordingly. The write-back is recognised in the income statement.

Assets acquired in exchange for loans

Non-financial assets acquired in exchange for loans in order to achieve an orderly realisation are recorded as assets
held for sale and reported in ‘Other assets’ if the carrying amounts of the assets are recovered principally through
sale, the assets are available-for-sale in their present condition and their sale is highly probable. The asset acquired
is recorded at the lower of its fair value less costs to sell and the carrying amount of the loan (net of impairment
allowance amounts) at the date of exchange. No depreciation is charged in respect of assets held for sale. Any
subsequent write-down of the acquired asset to fair value less costs to sell is recorded as an impairment loss and
included within ‘Other operating income’ in the income statement. Any subsequent increase in the fair value less
costs to sell, to the extent this does not exceed the cumulative impairment loss, is recognised as a gain in ‘Other
operating income’ in the income statement, together with any realised gains or losses on disposal. Debt securities
or equities acquired in debt-to-debt/equity swaps are included in ‘Financial investments’ and are classified as
available-for-sale.

Renegotiated loans

Loans subject to collective impairment assessment whose terms have been renegotiated are no longer considered
past due, but are treated as up to date loans for measurement purposes, once the minimum number of payments
required under the new arrangements has been received. Loans subject to collective impairment assessment whose
terms have been renegotiated are segregated from other parts of the loan portfolio for the purposes of collective
impairment assessment, to reflect their risk profile. Loans subject to individual impairment assessment, whose
terms have been renegotiated, are subject to ongoing review to determine whether they remain impaired. The
carrying amounts of loans that have been classified as renegotiated retain this classification until maturity or
derecognition.

A loan that is renegotiated is derecognised if the existing agreement is cancelled and a new agreement made on

substantially different terms, or if the terms of an existing agreement are modified, such that the renegotiated loan
is substantially a different financial instrument.
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3 Summary of significant accounting policies (continued)
f  Trading assets and trading liabilities

Treasury bills, loans and advances to and from customers, placings with and by banks, debt securities, structured
deposits, equity shares, own debt issued and short positions in securities which have been acquired or incurred
principally for the purpose of selling or repurchasing in the near term, or are part of a portfolio of identified
financial instruments that are managed together and for which there is evidence of a recent actual pattern of short-
term profit-taking, are classified as held for trading. Financial assets and financial liabilities are recognised on trade
date, when the group enters into contractual arrangements with counterparties to purchase or sell the financial
instruments, and are normally derecognised when either sold (assets) or extinguished (liabilities). Measurement is
initially at fair value, with transaction costs taken to the income statement. Subsequently, the fair values are
remeasured and gains and losses from changes therein are recognised in the income statement within ‘Net trading
income’.

g Financial instruments designated at fair value

Financial instruments, other than those held for trading, are classified in this category if they meet the criteria set
out below and are so designated irrevocably by management on initial recognition. The group may designate
financial instruments at fair value when the designation:

e climinates or significantly reduces measurement or recognition inconsistencies that would otherwise arise from
measuring financial instruments, or recognising the gains and losses different bases from related positions.
Under this criterion, the main classes of financial instruments designated by the group are:

Long-term debt issues. The interest payable on certain fixed-rate long-term debt securities issued has been
matched with the interest on ‘receive fixed/pay variable’ interest swaps as part of a documented interest rate
risk management strategy. An accounting mismatch would arise if the debt securities issued were accounted for
at amortised cost, because the related derivatives are measured at fair value with changes in the fair value
recognised in the income statement. By designating the long-term debt at fair value, the movement in the fair
value of the long-term debt will also be recognised in the income statement;

Financial assets and financial liabilities under unit-linked insurance and unit-linked investment
contracts. Liabilities to customers under linked contracts are determined based on the fair value of the assets
held in the linked funds, with changes recognised in the income statement. If no designation was made for the
assets relating to the customer liabilities they would be classified as available-for-sale and the changes in fair
value would be recorded in other comprehensive income. These financial instruments are managed on a fair
value basis and management information is also prepared on this basis. Designation at fair value of the
financial assets and liabilities under investment contracts allows the changes in fair values to be recorded in the
income statement and presented in the same line;

e applies to a groups of financial instruments that are managed and their performance evaluated, on a fair value
basis, in accordance with a documented risk management or investment strategy, and where information about
that groups of financial instruments is reported to management on that basis. For example, certain financial
assets are held to meet liabilities under non-linked insurance contracts, the group has documented risk
management and investment strategies designed to manage and monitor market risk of those assets on net basis,
after considering non-linked liabilities. Fair value measurement is also consistent with the regulatory reporting
requirements under the appropriate regulations for these insurance operations; and

e relates to financial instruments containing one or more non-closely related embedded derivatives.

Designated financial assets are recognised at fair value when the group enters into contracts with counterparties,
which is generally on trade date, and are normally derecognised when sold. Subsequent changes in fair values are
recognised in the income statement in ‘Net income from financial instruments designated at fair value’.
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3 Summary of significant accounting policies (continued)
h  Financial investments

Treasury bills, debt securities and equity shares intended to be held on a continuing basis, other than those
designated at fair value, are classified as available-for-sale or held-to-maturity. They are recognised on trade date
when the group enters into contractual arrangements to purchase those instruments, and are normally derecognised
when either the securities are sold or redeemed.

Available-for-sale

Available-for-sale financial assets are initially measured at fair value plus direct and incremental transaction costs.
They are subsequently remeasured at fair value and changes therein are recognised in other comprehensive income
until they are either sold or become impaired. When available-for-sale financial assets are sold, cumulative gains or
losses previously recognised in other comprehensive income are recognised in the income statement as ‘Gains less
losses from financial investments’.

Interest income is recognised on available-for-sale debt securities using the effective interest rate method,
calculated over the asset’s expected life. Premiums and/or discounts arising on the purchase of dated investment
securities are included in the calculation of their effective interest rates. Dividends are recognised in the income
statement when the right to receive payment has been irrevocably established.

At each balance sheet date an assessment is made of whether there is any objective evidence of impairment in the
value of a financial asset. Impairment losses are recognised if, and only if, there is objective evidence of
impairment as a result of one or more events that occurred after the initial recognition of the financial asset (a ‘loss
event’) and that loss event (or events) has an impact on the estimated future cash flows of the financial asset and
can be reliably estimated.

If the available-for-sale financial asset is impaired, the difference between the financial asset’s acquisition cost (net
of any principal repayments and amortisation) and the current fair value, less any previous impairment loss
recognised in the income statement, is removed from other comprehensive income and recognised in the income
statement.

Impairment losses for available-for-sale debt securities are recognised within ‘Loan impairment charges and other
credit risk provisions’ in the income statement and impairment losses for available-for-sale equity securities are
recognised within ‘Gains less losses from financial investments’ in the income statement. The impairment
methodologies for available-for-sale financial assets are set out in more detail below.

Available-for-sale debt securities

When assessing available-for-sale debt securities for objective evidence of impairment at the reporting date, the
group considers all available evidence, including observable data or information about events specifically relating
to the securities which may result in a shortfall in recovery of future cash flows. These events may include a
significant financial difficulty of the issuer, a breach of contract such as a default, bankruptcy or other financial
reorganisation, or the disappearance of an active market for the debt security because of financial difficulties
relating to the issuer.

These types of specific event and other factors such as information about the issuers’ liquidity, business and
financial risk exposures, levels of and trends in default for similar financial assets, national and local economic
trends and conditions, and the fair value of collateral and guarantees may be considered individually, or in
combination, to determine if there is objective evidence of impairment of a debt security.

In addition, when assessing available-for-sale asset-backed securities (‘ABS’s) for objective evidence of
impairment, the group considers the performance of underlying collateral and the extent and depth of market price
declines. Changes in credit ratings are considered but a downgrade of a security’s credit rating is not, of itself,
evidence of impairment. The primary indicators of potential impairment are considered to be adverse fair value
movements and the disappearance of an active market for a security.
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Available-for-sale equity securities

Objective evidence of impairment for available-for-sale equity securities may include specific information about
the issuer as detailed above, but may also include information about significant changes in technology, markets,
economics or the law that provides evidence that the cost of the equity securities may not be recovered.

A significant or prolonged decline in the fair value of the asset below its cost is also objective evidence of
impairment. In assessing whether it is significant, the decline in fair value is evaluated against the original cost of
the asset at initial recognition. In assessing whether it is prolonged, the decline is evaluated against the period in
which the fair value of the asset has been below its original cost at initial recognition.

Once an impairment loss has been recognised on an available-for-sale financial asset, the subsequent accounting
treatment for changes in the fair value of that asset differs depending on the nature of the available-for-sale
financial asset concerned:

e for an available-for-sale debt security, a subsequent decline in the fair value of the instrument is recognised in
the income statement if, and only if, there is objective evidence of impairment as a result of further decreases in
the estimated future cash flows of the financial asset. Where there is no further objective evidence of
impairment, the decline in the fair value of the financial asset is recognised directly in other comprehensive
income. If the fair value of a debt security increases in a subsequent period, and the increase can be objectively
related to an event occurring after the impairment loss was recognised in the income statement, the impairment
loss is reversed through the income statement to the extent of the increase in fair value. If there is no longer
objective evidence that the debt security is impaired, the impairment loss is also reversed through the income
statement;

o for an available-for-sale equity security, all subsequent increases in the fair value of the instrument are treated
as a revaluation and are recognised directly in other comprehensive income. Impairment losses recognised on
an equity security are not reversed through the income statement. Subsequent decreases in the fair value of the
available-for-sale equity security are recognised in the income statement, to the extent that further cumulative
impairment losses have been incurred in relation to the acquisition cost, less cumulative impairment to date, of
the equity security.

Held-to-maturity investments

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

i Valuation of financial instruments

All financial instruments are recognised initially at fair value. Fair value is the price that would be received to sell
an asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date.
The fair value of a financial instrument on initial recognition is generally its transaction price (that is, the fair value
of the consideration given or received). However, sometimes the fair value will be based on other observable
current market transactions in the same instrument, without modification or repackaging, or on a valuation
technique whose variables include only data from observable markets, such as interest rate yield curves, option
volatilities and currency rates. When such evidence exists, the group recognises a trading gain or loss on day 1,
being the difference between the transaction price and the fair value. When significant unobservable parameters are
used, the entire day 1 gain or loss is deferred and is recognised in the income statement over the life of the
transaction until the transaction matures, is closed out, the valuation inputs become observable, or when the group
enters into an offsetting transaction.

The fair value of financial instruments is generally measured on an individual basis. However, in cases where the
group manages a group of financial assets and liabilities according to its net market or credit risk exposure, the
group measures the fair value of the group of financial instruments on a net basis but presents the underlying
financial assets and liabilities separately in the financial statements, unless they satisfy the HKFRS offsetting
criteria as described in note 45.
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3 Summary of significant accounting policies (continued)

i

Sale and repurchase agreements (including stock lending and borrowing)

When securities are sold subject to a commitment to repurchase them at a predetermined price, they remain on the
balance sheet and a liability is recorded in ‘Repurchase agreements - non-trading’ or ‘Trading liabilities’ for the
consideration received. Securities purchased under commitments to re-sell are not recognised on the balance sheet
and the right to receive back the initial consideration paid is recorded in ‘Reverse repurchase agreements - non-
trading’ or ‘Trading assets’ as appropriate.

Securities lending and borrowing transactions are generally secured against cash or non-cash collateral. Securities
lent or borrowed do not normally result in derecognition or recognition on the balance sheet. Cash collateral
advanced or received is recorded as an asset or a liability respectively.

Securities borrowed are not recognised on the balance sheet. If they are sold on to third parties, an obligation to
return the securities is recorded as a trading liability and measured at fair value, and any gains or losses are
included in ‘Net trading income’.

Derivative financial instruments and hedge accounting

Derivatives are initially recognised, and are subsequently remeasured, at fair value. Fair values of derivatives are
obtained either from quoted market prices or by using valuation techniques. Derivative assets and liabilities arising
from different transactions are only offset for accounting purposes if the offsetting criteria are met.

Embedded derivatives are treated as separate derivatives (‘bifurcated’) when their economic characteristics and risks
are not clearly and closely related to those of the host non-derivative contract, their contractual terms would otherwise
meet the definition of a stand-alone derivative and the combined contract is not held for trading or designated at fair
value. The bifurcated embedded derivatives are measured at fair value with changes therein recognised in the income
statement.

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

Gains and losses from changes in the fair value of derivatives, including the contractual interest, that do not qualify for
hedge accounting are reported in ‘Net trading income’ except for derivatives managed in conjunction with financial
instruments designated at fair value, where gains and losses are reported in ‘Net income from financial instruments
designated at fair value’ together with the gains and losses on the economically hedged items. Where the derivatives
are managed with debt securities in issue, the contractual interest is shown in ‘Interest expense’ together with the
interest payable on the issued debt.

When derivatives are designated as hedges, the group classifies them as either: (i) hedges of the change in fair value of
recognised assets or liabilities or firm commitments (‘fair value hedges’); (ii) hedges of the variability in highly
probable future cash flows attributable to a recognised asset or liability, or a forecast transaction (‘cash flow hedges’);
or (iii) a hedge of a net investment in a foreign operation (‘net investment hedges’).

Hedge accounting

At the inception of a hedging relationship, the group documents the relationship between the hedging instruments and
the hedged items, its risk management objective and its strategy for undertaking the hedge. The group requires
documented assessment, both at hedge inception and on an ongoing basis, of whether or not the hedging instruments
are highly effective in offsetting the changes attributable to the hedged risks in the fair values or cash flows of the
hedged items.
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Fair value hedge

Changes in the fair value of derivatives that are designated and qualify as fair value hedging instruments are
recorded in the income statement, along with changes in the fair value of the hedged assets, liabilities or group that
contain the hedged risk. If a hedging relationship no longer meets the criteria for hedge accounting, the hedge
accounting is discontinued: the cumulative adjustment to the carrying amount of the hedged item is amortised to
the income statement on a recalculated effective interest rate over the residual period to maturity, unless the hedged
item has been derecognised.

Cash flow hedge

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

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

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

Net investment hedge

Hedges of net investments in foreign operations are accounted for similarly to cash flow hedges. A gain or loss on
the effective portion of the hedging instrument is recognised in other comprehensive income; the residual change
in fair value is recognised immediately in the income statement. Gains and losses previously recognised in other
comprehensive income are reclassified to the income statement on the disposal, or part disposal, of the foreign
operation.

Hedge effectiveness testing

To qualify for hedge accounting, the group requires that at the inception of the hedge and throughout its life, each
hedge must be expected to be highly effective both prospectively and retrospectively, on an ongoing basis.

The documentation of each hedging relationship sets out how the effectiveness of the hedge is assessed and the
method adopted by an entity to assess hedge effectiveness will depend on its risk management strategy. For
prospective effectiveness, the hedging instrument must be expected to be highly effective in offsetting changes in
fair value or cash flows attributable to the hedged risk during the period for which the hedge is designated, with the
effectiveness range being defined as 80% to 125%. Hedge ineffectiveness is recognised in the income statement in
‘Net trading income’.

Derivatives that do not qualify for hedge accounting

Non-qualifying hedges are economic hedges entered into as part of documented interest rate management strategies
for which hedge accounting is not applied. Changes in fair value of non-qualifying hedges do not alter the cash
flows expected as part of the documented management strategies for both the non-qualifying hedge instruments
and the related assets and liabilities.
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1 Derecognition of financial assets and liabilities

Financial assets are derecognised when the rights to receive cash flows from the assets have expired; or where the
group has transferred its contractual rights to receive the cash flows of the financial assets and has transferred
substantially all the risks and rewards of ownership; or where both control and substantially all the risks and
rewards are not retained.

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

m OffSetting financial assets and financial liabilities

Financial assets and liabilities are offset and the net amount reported in the balance sheet when there is currently a
legally enforceable right to offset the recognised amounts and there is an intention to settle on a net basis, or realise
the asset and settle the liability simultaneously.

n  Subsidiaries, associates and joint ventures

The group classifies investments in entities which it controls as subsidiaries. Investments in which the group,
together with one or more parties, has joint control of an arrangement set up to undertake an economic activity are
classified as joint ventures. The group classifies investments in entities over which it has significant influence, and
that are neither subsidiaries nor joint ventures, as associates.

Investments in associates and interests in joint ventures are recognised using the equity method. Under this method,
such investments are initially stated at cost, including attributable goodwill, and are adjusted thereafter for the post-
acquisition change in the group’s share of net assets less any impairment losses.

Profits on transactions between the group and its associates and joint ventures are eliminated to the extent of the
group’s interest in the respective associates or joint ventures. Losses are also eliminated to the extent of the group’s
interest in the associates or joint ventures unless the transaction provides evidence of an impairment of the asset
transferred.

The Bank’s investments in subsidiaries, associates and joint ventures are stated at cost less any impairment losses.
An impairment loss recognised in prior periods shall be reversed through the income statement if, and only if, there
has been a change in the estimates used to determine the recoverable amount of the investment since the last
impairment loss was recognised.

In order to determine whether an impairment test under HKAS 36 ‘Impairment of Assets’ is required in respect of
an interest in an associate or a joint venture, it is necessary to consider the indicators in HKAS 39 ‘Financial
Instruments: Recognition and Measurement’. Where the review of the indicators suggests that the interest in an
associate or joint venture may be impaired, the impairment testing requirements of HKAS 36 are applied.

A structured entity is an entity that has been designed so that voting or similar rights are not the dominant factor in
deciding who controls the entity, for example when any voting rights relate to administrative tasks only, and key
activities are directed by contractual agreement. Structured entities often have restricted activities and a narrow and
well-defined objective. Examples of structured entities include investment funds, securitisation vehicles and asset
backed financings. Involvement with consolidated and unconsolidated structured entities is disclosed in note 51.

The group is considered to sponsor another entity if, in addition to ongoing involvement with the entity, it had a
key role in establishing that entity or in bringing together the relevant counterparties so that the transaction, which
is the purpose of the entity, could occur. The group is generally not considered a sponsor if the only involvement
with the entity is merely administrative in nature.
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o Goodwill and intangible assets

(1) Goodwill arises on the acquisition of subsidiaries, when the aggregate of the fair value of the consideration
transferred, the amount of any non-controlling interest and the fair value of any previously held equity interest
in the acquiree exceed the amount of the identifiable assets and liabilities acquired. If the amount of the
identifiable assets and liabilities acquired is greater, the difference is recognised immediately in the income
statement. Goodwill arises on the acquisition of interests in joint ventures and associates when the cost of
investment exceeds the group’s share of the net fair value of the associate’s or joint venture’s identifiable
assets and liabilities.

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

Goodwill is allocated to cash-generating units (‘CGU’) for the purpose of impairment testing, which is
undertaken at the lowest level at which goodwill is monitored for internal management purposes. Impairment
testing is performed at least annually, and whenever there is an indication that the CGU may be impaired, by
comparing the recoverable amount of a CGU with the carrying amount of its net assets, including attributable
goodwill. The recoverable amount of an asset is the higher of its fair value less cost to sell, and its value in use.
Value in use is the present value of the expected future cash flows from a CGU. If the recoverable amount of
the CGU is less than the carrying value, an impairment loss is charged to the income statement. Any write-off
in excess of the carrying value of goodwill is limited to the fair value of the individual assets and liabilities of
the CGU. Goodwill is stated at cost less accumulated impairment losses, if any.

Goodwill on acquisitions of interests in joint ventures and associates is included in ‘Interests in associates and
joint ventures’ and is not tested separately for impairment.

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

Goodwill is included in a disposal group if the disposal group is a CGU to which goodwill has been allocated
or it is an operation within such a CGU. The amount of goodwill included in a disposal group is measured on
the basis of the relative values of the operation disposed of and the portion of the CGU retained.

(i1) Intangible assets include the present value of in-force long-term insurance business, operating rights, computer
software and, when acquired in a business combination, trade names, customer relationships and core deposit
relationships. Intangible assets that have an indefinite useful life, or are not yet ready for use, are tested for
impairment annually.

Intangible assets that have a finite useful life, except for the present value of in-force long-term insurance
business, are stated at cost less amortisation and accumulated impairment losses and are amortised over their
estimated useful lives. Estimated useful life is the lower of legal duration and expected economic life.

Intangible assets are subject to impairment review if there are events or changes in circumstances that indicate
that the carrying amount may not be recoverable.

The accounting policy on the present value of in-force long-term insurance business is set out in note 3(x).
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P Property, plant and equipment
(i) Land and buildings

Land and buildings held for own use are carried at their revalued amount, being the fair value at the date of the
revaluation less any subsequent accumulated depreciation and impairment losses.

Revaluations are performed by professional qualified valuers, on a market basis, with sufficient regularity to
ensure that the net carrying amount does not differ materially from the fair value. Surpluses arising on
revaluation are credited firstly to the income statement, to the extent of any deficits arising on revaluation
previously charged to the income statement in respect of the same land and buildings, and are thereafter taken
to the ‘Property revaluation reserve’. Deficits arising on revaluation are first set off against any previous
revaluation surpluses included in the ‘Property revaluation reserve’ in respect of the same land and buildings,
and are thereafter recognised in the income statement.

Buildings held for own use which are situated on leasehold land where it is possible to reliably separate the
value of the building from the value of the leasehold land at inception of the lease are revalued by professional
qualified valuers, on a depreciated replacement cost basis or surrender value, with sufficient regularity to
ensure that the net carrying amount does not differ materially from the fair value.

Depreciation on land and buildings is calculated to write off the assets over their estimated useful lives as
follows:

e freehold land is not depreciated;

e leasehold land and buildings are depreciated over the shorter of their unexpired terms of the leases or their
remaining useful lives; and

e freehold buildings and improvements thereto are depreciated at the greater of 2% per annum on a straight
line basis or over the unexpired terms of the leases or over the remaining useful lives of the buildings.

(ii) Investment properties

The group holds certain properties as investments to earn rentals, or for capital appreciation, or both.
Investment properties are stated at fair value with changes in fair value being recognised in ‘Other operating
income’. Fair values are determined by independent professional valuers based on the highest and best use of
the property, primarily using the capitalisation of net incomes with due allowance for outgoings and
reversionary income potential. Property interests which are held under operating leases to earn rentals, or for
capital appreciation, or both, are classified and accounted for as investment properties on a property-by-
property basis. Such property interests are accounted for as if they were held under finance leases (see note

3(q))-

(iii) Leasehold land and land use rights

The Government of Hong Kong owns all the land in Hong Kong and permits its use under leasehold
arrangements. Similar arrangements exist in mainland China. At inception of the lease, where the cost of land is
known or can be reliably determined and the term of the lease is less than 50 years, the group records its
interests in leasehold land and land use rights as operating leases.

Where the cost of land is known or can be reliably determined and the term of the lease is not less than 50 years,
the group records its interest in leasehold land and land use rights as land and buildings held for own use.

Where the cost of the land is unknown or cannot be reliably determined, and the leasehold land and land use rights
are not clearly held under an operating lease, they are accounted for as land and buildings held for own use.
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(iv)Other plant and equipment

Equipment, fixtures and fittings (including equipment on operating leases where the group is the lessor) are
stated at cost less any impairment losses. Depreciation is calculated on a straight-line basis to write-off the
assets over their useful lives, which are generally between 5 and 20 years.

Property, plant and equipment is subject to review for impairment if there are events or changes in circumstances
that indicate that the carrying amount may not be recoverable.

q Finance and operating leases

(1) Assets leased to customers under agreements which transfer substantially all the risks and rewards associated
with ownership, other than legal title, are classified as finance leases. Where the group is a lessor under finance
leases the amounts due under the leases, after deduction of unearned charges, are included in ‘Loans and
advances to customers’ as appropriate. Finance income receivable is recognised over the periods of the leases
so as to give a constant rate of return on the net investment in the leases.

(i) Where the group is a lessee under finance leases, the leased assets are capitalised and included in ‘Property,
plant and equipment’ and the corresponding liability to the lessor is included in ‘Other liabilities’. The finance
lease and corresponding liability are recognised initially at the fair value of the asset or, if lower, the present
value of the minimum lease payments. Finance charges payable are recognised over the periods of the leases
based on the interest rates implicit in the leases so as to give a constant rate of interest on the remaining balance
of the liability.

(ii1))All other leases are classified as operating leases. Where the group is the lessor, the assets subject to the
operating leases are included in ‘Property, plant and equipment’ and accounted for accordingly. Impairment
losses are recognised to the extent that the carrying value of equipment is impaired through residual values not
being fully recoverable. Where the group is the lessee, the leased assets are not recognised on the balance sheet.

(iv)Rentals payable and receivable under operating leases are accounted for on a straight-line basis over the period
of the leases and are included in ‘General and administrative expenses’ and ‘Other operating income’ respectively.

(v) Leasehold land is included under ‘Other assets’ in the balance sheet if such land is considered to be held under
operating leases and is stated at cost less amortisation and impairment losses. Amortisation is calculated to
write off the cost of the land on a straight-line basis over the terms of the leases.

r

Income tax

(1) Income tax for the year comprises current and deferred tax. Income tax is recognised in the income statement
except to the extent that it relates to items recognised directly in the statement of comprehensive income, in
which case it is recognised in the statement of comprehensive income.

(i) Current tax is the expected tax payable on the taxable income for the year, calculated using tax rates enacted or
substantively enacted at the period end date, and any adjustment to tax payable in respect of previous years.
The group provides for potential current tax liabilities that may arise on the basis of the amounts expected to be
paid to the tax authorities. Current tax assets and liabilities are offset when the group intends to settle on a net
basis and the legal right to offset exists.
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(iii) Deferred tax is recognised on temporary differences between the carrying amount of assets and liabilities in the
balance sheet and the amount attributed to such assets and liabilities for tax purposes. Deferred tax liabilities
are generally recognised for all taxable temporary differences and deferred tax assets are recognised to the
extent it is probable that future taxable profits will be available against which deductible temporary differences
can be used.

Deferred tax is calculated using the tax rates that have been enacted or substantively enacted at the period end
date and are expected to apply in the periods in which the assets will be realised or the liabilities settled.
Deferred tax assets and liabilities are offset when they arise in the same tax reporting group, relate to income
taxes levied by the same taxation authority, and a legal right to offset exists in the entity.

Deferred tax relating to actuarial gains and losses arising from post-employment benefit plans which are
recognised in the statement of comprehensive income is also credited or charged to the statement of
comprehensive income. Deferred tax relating to share-based payment transactions is recognised directly in
equity to the extent that the amount of the estimated future tax deduction exceeds the amount of the related
cumulative remuneration expense.

Deferred tax relating to changes in the fair value of available-for-sale investments and cash flow hedges, which
are charged or credited directly to the statement of comprehensive income, is also credited or charged directly
to the statement of comprehensive income and is recognised in the income statement when the fair value gain
or loss is recognised in the income statement.

s Pension and other post-employment benefits

The group operates a number of pension and post-employment plans which include both defined benefit and
defined contribution plans.

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

The costs recognised for funding defined benefit plans are determined using the projected unit credit method, with
annual actuarial valuations performed on each plan. The net charge to the income statement mainly comprises the
service cost and the net interest on the net defined benefit liability and is presented in operating expenses. Service
cost comprises current service cost, past service cost, and gain or loss on settlement.

The past service cost which is charged immediately to the income statement is the change in the present value of
the defined benefit obligation for employee service in prior periods, resulting from a plan amendment (the
introduction or withdrawal of, or changes to, a defined benefit plan) or curtailment (a significant reduction by the
entity in the number of employees covered by a plan). A settlement is a transaction that eliminates all further legal
and constructive obligations for part or all of the benefits provided under a defined benefit plan, other than a
payment of benefits to, or on behalf of, employees that is set out in the terms of the plan and included in the
actuarial assumptions.

Remeasurements of the net defined benefit liability, which comprise actuarial gains and losses, return on plan
assets (excluding interest) and the effect of the asset ceiling (if any, excluding interest), are recognised immediately
in other comprehensive income.

Actuarial gains and losses comprise experience adjustments (the effects of differences between the previous
actuarial assumptions and what has actually occurred), as well as the effects of changes in actuarial assumptions.

The defined benefit liability recognised on the balance sheet represents the present value of defined benefit
obligations reduced by the fair value of plan assets. Any net defined benefit surplus is limited to the present value
of available refunds and reductions in future contributions to the plan.
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t

Share-based payments

The cost of share-based payment arrangements with employees is measured by reference to the fair value of equity
instruments on the date they are granted, and is recognised as an expense on a straight-line basis over the vesting
period. The fair value of equity instruments that are made available immediately, with no vesting period attached to
the award, are expensed immediately.

HSBC Holdings is the grantor of its equity instruments for all share awards and share options across the group. The
credit to ‘Other reserves’ over the vesting period on expensing an award represents the effective capital
contribution from HSBC Holdings. To the extent the group will be, or has been, required to fund a share-based
payment arrangement, this capital contribution is reduced and the fair value of shares expected to be released to
employees is recorded within ‘Other liabilities’.

Fair value is determined by using market prices or appropriate valuation models, taking into account the terms and
conditions upon which the equity instruments were granted. Market performance conditions are taken into account
when estimating the fair value of equity instruments at the date of grant, so that an award is treated as vesting
irrespective of whether the market performance condition is satisfied, provided all other conditions are satisfied.

Vesting conditions, other than market performance conditions, are not taken into account in the initial estimate of
the fair value at the grant date. They are taken into account by adjusting the number of equity instruments included
in the measurement of the transaction, so that the amount recognised for services received as consideration for the
equity instruments granted shall be based on the number of equity instruments that eventually vest. On a
cumulative basis, no expense is recognised for equity instruments that do not vest because of a failure to satisfy
non-market performance or service conditions.

Where an award has been modified, as a minimum, the expense of the original award continues to be recognised as
if it had not been modified. Where the effect of a modification is to increase the fair value of an award or increase
the number of equity instruments, the incremental fair value of the award or incremental fair value of the extra
equity instruments is recognised in addition to the expense of the original grant, measured at the date of
modification, over the modified vesting period.

A cancellation that occurs during the vesting period is treated as an acceleration of vesting and recognised
immediately for the amount that would otherwise have been recognised for services over the remaining vesting
period.

Foreign currencies

Items included in each of the group’s entities are measured using the currency of the primary economic
environment in which the entity operates (the ‘functional currency’). The group’s consolidated financial statements
are presented in Hong Kong dollars which is also the Bank’s functional currency.

Transactions in foreign currencies are recorded in the functional currency at the rate of exchange prevailing on the
date of the transaction. Monetary assets and liabilities denominated in foreign currencies are translated into the
functional currency at the rate of exchange ruling at the balance sheet date. Any resulting exchange differences are
included in the income statement. Non-monetary assets and liabilities that are measured in terms of historical cost
in a foreign currency are translated into the functional currency using the rate of exchange at the date of the initial
transaction. Non-monetary assets and liabilities measured at fair value in a foreign currency are translated into the
functional currency using the rate of exchange at the date the fair value was determined.

The results of branches, subsidiaries and associates not reporting in Hong Kong dollars are translated into Hong
Kong dollars at the average rates of exchange for the reporting period. Exchange differences arising from the
retranslation of opening foreign currency net investments and exchange differences arising from retranslation of
the result for the reporting period from the average rate to the exchange rate prevailing at the period-end are
accounted for in a separate foreign exchange reserve in the consolidated financial statements.

Exchange differences on a monetary item that is part of a net investment in a foreign operation are recognised in
the income statement of the separate subsidiary’s financial statements. In the consolidated financial statements,
these exchange differences are recognised in the foreign exchange reserve in shareholders’ equity. On disposal of a
foreign operation, exchange differences relating thereto previously recognised in reserves are recognised in the
income statement.
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v Provisions

Provisions for liabilities and charges are recognised when it is probable that an outflow of economic benefits will
be required to settle a present legal or constructive obligation arising from past events and a reliable estimate can
be made of the amount of the obligation.

Contingent liabilities, which include certain guarantees and letters of credit pledged as collateral security, are
possible obligations that arise from past events whose existence will be confirmed only by the occurrence, or non-
occurrence, of one or more uncertain future events not wholly within the control of the group; or are present
obligations that have arisen from past events but are not recognised because it is not probable that settlement will
require the outflow of economic benefits, or because the amount of the obligations cannot be reliably measured.
Contingent liabilities are not recognised in the financial statements but are disclosed unless the probability of
settlement is remote.

w Financial guarantee contracts

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

X Insurance contracts

Through its insurance subsidiaries, the group issues contracts to customers that contain insurance risk, financial
risk or a combination thereof. A contract under which the group accepts significant insurance risk from another
party, by agreeing to compensate that party on the occurrence of a specified uncertain future event, is classified as
an insurance contract. An insurance contract may also transfer financial risk, but is accounted for as an insurance
contract if the insurance risk is significant.

Insurance contracts are accounted for as follows:

Premiums

Premiums for life insurance contracts are accounted for when receivable, except in unit-linked insurance contracts
where premiums are accounted for when liabilities are established.

Reinsurance premiums are accounted for in the same accounting period as the premiums for the direct insurance
contracts to which they relate.

Present value of in-force long-term insurance business

The value placed on insurance contracts that are classified as long-term insurance business or long-term investment
contracts with discretionary participating features (‘DPF’) and are in force at the balance sheet date is recognised
as an asset. The asset represents the present value of the equity holders’ interest in the profits expected to emerge
from those contracts written at the balance sheet date.

The present value of in-force long-term insurance business and long-term investment contracts with DPF, referred
to as ‘PVIF’, is determined by discounting the equity holders’ interest in future profits expected to emerge from
business currently in force using appropriate assumptions in assessing factors such as future mortality, lapse rates
and levels of expenses and a risk discount rate that reflects the risk premium attributable to the respective contracts.
The PVIF incorporates allowances for both non-market risk and the value of financial options and guarantees. The
PVIF asset is presented gross of attributable tax in the balance sheet and movements in the PVIF asset are included
in ‘Other operating income’ on a gross of tax basis.
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Insurance claims and reinsurance recoveries

Gross insurance claims for life insurance contracts reflect the total cost of claims arising during the year, including
claim handling costs and any policyholder bonuses allocated in anticipation of a bonus declaration.

Maturity claims are recognised when due for payment. Surrenders are recognised when paid or at an earlier date on
which, following notification, the policy ceases to be included within the calculation of the related insurance
liabilities. Death claims are recognised when notified.

Reinsurance recoveries are accounted for in the same period as the related claim.

Liabilities under insurance contracts

Liabilities under non-linked life insurance contracts are calculated by each life insurance operation based on local
actuarial principles. Some insurance contracts may contain discretionary participation features whereby the
policyholder is entitled to additional payments whose amount and/or timing is at the discretion of the issuer. The
discretionary element of these contracts is included in ‘Liabilities under insurance contracts’.

Liabilities under unit-linked life insurance contracts are at least equivalent to the surrender or transfer value which
is calculated by reference to the value of the relevant underlying funds or indices.

A liability adequacy test is carried out on insurance liabilities to ensure that the carrying amount of the liabilities is
sufficient in the light of current estimates of future cash flows. When performing the liability adequacy test, all
contractual cash flows are discounted and compared with the carrying value of the liability. When a shortfall is
identified it is charged immediately to the income statement.

Investment contracts

Customer liabilities under linked and certain non-linked investment contracts without discretionary participation
features and the corresponding financial assets are designated at fair value. Movements in fair value are recognised
in ‘Net income from financial instruments designated at fair value’. Deposits receivable and amounts withdrawn
are accounted for as increases or decreases in the liability recorded in respect of investment contracts.

Liabilities under linked investment contracts are at least equivalent to the surrender or transfer value which is
calculated by reference to the value of the relevant underlying funds or indices.

Investment management fees receivable are recognised in the income statement over the period of the provision of
the investment management services, in ‘Net fee income’.

Dividends

Dividends proposed, or declared after the balance sheet date, are disclosed as a separate component of shareholders’
equity.

aa

Debt securities in issue and subordinated liabilities

Financial liabilities are recognised when the group enters into the contractual provisions of the arrangements with
counterparties, which is generally on trade date, and initially measured at fair value, which is normally the
consideration received, net of directly attributable transaction costs incurred. Debt securities issued for trading
purposes or designated at fair value are reported under the appropriate balance sheet captions. Other debt securities
in issue and subordinated liabilities are measured at amortised cost using the effective interest rate method and are
reported under ‘Debt securities in issue’ or ‘Subordinated liabilities’.
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ab Cash and cash equivalents

For the purpose of the cash flow statement, cash and cash equivalents include highly liquid investments that are
readily convertible to known amounts of cash and which are subject to an insignificant risk of change in value.
Such investments comprise cash and balances with banks maturing within one month, and treasury bills and
certificates of deposit with less than three months’ maturity from the date of acquisition.

ac Share capital and other equity instruments

Shares and other financial instruments are classified as equity when the group has the unconditional right to avoid
transferring cash or other financial assets to the holder.

ad Assets held for sale

Assets and liabilities of disposal groups and non-current assets are classified as held for sale (‘HFS’) when their
carrying amounts will be recovered principally through sale rather than through continuing use. HFS assets are
generally measured at the lower of their carrying amount and fair value less cost to sell.

Immediately before the initial classification as held for sale, the carrying amounts of the relevant assets and
liabilities are measured in accordance with applicable HKFRSs. On subsequent remeasurement of a disposal group,
fair value less costs to sell of the disposal group is determined after each HFS asset is individually measured under
applicable HKFRSs.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

4 Operating profit

The operating profit for the year is stated after taking account of:

a [Interest income

2014 2013
HKS$Sm HK$m
Interest inCOmMe 0N LIStEA SECUITLIES ......cvveiivieeerieeetieeeteeeereeeetee et e e e ete e e et e e eaeeeeteeeeaeeeens 15,802 6,539
Interest income on unlisted securities 13,812 19,946
Other INEETESt INCOME ......cueeuiieiitenieiiietiet ettt ettt ettt ettt sttt et s et ettt e bt et e st et b sesbeneebenes 106,820 98,969
136,434 125,454
Less: interest income classified as ‘Net trading income’ (note 4(d)) .......ccccceevveeciinnccccnnienenes (9,617) (8,352)
Less: interest income classified as ‘Net income from financial instruments
designated at fair value’(NOLE 4(€)) ....eveeerierieriieiieieieie ettt ettt sttt sae e ens 35 (63)
126,782 117,039

Included in the above is interest income accrued on impaired financial assets of HK$215m (2013: HK$128m).

b Interest expense

2014 2013
HK$m HK$m
Interest expense on subordinated liabilities, other debt securities in issue,
customer accounts and deposits by banks maturing after five years ..........c.ccoceeeevenenereenenne 505 525
Interest expense on preference shares 976 1,591
Oher INTETEST EXPEIISE ....euveuritirtietiriteitert ettt et ettt ettt eat et e e st e et e ebeestes s e st eebesbeeseeasetentessenbeene 34,641 32,068
36,122 34,184
Less: interest expense classified as ‘Net trading income’ (note 4(d)) ........cccocceveercviciiniincnnnne (4,449) (4,493)
Less: interest expense classified as ‘Net income from financial instruments
designated at fair value’ (N0€ 4(€)) ..c..eerueirririeinieiriiietiniee ettt ettt = (17)
31,673 29,674
¢ Net fee income
2014 2013
HKS$Sm HK$m
Net fee income includes the following:
Net fee income, other than amounts included in determining the effective
interest rate, arising from financial assets or financial liabilities that are
not held for trading or designated at fair value
— FEE AMCOMIE .oviiiiiieiieiieieetete ettt ettt ettt et et e e beeteese e s et e saeebeeseeneensenseeaeenean 15,273 15,596
D (SIS 115 1 L TSROSO (1,821) (1,833)
13,452 13,763
Net fee income on trust and other fiduciary activities where the group holds
or invests assets on behalf of its customers
— fEE IMCOIME ...uiiiiieiieiiecteet ettt ettt sae e s teeste e st e e saeesbeesbeenbeesseesaeessensseenseenseenns 8,626 8,607
= EXPEIISE vttt bttt (944) (981)
7,682 7,626
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4 Operating profit (continued)

d Net trading income

2014 2013
HKS$m HK$m
DEALING PIOTILS .eeuvitieiieiieieiee ettt ettt ettt s s et e e neeneesse s e et e sseeneeneensenbesnenseens 13,674 15,104
— Foreign exchange 10,761 15,317
— Interest rate .. 887 217
— Debt securities ............ 1,513 (1,462)
— Equities and other trading .............ccccooiiiiiiiiiiiiccce e 513 1,032
L0ss from hed@ing ACHIVILIES .......cecueieriiriieiieieieiertesteee ettt ettt st en e ee e e nbesneeseene (6) (37)
Fair value hedges
— Net gain/(loss) on hedged items attributable to the hedged risk ..........ccocevieiecieverenenenene 408 (1,977)
— Net gain/(loss) on hedging iNStIUMENTS ..........ccueruiriirieierieieeeeeeeeiereese e 419) 1,938
Cash flow hedges
— Net hedZING SAIN ....eoveiiiiiieieeeee ettt st et e e e saeeaeenean 5 2
Interest on trading assets and HADIIES .........ccecveieriererieieieieere e 5,168 3,859
— Interest iNCOME (NOE 4(8)) ..evveeveerrerierierieeteeeeieierteete et ereeseetetesteeteeseeseessesseeseeseeneessensesesseeses 9,617 8,352
— Interest eXpense (NOLE 4(D)) ....coovrveueiiririiieiiiirieieerere ettt (4,449) (4,493)
Dividend income from trading SECULITIES ........ceveuerueiruirieiirtiieterteiceteeet ettt neenens 1,384 974
— LISted INVESHMENES ....eevieuieiiiieeietieiieieie ettt eeese ettt etee st ense e saeeteeseessessesseeseeseeneensensensenseenes 1,359 815
— UnliSted INVESTMENLS .....oveiiiieeieiieieieie ettt et ent e e saeeteeseesee e sseeseeseeneessensesesseenes 25 159
Ping An contingent forward Sale CONLIACE .........ceoevueriririeieierieeeee e = (3,323)
20,220 16,577
e Net income from financial instruments designated at fair value
2014 2013
HKS$Sm HK$m
Income on assets designated at fair value which back
insurance and INVEStMENt CONIIACES .....ecvievieierierierieeteeteereetesteteseeeseeeeseesessesseeseeseessessensesseeses 5,025 3,589
Increase in fair value of liabilities to customers under investment CONtracts ...............ccoeeevenene (807) (1,050)
4,218 2,539
Net change in fair value of other financial assets/liabilities designated at fair value' .................. (205) (110)
Interest on financial assets and liabilities designated at fair value
— Interest iINCOME (NOLE 4(A)) ..cueveuiruiieiiiieiieierieie ettt s 35 63
— Interest eXPense (NOE 4(D)) ..o.evveiririririeirieieerteee ettt = 17
4,048 2,475

1 Gains and losses from changes in the fair value of the group’s issued debt securities include those arising from changes in the
group’s own credit risk. In 2014, the group recognised a HK$35m loss on changes in the fair value of these instruments arising
from changes in own credit risk (2013:HK$18m loss).
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Notes on the Financial Statements (continued)

4 Operating profit (continued)

f  Gains less losses from financial investments

2014 2013

HKS$m HKS$m

Gains on disposal of available-for-sale SECUTIHES ..........cceerveirieererieirieieenieeereeeeeereeeenenes 4,608 470
Impairment of available-for-sale equity iINVEStMENtS ..........ccccoevvueuiiriniecininiciiecccreeee (2,219) (28)
2,389 442

Gains on disposal of available-for-sale securities in 2014 included the disposal of our investment in Bank of
Shanghai and the intercompany sale of private equity funds..

In 2014, we recorded an impairment of HK$2,103m on our investment in Industrial Bank.

There were no gains or losses on the disposal of held-to-maturity investments in the year (2013: nil).

g Dividend income

2014 2013

HKS$m HK$m

LiSted INVESTMENES ....ecvieuieiieieiieieeiieiietesteste ettt et e stesteete e e eseessesetesseeseeneensensesseeseeneensensensensesneas 1,204 1,008
Unlisted INVESLMENLS ......c.ooviuiuiiiiieieiiirieietctr ettt 170 167
1,374 1,175

h Net gain/(loss) on reclassification of associates

2014 2013

HKS$m HK$m

Gain on reclassification of Industrial Bank ... - 8,454
Loss on reclassification of Yantai Bank .... - (297)
Loss on reclassification of Techcom Bank ..........cccocoviiiiiiieiienicicicieieee e (251) —
(251) 8,157

i Other operating income

2014 2013

HKS$m HK$m

Movement in present value of in-force insSurance bUSINess ..........c.coccoeerveereineneeneneneneennens 3,581 4,735
Gains on INVESTMENT PIOPEITIES ...c..eeuveurerrirtirtieiieiieteterteeteetteeete st et sbesseessentesbesaeebeeasententesaesreane 670 1,389
Gain on disposal of property, plant and equipment and assets held for sale ...........ccccoecenennene. 61 299
Gain on disposal of subsidiaries, associates and business portfolios .............coeeererererecnennnene. 104 758
Rental income from inVeStment PrOPEITIES .......ceerverueruerieririeierteetesieeieeeeneeste et eeeeeseeseesneas 422 312
OLNET .tttk ekttt 3,915 3,925
8,753 11,418

Other includes net gains on loans and receivables of HK$197m (2013: HK$388m). There were no gains or losses
on the disposal of financial liabilities measured at amortised cost during the year (2013: nil).
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4 Operating profit (continued)

i

Loan impairment charges and other credit risk provisions

2014 2013
HKS$m HK$m
Individually assessed impairment charges:
— NEW QILOWAINICES ....veveniiiieiieieiet ettt ettt ettt b bt b et b et e bt seebeneesenes 4,202 2,433
— Releases ........... (1,420) (1,426)
— Recoveries (156) (198)
2,626 809
Collectively assessed impairment Charges ............cocoeoieirueueuiiiniiiciinieiectrineeeeeeieee e 2,272 2,602
Other credit TISK PIOVISIONS ......ieuieieieieriietieieeietet ettt sttt enaestessesbesseeseeneesensesseeseens 27 121
Loan impairment charges and other credit risk provisions ..............cccceeveeeeinnecrnncecenenenes 4,925 3,532

There were no impairment charge against available-for-sale debt securities included in other credit risk provisions
(2013: nil). There were no impairment losses or provisions relating to held-to-maturity investments (2013: nil).

General and administrative expenses

2014 2013
HK$m HK$m

Premises and equipment
— RENTAL EXPEIISES ..veuvivieiienieiiie ettt ettt ettt ente e s te st e eseeseeseensensesse et eeseestensensenseeneeneensensensenseenes 3,546 3,428
— Amortisation of prepaid operating lease payments . 18 18
— Other premises and eqUIPMENt EXPENSES........cvrveveviririerereirerieteiririeteeeteteresetseeseseseseseseesesene 4,143 3,953
7,707 7,399
Marketing and adVertising EXPENSES .......c..ccveerieuerrererririerertertrterterenresesresesessessesessesesseneesessesensens 3,983 3,565
Other administrative expenses 16,588 15,163
28,278 26,127

Included in operating expenses were direct operating expenses of HK$24m (2013: HK$25m) arising from
investment properties that generated rental income during the year. Direct operating expenses arising from

investment properties that did not generate rental income amounted to HK$4m (2013: HK$1m).

Included in operating expenses are minimum lease payments under operating leases of HK$3,553m (2013:

HKS$3,404m).

Auditors’ remuneration

Auditors’ remuneration amounted to HK$73m (2013: HK$74m), of which HK$30m (2013: HK$29m) related to

the Bank.
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Notes on the Financial Statements (continued)

5 Insurance income

Included in the consolidated income statement are the following revenues earned by the insurance business:

a Insurance income

2014 2013
HKS$m HK$m
INEL INLETESE INCOIME ..vevviiiiiieiietieetieeeee ettt ete ettt e et e et e et e et e eete e st e eteeeaeeeaeeeaseeseeaeeesseessesaseeaeeennes 9,439 8,702
INEE FEE INCOIME ..eniiitieiieiiei ettt sttt e st et e e st e et e eneeseessesseesesneeneeneensensesnenseans 2,083 1,864
INEE LFAAINE LOSS ...ttt bttt ettt ettt ettt e b ettt e (512) (349)
Net income from financial instruments designated at fair value .. 4,159 2,426
Net insurance premium income (note 5(b)).... 57,307 53,663
Movement in present value of in-force business . . 3,581 4,735
Other OPEratiNg INCOME ......cueveuirieuieieietietentetetettet et ete st eteeteeebeeeseebeaeebe st eseebeneeseseseaseneebeneeneaseneanens 173 1,052
76,230 72,093
Net insurance claims and benefits paid and movement in liabilities to policyholders (note 5(c)) (60,182) (56,592)
INEt OPEIALING INCOIMIC ...vevieuieuienieetieteeiietieteeteeteereetetestesteeseeseessessesseeseeseeseensensensesseeseensensensensensennens 16,048 15,501
b Net insurance premium income
Non-linked Linked
insurance insurance Total
HKS$m HKS$m HKS$m
2014
Gross inSurance Premium iNCOME ......c..c.evueeruerrererueerrerterenuerenrenreseseeresseeesessenens 50,882 8,271 59,153
Reinsurers’ share of gross insurance premium inCOME ........c.coeeeeververerveeerennenes (1,831) a5) (1,846)
Net inSurance Premium NCOIMIE ......c.eoveuerrerererieuerierteentererteeerensesesseeesessesesuennene 49,051 8,256 57,307
2013
Gross insurance premium inCOMe ..........c.cevevvererueeene 43,376 12,088 55,464
Reinsurers’ share of gross insurance premium income (1,783) (18) (1,801)
Net inSurance Premium INCOME ......c.eoveuerrererertererrerteentererteeerenteseeseeesessesessenene 41,593 12,070 53,663
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5 Insurance income (continued)

¢ Net insurance claims and benefits paid and movement in liabilities to policyholders

Non-linked Linked
insurance insurance Total
HKSm HKSm HKSm
2014
Gross claims and benefits paid and movement in liabilities to
POLICYNOIACTS ... 53,104 8,339 61,443
Claims, benefits and surrenders paid . 23,761 2,921 26,682
MoOVement iN PrOVISION ......evververuerieierieienteeeeeeeeeiessesseeseeneeseensessesneenes 29,343 5,418 34,761
Reinsurers’ share of claims and benefits paid and movement in liabilities
£0 POLCYNOLARTS ... (1,611) 350 (1,261)
Reinsurers’ share of claims, benefits and surrenders paid ............c.......... (204) (644) (848)
Reinsurers’ share of movement in provision ...........c.cccececeeevvccccnnnenne. (1,407) 994 (413)
Net insurance claims and benefits paid and movement in liabilities to
POLCYNOLACTS ...ttt 51,493 8,689 60,182
2013
Gross claims and benefits paid and movement in liabilities to
POLCYNOLAETS ...t 46,731 10,530 57,261
Claims, benefits and surrenders paid ...........ccccecveveerierierenieieieieneeeenen 20,370 4,898 25,268
Movement iN PrOVISION .......coverriruerieeririieieniesieeieetete et 26,361 5,632 31,993
Reinsurers’ share of claims and benefits paid and movement in liabilities
t0 POLICYNOLAETS ...ttt (1,683) 1,014 (669)
Reinsurers’ share of claims, benefits and surrenders paid ...............c....... (201) (3,267) (3,468)
Reinsurers’ share of movement in provision ...........c..cocecceeceereeneneennens (1,482) 4,281 2,799
Net insurance claims and benefits paid and movement in liabilities to
POLICYNOIACTS ... 45,048 11,544 56,592
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6 Employee compensation and benefits

a  Employee compensation and benefits

2014 2013

HK$m HK$m

Wages and SALATIES ......c.coveirieiiiiieiirieit ettt ettt ettt et a ettt 35,476 33,761

SOCIAL SECUITLY COSES ..uvvirteniatinieiiitenieteieit ettt ettt ettt ettt et et b ettt eb et ettt e st ebe e ebeteneanens 1,046 970
Retirement benefit costs

— Defined contribution plans ............. 1,350 1,115

— Defined benefit plans (note 6(c)(i)) 1,022 1,092

38,894 36,938

b Directors’ emoluments

The aggregate emoluments of the Directors of the Bank disclosed pursuant to section 78 of Schedule 11 to the
Hong Kong Companies Ordinance (Cap. 622), which requires compliance with section 161 of the predecessor
Hong Kong Companies Ordinance (Cap. 32), were HK$101m (2013: HK$71m). This comprises fees of HK$9m
(2013: HK$9m) and other emoluments of HK$92m (2013: HK$62m) which includes pension benefits of HK$1m
(2013: HKS$1m).

¢ Retirement benefit pension plans
(i) Total defined benefit expense recognised in the income statement

Included within ‘Employee compensation and benefits’ are components of the expense related to the group’s
defined benefit pension plans, as follows:

2014 2013
HK$m HK$m
Defined benefit pension plan

CUITENT SETVICE COSE .uvviiuriiiiurieeetieeeiteeeeteeeeteeeeteeeeteeeeaeeeeteeeeteeeeeaeeeeeseeseseeeeseeeeseeeereeas 903 1,023
Net interest cost on the net defined benefit liability/asset ..........c.ccccoevverirenicncnneneennens 120 74
Past service cost and gains on SEttIEMENtS .........c.cocceririeerieeninieincieerecee e 6) (10)
Administrative costs and taxes paid By plan ........ccccoeveveireiirineree e 5 5
Total expense 1,022 1,092

(ii) Cumulative actuarial gains/(losses) recognised in other comprehensive income in respect of defined benefit

plans
The group The Bank

2014 2013 2014 2013
HK$m HK$m HK$m HK$m
At 1 JANUATY .ot (6,937) (9,218) (4,276) (5,573)

Actuarial gains/(losses) recognised in other
cOMPrehensive INCOME .....c..cevereeerreerienieenicenieeeeneenens (704) 2,281 907) 1,297
At 31 DECEMDET ....oovvviiiiieiiere et nenenenene (7,641) (6,937) (5,183) (4,276)

The group operates 85 (2013: 86) retirement benefit plans, with a total cost of HK$2,372m (2013: HK$2,207m),
of which HK$619m (2013: HK$605m) relates to overseas plans and HK$13m (2013: HK$14m) to a plan
sponsored by HSBC Asia Holdings BV.

Progressively the HSBC Group has been moving to defined contribution plans for all new employees.

In Hong Kong, the HSBC Group Hong Kong Local Staff Retirement Benefit Scheme (‘the Principal Plan’)
covers employees of the Bank and certain other local employees of HSBC Group. The Principal Plan comprises
a funded defined benefit scheme (which provides a lump sum on retirement but is now closed to new members)
and a defined contribution scheme. The latter was established on 1 January 1999 for new employees. Since the
defined benefit section of the Principal Plan is a final salary lump sum scheme, its exposure to longevity risk
and interest rate risk is limited.
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6 Employee compensation and benefits (continued)

The trustee assumes the overall responsibility for the Principal Plan but a management committee and a number
of sub-committees have also been established. These committees have been established to broaden the
governance and manage the concomitant issues. The finance and investment sub-committee manages the
various issues in relation to both assets and liabilities of the Principal Plan.

The Principal Plan is predominantly a funded plan with assets which are held in trust funds separate from the
group. The Principal Plan is reviewed at least on a triennial basis or in accordance with local practice and
regulations. The actuarial assumptions used to calculate the defined benefit obligations of the Principal Plan

vary according to the economic conditions.

The Principal Plan mainly invests in bonds with a smaller portion in equities and each investment manager has
been assigned a benchmark applicable to their respective asset class. The target asset allocations for the
portfolio are as follows: Bonds 65% and Equity 35%.

Defined benefit pension plans

The group

Net defined benefit liability
At 1January 2014 ...

CUITeNt SEIVICE COSt ...veuvvirenereieienieiireeeeeereeeeieneen
Past service cost and gains from settlements'

SEIVICE COSE wnvivrenierieiesiieteeieieie et see et eees

Net interest income/(cost) on the net

defined benefit liability .........cccoceveniiniiiininee
Remeasurement effects recognised in other

comprehensive iINCOME .........ccveverereeeerieniennenne
— Return on plan assets (excluding interest income)
— Actuarial losses from changes in

demographic assumptions .........c..ccceceeveereeennnes
— Actuarial losses from changes in

financial assuMptions ...........ccceccevecrervecncnnnene.
— Actuarial losses from experience ..........c..c.cc.ce....

Exchange differences and other movements ..........
Contributions by the group .........c.cccceeueeee.

Contributions by employees ..
Benefits paid .......oceveviniiirieeee

At 31 December 2014 ..............ocovieiieiieiieiees

Retirement benefit liabilities recognised
on the balance sheet ............cccccoviiiiinicinne.
Retirement benefit assets recognised on the
balance sheet (within ‘Other assets’) .................
Present value of defined benefit obligation relating
to:
— ACLIVES .cuiiiiiieeeee e
— Deferreds ........oociiviiiiiicc
— PeNSIONETS .....ooveieieieieciieeeeeee e

(iii) Net asset/(liability) under defined benefit pension plans

Present value of

Fair value of defined benefit Effect of the Net defined
plan assets obligations asset ceiling benefit liability
HKS$m HK$m HK$m HKS$m
14,505 (19,207) (€)) (4,703)
- 903) - 903)
- 6 — 6
- (897) — (897)
345 (465) - (120)
319 (1,023) - (704)
319 - - 319
- (16) - (16)
- (634) - (634)
= (373) = (373)
31 68 - 37
835 - - 835
2 ?2) - -
(1,105) 1,170 — 65
14,870 (20,356) (€)) (5,487)
(5,606)
119
(20,115)
)
(237)

1 Gains from settlements arise as the difference between assets distributed and liabilities extinguished on settlements.
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6 Employee compensation and benefits (continued)

The group
Present value of
Fair value of defined benefit Effect of the Net defined
plan assets obligations asset ceiling benefit liability
HK$m HK$m HKS$m HK$m
Net defined benefit liability
At 1 January 2013 ..o 14,576 (21,239) (€)) (6,664)
CUITENE SEIVICE COSE .vovvenveeierienienierieeeeeieeieiesieneene - (1,023) - (1,023)
Past service cost and gains from settlements'. — 12 — 12
SEIVICE COSE .vvivierianieiesiieieeieeieie ettt — (1,011) — (1,011)
Net interest income/(cost) on the net
defined benefit liability .........ccocevvievievievieninnnne 135 (209) - (74)
Remeasurement effects recognised in other
comprehensive iNCOME ........cceeueeveuerueeeeeneeeenenes 276 2,005 — 2,281
— Return on plan assets (excluding interest income) 276 - - 276
— Actuarial gains from changes in
demographic assumptions ...........cccceceeeeereeennenes - 30 - 30
— Actuarial gains from changes in
financial assumptions ...........cccceeeeeeeveerierierennenne - 2,092 - 2,092
— Actuarial losses from experience ..............ccoee.... — (117) — (117)
Exchange differences and other movements .......... 32 36 - 68
Contributions by the group ........ccccoceveevevrenenennee 598 - - 598
Contributions by employees .........cccccceeevevrueneenensen 2 2) - -
Benefits paid .......ccccceeirineiinince (1,114) 1,213 - 99
At 31 December 2013 ......oociiinieiiiiccces 14,505 (19,207) (1) (4,703)
Retirement benefit liabilities recognised
on the balance sheet .........cocooeireiiiineinienne (4,856)
Retirement benefit assets recognised on the
balance sheet (within ‘Other assets’) ................. 153
Present value of defined benefit obligation relating
to:
— ACLIVES eeiiiieiieiieiteiet et (18,954)
— Deferreds .....ooevieiiniini e %)
— PenSioners ........ccceoueveniinirieieeeee e (248)

1 Gains from settlements arise as the difference between assets distributed and liabilities extinguished on settlements.
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6 Employee compensation and benefits (continued)

The Bank

Net defined benefit liability
At 1 January 2014 ...

CUITENE SEIVICE COSE uvnvenveeierieiienierieeeeeieenieieseeseene

Net interest income/(cost) on the net

defined benefit liability .........ccoocevviecverievenennnne
Remeasurement effects recognised in other

comprehensive iNCOME ........ocveveeeeeeeerieriereennenns
— Return on plan assets (excluding interest income)
— Actuarial losses from changes in

demographic assumptions ...........c.cceceevvereereennenne
— Actuarial losses from changes in

financial assumptions ...........ccceceeeereniecnieennnes
— Actuarial losses from experience ...........cce......

Exchange differences and other movements ..........
Contributions by the bank ..........c.ccccceviveininnnnn.
Contributions by employees .........c.cccceeeveerenennense.
Benefits paid .....cccooveevevirieieieeee e

At 31 December 2014 ..........cccoooviviiniiniinieeee

Retirement benefit liabilities recognised
on the balance sheet .........ccocooeireiiiineinienne
Retirement benefit assets recognised on the
balance sheet (within ‘Other assets’) .................
Present value of defined benefit obligation relating
to:
— ACHIVES ettt ettt
— Deferreds .....ooevieiiniini e
— PENSIONETS ....ceoviniiiiciinicieiciciececsceceieee

Present value of

Fair value of defined benefit Effect of the Net defined
plan assets obligations asset ceiling benefit liability
HK$m HK$m HK$m HKSm
9,210 (11,828) (€)) (2,619)
- (587) - (587)
235 (308) - (73)
313 (1,220) - 907)
313 - - 313
- t)) - ®)
- (750) - (750)
- (462) - (462)
254 (231) - 23
510 - - 510
1 @) - -
(584) 632 = 48
9,939 (13,543) 1) (3,605)
(3,663)
58
(13,479)
@
(60)
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6 Employee compensation and benefits (continued)

The Bank

Present value of

Fair value of defined benefit Effect of the Net defined
plan assets obligations asset ceiling benefit liability
HK$m HK$m HKS$m HK$m
Net defined benefit liability
At 1 January 2013 ..o 9,329 (13,015) (1) (3,687)
Current SErVICE COSE ....viivririirieeerieeeiieeeeireeeeireeeennes - (647) — (647)
Past service cost and gains from settlements'.......... - 10 - 10
SEIVICE COSE wvviiviiiiiniieeeeie e - (637) — (637)
Net interest income/(cost) on the net
defined benefit liability ..........ccccocovevvrvevererrnnnnn 100 (149) - (49)
Remeasurement effects recognised in other
comprehensive iNCOME ......coveverereveieiiieieeenenenns 86 1,211 - 1,297
— Return on plan assets (excluding interest income) 86 - - 86
— Actuarial losses from changes in
demographic assumptions .............cccoevevreeeenenn. - (@] - (€]
— Actuarial gains from changes in
financial asSUMPtions ............ccccevevevrrevererereenan. - 1,410 - 1,410
— Actuarial losses from experience ..............cecce.... — (198) — (198)
Exchange differences and other movements .......... 40 (6) - 34
Contributions by the bank . 353 - - 353
Benefits paid .......ccccceeirineiinince (698) 768 — 70
At 31 December 2013 .....ooveieeueeeieicieieirrisseseneenes 9,210 (11,828) (1) (2,619)
Retirement benefit liabilities recognised
on the balance ShEet .........ccovvrverrerrririereriennnns (2,689)
Retirement benefit assets recognised on the
balance sheet (within ‘Other assets’) ................. 70
Present value of defined benefit obligation relating
to:
— ACHIVES eviiiieiieieeeteeceece e (11,762)
— Deferreds ... 5)
— PENSIONETS ...evieiieeiieieieieiee e (61)

Gains from settlement arise as the difference between assets distributed and liabilities extinguished on settlements.

The group expects to make HK$744m of contributions to defined benefit pension plans during 2015.
Contributions to be made by the Bank are expected to be HK$436m.

(iv) Benefits expected to be paid from the Principal Plan

Benefits expected to be paid from the Principal Plan to retirees over each of the next five years, and in
aggregate for the five years thereafter, are as follows:

2015 2016 2017 2018 2019  2020-2024
HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m

HSBC Group Hong Kong Local Staff
Retirement Benefit Scheme ........... 596 712 807 865 987 5,133
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6 Employee compensation and benefits (continued)

(v) Fair value of plan assets by asset classes

The group
2014 2013

Quoted Quoted

market market
price in Thereof price in Thereof
Value active market HSBC Value active market HSBC
HKS$m HKSm HKS$m HKS$m HK$m HKS$m
Fair value of plan assets 14,870 14,870 257 14,505 14,505 156
— Equities .....ccoeovveneenns 5,251 5,251 81 4,750 4,750 109
—Bonds ....ooooeieieieieeee, 8,328 8,328 - 8,573 8,573 -
— Derivatives ........cccceververervennens 1 1 - (1) (1) -
—Other' ..o 1,290 1,290 176 1,183 1,183 47

The Bank
2014 2013

Quoted Quoted

market market
price in Thereof price in Thereof
Value active market HSBC Value active market HSBC
HKS$m HKSm HKS$m HKS$m HK$m HKS$m
Fair value of plan assets .............. 9,939 9,939 196 9,210 9,210 62
— EqQUIties ..ccooovvveeriiieecne 3,464 3,464 20 2,369 2,369 54
—Bonds ....cooeeiieiieeeeen 6,069 6,069 - 6,279 6,279 -
—Other ..o 406 406 176 562 562 8

1 Other mainly consists of cash and deposits.

(vi) The Principal Plan’s principal actuarial financial assumptions

The latest actuarial valuation of the Principal Plan was made on 31 December 2013 and was performed by
Wing Lui, Fellow of the Society of Actuaries of the United States of America, of Towers Watson Hong Kong
Limited, an external consultant. At that valuation date, the market value of the defined benefit scheme’s assets
was HK$8,428m. On an on-going basis, the value of the Principal Plan’s assets represented 99.9% of the
actuarial present value of the benefits accrued to members, after allowing for expected future increases in
salaries. On a wind-up basis, the Principal Plan’s assets represents 107% of the members’ vested benefits,
based on current salaries, and the resulting surplus amounted to HK$527m. The attained age method has been
adopted for the valuation and the major assumptions used in this valuation were a discount rate of 5% per
annum and long-term salary increases of 4% per annum. The recommended employer contribution rate as a
percentage of scheme salaries is 16.1% (local staff category) and 20% (senior staff category) for 2014 and 2015.
No additional special contributions have been recommended.

The determinations for actuarial funding valuation purposes are based on different methods and assumptions
from those used for financial reporting purposes, and as a result should neither be compared nor related to other
determinations included in these financial statements.

The present value of the Principal Plan’s obligation was a final lump sum salary of HK$11,534m (2013:
HK$10,284m). The principal actuarial assumptions used to calculate the group’s obligations for the Principal
Plan for each year, and used as the basis for measuring the expenses in relation to the Principal Plan, were as
follows:
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6 Employee compensation and benefits (continued)

Principal actuarial assumptions for the Principal Plan

2014 2013

% p.a. % p.a.

DHSCOUNT TALE ...ttt ettt ettt b bbbttt s et e e b et e b et eb e st eneebeneenennen 1.75 2.15
Rate Of PAY INCTEASE ......cueveuieiiieiiieietitcet ettt ettt ettt eaenn 4.0 4.0
MOTAlItY tADIE ....vocvoceeeeee e HKLT2011" HKLT2011"

1 HKLT2011- Hong Kong Life Tables 2011.

The group determines the discount rates to be applied to its obligations in consultation with the plans’ local
actuaries, on the basis of current average yields of high quality (AA rated or equivalent) debt instruments, with
maturities consistent with those of the defined benefit obligations. In countries where there is not a deep market
in corporate bonds, government bond yields have been used, and this is the case for the Principal Plan in Hong
Kong.

(vii) Actuarial assumption sensitivities

The discount rate and rate of pay increase are sensitive to changes in market conditions arising during the
reporting period. The following table shows the effect of changes in these on the Principal Plan:

The effect of changes in key assumptions on the Principal Plan

HSBC Group Hong Kong Local Staff
Retirement Benefit Scheme

2014 2013

HKS$m HK$m
Discount rate
— Change in pension obligation at year end from a 25bps increase ........c..cccoceceveevecrcnenenn. (234) (195)
— Change in pension obligation at year end from a 25bps decrease ...........cceceeeeereeereeeennnee 242 201
— Change in 2014/2013 pension cost from a 25bps INCIEASE ......c..ccvverruerreenreerenrerericerenenn (11) ®)
— Change in 2014/2013 pension cost from a 25bps decrease...........cocovverveenreerenrecrcnenenn. 11 8
Rate of pay increase
— Change in pension obligation at year end from a 25bps increase .. 227 207
— Change in pension obligation at year end from a 25bps decrease .. . (221) (202)
— Change in 2014/2013 pension cost from a 25bps INCIEASE ......c..ccvverrrereerenreerererereerenenn 10 14
— Change in 2014/2013 pension cost from a 25bps decrease...........cocovverveenreerenrecrcnenenn. (10) (14)

7 Tax expense

a The Bank and its subsidiaries in Hong Kong have provided for Hong Kong profits tax at the rate of 16.5% (2013:
16.5%) on the profits for the year assessable in Hong Kong. Overseas branches and subsidiaries have similarly
provided for tax in the countries in which they operate at the appropriate rates of tax ruling in 2014. Deferred

taxation is provided for in accordance with the group’s accounting policy in note 3(r).

The charge for taxation in the income statement comprises:

2014 2013
HKS$m HK$m
Current income tax
— Hong Kong profits tax — on cutrent year Profit ..o 9,039 8,643
— Hong Kong profits tax — adjustments in respect of Prior Years ...........cccocceeeeverenueeruereeennene. a77) (164)
— Overseas taxation — on current year profit .........c.coceceveennene. 8,542 8,964
— Opverseas taxation — adjustments in respect of prior years 154 (806)
17,558 16,637
Deferred tax
— Origination and reversal of temporary differences . 1,462 (1,385)
— Effect of changes in tax rates ..........ccccceceeueenneee 19 (1)
— Adjustments in reSPect Of PIiOT YEATS .....c..cccvruirieuirieieieieiieieieeteieriet et 27) 450
1,454 (936)
19,012 15,701
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7 Tax expense (continued)

b The components of deferred tax assets and liabilities recognised in the balance sheet and the movements during the
year are as follows:

(i) Deferred tax assets

The group
Impairment
Accelerated Insurance allowances
capital technical Expense  on financial Revaluation
allowances provisions provisions assets of properties Other Total
HKS$Sm HKS$Sm HKSm HKS$m HKS$m HKSm HKS$m
2014
At 1 January ............... 154 - 852 669 (743) 1,362 2,294
Exchange and other
adjustments ............ 49) - (245) ®) 490 (142) 46
Credit/(charge) to
income statement ... 1 - 6 (432) 4 87) (508)
Charge to reserves ...... — — - - (26) (370) (396)
At 31 December ......... 106 — 613 229 (275) 763 1,436
2013
At 1 January ............... 109 - 1,093 894 (800) 1,333 2,629
Exchange and other
adjustments ............ 35 - (324) (284) 142 (50) (481)
Credit/(charge) to
income statement ... 10 - 83 59 3 (298) (143)
Credit/(charge) to
TESEIVES ..eorvenveneenne - — - (88) 377 289
At 31 December ......... 154 — 852 669 (743) 1,362 2,294
The Bank
Impairment
Accelerated Insurance allowances
capital technical Expense  on financial Revaluation
allowances provisions provisions assets  of properties Other Total
HK$m HK$m HKS$m HK$m HK$m HKS$m HK$m
2014
At 1 January ............... 36 - 357 487 (686) 805 999
Exchange and other
adjustments ............ 32) - (64) 317) 480 13 80
Credit/(charge) to
income statement ... 6) - 9 (148) %) 1) (234)
Charge to reserves ...... — — - - (16) (165) (181)
At 31 December ......... (2) — 302 22 (220) 562 664
2013
At 1 January ............... 5 - 380 586 (730) 1,092 1,333
Exchange and other
adjustments ............ 24 - (18) (180) 91 (106) (189)
Credit/(charge) to
income statement ... 7 - 5) 81 2 (401) (316)
Credit/(charge) to
TESEIVES .evvvereverneennns — — — (49) 220 171
At 31 December ......... 36 — 357 487 (686) 805 999
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7 Tax expense (continued)

(ii) Deferred tax liabilities

The group
Impairment
Accelerated Insurance allowances
capital technical Expense onfinancial Revaluation
allowances provisions provisions assets  of properties Other Total
HKSm HKS$Sm HKS$m HKS$m HKS$m HKSm HKS$m
2014
At 1 January ............... 568 4,796 314) (43) 10,549 495 16,051
Exchange and other
adjustments ............ 36) a a177) 2 441 (145) 84
Charge/(credit) to
income statement ... 204 595 25 a4 (242) 378 946
Charge to reserves....... - - — - 705 800 1,505
At 31 December ......... 736 5,390 (466) (55) 11,453 1,528 18,586
2013
At 1 January ............... 402 4,041 (16) (262) 9,804 2,954 16,923
Exchange and other
adjustments ............ 47 (1 (290) (188) 65 14 (363)
Charge/(credit) to
income statement ... 119 766 ®) 407 (181) (2,182) (1,079)
Charge/(credit) to
TESEIVES vvereerreneenne — — — — 861 (291) 570
At 31 December ......... 568 4,796 (314) (43) 10,549 495 16,051
The Bank
Impairment
Accelerated Insurance allowances
capital technical Expense  on financial Revaluation
allowances  provisions provisions assets  of properties Other Total
HKS$Sm HKS$Sm HKS$m HKS$m HKS$m HKSm HKS$m
2014
At 1 January ............... 461 - (0)) (208) 6,084 167 6,503
Exchange and other
adjustments ............ (34) - 25) 314) (190) 29 (534)
Charge/(credit) to
income statement ... 125 - - 12 119) (224) (206)
Charge to reserves....... - - — - 610 62 672
At 31 December ......... 552 — (26) (510) 6,385 34 6,435
2013
At 1 January ............... 323 - ®) (230) 5,805 304 6,194
Exchange and other
adjustments ............ 23 - 1 (139) 16 (52) (151)
(Credit)/charge to
income statement ... 115 - 6 161 (114) (198) (30)
Charge to reserves....... — — — — 377 113 490
At 31 December ......... 461 — (1) (208) 6,084 167 6,503
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7 Tax expense (continued)

(iii) Net deferred tax liabilities

The group The Bank
2014 2013 2014 2013
HK$m HK$m HK$m HK$m
Deferred tax liabilities recognised
on the balance sheet ..........ccooevveeieeieeieenenn, 18,586 16,051 6,435 6,503
Deferred tax assets recognised
on the balance sheet ..........cccoooeviviviiieiinnnns (1,436) (2,294) (664) (999)
17,150 13,757 5,771 5,504

The amount of unused tax losses for which no deferred tax asset is recognised in the balance sheet is
HK$2,617m (2013: HK$2,951m). Of this amount, HK$1,890m (2013: HK$1,955m) has no expiry date and the

remaining will expire within 10 years.

Deferred tax of HK$732m (2013: HK$156m) has been provided in respect of distributable reserves or post-
acquisition reserves of associates that, on distribution or sale, would attract withholding tax.

Deferred tax is not recognised in respect of the group's investments in subsidiaries and branches where
remittance or other realisation is not probable, and for those associates and interests in joint ventures where it

has been determined that no additional tax will arise.

¢ Provisions for taxation

The group The Bank
2014 2013 2014 2013
HK$m HK$m HK$m HK$m
Current tax Habilities .........c.coeveevveeirieiieeeeeieeie s 2,927 3,722 1,840 2,029
Deferred tax liabilities ...........ccccvvveveerineeennncenns 18,586 16,051 6,435 6,503
21,513 19,773 8,275 8,532
Reconciliation between taxation charge and accounting profit at applicable tax rates:
2014 2013
HKS$m HK$m
Profit DEFOIE tAX ....ooiiuiiiioiiie et e e et e e e et et eaae e eaes 111,189 144,756
Notional tax on profit before tax, calculated at the rates
applicable to profits in the countries CONCEINEd ..........ccooerieieiieienininieiee e 21,184 26,788
Adjustments in reSPECt O PIIOT YEATS .....euvervirtiruiriieieieierteeteeieeiteee et st ese e et eeeneeeenees (50) (520)
Deferred tax temporary differences previously not recognised (15) (19)
Effects of profits in associates and joint ventures...................... (2,586) (2,380)
Non taxable income and gains ........c..cccceeeeeenne (2,980) (9,068)
Permanent diSAllOWADIES ...........ccoviiiiiiiiiiie et e et e e 1,653 1,757
CRANGE 1N TAX TALES .vevetieieenieteetesteeteete et te sttt et et eas et e sbesbe st e eseeseenbessesteeseeseensensenbesneeseeneennensens 19 (€8]
Local taxes and overseas Withholding taXes ..........ccccevereriiririiieiereeerceeeee e 1,267 1,248
OBRETS .t 520 (2,104)
19,012 15,701
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8 Profit attributable to shareholders

The consolidated profit attributable to shareholders includes a profit of HK$59,480m (2013: HK$108,678m) which has
been dealt with in the accounts of the Bank.

9 Dividends

2014 2013
HKS$ HKS
per share HKS$m per share HK$m
Ordinary dividends paid
— fourth interim dividend in respect of the
previous financial year approved and
paid during the Year .........c.ccoceeeerenieneneeieieienesenen 0.44 15,000 0.85 20,000
— first interim dividend paid .........ocooeoireiiiineiiens 0.27 9,250 0.38 9,000
— second interim dividend paid .........cccoooerieiieiininiins 0.24 9,250 0.38 9,000
— third interim dividend paid ..........ccooviiiieiieiieieee 0.24 9,250 0.38 9,000
1.19 42,750 1.99 47,000

The Directors have declared a fourth interim dividend in respect of the financial year ending 31 December 2014 of
HK$14,250m (HK$0.37 per ordinary share).

10 Cash and sight balances at central banks

The group The Bank
2014 2013 2014 2013
HK$m HKS$m HK$m HK$m
Cashinhand ..........cccccoovieiiiiieie e 16,223 17,982 8,958 9,625
Sight balances at central banks ........c..ccccecevenenininienene 140,252 140,897 111,510 102,960
156,475 158,879 120,468 112,585

At 31 December 2014, the total amount placed with central banks by the group, included within cash and sight
balances at central banks, reverse repurchase agreements - non-trading, and placings with and advances to banks,
amounted to HK$277,377m (2013: HK$321,433m). Placings with central banks made by the Bank amounted to
HK$155,761m (2013: HK$169,767m).

11 Hong Kong Government certificates of indebtedness

Hong Kong currency notes in circulation are secured by the deposit of funds in respect of which the Hong Kong
Government certificates of indebtedness are held.

130



12 Trading assets

The group The Bank

2014 2013 2014 2013
HK$m HK$m HK$m HK$m
Dbt SECUITEIES ...evevviniieiciiiieieieiee e 231,734 150,145 166,447 111,588
EQUItY ShAres ......ccovveiiieieiiieeeieeeeee e 41,180 31,640 41,032 31,530
Treasury and other eligible bills 102,028 109,174 68,147 82,003
OBHET .ttt 32,084 20,441 22,739 10,478
407,026 311,400 298,365 235,599

Trading assets
— which may be repledged or resold by counterparties ..... 4,718 2,421 4,718 2,421
— not subject to repledge or resale by counterparties ......... 402,308 308,979 293,647 233,178
407,026 311,400 298,365 235,599

The amount of listed treasury and other eligible bills amounted to HK$8,421m at both group and Bank level as at 31
December 2014 (2013: HK$1,296m). ‘Other’ trading assets primarily includes settlement accounts with banks and
customers.

a Debt securities

The group The Bank
2014 2013 2014 2013
HKS$m HKS$m HKSm HK$m
Listed
— listed in Hong Kong .......cccoceeveieieniniinieieieseeene 25,104 16,908 15,275 13,125
— listed outside Hong Kong .........cccceviveiiiiiincninenns 134,650 31,681 97,881 31,512
159,754 48,589 113,156 44,637
UNBSEEA ..vvveiiiiicieeieeieeeetee e 71,980 101,556 53,291 66,951
231,734 150,145 166,447 111,588
Issued by public bodies
— central governments and central banks 163,680 111,721 111,882 81,818
— other public sector entities ...........c.ccoeeerrerererueennne 8,551 4,620 8,551 4,294
172,231 116,341 120,433 86,112
Issued by
— banks ................ 26,745 15,343 22,743 11,239
— COPOTAte NHLIES ..cvevenrveieiiereieierieeeeenreeeeeeeneaene 32,758 18,461 23,271 14,237
231,734 150,145 166,447 111,588

During 2014, certain exchanges have been regarded as recognised exchanges, causing more securities to be classified
as listed.

b Equity shares

The group The Bank
2014 2013 2014 2013
HK$m HKS$m HK$m HK$m
Listed
— listed in Hong Kong ...... 22,807 13,149 22,767 13,120
— listed outside Hong Kong .......c.ccceevveiniinenecnnne 17,600 14,686 17,600 14,686
40,407 27,835 40,367 27,806
UNBStEd ..o 773 3,805 665 3,724
41,180 31,640 41,032 31,530
Issued by
— DANKS ..o 10,346 3,945 10,346 3,945
— corporate entities 30,834 27,695 30,686 27,585
41,180 31,640 41,032 31,530

During 2014, certain exchanges have been regarded as recognised exchanges, causing more securities to be classified
as listed.
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13 Derivatives

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

Derivatives are carried at fair value and shown in the balance sheet as separate totals of assets and liabilities. A
description of how the fair value of derivatives is derived is set out in note 49.

Derivative assets and liabilities are only offset and reported net in the balance sheet when there is a legally enforceable
right to offset and the cash flows are intended to be settled on a net basis. Changes in the values of derivatives are
recognised in accordance with the group’s accounting policy as described in note 3(k).

Use of derivatives

The group transacts derivatives for three primary purposes: to create risk management solutions for clients, to manage
the portfolio risk arising from client business, and to manage and hedge the group’s own risks. Derivatives (except for
derivatives which are designated as effective hedging instruments) are held for trading. Within the held for trading
classification are two types of derivative instruments: those used in sales and trading activities, and those used for risk
management purposes but which for various reasons do not meet the qualifying criteria for hedge accounting. The
second category includes derivatives managed in conjunction with financial instruments designated at fair value. These
activities are described more fully below.

The group’s derivative activities give rise to significant open positions in portfolios of derivatives. These positions are
managed constantly to ensure that they remain within acceptable risk levels. When entering into derivative
transactions, the group employs the same credit risk management framework to assess and approve potential credit
exposures that it uses for traditional lending.

a Trading derivatives

Most of the group’s derivative transactions relate to sales and trading activities. Sales activities include the
structuring and marketing of derivative products to customers to enable them to take, transfer, modify or reduce
current or expected risks. Trading activities include market-making and risk management. Market-making entails
quoting bid and offer prices to other market participants for the purpose of generating revenues based on spread
and volume. Risk management activity is undertaken to manage the risk arising from client transactions, with the
principal purpose of retaining client margin.

Other derivatives classified as held for trading include non-qualifying hedging derivatives and ineffective hedging
derivatives and the components of hedging derivatives that are excluded from assessing hedge effectiveness. Non-
qualifying hedging derivatives are entered into for risk management purposes but do not meet the criteria for hedge
accounting. Trading derivatives also include derivatives managed in conjunction with financial instruments
designated at fair value.
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13 Derivatives (continued)

Contract amounts and fair values of assets and liabilities by class of derivatives

The notional contract amounts of derivatives held for trading purposes indicate the nominal value of transactions

outstanding at the balance sheet date; they do not represent amounts at risk.

The group

Trading derivatives

Exchange rate contracts ....
— spot, forward and future.
— SWapPS ..eceeereenne
— options purchased
— Options WIitten .........ccccevveevennnns

Interest rate contracts .....................
— forward and future..........cccccceeeee.
— SWADS ettt
— options purchased ...........ccccceec.
— Options WIitten .........ceccveveevennnns

Equity derivatives ...
Credit derivatives ....
Commodity and other ...................

Total held for trading ..........ccc.c.....

Trading derivatives managed in
conjunction with financial
instruments designated at fair
value

Exchange rate contracts

Interest rate contracts ............c.......

Cash flow hedging derivatives
Exchange rate contracts .................
Interest rate contracts ..............e....

Fair value hedging derivatives
Interest rate contracts ..........c...c......

2014 2013
Contract Contract
amounts Assets Liabilities amounts Assets Liabilities
HK$m HK$m HK$m HK$m HK$m HKS$m
14,880,218 221,590 203,420 11,953,908 196,420 183,644
10,060,892 112,297 104,108 7,847,361 99,121 96,534
3,422,916 96,769 86,955 3,303,017 93,128 83,819
684,251 11,693 416 398,079 3,185 261
712,159 831 11,941 405,451 986 3,030
18,254,624 164,071 161,746 18,258,980 162,048 158,252
448,799 41 39 383,180 59 40
17,593,936 160,827 158,539 17,669,570 159,024 155,739
77,354 1,677 205 66,425 1,354 12
70,790 71 2,137 87,884 80 1,583
63,745 1,455 826 51,921 1,531 878
1,084,221 37,562 38,247 1,227,483 50,308 51,597
259,298 1,644 1,659 232,812 1,904 1,906
134,482 5,737 6,211 140,496 2,511 2,131
34,612,843 430,604 411,283 31,813,679 413,191 397,530
- - - 546 4 -
8,140 86 6 5,061 18 41
8,140 86 6 5,607 22 41
45,047 5,055 595 48,904 9,115 97
54,040 74 122 19,402 45 68
99,087 5,129 717 68,306 9,160 165
150,960 297 1,304 140,952 963 1,925
34,871,030 436,116 413,310 32,028,544 423,336 399,661
— (46,182) (46,182) — (34,609) (34,609)
34,871,030 389,934 367,128 32,028,544 388,727 365,052
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The Bank

Trading derivatives

Exchange rate contracts .................
— spot, forward and future..............
— SWAPS vttt
— options purchased ..........ccceeeenen
— Options WIitten .........ccccvvveevennnns

Interest rate contracts .....................
— forward and future ...
— SWAPS oo
— options purchased
— Options WIitten .........ccccvvveevennnns

Equity derivatives ..........ccoceecveeneen
Credit derivatives .........cccocecereueene.
Commodity and other ....................

Total held for trading ....................

Trading derivatives managed in
conjunction with financial
instruments designated at fair
value

Exchange rate contracts .

Interest rate contracts .....................

Cash flow hedging derivatives
Exchange rate contracts .................
Interest rate contracts .....................

Fair value hedging derivatives
Interest rate contracts .....................

Notes on the Financial Statements (continued)

LIMITED
2014 2013
Contract Contract
amounts Assets Liabilities amounts Assets Liabilities
HK$m HK$m HK$m HKS$m HKS$m HK$m
13,488,148 207,658 191,881 10,677,757 188,003 177,012
9,053,650 102,754 96,773 6,789,558 92,340 90,711
3,350,950 95,410 85,744 3,342,242 91,965 83,444
527,138 8,633 395 269,883 2,784 262
556,410 861 8,969 276,074 914 2,595
17,746,898 163,078 160,768 17,857,951 159,413 155,688
447,376 39 74 387,455 59 38
17,057,069 159,652 157,661 17,267,281 156,386 153,203
79,489 1,676 84 65,139 1,359 102
71,008 71 2,140 85,565 80 1,515
91,956 1,640 809 52,511 1,529 830
1,104,132 38,301 38,268 1,251,970 51,010 51,673
261,283 1,646 1,660 232,812 1,904 1,906
122,921 5,525 6,121 131,786 2,629 2,011
32,723,382 416,208 398,698 30,152,276 402,959 388,290
- - - 546 4 -
4,032 68 - 5,061 18 30
4,032 68 — 5,607 22 30
40,715 4,564 585 45,441 8,448 92
30,964 60 19 8,930 26 24
71,679 4,624 604 54,371 8,474 116
95,329 158 525 75,280 337 868
32,894,422 421,058 399,827 30,287,534 411,792 389,304
- (46,182) (46,182) - (34,609) (34,609)
32,894,422 374,876 353,645 30,287,534 377,183 354,695

b Hedging derivatives

The group uses derivatives (principally interest rate and currency swaps) for hedging purposes in the management
of its own asset and liability portfolios and structural positions. This enables the group to optimise the overall costs
to the group of accessing debt capital markets, and to mitigate the market risk which would otherwise arise from
structural imbalances in the maturity and other profiles of its assets and liabilities.

The accounting treatment of hedging transactions varies according to the nature of the instrument hedged and the
type of hedging transaction. Derivatives may qualify as hedges for accounting purposes if they are fair value
hedges, cash flow hedges, or hedges of net investments in foreign operations.
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13 Derivatives (continued)
Fair value hedges

The group’s fair value hedges principally consist of interest rate swaps that are used to protect against changes in
the fair value of fixed-rate long-term financial instruments due to movements in market interest rates. For
qualifying fair value hedges, all changes in the fair value of the derivative and in the fair value of the item in
relation to the risk being hedged are recognised in the income statement. If the hedge relationship is terminated, the
fair value adjustment to the hedged item continues to be reported as part of the basis of the item and is amortised to
the income statement as a yield adjustment over the remainder of the hedging period.

Gains or losses arising from fair value hedges

2014 2013
HKS$m HK$m
Gains/(losses):
On hed@ing INSIIUMENLS .....ccvevviriietieieieierteieeeeee ettt e ete et esee e testesseesaeseensesesseeseeseeneensenss 419) 1,938
On the hedged items attributable to hedged risk ........ccoceoirerrineiiiiiee e 408 (1,977)
an 39
Cash flow hedges

The group’s cash flow hedges consist principally of interest rate and currency swaps that are used to protect against
exposures to variability in future interest and principal cash flows on non-trading assets and liabilities which bear
interest at variable rates or which are expected to be re-funded or reinvested in the future. The amounts and timing
of future cash flows, representing both principal and interest flows, are projected for each portfolio of financial
assets and liabilities on the basis of their contractual terms and other relevant factors, including estimates of
prepayments and defaults. The aggregate principal balances and interest cash flows across all portfolios over time
form the basis for identifying gains and losses on the effective portions of derivatives designated as cash flow
hedges of forecast transactions. Gains and losses are initially recognised in other comprehensive income, and
accumulated in the cash flow hedging reserve, and are transferred to the income statement when the forecast cash
flows affect the income statement.

Amount transferred to the income statement in respect of cash flow hedges include a loss of HK$99m (2013:
HK$239m gain) taken to “Net interest income” and a gain of HK$4,401m (2013: HK$5,381m gain) taken to “Net
trading income”. The group does not have any qualifying cash flow hedges that involve non-financial assets or
non-financial liabilities (2013: none).

The gains and losses on ineffective portions of such derivatives are recognised immediately in “Net trading
income”. During the year to 31 December 2014, an insignificant amount was recognised due to hedge
ineffectiveness and termination of forecast transactions (2013: insignificant amount).

The schedule of forecast principal balances on which the expected interest cash flows arise as at 31 December 2014
is as follows:

More than 3 5 years or less
3 months months but less but more than
or less than 1 year 1 year
HK$m HKS$m HK$m
At 31 December 2014
Cash inflows from asSets ..........cccoeeveeeveeeieeieeiieeee e eeieeeeens 38,841 72,498 48,135
Cash outflows from liabilities (9,043) (19,424) (18,445)
Net cash INFIOWS .....ooovviiiiiiiiiieciece s 29,798 53,074 29,690
At 31 December 2013
Cash inflows from asSets ..........ccceeeevvereeiueeeeirieeeieeeeeee e 21,698 38,271 18,252
Cash outflows from liabilities ...........cccccevevevirencinenincnenne (5,813) (14,957) (14,680)
Net cash infIOWS ...ooviiiviiiiiieiiieiecie e 15,885 23,314 3,572
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13 Derivatives (continued)

¢ Unobservable inception profits

Any initial gain or loss on financial instruments where the valuation is dependent on unobservable parameters is
deferred over the life of the contract or until the instrument is redeemed, transferred or sold or the fair value
becomes observable. All derivatives that are part of qualifying hedging relationships have valuations based on

observable market parameters.

The table below sets out the aggregate unobservable inception profit yet to be recognised in the income statement

at the beginning and end of the year with a reconciliation of the changes during the year.

The group
2014 2013
HKS$m HK$m
Balance at 1 JANUATY .....coueiiiiiieiiiieieiie ettt sttt e 74 124
Deferrals on new transactions .. 331 211
Reduction due to amOrtiSation ............cc.ccveeeeeeieriesiesiieeeeeeeeesreere e eeeenns (103) (109)
Reduction due to redemption/sale/transfer/improved observability/risk hedged . (194) (142)
Exchange differences and Others ...........cccooiviiieieieieniect e (1) (10)
Balance at 31 DECEMDET .....c.ecveiuiriieieieieieeieee ettt ettt e st st st enaeseensebesseeteeneeneeneenees 107 74
The Bank
2014 2013
HKS$m HK$m
Balance at 1 JANUATY ....oc.ooiiiiiiiiiiiieeeeee ettt st sttt sttt e s 69 110
Deferrals 0n NEW traNSACTIONS .........eeverierueriietieterietentestesteeseeseestestessessesseesaeseensesessesseeseessensenses 298 180
Reduction due to amortisation 93) (84)
Reduction due to redemption/sale/transfer/improved observability/risk hedged . (180) (133)
Exchange differences and Others .............ccoiiiiriiiniiininieciceeece et @ 4)
Balance at 31 DECEMDET .....c.ecveiuiiiieiieieieieeteet ettt ettt ae st e s te st esee st eaebesseeteeneeseensensan 93 69
14 Financial assets designated at fair value
The group The Bank
2014 2013 2014 2013
HKSm HKS$m HKSm HK$m
Debt securities 17,238 19,871 1,257 1,561
Equity shares . . 80,957 70,246 - -
ONET vt — 29 - —
98,195 90,146 1,257 1,561
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14 Financial assets designated at fair value (continued)

a Debt securities
The group The Bank
2014 2013 2014 2013
HK$m HK$m HKS$m HK$m
Listed
— listed in Hong Kong ........cceoviveincnininennenecne 2,388 1,707 437 555
— listed outside Hong Kong .......cccceveveinenineniecnnne 7,485 4,855 820 1,006
9,873 6,562 1,257 1,561
UNHStEd .o 7,365 13,309 - -
17,238 19,871 1,257 1,561
Issued by public bodies
— central governments and central banks . 1,194 2,160 - 555
— other public sector entities ...........cccceeerereererieennnne 784 1,243 - -
1,978 3,403 - 555
Issued by other bodies
— DANKS (. 6,272 7,846 - -
— COPOTate NHITIES ..oueeveneeniienieeeieicrieeeeeeie e 8,988 8,622 1,257 1,006
17,238 19,871 1,257 1,561
b Equity shares
The group The Bank
2014 2013 2014 2013
HK$m HK$m HK$m HK$m
Listed
— listed in Hong Kong ......c.ccoceeiviiiinininiiicicnenee 8,788 7,723 - -
— listed outside Hong Kong .......c.cccccveveniiiincncnens 37,274 31,106 - -
46,062 38,829 - -
UNHSEd .ottt 34,895 31,417 - -
80,957 70,246 — —
Issued by
= DANKS e 3,910 3,815 - -
— COPOTate NHLIES ...euevenrveieiirieieierieieeceteeeieeieaene 77,047 66,431 - —
80,957 70,246 — —
15 Non-trading reverse repurchase and repurchase agreements
Non-trading reverse repos and repos with customers and banks are set out below:
The group The Bank
2014 2013 2014 2013
HKS$m HK$m HKS$m HK$m
Assets
Banks 176,945 100,591 103,056 67,260
Customers 41,956 49,993 13,057 19,341
218,901 150,584 116,113 86,601
Liabilities
Banks 26,751 5,258 19,753 5,258
Customers 1,628 1,054 1,280 693
28,379 6,312 21,033 5,951
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16 Loans and advances to customers

a Loans and advances to customers

The Bank
2013 2014 2013
HKS$m HK$m HKS$Sm HKS$m
Gross loans and advances to customers ..................... 2,825,736 2,628,746 1,596,583 1,489,116
Impairment allowances (note 17(a)) (10,520) (9,501) (5,872) (5,206)
2,815,216 2,619,245 1,590,711 1,483,910

b Analysis of loans and advances to customers based on categories used by the HSBC Group

The following analysis of loans and advances to customers is based on the categories used by the HSBC Group,

including the group, to manage associated risks.

The group

2014

Residential MOItZAZES! .....c.eovevveuirieieiirieieteeie ettt

Credit card advances ...

Other PErsonal .........ccocveiirieriiiieieieee e et nees
TOtal PEISONAL ....c.eeuiiiiiriiieiieteee et

Commercial, industrial and international trade ..............c.ccocoeevvivieveeinenns
Commercial real €StAte .........ccuevieriieiieiieiieree et
Other property-related 1ending ..........co.coceoeveoirineincnninencecrccecee
GOVEITIMENE ...iviieiieeiieiiesieeeieeeteeeieeteeteete e teesseessaesseeesseesseenseeseenseesseennes
Other COMMETCIAL .......ccuiiiiiiiiiciecie et e

Total corporate and commercial ...........coeceveeivinieinenineneeneeenee e

Non-bank financial INSHIULIONS ......cc.evveererieieieieiese e
SettIeMENt ACCOUNLS ...evveveiieeieeieiieieiesteeieeeeete et seeeeeeeeee e sreeteeseeneennens

Total fINANCIAL .....c.ecveeeiieiiieciecie ettt

Gross loans and advances to CUSTOMETS ...........cccoecieueiriiieinicieiniceeenes
Individually assessed impairment allowances ...........cccocoeceererieenieneneenenne.
Collectively assessed impairment allowances ...........c.cecceeeeveevercncnnennne.

Net loans and advances t0 CUSTOMETS ...........coecverierrerieieeieierieseeeeeeeeenens

2013

Residential MOItZAZES’ ........ooviviiririeieiereeeeee e
Credit card adVAnCeS ..........ccovevirerieineieirieeer et
Other PErsOnal ........c.coieiiiieriiiirieieeere e

Total PErSONAl ....cc.eouiiiieiiiieieeeeeeee s

Commercial, industrial and international trade ............ccccoovveeveiiieiieeennn.

Commercial real estate ............coceevververvennne.
Other property-related lending .
Government ............ccceeeveennen.

Other COMMETCIAL ...c..oeviiiiiiriiieiiricece e
Total corporate and commercial ...........coeceveireniiinenineneneeenee e

Non-bank financial INSHIULIONS .......c.evveeirieieierieriesecieeeeeie e
SettlemMent ACCOUNLS .....veevieriieriiereieeieeieeieeieeteesae e e e seesreeseesseesseesseeneeas

Total fINANCIAL .......c.coovieieiiiiecie e

Gross loans and advances to customers .........
Individually assessed impairment allowances ..
Collectively assessed impairment allowances

Net loans and advances t0 CUSTOMELS ..........cceeeverierrerierieieieiesreereeeeseennens

Rest of
Hong Kong Asia-Pacific Total
HK$m HK$m HK$m
439,451 283,042 722,493
54,943 24,863 79,806
122,613 79,670 202,283
617,007 387,575 1,004,582
416,759 440,967 857,726
201,103 75,631 276,734
203,850 62,810 266,660
6,613 2,654 9,267
150,314 151,930 302,244
978,639 733,992 1,712,631
61,264 42,747 104,011
3,887 625 4,512
65,151 43,372 108,523
1,660,797 1,164,939 2,825,736
(2,411) (3,888) (6,299)
(2,103) (2,118) (4,221)
1,656,283 1,158,933 2,815,216
416,857 296,860 713,717
49,843 29,824 79,667
103,593 68,558 172,151
570,293 395,242 965,535
423,536 432,984 856,520
196,621 71,348 267,969
151,554 58,937 210,491
5,728 2,190 7918
112,939 131,788 244,727
890,378 697,247 1,587,625
41,578 31,460 73,038
1,989 559 2,548
43,567 32,019 75,586
1,504,238 1,124,508 2,628,746
(1,349) (3,658) (5,007)
@.131) (2.363) (4,494)
1,500,758 1,118,487 2,619,245

1 Residential mortgages include Hong Kong Government Home Ownership Scheme loans of HK$26,671m (2013: HK$25,040m).
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16 Loans and advances to customers (continued)

The Bank
Rest of

Hong Kong Asia-Pacific Total
2014 HK$m HKS$Sm HK$m
Residential mOrtgages’ ..........ccooeeurueurieieiciiieicc e 269,301 105,145 374,446
Credit card advances ... 30,662 10,439 41,101
Other personal ...... 98,265 49,079 147,344
Total PEISONAL .....c.ocuiieieiieieieieee e 398,228 164,663 562,891
Commercial, industrial and international trade ...........ccoeceveieievierierereeenns 285,161 198,976 484,137
Commercial T8l €SLALE ......ccuevvervireieieieieiece ettt 128,110 28,394 156,504
Other property-related 1ending ...........ccoeeveoiienriineeeeeeeeeene 83,835 29,907 113,742
Government .............ccoeeveennen. . 6,209 1,948 8,157
Other commercial 113,182 85,763 198,945
Total corporate and comMmeErcial ...........ccoeeveirieirinieineeeseeeeeeeeeae 616,497 344,988 961,485
Non-bank financial iNStIULIONS .........c.ccvevviriieieieieieriecie e 54,211 17,747 71,958
Settlement ACCOUNLS ...c..eevieriieriieriieeie e ettt et se et eseesaeereebeebeebeeneeens — 249 249
Total fINANCIAL ....oveeiiieiieieiee e 54,211 17,996 72,207
Gross loans and advances t0 CUSLOMETS .........c.ccveeveereereeereeereesieeseeseeeeenns 1,068,936 527,647 1,596,583
Individually assessed impairment allowances .. (1,896) 1,577) (3,473)
Collectively assessed impairment allowances (1,383) (1,016) (2,399)
Net loans and advances to CUSIOMELS ..........ccceeeeeeieriirreireereeeeeeiesseereenees 1,065,657 525,054 1,590,711
2013
Residential MOItZages’ ........cccoveireerueiriinieieeneentceeceene et 254,465 113,548 368,013
Credit card adVANCES .........cccveieeviiiiiie e 28,343 11,446 39,789
Other PErSONAL .......c.evueuiriiiiiirieiinieieierict ettt et 82,949 48,393 131,342
Total PErSONAL ....c.oouiviieiriiiitiriciiee ettt 365,757 173,387 539,144
Commercial, industrial and international trade ...........cccooceeeievievierienereennns 298,895 195,114 494,009
Commercial real €StAte .........ccueevvieiieiiieiiieiieeieeee e 130,123 29,710 159,833
Other property-related lending . . 64,171 23,652 87,823
Government ............cceeeeveenns . 5,462 1,460 6,922
Other cOMMEICIAl ........cc.oiiiiiiiiiii e 81,482 68,743 150,225
Total corporate and COMMEICIal .........cc.evevuiriririeieieneenceeeeeee e 580,133 318,679 898,812
Non-bank financial iNSHEULIONS .........c..covieieeieeeieeeeee e 35,730 15,181 50,911
SettIemMEnt ACCOUNLS ....ovvevveiererieeiieiieeeie ettt et eaeste e ereereesaesaessenseseeenas — 249 249
Total fINANCIAL ......c..ooviiiiiciiicicc e 35,730 15,430 51,160
Gross loans and advances to CUSLOMETS .........cc.ccvveeveereerieeineereeereeereeeeeenns 981,620 507,496 1,489,116
Individually assessed impairment allowances .. . (808) (1,774) (2,582)
Collectively assessed impairment allowances .............coceeevereerienienenenenns (1,521) (1,103) (2,624)
Net loans and advances tO CUSTOIMETLS ...........ccveeevueeeeiueeeeireeeeireeeeereeeeireeeenns 979,291 504,619 1,483,910

The geographical information shown above has been classified by the location of the principal operations of the
subsidiary or, in the case of the Bank, by the location of the branch responsible for advancing the funds.

1 Residential mortgages include Hong Kong Government Home Ownership Scheme loans of HK$310,961m (2013: HK$10,588m).
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16 Loans and advances to customers (continued)

C

Loans and advances to customers include equipment leased to customers under finance leases and hire purchase
contracts having the characteristics of finance leases

The group

Amounts receivable

— Within one year ...........cocceeveennn

— After one year but within

five years ....c.cccocvevevcnecnennne.
— After five years ......ccoceeevevenenn

Impairment allowances...................

Net investment in finance leases

and hire purchase contracts ........

The Bank

Amounts receivable

— Within one year .........ccccceevenene

— After one year but within

five years ......ccccoecevenerencneenene
— After five years .......ccccocceeeenenne

Impairment allowances...................

Net investment in finance leases

and hire purchase contracts ........

140

2014 2013

Present Present

value value
of the Unearned Total of the Unearned Total
minimum future minimum minimum future minimum
lease finance lease lease finance lease
payments income payments payments income payments
HKS$m HKS$m HKS$m HK$m HK$m HK$m
2,756 689 3,445 2,982 697 3,679
8,743 2,012 10,755 9,184 2,107 11,291
16,663 2,545 19,208 14,893 2,236 17,129
28,162 5,246 33,408 27,059 5,040 32,099

(43) 39)
28,119 27,020
2014 2013

Present Present

value value
of the Unearned Total of the Unearned Total
minimum future minimum minimum future minimum
lease finance lease lease finance lease
payments income payments payments income payments
HKS$m HKS$m HKS$m HK$m HK$m HK$m
1,578 369 1,947 1,643 344 1,987
4,347 1,145 5,492 4,218 1,042 5,260
12,673 2,102 14,775 11,700 1,878 13,578
18,598 3,616 22,214 17,561 3,264 20,825

(0] (6)
18,591 17,555



17 Impairment allowances against loans and advances to customers

a Impairment allowances against loans and advances to customers

The group
Individually Collectively
assessed assessed
allowances allowances Total
2014 HKS$m HKSm HKS$m
AL T JANUATY oottt ettt 5,007 4,494 9,501
Amounts WITtten Off .........ccooeviiiriiiniincceee e (1,366) (3,356) (4,722)
Recoveries of loans and advances written off in previous years ..........c........ 156 1,029 1,185
Net charge to income statement (note 4(j)) 2,626 2,272 4,898
Unwinding of discount of loan impairment (136) (79) (215)
Exchange and other adjustments .............ccoceevverierieneneneeieieiee e 12 (139) (127)
At 31 December (NOte 16(2)) .e.veeveeueeuierienienirieieierienie sttt 6,299 4,221 10,520
2013
AL 1 JANUATY oottt ettt 5,245 4,526 9,771
Amounts Written off ..........c.oooeviiiiiieiiiieeceee s (856) (3,495) (4,351)
Recoveries of loans and advances written off in previous years ................... 198 1,089 1,287
Net charge to income statement (NOte 4(J)) -.e.vevveververeruererereereeeerieereees 809 2,602 3411
Unwinding of discount of loan impairment ..............ceceecveveerienieneneeceeienens (51) 77) (128)
Exchange and other adjustments ............ccceoveerieirieninenieineeee e (338) (151) (489)
At 31 December (NOtE 16(2)) .ovvevveeeverieeieriieieienientesieeeeeeeeeae e eseeneeneenens 5,007 4,494 9,501
The Bank
Individually Collectively
assessed assessed
allowances allowances Total
2014 HKS$m HKS$m HKS$m
AL T JANUATY .ottt 2,582 2,624 5,206
Amounts Written Off .........ccoviiiiiiieieeeeceeee e (365) (1,746) (2,111)
Recoveries of loans and advances written off in previous years .. 39 458 497
Net charge to income statement ............. 1,268 1,141 2,409
Unwinding of discount of loan impairment “7) (44) (141)
Exchange and other adjustments ............ccocueerieirenieeneeeeeeee e 46 34) 12
At 31 December (NOte 16(2)) .eveeveeueeierienienierieieneetesee ettt 3,473 2,399 5,872
2013
AL 1 JANUATY oottt ettt 2,897 2,652 5,549
Amounts written off (454) (1,664) (2,118)
Recoveries of loans and advances written off in previous years ..........c........ 67 479 546
Net charge to iINCOME StAtEMENT .......c..evverieruirieieierierie e 357 1,225 1,582
Unwinding of discount of loan impairment (37) (395) (72)
Exchange and other adjustments ..........c.coccoeerieenenineneeneneeenee e (248) (33) (281)
At 31 December (N0t 16(2)) ...vvvveverierieieieiieieieie e ee et tesae e saenne 2,582 2,624 5,206
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17 Impairment allowances against loans and advances to customers (continued)
b Impairment allowances on loans and advances to customers

Impaired loans and advances to customers are those loans and advances where objective evidence exists that full
repayment of principal or interest is considered unlikely. Individually assessed allowances are made after taking
into account the value of collateral in respect of such loans and advances.

The geographical information shown below has been classified by the location of the principal operations of the
subsidiary or, in the case of the Bank, by the location of the branch responsible for advancing the funds.

The group
Rest of
Hong Kong Asia-Pacific Total
HKSm HKSm HKS$m
At 31 December 2014
Gross loans and advances to customers
Individually assessed impaired gross loans and advances .............ccccc...... 5,297 9,218 14,515
ColleCtiVely aSSESSEA ...c.eeveririeriieiieieiieieierie ettt 1,655,500 1,155,721 2,811,221
— Impaired loans and advances ....... 602 770 1,372
— Non-impaired loans and advances ............ccoceeererieenecreneeneceeseeen 1,654,898 1,154,951 2,809,849
Total gross loans and advances t0 CUSLOMETS ........ccecvevereerieeeeiereeriennenne 1,660,797 1,164,939 2,825,736
Impairment allOWanCes ..............ccccoceeieiiinininiiiieeee e (4,514) (6,006) (10,520)
— Individually assessed ........c.cceveeiririiiiininieciee e (2,411) (3,888) (6,299)
— CollectiVely aSSESSEA ....cvevveriiriieieieieieteee et (2,103) (2,118) (4,221)
Net 10ans and adVANCES ..........c..cceeevievieeiieeeeeeee et eaeees 1,656,283 1,158,933 2,815,216
Fair value of collateral which has been taken into account in respect
of individually assessed impaired loans and advances to customers...... 1,767 3,373 5,140
Individually assessed impaired gross loans and advances as a
percentage of gross loans and advances to CUStOMETS .........c.cccvveuennee. 0.3% 0.8% 0.5%
Total allowances as a percentage of total gross loans and advances........... 0.3% 0.5% 0.4%
At 31 December 2013
Gross loans and advances to customers
Individually assessed impaired gross loans and advances .............co.cc...... 2,928 8,867 11,795
CollectiVely aSSESSEA ......eveiiriiriiriiriieiieieerie et 1,501,310 1,115,641 2,616,951
— Impaired loans and advances ....... 524 816 1,340
— Non-impaired loans and advances ...........c.coccverevenreeneieeneceneneennen 1,500,786 1,114,825 2,615,611
Total gross loans and advances to CUSLOMETS ...........cceverrererieeieneeniennene. 1,504,238 1,124,508 2,628,746
Impairment allOWanCes ...........cccvveirerieirieinenieereteeneee et (3,480) (6,021) (9,501)
— Individually assessed ..........cccoveueirimiricinneiee e (1,349) (3,658) (5,007)
— CollectiVely aSSESSEA ......coeeriiriririeiinieiiriirieerieneeieee et (2,131) (2,363) (4,494)
Net [0ans and adVANCES ..........cceevveevvieerieeiieieeie et 1,500,758 1,118,487 2,619,245
Fair value of collateral which has been taken into account in respect
of individually assessed impaired loans and advances to customers...... 1,433 3,619 5,052
Individually assessed impaired gross loans and advances as a
percentage of gross loans and advances to CUStOMETS .........cccccvveuennene. 0.2% 0.8% 0.4%
Total allowances as a percentage of total gross loans and advances .......... 0.2% 0.5% 0.4%
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17 Impairment allowances against loans and advances to customers (continued)

The Bank
Rest of
Hong Kong Asia-Pacific Total
HKSm HKSm HKS$m
At 31 December 2014
Gross loans and advances to customers
Individually assessed impaired gross loans and advances ..............cc.c....... 4,158 4,281 8,439
ColleCtiVELy aSSESSEA ...ovirvierieiieieiieiieiieeee ettt 1,064,778 523,366 1,588,144
— Impaired loans and advances ........ 450 290 740
— Non-impaired loans and advances 1,064,328 523,076 1,587,404
Total gross loans and advances to CUStOMETS .........cceevvereerieruireeeerienieneennes 1,068,936 527,647 1,596,583
Impairment allowances .... 3,279) (2,593) (5,872)
— Individually assessed ..... (1,896) (1,577) (3,473)
— Collectively aSSESSEA ......evruirieuiriirieiirieieteiecete ettt (1,383) (1,016) (2,399)
Net 10ans and adVANCES ..........c.c.cooviivvieiiiiiieieeeee e 1,065,657 525,054 1,590,711
Fair value of collateral which has been taken into account in respect
of individually assessed impaired loans and advances to customers ...... 1,202 1,214 2,416
Individually assessed impaired gross loans and advances as a
percentage of gross loans and advances to CUSLOMETS .........ccccevverueene 0.4% 0.8% 0.5%
Total allowances as a percentage of total gross loans and advances ........... 0.3% 0.5% 0.4%
At 31 December 2013
Gross loans and advances to customers
Individually assessed impaired gross loans and advances .............cccccue.... 1,965 4,468 6,433
ColleCtiVely aSSESSEA ...everueruiiiiiiirierieeieetee et 979,655 503,028 1,482,683
— Impaired loans and adVances ..........c.coccoeeerveerenieenenineneeeeneeeneens 370 315 685
— Non-impaired loans and advances .............ccceceeereererirenieeeereeeeeeeens 979,285 502,713 1,481,998
Total gross loans and advances to CUSLOMETS ........ccccecvereerierereeieneenieniene 981,620 507,496 1,489,116
Impairment allOWAnCES .........ceoerieuirierieieieirieieie et s (2,329) (2,877) (5,206)
— Individually assessed .........cceviriririiiiiieneeee e (808) (1,774) (2,582)
— CollectiVely aSSESSEd ......c..cereiriirieirieinieieirietetentet et eaenennens (1,521) (1,103) (2,624)
Net loans and adVANCES .......cc..cocvveieiiiiiiiiie et 979,291 504,619 1,438,910
Fair value of collateral which has been taken into account in respect
of individually assessed impaired loans and advances to customers ..... 1,058 1,093 2,151
Individually assessed impaired gross loans and advances as a
percentage of gross loans and advances to CUStomers .........c..c.cocceeeuenee. 0.2% 0.9% 0.4%
Total allowances as a percentage of total gross loans and advances ........... 0.2% 0.6% 0.3%
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For individually assessed customer loans and advances where the industry sector comprises not less than 10% of
the group’s total gross loans and advances to customers, the analysis of gross impaired loans and advances and
allowances by major industry sectors based on categories and definitions used by the HSBC Group is as follows:

The group
Total gross Gross Individually  Collectively Net new Advances
loans and impaired assessed assessed  impairment written-off
advances advances allowances allowances allowances in year
HKS$m HKSm HKS$m HKSm HKS$Sm HKS$m
At 31 December 2014
Residential mortgages ...........coc.c... 722,493 2,030 (288) (70) 70 131
Commercial, industrial and
international trade ...........ccccc...... 857,726 6,951 (3,820) (2,182) 1,583 664
Other commercial ........c.coecenenenne. 302,244 3,756 (1,470) (211) 800 57
At 31 December 2013
Residential mortgages ...........coc.c... 713,717 2,121 (363) (77) (12) 58
Commercial, industrial and
international trade ............coceee 856,520 6,264 (3,194) (2,050) 1,061 567
Other commercial .......c.ccccoceeevnenene 244,727 1,345 (522) 372) 182 125
The Bank
Total gross Gross Individually  Collectively Net new Advances
loans and impaired assessed assessed  impairment written-off
advances advances allowances allowances allowances in year
HK$m HKS$m HK$m HKS$m HKS$m HK$m
At 31 December 2014
Residential mortgages .........c..cc...... 374,446 613 (60) 21 17 54
Commercial, industrial and
international trade ............c.c...... 484,137 3,643 (1,839) (1,299) 350 189
Other commercial .......c.ccccceeeeinenene 198,945 3,006 (1,108) (144) 648 43
At 31 December 2013
Residential mortgages .........c..ce.c.... 368,013 607 (98) (22) 6 10
Commercial, industrial and
international trade ...........ccccc.o.... 494,009 3,757 (1,814) (1,267) 622 327
Other commercial ........ccoccvvvvenenee. 150,225 980 (351) (262) 86 85

Collectively assessed allowances refer to impairment allowances which are assessed on a collective basis for those
individually assessed loans and advances where an individual impairment has not yet been identified.
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17 Impairment allowances against loans and advances to customers (continued)

C

Overdue and rescheduled loans and advances to customers

The group

At 31 December 2014
Gross amounts which have been
overdue with respect to either
principal or interest for:
— more than three months but
less than six months ...............
— more than six months but
less than one year ...................
— more than one year

Individually assessed impairment
allowances made in respect of
amounts overdue ..........c..occeeene

Fair value of collateral held in
respect of amounts overdue ......

Rescheduled loans and advances to
CUSEOIMETS ..oeovveiriiiieeeiiiiieeeeennee

At 31 December 2013
Gross amounts which have been
overdue with respect to either
principal or interest for:
— more than three months but
less than six months ...............
— more than six months but
less than one year ........c..........
— more than one year ................

Individually assessed impairment
allowances made in respect of
amounts overdue ............ccceeee

Fair value of collateral held in
respect of amounts overdue .......

Rescheduled loans and advances to
CUSLOIMETS ..oveveeeveereeeeeeeeereeneeens

Hong Kong Rest of Asia-Pacific Total
HKS$m % HK$m % HKS$Sm %
624 0.0 2,023 0.2 2,647 0.1
452 0.0 764 0.1 1,216 0.0
2,024 0.1 2,185 0.2 4,209 0.2
3,100 0.1 4,972 0.5 8,072 0.3
(1,235) (2,265) (3,500)
1,144 1,805 2,949
431 0.0 2,298 0.2 2,729 0.1
402 0.0 1,836 0.2 2,238 0.1
223 0.0 1,300 0.1 1,523 0.1
1,956 0.1 2,449 0.2 4,405 0.2
2,581 0.1 5,585 0.5 8,166 0.4
(1,132) (2,698) (3,830)
914 2,429 3,343
464 0.0 1,928 0.2 2,392 0.1
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The Bank
Hong Kong Rest of Asia-Pacific Total
HKS$m % HKS$m % HKS$Sm %
At 31 December 2014
Gross amounts which have been
overdue with respect to either
principal or interest for:
— more than three months but
less than six months ............... 372 0.0 436 0.1 808 0.0
— more than six months but
less than one year ................... 363 0.0 265 0.1 628 0.0
— more than one year ................ 1,491 0.1 1,088 0.2 2,579 0.2
2,226 0.1 1,789 0.4 4,015 0.2
Individually assessed impairment
allowances made in respect of
amounts Overdue ...........occeevennene (795) (774) (1,569)
Fair value of collateral held in
respect of amounts overdue ....... 810 369 1,179
Rescheduled loans and advances to
CUSLOIMETS ..vvveenevieeereeeireeeiveeenens 341 0.0 1,216 0.1 1,557 0.1
At 31 December 2013
Gross amounts which have been
overdue with respect to either
principal or interest for:
— more than three months but
less than six months ............... 297 0.0 602 0.1 899 0.1
— more than six months but
less than one year ........c.......... 176 0.0 430 0.1 606 0.0
— more than one year ................ 1,433 0.1 968 0.2 2,401 0.2
1,906 0.1 2,000 0.4 3,906 0.3
Individually assessed impairment
allowances made in respect of
amounts overdue ........c..coceeeeueene (671) (966) (1,637)
Fair value of collateral held in
respect of amounts overdue ....... 742 512 1,254
Rescheduled loans and advances to
CUSEOIMETS ....vveeveereenreenieeveeneeenns 340 0.0 647 0.1 987 0.1

Rescheduled loans and advances to customers are those loans and advances which have been restructured or
renegotiated because of deterioration in the financial position of the borrower or because of the inability of the
borrower to meet the original repayment schedule. Rescheduled loans and advances to customers are stated net of
any loans and advances which have subsequently become overdue for more than three months and which are
included in the overdue amounts shown above.

18 Impairment and rescheduled amounts relating to placings with and advances to banks and other assets

There were no significant impaired or rescheduled placings with and advances to banks nor overdue or rescheduled
other assets as at 31 December 2014 and 31 December 2013. Information relating to overdue balances can be found in
Risk Report.
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19 Financial investments

The group The Bank
2014 2013 2014 2013
HK$m HK$m HKS$m HK$m
Treasury and other eligible bills
— available-for-sale ..........ccoveiiiiiiiiiiieieceeeeees 544,536 525,698 410,012 425,711
Debt securities, excluding certificates of deposit
— held-to-maturity .......ccccoeeerireireee e 169,277 167,242 - -
— available-for-sale ............cccoevevvevieiiieieeeeeee e 595,378 563,828 304,925 319,849
Certificates of deposit
— held-to-maturity .......ccccoveoireneireeee e 13,349 12,223 - -
— available-for-sale ............cccoeveviiiviieiieiie e 84,822 75,984 3,041 10,012
Equity shares
— available-for-sale ...........cccoeuveviiiiieiieiie e 49,131 34,796 4,005 3,011
1,456,493 1,379,771 721,983 758,583
Financial investments
— which may be repledged or resold by counterparties .... 2,091 1,641 1,585 1,545
— not subject to repledge or resale by counterparties ........ 1,454,402 1,378,130 720,398 757,038
1,456,493 1,379,771 721,983 758,583

Treasury and other eligible bills are largely unlisted.

a  Held-to-maturity debt securities, including certificates of deposit

The group
Book value Fair value
2014 2013 2014 2013
HKS$m HKS$m HKSm HK$m
Listed
— listed in Hong Kong ......c.cccovviveincnninenncniecnne 7,961 4,715 8,348 4,850
— listed outside Hong Kong .........cccccoeveiiiiiincncnens 38,870 43,172 41,755 43,848
46,831 47,887 50,103 48,698
UNLStEd .ot 135,795 131,578 140,632 131,417
182,626 179,465 190,735 180,115
Issued by public bodies
— central governments and central banks 5,336 4,653 6,039 4,753
— other public SECtOr entities ...........ccocevereerverierenenne 17,115 21,917 18,067 22,714
22,451 26,570 24,106 27,467
Issued by
— DANKS e 77,303 71,770 80,468 72,827
— COIPOTAte ENLItIES .eveeuveereeereieieeiieiieieeieeee e 82,872 81,125 86,161 79,821
182,626 179,465 190,735 180,115

During 2014, certain exchanges have been regarded as recognised exchanges, causing more securities to be classified
as listed.
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b Available-for-sale debt securities, including certificates of deposit

The group The Bank
2014 2013 2014 2013
HKS$m HK$m HKS$m HK$m
Listed
— listed in Hong Kong .........ccoeevrveieenieineieerieeenne 20,774 16,779 5,750 4,791
— listed outside Hong Kong 428,835 215,434 235,596 171,915
449,609 232,213 241,346 176,706
UNBSEEd .ot 230,591 407,599 66,620 153,155
680,200 639,812 307,966 329,861
Issued by public bodies
— central governments and central banks ................... 463,659 415,728 209,827 215,121
— other public SeCtor entities ...........coceeeeveereererenienns 58,388 71,762 40,635 47,721
522,047 487,490 250,462 262,842
Issued by
— DANKS .ot 108,692 117,705 51,826 57,965
— COTPOTAte ENLILICS .oovveurenrereeeieeeenieieieeeeeeeeeie e eeene 49,461 34,617 5,678 9,054
680,200 639,812 307,966 329,861

During 2014, certain exchanges have been regarded as recognised exchanges, causing more securities to be classified
as listed.

¢ Available-for-sale equity shares

The group The Bank
2014 2013 2014 2013
HK$m HK$m HKS$m HK$m
Listed
— listed in Hong Kong ......c.cccovviveincnnvinenncniccnnne 360 446 - -
— listed outside Hong Kong .......c.cccccveveniiiincncnens 42,736 26,959 - 59
43,096 27,405 - 59
Unlisted .....c.c.oovviiiiiiiiiiiicccccce 6,035 7,391 4,005 2,952
49,131 34,796 4,005 3,011
Issued by
— DANKS ..o 44,167 27,528 610 17
— corporate entities 4,964 7,268 3,395 2,994
49,131 34,796 4,005 3,011
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20 Assets transferred, assets charged as security for liabilities, and collateral accepted as security for assets

Transferred financial assets not qualifying for derecognition or full derecognition and associated financial liabilities

The group
2013
Carrying Carrying Carrying Carrying
amount of amount of amount of amount of
transferred associated transferred associated
assets liabilities assets liabilities
HK$m HK$m HK$m HK$m
Repurchase agreements .........cocecevereeereenienieeneerieneene 18,194 18,100 10,287 11,146
Securities lending agreements ...........ceceevvererererveeennn. 5,165 34 3,431 2,088
23,359 18,134 13,718 13,234
The Bank
2013
Carrying Carrying Carrying Carrying
amount of amount of amount of amount of
transferred associated transferred associated
assets liabilities assets liabilities
HKS$m HKS$m HK$m HKS$m
Repurchase agreements ..........cccocveveveeeeienieneeeeeeeenens 14,625 14,689 10,986 11,786
Securities lending agreements ............coceeveereeereneeennencns 4,659 34 3,335 2,088
19,284 14,723 14,321 13,874
Financial assets pledged to secure liabilities
The group The Bank
2014 2013 2014 2013
HKS$m HK$m HKS$Sm HK$m
Assets pledged to secure liabilities
Financial assets' pledged to secure liabilities..................... 119,845 106,077 86,729 79,490
Collateral accepted as security for assets
Fair value of the collateral permitted to sell
or repledge in the absence of default® .......................... 320,998 224,360 263,491 200,803
Fair value of collateral actually sold or repledged.............. 68,146 35,486 37,483 37,725

1 Financial assets comprise treasury bills, debt securities, equities and deposits.
2 These transactions are conducted under terms that are usual and customary to standard securities borrowing and reverse repurchase

agreements.

The table above shows assets where a charge has been granted to secure liabilities on a legal and contractual basis.

These transactions are conducted under terms that are usual and customary to collateralised transactions including,
where relevant, standard securities lending and repurchase agreements.

The financial assets shown above include amounts transferred that do not qualify for derecognition, notably debt
securities held by counterparties as collateral under repurchase agreements and equity securities lent under securities
lending agreements. As the substance of these transactions is secured borrowings, the asset collateral continues to be
recognised in full and the related liability reflecting the Group’s obligation to repurchase the transferred assets for a
fixed price at a future date is recognised on the balance sheet. As a result of these transactions, the Group is unable to
use, sell or pledge the transferred assets for the duration of the transaction. The Group remains exposed to interest rate
risk and credit risk on these pledged instruments. The counterparty’s recourse is not limited to the transferred assets.
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The Bank
2014 2013
HKS$m HK$m
Investments in subsidiaries:
UnDIStEd INVESTIMENES ......vveiiieiiiietiieeeeee et ee et e e et e e et e e et e e e eaeeeeaeeeeteeeeeeeeenseeeenreeeeseeeeseeeenseeeeseeesnseeeennes 63,004 62,407
LiStEd INVESTIMENT ...ocvviiiiiiiitiecticcte ettt ettt ettt et eeae e et e eateeateeteeaeeeaeeeaeeeaseeabeesseenseenseenveenveenseenseens 7,845 865
70,849 63,272
The principal subsidiaries of the Bank are:
The group’s
interest in
Class of issued share
Place of Principal  share/ registered capital / registered
incorporation activity  or charter capital or charter capital
Hang Seng Bank Limited .........ccoceoerenieeneieniiecneee Hong Kong Banking Ordinary 62.14%
HSBC Bank (China) Company Limited ............cccceeuee PRC' Banking  Registered Capital 100%
HSBC Bank Malaysia Berhad ............cccceovevevinineenns Malaysia Banking Ordinary 100%
HSBC Bank Australia Limited® ............c..ccccooovrruernnen. Australia Banking Ordinary 100%
HSBC Bank (Taiwan) Limited® ............c.cccccoooorrruernnen. Taiwan Banking Ordinary 100%
HSBC Insurance (Asia) Limited? .... Hong Kong Insurance Ordinary 100%
HSBC Life (International) Limited? Bermuda Retirement Ordinary 100%
benefits and
life insurance
HSBC Bank (Vietnam) Ltd. .......ccccoooeiieeneiniincnees Vietnam Banking Charter Capital 100%

1 People’s Republic of China
2 Held indirectly

All the above subsidiaries are included in the group’s consolidated financial statements. All these subsidiaries make
their financial statements up to 31 December.

The principal places of business are the same as the places of incorporation except for HSBC Life (International)
Limited which operates mainly in Hong Kong.

The proportion of voting rights held is the same as the proportion of ownership interest held.

The principal subsidiaries are regulated banking and insurance entities and, as such, are required to maintain certain
minimum levels of capital and liquid assets to support their operations. The effect of these regulatory requirements is
to limit the extent to which the subsidiaries may transfer funds to the Bank in the form of repayment of shareholder
loans or cash dividends.

During the year, the Bank extended a perpetual subordinated loan to a subsidiary which is recognised as an equity
investment for accounting purposes.

Subsidiary with material non-controlling interest

2014 2013

Hang Seng Bank Limited

Ownership interest and voting rights held by non-controlling interests ............ccoceeevercererencnecnccnenenns 37.86% 37.86%

HKS$m HK$m

Profit attributable to non-controlling MNEEIESES ...........ccueuiviiiriiiiiiiieirieieerce et 5,730 10,100
Accumulated non-controlling interests of the subsidiary . 50,057 40,807
Dividends paid to non-controlling INEIESTS ..........ccceoueuiriiirieiiiuirieiirieieiesee et 3,981 3,836
Summarised financial information (before intra-group eliminations):

— ASSEES it h bbbttt 1,263,990 1,143,730
= LAADIIIEIES vttt bbbttt 1,124,797 1,035,952
— Net operating income before 10an IMPAIrMENLt ...........cccceeuerieirieirieieeneteeeeeeesee et saeeenens 28,570 37,589
— ProOfit fOI the YRAT.....c.eiiiieiiiieiet ettt bbbttt 15,131 26,678
— Other comprehensive income .. 19,804 (1,120)
— Total comprehensive income 34,935 25,558
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22 Interests in associates and joint ventures

The group

2014 2013

HKS$m HK$m

SHATE OF TIEL @SSELS ...viviiieiiieie ettt ettt ettt e et e et e e eteeeteeeteeeteeeaeeeaeeeteeteeeteeeteeeasesaseeaseeaseeereenseenreeareens 112,283 103,435

Goodwill ................ 4,236 4,720

Intangible assets ..........c.ccocvreeennene 194 688
Deferred tax on intangible assets (48) (172)
IMIPAIIINICNL ..e.tinitiieiieteiet ettt b ettt ettt s ettt e bt b et e b e e st en e e bt ases e eb et e st ben et et eneabeneebenes (11) (819)

116,654 107,852

At 31 December 2014, the group’s interests in associates amounted to HK$116,134m (2013: HK$107,384m).

The Bank
2014 2013
HKSm HK$m
LASTEA INVESTITIENTS ....eeiiieii ittt ettt e et e e e e et e e et e e et e e e et e e eaaeeeeateesneeesneeesaeessiaeeeans 39,824 39,824
Unlisted investments 6 586
39,830 40,410
Associate
(i) Principal associate
Principal The group’s interest in
Place of incorporation activity Class of share issued share capital
Bank of Communications Co., Ltd. .............. People’s Republic of China Banking Ordinary 19.03%

Bank of Communications Co., Ltd. is listed on recognised stock exchanges. The fair value represents valuation based
on quoted market price of the shares held (Level 1 in the fair value hierarchy) and amounted to HK$101,918m at 31
December 2014 (2013: HK$77,181m).

Bank of Communications Co., Limited (‘BoCom”)

The group’s investment in BoCom was equity accounted with effect from August 2004. The group’s significant
influence in BoCom was established as a result of representation on the Board of Directors and, in accordance with the
Technical Cooperation and Exchange Programme, the group is assisting in the maintenance of financial and operating
policies and a number of staff has been seconded to assist in this process.

Impairment testing

At 31 December 2014, the fair value of the group’s investment in BoCom had been below the carrying amount for
approximately 32 months, apart from a short period in 2013. As a result, the group performed an impairment test on
the carrying amount of the investment in BoCom. The test confirmed that there was no impairment at 31 December
2014. The recoverable amount was HK$121.7bn (2013: HK$108.9bn), an excess of HK$7.9bn over the carrying
amount (‘headroom’) at 31 December 2014 (2013: HK$4.3bn). The increase in headroom is due to the improved
capital position of BoCom.

At 31 December 2014 At 31 December 2013
Carrying Fair Carrying Fair
VIU amount value VIU amount value
HKS$bn HKS$bn HKS$bn HKSbn HKS$bn HKS$bn
Bank of Communications Co., Limited ................ 121.7 113.8 101.9 108.9 104.6 77.2
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Basis of recoverable amount

The impairment test was performed by comparing the recoverable amount of BoCom, determined by a value in use
(‘VIU’) calculation, with its carrying amount. The VIU calculation used discounted cash flow projections based on
management’s estimates of earnings. Cash flows beyond the short to medium-term were then extrapolated in
perpetuity using a long-term growth rate. An imputed capital maintenance charge (‘CMC’) is calculated to reflect
expected regulatory capital requirements, and is deducted from forecast cash flows. The principal inputs to the CMC
calculation include estimates of asset growth, the ratio of risk-weighted assets to total assets, and the expected
regulatory capital requirements. Management judgement is required in estimating the future cash flows of BoCom.

Key assumptions in VIU calculation

Long-term growth rate: the growth rate is 5% (2013: 5%) for periods after 2018 and does not exceed forecast GDP
growth in China.

Discount rate: the discount rate of 13% (2013: 13%) is derived from a range of values obtained by applying a Capital
Asset Pricing Model (‘CAPM’) calculation for BoCom, using market data. Management supplements this by
comparing the rates derived from the CAPM with discount rates available from external sources, and the group’s
discount rate for evaluating investments in mainland China. The discount rate used is within the range of 11.4% to
14.2% (2013: 10.5% to 15.0%) indicated by the CAPM and external sources.

Loan impairment charge as a percentage of customer advances: the ratio used ranges from 0.73% to 1% (2013: 0.64%
to 1%) in the short to medium-term. The long-term ratio is assumed to revert to a historical rate of 0.65% (2013:
0.64%). The rates are within the short to medium-term range forecasts of 0.51% and 1.08% (2013: 0.55% and 1.20%)
disclosed by external analysts.

Risk-weighted assets as a percentage of total assets: the ratio used ranges from 70% to 72% in the short to medium-
term. The long-term ratio reverts to a rate of 70% (2013: 68.7%).

Cost-income ratio: the ratio used ranges from 40.0% to 42.4% (2013: 39.7% to 43.2%) in the short to medium-term.
The ratios were within the short to medium-term range forecasts of 37.2% to 44.5% (2013: 38.0% to 44.2%) disclosed
by external analysts.

Sensitivity analyses were performed on each key assumption to ascertain the impact of reasonably possible changes in
assumptions. The following change to each key assumption used on its own in the VIU calculation would reduce the
headroom to nil.

Key assumption Changes to key assumption to reduce headroom to nil

e Long-term growth rate o Decrease by 43 basis points
e Discount rate e Increase by 53 basis points
e Loan impairment charge as a percentage of customer advances o Increase by 8 basis points

o Risk-weighted assets as a percentage of total assets e Increase by 3.3%

e Cost-income ratio e Increase by 1.6%
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The following table further illustrates the impact on VIU of reasonably possible changes to key assumptions. This
reflects the sensitivity of VIU to each key assumption on its own and it is possible that more than one favourable
and/or unfavourable change may occur at the same time.

As at 31 December 2014

HKS$bn Favourable Unfavourable
Carrying amount: 113.8 change Current model change
Long-term growth rate .........ccccoceevververienenne. +50bp +100bp 5.00% -50bp -100bp
132.0 143.9 121.7 112.5 104.3
10.3 PP 9.2) 17.4)
-50bp -100bp 13.00% +50bp +100bp
130.2 140.1 121.7 114.2 107.6
8.5 18.4 (7.5) (14.1)
Loan impairment charge as a percentage of 0.65% throughout 2014 —2018: 0.73% to 1.00%  1.00% from 2014 to 2018

customer advances 2019 onwards: 0.65% 2019 onwards: 0.65%
VIU oo 125.5 121.7 115.8
Increase/(decrease) in VIU 3.8 5.9)

Risk-weighted assets as a percentage of total 2014 —2018: 70% to 72%

ASSELS .evevenerenreiereer ettt -100bp -200bp 2019 onwards: 70% +100bp +200bp

VIU i 123.9 126.4 121.7 119.2 116.8

Increase/(decrease) in VIU .........ccccceeenee 2.2 4.7 2.5 4.9)
2014 —2018: 40.0% to 42.4%

COSt-INCOME TALIO ..o -50bp -100bp 2019 onwards: 42.4% +50bp +100bp
VIU L 124.1 126.7 121.7 119.2 116.8
Increase/(decrease) in VIU .........cccccveneee. 24 5.0 2.5 4.9)

As at 31 December 2013

HK$bn Favourable Unfavourable

Carrying amount: 104.6 change Current model change

Long-term growth rate .........c.ccccoveeeeenieennns +50bp +100bp 5.00% -50bp -100bp
VIU L 119.3 131.3 108.9 99.7 91.5
Increase/(decrease) in VIU .........cccccveneee. 10.4 22.4 9.2) (17.4)

DiScount rate .........ccceeeeeverieeneenenieeneennns -50bp -100bp 13.00% +50bp +100bp
VIU L 120.7 1344 108.9 98.7 89.8
Increase/(decrease) in VIU .........ccccceeeee. 11.8 25.5 (10.2) (19.1)

Loan impairment charge as a percentage of 0.64% throughout 2013 —2018: 0.64% to 1.00% 1.00% from 2014 to 2018
customer advances ............ccccceeeeeeecieennne 2019 onwards: 0.64% 2019 onwards: 0.64%
VIU i 114.5 108.9 103.9
Increase/(decrease) in VIU .........ccccveneeee. 5.6 (5.0)

Risk-weighted assets as a percentage of total
assets -100bp -200bp 68.7% throughout +100bp +200bp

111.4 114.0 108.9 106.2 103.6
2.5 5.1 2.7 (5.3)
2013 —2018: 39.7% to 43.2%
-50bp -100bp 2019 onwards: 43.2% +50bp +100bp
111.2 113.8 108.9 106.4 103.9
23 49 (2.5) (5.0)
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Selected financial information of BoCom

The statutory accounting reference date of BoCom is 31 December. For the year ended 31 December 2014, the group
included the associate’s results on the basis of financial statements made up for the 12 months to 30 September 2014,
but taking into account the financial effect of significant transactions or events in the period from 1 October 2014 to 31
December 2014.

At At
30 September 30 September
2014 2013
HKSm HKS$m
Selected balance sheet information of BoCom
Cash and balances at central DANKS ............ceverieriirieieieieiesie ettt 1,165,846 1,102,661
Loans and advances to banks and other financial InStitutions ..............c.ccceeeevvieeiieeireeireceeeeeeeeeeeens 620,206 682,714
Loans and advances t0 CUSLOIMETS ..........ccueievieereeerieeeieeeeeeeeeeeeteeeteeeseeeeeeeeeeseesseeeseesseeeseeeseeesseeneeens 4,248,285 4,002,207
Other financial assets 1,387,509 1,283,423
OLNET @SSEES .vveuvietieitieetieete et et et e st e sttesieeeateesteeaeesaeesstesaeeasaeesseesbeenseenseeseansseeseaesseenseenseeseenseennes 353,438 270,034
TOTAL ASSELS ...eiievieeiiee ettt ettt e et e e e et e et e et e e et e e e eaa e e e tae e eteeeeaeeeetaeeeraeeas 7,775,284 7,341,039
Deposits by banks and other financial INStItULIONS .........ccevveriiririiieieieiereeece e 1,628,358 1,325,248
Customer accounts 5,148,337 5,176,342
Other financial HADIILIES .......cccccveiuiiiiiriiietiei ettt ettt v et eae e saeebe et enaessennas 223,852 159,446
OLhEr TADIIILIES ...e.vviivvieiiieiieiieteeete ettt ettt ste e s te e sta e e taeetbe et e esbeesbe e seeesseesseesseenseenseeneenneesnns 196,712 152,405
TOLAl HADIIIEIES ....veevieuieieiietieii et sttt ettt ettt ettt e st es e e st et e besseeseestentensesseeseeseenaensansen 7,197,259 6,813,441
TOTAL EQUILY .euveuertenieteeiet ettt ettt ettt b et b et e b et s e b eseebe e e b et e s e b eneebe e eneebe e eneebeneeneneene 578,025 527,598
Total equity attributable to:
— SNATERNOLAECTS ... ettt e e eae e 575,424 525,195
— NON-CONTOIIING TNEEIESES ....euvvetenititeiirtetete ettt ettt ettt ettt be bt sa e ebeneeves 2,601 2,403
Reconciliation of BoCom’s net assets to carrying amount in the group’s consolidated
financial statements
The group’s share of net assets . 109,529 99,969
Add: Goodwill ........cceevenn 4,122 4,191
Add: INtANGIDIE ASSELS ....veuveuieenieiiietieieiet ettt ettt ettt ettt et et se et e st b et s et et ebe e neeaeneas 145 476
CAITYINZ AIMOUNE ...ttt ettt ettt et et sb e ebeeb e st ea e st e st e ebeeseest et ebesbeebeestentenbensenbesbeeneenseneen 113,796 104,636

For the 12 months ended
30 September

2014 2013
HKS$m HK$m
Selected income statement information of BoCom
INEL INLETESE INCOIMIE ..evviiiiieiiiieieete ettt ete e et e st e et e et e eebeebeebeebeeeseeesseesseesseenseeaseeseesssesasesssesaseenseensens 170,833 161,092
Net fee and COMMIUSSION INCOIME ....eeviiieiieiiieieeie e esieesttesteeteeteeteebeeteesteessaeessessseenseeseesseenseesnes 37,157 31,101
Loan impairment charges (27,209) (21,807)
Depreciation and amOTtISATION .........cc.eiereieirieierieeterteeteeeet et st eeeese et e e seeste et eseesaessesbesseeseeneenenne (7,136) (6,277)
TAX EXPEISE .ttt ettt ettt ettt ettt et s et ettt et a e et a e eae ettt et e b ettt et ebe et eneen (24,055) (21,895)
Profit for the year 82,405 78,541
Other comprehensive iNCOME/ (LOSS) ....evveruieieriirieriieiieiieiee ettt sttt st 1,681 (2,909)
Total COMPIENENSIVE INCOMIE ......eviuiiinieiirieiieteietiet ettt ettt b ettt ettt sae e b e esesaennene 84,086 75,632
Dividends received from BOCOIM .......c.ocoviiiiiiiiiiiiiiciieieee ettt ettt ve v eveeeas e ens 4,629 4,264
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22 Interests in associates and joint ventures (continued)

(ii) Other associates

Summarised aggregate financial information in respect of associates not individually material

2014
HKS$m
CAITYINE VALUE ..eneetitinitiieiite ettt ettt ettt be b et b et eb et neebenes 2,338
The group’s share of:
— Assets 2,704
= LHADILIHIES ...ttt 366
— Profit or loss from continuing operations 311
— Other cOMPIeheNnSiVe INCOME .......cvervirrieeieiieieiesieeieeeeeee ettt ettt etese et eneeseessessensesneas -
— Total cCOMPIENENSIVE IMCOMIE........cuiieuiteeietieeeieteeeteeet ettt ettt et se st es et eseseeneebeneenenan 311
Other expense related to investment in an associate:
— Impairment 0f N ASSOCIALE .......eveuirueuiriiieiirieee ettt 11

2013
HK$m

2,748
13,524
11,229

659

668

819

At 31 December 2014, the group’s share of associates’ contingent liabilities incurred relating to the group’s

interest in associates was HK$359,524m (2013: HK$361,129m).

The group’s investment in Vietnam Technological & Commercial Joint Stock Bank (‘TechCom Bank’) was
equity-accounted since October 2007 due to the group’s representation on the Board of Directors and involvement
in the Technical Support and Assistance Agreement. The terms of the group’s nominated directors expired in
April 2014 and the Technical Support and Assistance Agreement expired at the end of June 2014. As a result of
these and other factors, the group considers that it is no longer in a position to exercise significant influence over
TechCom Bank and ceased to account for the investment as an associate from the end of June 2014. Thereafter,
the holding in TechCom Bank of 19.41% is classified as an available-for-sale financial investment. The loss

arising from this reclassification was HK$25Im.

155
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23 Goodwill and intangible assets

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

The group The Bank
2014 2013 2014 2013
HK$m HK$m HK$m HK$m
GOOAWILL ..o 6,379 6,362 1,152 1,181
Present value of in-force long-term insurance business .... 32,389 28916 - -
Other intangible aSSets ..........ccevvrverieerieerieieerieeeeieennas 6,310 6,604 3,155 3,349
45,078 41,882 4,307 4,530
a  Goodwill
The group The Bank
2014 2013 2014 2013
HK$m HK$m HKS$m HK$m
Cost at 1 January ..........cccceeeevinecenincecneeeeenees 6,362 7,237 1,181 1,180
Exchange and other movements ............cccceceveeneencne 17 (875) (29) 1
Net book value at 31 December .........c..cccoeeveeneeeneenne. 6,379 6,362 1,152 1,181
Segmental analysis of goodwill
The group The Bank
2014 2013 2014 2013
HK$m HK$m HK$m HK$m
Hong Kong — Commercial Banking ...........cccocceeueueenee 24 24 24 24
Hong Kong — Global Banking and Markets 750 750 498 498
Hong Kong — Private Banking .........c.cccccevvevccverennnenee 82 82 82 82
Rest of Asia-Pacific — Retail Banking and Wealth
Management ..........ccoeeeveeveveueueeereninrenerereneeeneseseenenenes 1,302 1,180 76 80
Rest of Asia-Pacific — Commercial Banking ................. 3,337 3,408 - —
Rest of Asia-Pacific — Global Banking and Markets ..... 884 918 472 497
Total goodwill in the CGUs listed .........cccveerniecrniennee 6,379 6,362 1,152 1,181
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23 Goodwill and intangible assets (continued)

During 2014 there was no impairment of goodwill (2013: nil). Impairment testing in respect of goodwill is
performed annually by comparing the recoverable amount of cash generating units (‘CGUSs’), determined at 1 July
2014 based on a value in use calculation, with the carrying amount of the CGUs. That calculation uses cash flow
estimates based on management’s cash flow projections, extrapolated in perpetuity using a nominal long-term
growth rate based on current Gross Domestic Product for the countries within which the CGU operates. Cash flows
are extrapolated in perpetuity due to the long-term perspective within the group of business units making up the
CGUs. The discount rate used is based on the cost of capital HSBC allocates to investments in the countries in
which the CGU operates.

The cost of capital assigned to an individual CGU and used to discount its future cash flows can have a significant
effect on its valuation. The cost of capital is generally derived from an appropriate capital asset pricing model,
which itself depends on inputs reflecting a number of financial and economic variables including the risk-free rate
in the country concerned and a premium to reflect the inherent risk of the business being evaluated. These variables
are established on the basis of management judgement.

Management judgement is required in estimating the future cash flows of the CGUs. These values are sensitive to
the cash flows projected for the periods for which detailed forecasts are available, and to assumptions regarding the
long term sustainable pattern of cash flows thereafter. While the acceptable range within which underlying
assumptions can be applied is governed by the requirement for resulting forecasts to be compared with actual
performance and verifiable economic data in future years, the cash flow forecasts necessarily and appropriately
reflect management’s view of future business prospects.

Two key assumptions upon which management has based its determination of the recoverable amount of the CGUs
are the discount rate and the nominal long-term growth rate. The discount rates used in the impairment test in 2014
were in the range of 11% to 14% across different CGUs. The nominal long-term growth rates used in the
impairment test in 2014 for Hong Kong and Rest of Asia-Pacific were 6.7% and 7.9% respectively.

b The present value of in-force long-term insurance business (‘PVIF’)
(i) PVIF specific assumptions

The following are the key assumptions used in the computation of PVIF for Hong Kong, being the main life
insurance operation:

2014 2013
Risk free rate ...... . 1.86% 2.31%
Risk discount rate .. . 7.42% 7.41%
EXpenses INflation .........cccoieieiiiiiineeeeee e 3.00% 3.00%
(ii) Movement in PVIF for the year ended 31 December
The group
2014 2013
HK$m HK$m
At T JANUATY oo 28,916 24,425
Value of new business written during the year ..........c..cccccveeirenerincnneneenenend 5,317 5,075
Movements arising from in-force business:
— expected return ...... (1,781) (1,358)
— eXperience variances ................... (60) (33)
— changes in operating assumptions .. (731) 1,499
Investment return variances ............... (88) (75)
Changes in investment assumptions .. 891 (387)
Other adJUSEMENES .....oc.eiuiiiieiieieiert ettt st eneens 33 14
Changes I PVIF.......cooiiiiiiii ettt 3,581 4,735
Exchange differences and other ...........ccoeviiriiiniiniiniiinieneeeceeee (108) (244)
At 31 DECEIMDET ...cevviviieeiieeie ettt e ettt eveeeteeeveeeaeeeaaeeveeteeeaeeeaeeeaee 32,389 28,916
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23 Goodwill and intangible assets (continued)

¢ Other intangible assets

The group
2014
Customer/
Computer merchant
software relationships Other' Total
HKS$Sm HKS$m HKS$Sm HKS$m
Cost
AL T JANUATY oo 12,645 1,606 2,288 16,539
AddItIONS ..o 1,546 — — 1,546
Disposals/amounts written-off ...........c.cccceeveverenennne (161) - (63) (224)
Exchange and other movements ........c..c.ccccoeeerveruenenne. (66) 91) (122) (279)
At 31 December .......cccueiviiiiiciiiceeceeae 13,964 1,515 2,103 17,582
Accumulated amortisation and impairment
At 1 JANUATY ..ot 8,818 1,033 84 9,935
Amortisation charge for the year .. 1,483 120 11 1,614
Impairment ...........cecvevverrennene 36 - 21 57
Disposals/amounts written-off . (156) - (63) (219)
Exchange and other movements ... (50) (65) — (115)
At 31 DECEMDET ...t 10,131 1,088 53 11,272
Net book value at 31 December .........c..ccoeevveeveennnen. 3,833 427 2,050 6,310
2013
Customer/
Computer merchant
software relationships Other' Total
HK$m HK$m HK$m HK$m
Cost
At 1 JanUAry ....o.coceviviiieicinceecc s 11,521 1,842 2,367 15,730
AdAItIONS ... 1,502 - - 1,502
Disposals/amounts written-off ...........ccoccoevenecncnnne (295) - (13) (308)
Exchange and other movements .............ccccoceveeeennene (83) (236) (66) (385)
At 31 DeCember .........cceinirieiciniiieiecceeeees 12,645 1,606 2,288 16,539
Accumulated amortisation and impairment
At 1 JanUary ......c.coeveveeieiininiecicec s 7,653 1,039 66 8,758
Amortisation charge for the year .........c.ccocecevveencnne 1,440 128 15 1,583
IMPairment .......c..ccceveivienieenieeneieerce e 71 - 21 92
Disposals/amounts written-off . (287) - (14) (301)
Exchange and other movements ... (59) (134) (4) (197)
At 31 DECEMDET ....ceeveviniviieiiieiieieieereteeseesieeee 8,818 1,033 84 9,935
Net book value at 31 December ............ccceeeeeveeeennn.n. 3,827 573 2,204 6,004

1. ‘Other’ includes operating licenses which were recognised during the acquisition of the assets, liabilities and operations of The
Chinese Bank in Taiwan in 2008. These have an indefinite useful life as there are no economic or legal restrictions to limit their use.

The carrying value of this intangible asset was allocated to relevant business units in Taiwan.
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23 Goodwill and intangible assets (continued)

The Bank
2014
Customer/
Computer merchant
software relationships Other Total
HKSm HKS$m HKS$Sm HKS$m
Cost
At 1 JaNUATY ..o 10,020 1,145 79 11,244
Additions .......cccocereireenenne 1,196 - - 1,196
Disposals/amounts written-off .... 99) - - 99)
Exchange and other movements.............ccccecvevvereneenene (12) (83) 2) 97
At 31 DECEMDET ..ot 11,105 1,062 77 12,244
Accumulated amortisation and impairment
At 1 JaNUATY .ooveviiieiccciececcc e 7,113 737 45 7,895
Amortisation charge for the year .. 1,222 93 8 1,323
IMPAITMENL.....cuiitinieiiieiieieiecre e 36 - 2 38
Disposals/amounts written-off .............cccoceveveniennnnne. 99) = = 99)
Exchange and other movements ...........c.cccceeeereneenenne. 8) (58) ?2) (68)
At 31 DECEMDET ...ttt 8,264 772 53 9,089
Net book value at 31 December .........c...ccoeeveenveennnnen. 2,841 290 24 3,155
2013
Customer/
Computer merchant
software relationships Other Total
HK$m HK$m HK$m HK$m
Cost
At 1 JanUATY .ocoeveenieiiiicincecce e 9,049 1,286 78 10,413
AdAItIONS ..veeeviiiicieceeccecee e 1,140 - - 1,140
Disposals/amounts written-off . (173) - - (173)
Exchange and other movements ... 4 (141) 1 (136)
At 31 DECEMDET .....veeveiiiieiiieie e 10,020 1,145 79 11,244
Accumulated amortisation and impairment
At 1 JanUArY .ocooveerieiiinicincecece e 6,079 719 30 6,828
Amortisation charge for the year .. 1,169 99 8 1,276
Impairment..........cccooevenereenne 32 - 6 38
Disposals/amounts written-off ...........cc.cccoeevvencrnnne. (172) - - (172)
Exchange and other movements ........c..c.ccccoeeerereenennee 5 (81) 1 (75)
At 31 DeCemDEr .....c..ooiviiiiiiiiiiie e 7,113 737 45 7,895
Net book value at 31 December ............cocveeeeveeeennen. 2,907 408 34 3,349

The above intangible assets are amortised over their finite useful lives as follows:

Computer software from 3 years to 5 years
Customer/merchant relationships from 3 years to 10 years
Other (excluding operating licenses) from 3 years to 10 years
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23 Goodwill and intangible assets (continued)

An impairment test was carried out in respect of the operating licenses in Taiwan as at 1 July 2014. The result
confirmed that there was no impairment. The impairment test was performed by comparing the recoverable amount
of the relevant cash generating units (‘CGUs’), determined by a value in use calculation, with the carrying amounts
of the CGUs. The calculation uses cash flow estimates based on management’s cash flow projections, extrapolated
in perpetuity using a long-term growth rate applicable to the banking industry in Taiwan. The discount rate used is
based on the cost of capital the group allocates to Taiwan.

Two key assumptions upon which management has based its determination of the recoverable amount of the CGUs
are the discount rate and the long-term growth rate. The discount rate used during 2014 was 10% to 12% across
different CGUs. The long-term growth rate used during 2014 was 3%.

24 Property, plant and equipment

a  Property, plant and equipment

The group The Bank
Land and Investment Land and Investment
buildings properties Equipment buildings properties Equipment
HKS$m HKS$Sm HKS$m HKSm HKSm HKS$m
Cost or valuation
At 1 January 2014 .......cccoeinvinnnennne 85,306 11,392 22,686 76,945 473 14,465
Exchange and other adjustments ..... (366) 1 (290) (4,938) (481) 93)
Additions .. 376 - 2,488 375 - 1,630
Disposals 14) - (1,057) a - (520)
Elimination of accumulated
depreciation on revalued
land and buildings .........c.ccceenee (2,300) - - (2,634) - -
Surplus on revaluation .................... 4,511 670 - 3,775 99 -
Reclassifications ..........ccccceevevuennee. (760) 721 1) (476) 463 —
At 31 December 2014 .........ccceenee 86,753 12,784 23,826 73,046 554 15,482
Accumulated depreciation
At 1 January 2014 .....cocoviiinne. 91 - 18,053 164 - 11,575
Exchange and other adjustments ..... ?) - (225) ?2) - 67)
Charge for the year ..........ccccoeenee 2,294 - 1,813 2,547 - 1,135
Disposals .....cceeveereirieeee 1 - (1,030) 1) - (513)
Elimination of accumulated
depreciation on revalued
land and buildings (2,300) - - (2,634) - -
Reclassifications .........cc.cceevevvervennene 8 — 1) (6) - —
At 31 December 2014 ..........ccceuee 74 — 18,610 68 — 12,130
Net book value at
31 December 2014.........coceveeen. 86,679 12,784 5,216 72,978 554 3,352
Total at 31 December 2014 ............. 104,679 76,884
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24 Property, plant and equipment (continued)

The group The Bank
Land and Investment Land and Investment
buildings properties Equipment buildings properties Equipment
HK$m HK$m HK$m HK$m HKS$m HK$m
Cost or valuation
At 1 January 2013 ....ocoeeiniiiienne 80,104 5,282 22,228 50,895 197 13,872
Exchange and other adjustments ..... (188) - (402) (156) - (202)
Additions ......ocoeeieieirieees 1,743 4,868 1,808 25,060 251 1,300
DiSpOSals .....ceveeeieiiiieieee e (11) - 975) - - (530)
Elimination of accumulated
depreciation on revalued
land and buildings ...........ccoen...... (2,048) - - (1,238) - -
Surplus on revaluation 5,687 1,389 - 2,370 25 -
Reclassifications ..........cccceccveeeeneneee 19 (147) 27 14 - 25
At 31 December 2013 ........ceueunee. 85,306 11,392 22,686 76,945 473 14,465
Accumulated depreciation
At 1 January 2013 ..o 60 - 17,375 57 - 11,055
Exchange and other adjustments ..... 4) - (303) %) - (156)
Charge for the year 2,084 - 1,904 1,349 - 1,174
Disposals .....cceeveerierieeee - - (944) - - (519)
Elimination of accumulated
depreciation on revalued
land and buildings ..........ccccceneee. (2,048) - - (1,238) - -
Reclassifications ..........c.cceeevernennene (1) — 21 — — 21
At 31 December 2013 .........ccceunee. 91 — 18,053 164 — 11,575
Net book value at
31 December 2013.......cccooeueneneee 85,215 11,392 4,633 76,781 473 2,890
Total at 31 December 2013 ............. 101,240 80,144

The carrying amount of land and buildings, had they been stated at cost less accumulated depreciation, would

have been as follows:

The group The Bank
2014 2013 2014 2013
HK$m HK$m HK$m HK$m
Cost less accumulated depreciation...........ccceeeeeeeneenee. 19,387 19,998 34,544 38,477

¢ An analysis of land and buildings carried at valuation or cost (before deduction of accumulated depreciation) is as

follows:
The group The Bank

2014 2013 2014 2013
HK$m HK$m HK$m HK$m
Land and buildings carried at valuation ............c..c..... 86,743 85,296 73,046 76,945
Other land and buildings stated at cost .........c.ccccveune 10 10 - —

Land and buildings before deduction of
accumulated depreciation ............cccceveverireenenne. 86,753 85,306 73,046 76,945
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d The net book value of land and buildings and investment properties comprises:

The group The Bank
2014 2013 2014 2013
HK$m HK$m HK$m HK$m
In Hong Kong:
Long leaseholds (over fifty years) ......c.ccccoevveneennene. 37,356 36,988 33,234 33,028
Medium-term leaseholds
(between ten and fifty years)........ccocceeevenceircnencnnee 50,698 48,407 36,495 35,265
Short leaseholds (less than ten years) ..........c.coceeueueneee 39 63 39 63
88,093 85,458 69,768 68,356
Outside Hong Kong:
Freehold ...t 4,625 4,522 3,474 3,451
Long leaseholds (over fifty years) ......c.ccccoeveenennnnne. 145 158 127 129
Medium-term leaseholds
(between ten and fifty years) ........cccocevevereireneeennee 6,580 6,444 143 5,293
Short leaseholds (less than ten years) .........cc.ccceeeenee 20 25 20 25
11,370 11,149 3,764 8,898
99,463 96,607 73,532 77,254
Analysed as follows:
Land and buildings .........ccccoeeivinniceiinneiciinccne 86,679 85,215 72,978 76,781
Investment Properties .........oceeververeerierereereereerieneennens 12,784 11,392 554 473
99,463 96,607 73,532 77,254

The group’s land and buildings and investment properties were revalued in November 2014 and updated for any
material changes at 31 December 2014. The basis of valuation for land and buildings and investment properties
was open market value, depreciated replacement cost or surrender value as noted in note 3(p). The resultant values
would mainly be categorised as Level 3 in the fair value hierarchy. In determining the open market value of
investment properties, expected future cash flows have been discounted to their present values. The net book value
of ‘Land and buildings’ includes HK$12,368m (2013: HK$11,731m) in respect of properties which were valued
using the depreciated replacement cost method or surrender value.

The surplus on property revaluation was HK$5,181m (2013: HK$7,076m). Amounts of HK$3,292m (2013:

HK$4,073m) and HK$671m (2013: HK$1,389m) were credited to the property revaluation reserve and the income

statement respectively. The amount credited to the property revaluation reserve of HK$3,292m (2013: HK$4,073m)
is stated after deduction of non-controlling interests of HK$552m (2013: HK$796m) and deferred tax of HK$666m

(2013: HK$818m). The amount credited to the income statement comprises the surplus of HK$670m (2013:

HK$1,389m) on revaluation of investment properties, and HK$1m (2013: nil) relating to the reversal of previous

revaluation deficits that arose when the value of certain land and buildings fell below depreciated historical cost.

Land and buildings and investment properties in Hong Kong, Macau and mainland China, representing 96% by
value of the group’s properties subject to valuation, were valued by DTZ Debenham Tie Leung Limited who has
recent experience in the location and type of properties. The valuations were carried out by qualified valuers who
are members of the Hong Kong Institute of Surveyors. Properties in eleven countries, which represent 4% by value
of the group’s properties, were valued by different independent professionally qualified valuers.
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24 Property, plant and equipment (continued)
e Properties leased to customers

The group’s investment properties are rented out under operating leases. The leases typically run for a period of
2-3 years and may contain an option to renew and the terms will then be renegotiated. During the current year,
HK$422m (2013: HK$312m) was recognised as rental income in the income statement in respect of operating
leases.

The total future minimum lease payments receivable under non-cancellable operating leases are as follows:

The group The Bank
2014 2013 2014 2013
HK$m HK$m HK$m HK$m
Within ONe YEar .......ccecevvieieieierieeieeeeieeeee e 411 303 18 20
After one but within five years ........c.cccceceveeireneenn. 147 190 12 7
OVEr fIVE YEAIS ..cvevinieeiieieieieieeieieieseeie et - 1 - -
558 494 30 27

25 Leasehold land and land use rights

The net book value of the group’s interests in leasehold land and land use rights that have been accounted for as
operating leases is analysed as follows:

The group The Bank
2014 2013 2014 2013
HK$m HK$m HKS$m HK$m
In Hong Kong:
Medium-term leaseholds (between ten and fifty years) ..... 277 295 71 73

The above amounts were included within ‘Prepayments and accrued income’ in ‘Other assets’ (note 26).

26 Other assets

The group The Bank
2014 2013 2014 2013
HKS$m HK$m HKS$Sm HK$m
CUrrent taX aSSELS .....eeeevereerieeerieeereeeeteeeeireeeereeeeireeeenens 2,418 2,034 2,041 1,723
Assets held for sale ..........ooceeeeviieiieeieeeeeceeeeeeeeeeeeene 148 4,476 100 4,330
Prepayments and accrued income ........c..ccceceveeercniecnnencne 3,821 3,578 2,077 1,721
Accrued interest receivable ............coooeieiiiiiiiiiiiieeeee, 18,370 15,898 6,452 5,794
Acceptances and endorsements 31,200 34,239 16,625 19,845
ONET ettt 94,919 88,714 67,322 64,987
150,876 148,939 94,617 98,400

Other assets include HK$82,000m (2013: HK$82,190m) of financial assets, the majority of which are measured at
amortised cost.

Asset held for sale at 31 December 2013 mainly represented our investment in Bank of Shanghai.
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27 Customer accounts

The group The Bank
2014 2013 2014 2013
HK$m HK$m HKS$m HK$m
Current accounts.... 919,343 862,138 556,327 526,698
Savings accounts...... 2,379,651 2,246,618 1,669,924 1,571,836
Other deposit ACCOUNLS........cveveveieriieieieieieieeeeeeeeeeaeneans 1,180,998 1,144,942 588,259 624,788
4,479,992 4,253,698 2,814,510 2,723,322

28 Trading liabilities

The group The Bank
2014 2013 2014 2013
HKS$m HKS$m HKS$m HKS$m
Certificates of deposit in ISSUE .......eoveereerieirieerieieereee 3,470 4,261 - 198
Other debt securities N iSSUE .......cc.covveeeeeveeceeeieeeeieeeneens 19,418 18,104 16,022 16,922
Short positions in securities .. 66,063 53,889 38,120 29,228
Deposits by banks ............. 6,301 6,558 6,212 4918
CUSTOMET ACCOUNES ...eecuvviieeiieeeireeeeiieeeeiteeeereeeereeeeaee e e 120,560 112,220 38,195 31,357
215,812 195,032 98,549 82,623

29 Financial liabilities designated at fair value

The group The Bank
2014 2013 2014 2013
HKS$m HKS$m HKS$m HKS$m
Deposits by banks ........ccceeeeeerieienenieieiee e 196 222 196 222
Debt securities in iSSUE ........ccvevververiereeeerieieneenne 11,973 4,807 8,984 4,537
Liabilities to customers under investment contracts .......... 36,665 36,686 — -
48,834 41,715 9,180 4,759

At 31 December 2014, the carrying amount of the above liabilities was HK$108m higher than the contractual amount
at maturity (2013: HK$12m). At 31 December 2014, the accumulated loss in fair value attributable to changes in credit
risk was HK$60m (2013: HK$29m).

30 Debt securities in issue

The group The Bank
2014 2013 2014 2013
HKS$m HK$m HKS$m HK$m
Certificates of dePOSit .......cceceevevirierieirenieinieeececneee 7,530 16,319 7,229 11,782
Other debt SECUTILIES ......ecvievicrierieeiieceeeie e 37,767 36,015 24,860 18,280
45,297 52,334 32,089 30,062
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Other liabilities and provisions

32

The group The Bank

2014 2013 2014 2013

HK$m HK$m HKS$m HK$m

Accruals and deferred income ....................... 26,435 26,021 14,643 15,144
Provisions for liabilities and charges (note 33) 1,141 1,723 1,041 1,260
Acceptances and endorsements .............c.ceeeerererereeneenn 31,200 34,239 16,625 19,845
Share based payment liability to HSBC Holdings plc ....... 2,186 2,303 1,823 1,900
Other Habilities ........c.coovvevieveieriieeicriiereeeeeeereee e 26,769 24,523 13,645 13,116
87,731 88,309 47,777 51,265

Other liabilities include HK$78,498m (2013: HK$79,540m) of financial liabilities which are measured at amortised

cost.

Liabilities under insurance contracts

2014

Non-linked insurance contracts’
AL T JANUATY ettt ettt sttt sttt
Benefits Paid ....c.ooveuirieieiiieiee et
Increase in liabilities to policyholders ....
Foreign exchange and other movements

AL 31 DECEIMDET ....evieiienieeiieiieiieiieie ettt sttt sae st enesseeseensensesaeens

Linked insurance contracts
At 1 JANUATY oot
Benefits Paid ......coeivieiriiiiincinecc e
Increase in liabilities to policyholders .....
Foreign exchange and other movements

At 31 DECEIMDET ...evvevieieeiieiieiieiieieie ettt sttt et esbesbeebeeseessensensesseens

Total liabilities to POLICYNOIAErS ........cccoevieirieiniieiriieccercee e

2013

Non-linked insurance contracts'

AL 1 JANUATY oot
Benefits paid ......ccccccoeveencininnenene
Increase in liabilities to policyholders ...

Foreign exchange and other movements ............cocoocevieierienenenenenieeenee

At 31 DECEMDET ...evieviieiiieiieieectie et cte ettt ettt e et eeneeeraeeseeaeesaeesseesseesnnas

Linked insurance contracts

AL 1 JANUATY oottt
Benefits paid ......ccccooevevininiiene
Increase in liabilities to policyholders......

Foreign exchange and other MOvements ............cocoeceeeeierienenenceeeeeeeeee

At 31 DECEIMDET ....evieeiieiiieiieciiectie et te et e et te et este et eeneeerseeseesseesaeesseesneesnnas

Total liabilities to pOlICYROIAETS ........cccevirieieiiiiiciieeee e

1 Includes liabilities under non-life insurance contracts.

Reinsurers’
Gross Share? Net
HKS$Sm HKSm HKS$m
236,911 (2,836) 234,075
(23,761) 204 (23,557)
53,104 1,611) 51,493
(511) 61 (450)
265,743 (4,182) 261,561
39,269 (1,695) 37,574
(2,921) 644 (2,277)
8,339 350 8,689
(248) (740) (988)
44,439 (1,441) 42,998
310,182 (5,623) 304,559
210,973 (1,389) 209,584
(20,370) 201 (20,169)
46,731 (1,683) 45,048
(423) 35 (388)
236,911 (2,836) 234,075
33,948 (3,103) 30,845
(4,898) 3,267 (1,631)
10,530 1,014 11,544
(311) (2,873) (3,184)
39,269 (1,695) 37,574
276,180 (4,531) 271,649

2 Amounts recoverable from reinsurance of liabilities under insurance contracts arve included in the consolidated balance sheet in ‘Other

assets’.
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33 Provisions for liabilities and charges

34

Provisions for liabilities and charges

The group The Bank
2014 2013 2014 2013
HKS$m HK$m HK$m HK$m
At 1 JANUATY .o 1,723 2,144 1,260 1,266
Additional provisions/increase in provisions ... 218 909 109 465
Provisions used .........occeeveieienienieneeieieens (1,013) (325) (621) (269)
AmOUNts TEVEISEd ......cceevruerieuirieiiniereiiriereeneee e (195) (720) (127) (322)
Exchange and other movements .............cccecceveeeverveenuennne 408 (285) 420 120
At 31 DECEMDET ...ttt 1,141 1,723 1,041 1,260
Of which: provisions for restructuring costs
The group The Bank
2014 2013 2014 2013
HK$m HK$m HK$m HK$m
At T JANUATY oeeeviiiiiciiceeceeee e 225 287 145 256
Additional provisions/increase in provisions 55 133 41 52
Provisions used .........ccoeeininiieicinniecinns (108) (165) (73) (136)
AmOUNtS TEVETSEA .....ocvevvereieeieieierienieeeeieie e 67) 1) 28) (1)
Exchange and other movements ............ccoceeerueeruenerenecnns 8 (29) 5) (26)
At 31 December ........ccocuvuiiiiiiiiiiiiiic 113 225 80 145

Included in the above are amounts of HK$842 million relating to ongoing regulatory investigations. There is inherent
uncertainty as to the amounts at which such matters will be settled in future, which could be higher or lower than the
amounts provided. Included in Amount due from Group companies is an amount of HK$653 million that is

recoverable from another Group company relating to an ongoing regulatory investigation.

Subordinated liabilities

Subordinated liabilities consist of undated primary capital notes and other loan capital having an original term to
maturity of five years or more, raised by the Bank and the group for the development and expansion of its business.

The Bank
US$1,200m

The group
AUD200m
MYR500m
MYRS500m

Undated floating rate primary capital NOteS ..........cccerveerierirerieieieieeieceeeeeeenes

Floating rate subordinated notes due 2020, callable from 2015 ..........................
Fixed rate (4.35%) subordinated bonds due 2022, callable from 2017" ...............
Fixed rate (5.05%) subordinated bonds due 2027, callable from 20227 ..............

2014 2013
HKS$m HK$m
9,337 9,346
9,337 9,346
1,271 1,386
1,108 1,182
1,116 1,193
12,832 13,107

1 The interest rate on the MYR500m 4.35% callable subordinated bonds due 2022 will increase by 1% from June 2017.

2 The interest rate on the MYR500m 5.05% callable subordinated bonds due 2027 will increase by 1% from November 2022.
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35 Preference shares

Authorised

At 31 December 2013, the authorised preference share capital of the Bank was US$13,450.5m comprising 3,750.5m
cumulative redeemable preference shares of US$1 each, 7,500m non-cumulative irredeemable preference shares of
US$1 each and 2,200m cumulative irredeemable preference shares of US$1 each.

As discussed in note 1(a), in Hong Kong, the concept of authorised share capital has been abolished with effect from 3
March 2014.

At a group level, there was INR870m (2013: INR870m) of authorised preference share capital comprising 8.7m
compulsorily convertible preference shares of INR100 each in the share capital of a subsidiary.

The group The Bank
2014 2013 2014 2013
HKS$m HK$m HKS$m HK$m
Issued and fully paid
Redeemable preference shares ..........ccoceeeveevevenercneenennn. 8,143 8,141 8,143 8,141
Irredeemable preference shares ...........coccoeoeveeenenincnecnns 28,439 39,173 28,331 39,064
36,582 47,314 36,474 47,205

1,050m cumulative redeemable preference shares were issued in 2009, which have a mandatory redemption date of 2
January 2024 but may be redeemed at the Bank’s option on or after 2 January 2019, subject to 30 days’ notice in
writing to shareholders and to the consent of the Hong Kong Monetary Authority. The shares are redeemable at the
issue price of US$1 per share together with the amount equal to any accrued but unpaid dividends. The total number of
issued cumulative redeemable preference shares at 31 December 2014 was 1,050m (2013: 1,050m). No cumulative
redeemable preference shares were issued during the year (2013: nil).

The non-cumulative irredeemable preference shares were issued at nominal value, and may be cancelled subject to
30 days’ notice in writing to shareholders and with the prior consent of the Hong Kong Monetary Authority. In the
event of cancellation, holders of the shares shall be entitled to receive the issue price of US$1 per share held together
with any unpaid dividends for the period since the annual dividend payment date immediately preceding the date of
cancellation, subject to the Bank having sufficient distributable profits. 700m non-cumulative irredeemable preference
shares were cancelled on 26 June 2014 at the issue price of US$1 each. The number of issued non-cumulative
irredeemable preference shares at 31 December 2014 was 3,253m (2013: 3,953m). No non-cumulative irredeemable
preference shares were issued during the year (2013: nil).
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36

Preference shares (continued)

The cumulative irredeemable preference shares were issued at nominal value, and may be cancelled subject to 30 days’
notice in writing to shareholders and with the prior consent of the Hong Kong Monetary Authority. In the event of
cancellation, holders of the shares shall be entitled to receive the issue price of US$1 per share held together with any
unpaid dividends for the period since the annual dividend payment date immediately preceding the date of cancellation.
685m cumulative irredeemable preference shares were cancelled on 26 June 2014 at the issue price of US$1 each. The
number of issued cumulative irredeemable preference shares at 31 December 2014 was 400m (2013: 1,085m). No
cumulative irredeemable preference shares were issued during the year (2013: nil).

The holders of the above preference shares are entitled to one vote per share at shareholder meetings of the Bank.

8.7m compulsorily convertible preference shares (‘CCPS’) were issued by HSBC InvestDirect Securities (India)
Private Limited (‘HSBC InvestDirect’) in 2009 at a nominal value of INR100 each. These shares may be converted
into fully paid equity shares of HSBC InvestDirect at any time after one year from the date of allotment of the CCPS
by written notice. The conversion shall be made at par or premium as may be determined by the Board of HSBC
InvestDirect at the time of the conversion. The CCPS shall carry a fixed dividend of 0.001% of the face value per
annum. After ten years following the allotment of the CCPS all outstanding CCPS shall be converted at par or
premium as may be determined by the Board of HSBC InvestDirect at the time of the conversion.

HSBC InvestDirect did not convert any CCPS during 2014 (converted 2m CCPS into 5,882,352 equity shares of
INR10 each at a premium of INR24 per share amounting to INR200m during 2013).

Share capital

Authorised

The authorised ordinary share capital of the Bank at 31 December 2013 was HK$100,000m divided into 40,000m
ordinary shares of HK$2.50 each.

As discussed in note 1(a), in Hong Kong, the concept of authorised share capital has been abolished with effect from 3
March 2014.

Issued and fully paid
The group and the Bank
2014 2013
HKS$m HK$m
Ordinary Share CaPItal ..........ccoouiieiirieiie ettt sttt b ettt be e enens 96,052 85,319
The group and the Bank
2014 2014
Ordinary shares Number HKS$m
AL T JANUATY Lot 34,127,482,901 85,319
ISSUE AUIING the YEAT ..c..euiiiiiiiiiite ettt et b e st sb et e e b sae et 4,293,500,000 10,733
At 31 DECEIMDET ...ttt 38,420,982,901 96,052

4,293.5m new ordinary shares were issued during 2014 (2013: 10,540m) at an issue price of HK$2.50 each for general
corporate purposes and to further strengthen the capital base.

The holders of the ordinary shares are entitled to receive dividends as declared from time to time, rank equally with
regard to the Bank’s residual assets and are entitled to one vote per share at shareholder meetings of the Bank.
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37 Other equity instruments

Other equity instruments comprise additional tier 1 capital instruments.

Additional tier 1 capital instruments in issue which are accounted for in equity

The group and the bank
2014 2013
HKS$m HKS$m

US$1,000m Floating rate perpetual subordinated loan, callable from Dec 2019 ..........ccocevrvrrrnnnes 7,756 -
US$900m  Floating rate perpetual subordinated loan, callable from Dec 2019 ...........ccoocevvvrrnrennes 6,981 —

14,737 —

1 Interest rate at one year US dollar LIBOR plus 3.84%.

During 2014, the Bank issued new capital instruments to its ultimate holding company that are included in the group’s
capital base as Basel III compliant additional tier 1 capital under the Banking (Capital) Rules. The net proceeds of the
issuances will be used for general corporate purposes and to further strengthen the capital base.

The additional tier 1 capital instruments are perpetual subordinated loans on which coupon payments may be cancelled
at the sole discretion of the Bank. The subordinated loans will be written down at the point of non-viability on the

occurrence of a trigger event as defined in the Banking (Capital) Rules. They rank higher than ordinary shares in the
event of a wind-up.
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38 Maturity analysis of assets and liabilities

The following is an analysis of assets and liabilities by remaining contractual maturities at the balance sheet date:

The group
Due between  Due between  Due between No
Due within 1and 3 3 and 12 1and S5 Due after  contractual Trading Non-trading
On demand 1 month months months years 5 years maturity instruments derivatives Total
2014 HKS$m HKS$Sm HKS$m HKS$m HKS$m HKSm HKS$m HKSm HKS$m HKS$m
Assets
Cash and sight balances at central

DaNKS oo 156,475 - - - - - - - - 156,475
Items in the course of collection

from other banks ............ccceveenenn. - 21,122 - - - - - - - 21,122
Hong Kong Government certificates

of indebtedness..........ccceevveereennnn. 214,654 - - - - - - - - 214,654
Trading assets .......ecevvevvereerreeeeienens - - - - - - - 407,026 - 407,026
Derivatives ......cccceeveeereirerecreeene - - - - - - - 384,508 5,426 389,934
Financial assets designated at

fair value ... " - 224 404 2,458 10,230 3,922 80,957 - - 98,195
Debt securities . " - 224 404 2,458 10,230 3,922 - - - 17,238
Equity shares .......c.ccccecevenencnennene. - - - - - - 80,957 - - 80,957
Reverse repurchase agreements —

NON-trading .....c.ccoveevvevvcnvecrncnnnnes 17,185 146,739 25,959 6,474 22,544 - - - - 218,901
Placings with and advances to banks 89,234 216,293 107,527 37,885 27,129 10,245 - - - 488,313
Loans and advances to customers ..... 149,788 343,242 333,097 533,851 776,135 689,623 (10,520) - - 2,815,216
Financial investments ........c....c.c...... 93 161,254 315,078 405,194 358,914 166,412 49,548 - - 1,456,493
Treasury and other eligible bills......... 93 117,183 253,137 174,123 - — - - - 544,536
Certificate of deposit .......cccoceeeeueennene - 6,028 18,421 56,374 13,762 3,586 - - - 98,171
Debt securities held to maturity ........ - 359 1,436 7,157 64,770 95,555 - - - 169,277
Debt securities available-for-sale ...... - 37,684 42,084 167,540 280,382 67,271 417 - - 595,378
Equity shares available-for-sale ........ - - - - - - 49,131 - - 49,131
Amounts due from Group

COMPANIES ..evveeveneeeeeenerieeereeeenenes 83,035 64,891 28,687 3,193 2,983 305 - 8,600 - 191,694
Interests in associates and

JOINt VENTUIES ...evevveeeciericeeieenne - - - - - - 116,654 - - 116,654
Goodwill and intangible assets .......... - - - - - - 45,078 - - 45,078
Property, plant and equipment .......... - - - - - - 104,679 - - 104,679
Deferred tax assets .......ccoeevevveevneennes - - - - - - 1,436 - - 1,436
Other assets ........cceeeverereeeriereeenienens 11,915 23,568 28,906 15,534 7,357 2,443 61,153 - - 150,876
Total assets ..........ccccoceveereneeeneenene 722,379 977,333 839,658 1,004,589 1,205,292 872,950 448,985 800,134 5,426 6,876,746
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The group

2014
Liabilities
Hong Kong currency notes

in circulation ..........ccceeveveeieneennnns
Items in the course of transmission

to other banks ..........cccoceeveeieiennnns
Repurchase agreements —

NON-trading ........ccoevvevevvereereenineens

Deposits by banks .........ccceceveerennne.
Customer accounts ..
Trading liabilities ....
Derivatives .....c.cceeevevvevvevieeieceeeeeeneen
Financial liabilities designated

at fair value .......occoevevevineeieiene
Debt securities in issue ......................
Retirement benefit liabilities .............
Amounts due to Group companies ....
Other liabilities and provisions .........
Liabilities under insurance contracts .
Current tax liabilities ...........ccceeveueene
Deferred tax liabilities ..........ccccue..e.
Subordinated liabilities .....................
Preference shares .........ccoceevvevennnen.

Total liabilities .............cccocevenn.

38 Maturity analysis of assets and liabilities (continued)

Due between  Due between  Due between No

Due within 1and3 3 and 12 1and$5 Due after  contractual Trading Non-trading
On demand 1 month months months years 5 years maturity instruments derivatives Total
HKS$m HKSm HKS$m HKS$m HKS$m HKS$m HKSm HKSm HKSm HKS$m
214,654 - - - - - - - - 214,654
- 31,331 - - - - - - - 31,331
2,497 25,882 - - - - - - - 28,379
168,504 50,624 2,131 1,291 4,023 140 - - - 226,713
3,361,396 575,631 269,802 231,562 41,324 277 - - - 4,479,992
- - - - - - - 215,812 - 215,812
- - - - - - - 365,107 2,021 367,128
190 - - 195 11,632 251 36,566 - - 48,834
30 2,055 6,985 3,575 28,968 3,684 - - - 45,297
- - - - - - 5,606 - - 5,606
35,279 63,853 1,200 539 46 22,264 - 12,633 - 135,814
6,150 28,171 27,073 16,003 3,511 544 6,279 - - 87,731
1,320 - - - - - 308,862 - - 310,182
179 69 202 2,469 8 - - - - 2,927
- - - - - - 18,586 - - 18,586
- - - 1,271 1,108 1,116 9,337 - - 12,832
- - - - 107 8,144 28,331 - - 36,582
3,790,199 777,616 307,393 256,905 90,727 36,420 413,567 593,552 2,021 6,268,400
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38 Maturity analysis of assets and liabilities (continued)

The Bank

2014
Assets
Cash and sight balances at central

DANKS oo
Items in the course of collection

from other banks ...........ccocvevenns
Hong Kong Government certificates

of indebtedness ..........ccceceveeueruencnne.
Trading assets .......ccceoveereeerereeeneenens
Derivatives ......cccceeveeerieieieneeneenes
Financial assets designated at

fair value ....c.cocoevencneicncniieene
Debt securities .......cccovererereereene.
Equity shares.........ccoccevveverenereenennnn
Reverse repurchase agreements —

NON-trading .......ccoeevevveverencrcenene
Placings with and advances to banks
Loans and advances to customers ...
Financial investments ........c..c..cc.......
Treasury and other eligible bills ........
Certificates of deposit .......c.cccceceenene
Debt securities held to maturity ........
Debt securities available-for-sale ......
Equity shares available-for-sale ........
Amounts due from Group

COMPANIES ..cvvereeeeeneenieeeneenierieenens
Investments in subsidiaries
Interests in associates and

JOINE VENTUTES ...evveeeeeieiesieeieenens
Goodwill and intangible assets ..........
Property, plant and equipment ..........
Deferred tax assets .......cccocevvereeneenee.
Other assets ........cccoevevereeerereneneenens

Total assets .........ccceevvevvevvennennnene

Due between  Due between  Due between No

Due within 1and3 3 and 12 1and$5 Due after  contractual Trading Non-trading
On demand 1 month months months years 5 years maturity instruments derivatives Total
HKS$m HKSm HKS$m HKS$m HKS$m HKS$m HKSm HKSm HKSm HKS$m
120,468 - - - - - - - - 120,468
- 15,888 - - - - - - - 15,888
214,654 - - - - - - - - 214,654
- - - - - - - 298,365 - 298,365
- - - - - - - 370,094 4,782 374,876
- - - 233 1,024 - - - - 1,257
- - - 233 1,024 - - - - 1,257
4,849 58,241 24,005 6,474 22,544 - - - - 116,113
63,998 62,942 43,882 12,426 21,654 1,407 - - - 206,309
104,059 215,426 180,693 275,296 462,517 358,592 (5,872) - - 1,590,711
93 104,919 212,170 211,835 170,623 18,286 4,057 — — 721,983
93 93,458 185,349 131,112 - - - - - 410,012
- 1,351 1,119 196 375 - - - - 3,041
- 10,110 25,702 80,527 170,248 18,286 52 - - 304,925
- - - - - - 4,005 - - 4,005
74,982 168,433 73,390 28,194 24,277 12,169 - 22,691 - 404,136
- - - - - - 70,849 - - 70,849
- - - - - - 39,830 - - 39,830
- - - - - - 4,307 - - 4,307
- - - - - - 76,884 - - 76,884
- - - - - - 664 - - 664
1,847 10,006 20,778 4,978 1,767 365 54,876 - - 94,617
584,950 635,855 554,918 539,436 704,406 390,819 245,595 691,150 4,782 4,351,911
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38 Maturity analysis of assets and liabilities (continued)

The Bank
Due between  Due between  Due between No
Due within 1and3 3 and 12 1and$5 Due after  contractual Trading Non-trading
On demand 1 month months months years 5 years maturity instruments derivatives Total
HKS$m HKS$m HKS$m HK$m HK$m HK$m HKS$m HKS$m HKS$m HKS$m
2014
Liabilities
Hong Kong currency notes
in circulation ..........ccccceeeeveeeieeneenn. 214,654 - - - - - - - - 214,654
Items in the course of transmission
to other banks ........c.cccoveeveeeeennenn. - 22,512 - - - - - - - 22,512
Repurchase agreements — non-trading 658 20,375 - - - - - - - 21,033
Deposits by banks ........ccccceeereennnnen. 124,378 44,233 2,055 1,107 2,472 140 - - - 174,385
Customer acCounts ..........ccceeeeeveruenens 2,267,449 345,695 96,569 89,811 14,879 107 - - - 2,814,510
Trading liabilities .... - - - - - - - 98,549 - 98,549
Derivatives .......cceeveeeeeeiieeieeieeeieens - - - - - - - 352,516 1,129 353,645
Financial liabilities designated
at fair value .......ccoceveeivenecieee. - - - 195 8,924 - 61 - - 9,180
Debt securities in iSSU€ ..........c..cveenee. 30 909 6,267 1,929 21,194 1,760 - - - 32,089
Retirement benefit liabilities ............. - - - - - - 3,663 - - 3,663
Amounts due to Group companies .... 66,439 58,773 15,519 1,191 47 22,720 - 23,246 - 187,935
Other liabilities and provisions ......... 2,150 15,788 16,557 6,432 2,249 367 4,234 - - 47,777
Current tax liabilities .. 178 - 190 1,472 - - - - - 1,840
Deferred tax liabilities .... - - - - - - 6,435 - - 6,435
Subordinated liabilities ..................... - - - - - - 9,337 - - 9,337
Preference shares .........cccocceevvenienns — — - — — 8,143 28,331 - - 36,474
Total liabilities ................cccccceeeenen. 2,675,936 508,285 137,157 102,137 49,765 33,237 52,061 474,311 1,129 4,034,018
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38 Maturity analysis of assets and liabilities (continued)

The group
Due between Due between Due between No
Due within 1and3 3and 12 land 5 Due after contractual Trading Non-trading
On demand 1 month months months years 5 years maturity instruments derivatives Total
2013 HKS$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m
Assets
Cash and sight balances at central

banks ....ocooeieieieieieee e 158,879 - - - - - - - - 158,879
Items in the course of collection

from other banks ............cccevenenn. - 16,346 - - - - - - - 16,346
Hong Kong Government certificates of

indebtedness ..........ccoveeveeerieerieennenn. 195,554 — - - - — — - — 195,554
Trading assets .......cccceeeververereeeennn - - - - - - - 311,400 - 311,400
Derivatives .....c.cceeevevvevvevieeieceeeeeeneen - - - - - - - 378,603 10,124 388,727
Financial assets designated at

fair value ......coocveveiiieeeeeeee - 203 632 3,792 10,500 4,773 70,246 - - 90,146
Debt securities . . - 203 632 3,763 10,500 4,773 - - - 19,871
Equity shares .........cccoceveevenecnecne. - - - - - - 70,246 - - 70,246
Oher ..o.oovevieeiieeeeeeeee e — — — 29 — — — — — 29
Reverse repurchase agreements —

NON-trading ......ccceceveevreeneeereenne 34,172 92,784 22,932 377 319 - - - - 150,584
Placings with and advances to banks 128,948 237,497 136,062 30,773 21,639 9,602 - - - 564,521
Loans and advances to customers ..... 138,355 325,338 309,941 484,179 714,044 656,889 (9,501) - - 2,619,245
Financial investments ....................... — 178,597 301,060 412,096 314,164 138,182 35,672 - — 1,379,771
Treasury and other eligible bills ........ - 143,354 217,209 165,135 - - — - — 525,698
Certificates of deposit ................. . - 7,380 22,981 45,723 8,028 4,078 17 - - 88,207
Debt securities held to maturity - 1,497 5,976 14,600 56,487 88,682 - - - 167,242
Debt securities available-for-sale ...... - 26,366 54,894 186,638 249,649 45,422 859 - - 563,828
Equity shares available-for-sale ........ - - - — — - 34,796 - — 34,796
Amounts due from Group

COMPANIES ..nveveeveneeeeeenireeneeeeeeenenes 60,639 69,830 21,833 1,757 1,558 1,714 - 4,644 - 161,975
Interests in associates and

JOINE VENTUTES ...oveeeeieieeeieeieenens - - - - - - 107,852 - - 107,852
Goodwill and intangible assets .......... - - - - - - 41,882 - - 41,882
Property, plant and equipment . - - - - - - 101,240 - - 101,240
Deferred tax assets .. .. - - - - - - 2,294 - - 2,294
Other assets ........cccvvevvevreeeereereeeenns 8,428 24,763 25,563 20,223 5,539 4,070 60,353 - — 148,939
Total @SSELS ..oveeveeveerreeereereereeveeneeeens 724,975 945,358 818,023 953,197 1,067,763 815,230 410,038 694,647 10,124 6,439,355
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38 Maturity analysis of assets and liabilities (continued)

The group

2013
Liabilities
Hong Kong currency notes

in circulation ..........ccceeveveeieneennnns
Items in the course of transmission

to other banks ..........cccoceeveeieiennnns
Repurchase agreements — non-trading
Deposits by banks ........ccccceeereennnnen.
Customer accounts ...........ceeveeveennens
Trading liabilities ....
DErivatives .....ccoceeververierieneeeeeeienen
Financial liabilities designated

at fair value ........ccocoeevevieeeeeeenns
Debt securities in iSSUe ............coevee.
Retirement benefit liabilities .............
Amounts due to Group companies ...
Other liabilities and provisions .........
Liabilities under insurance contracts..
Current tax liabilities .............c.ccocu...
Deferred tax liabilities .............co........
Subordinated liabilities .....................
Preference shares .........cccocceevveeeenns

Total liabilities ...........ccooeveerieieneennnns

Due between ~ Due between Due between No

Due within land3 3and 12 land5 Due after contractual Trading Non-trading
On demand 1 month months months years 5 years maturity instruments derivatives Total
HKS$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m
195,554 - - - - - - - - 195,554
- 34,240 - - - - - - - 34,240
- 6,312 - - - - - - - 6,312
140,201 80,524 1,850 3,992 4,563 228 - - - 231,358
3,166,759 574,572 268,174 208,687 35,411 95 - - - 4,253,698
- - - - - - - 195,032 - 195,032
- - - - - - - 362,963 2,089 365,052
164 - - - 4,752 269 36,530 - - 41,715
- 4,829 6,922 6,373 29,383 4,827 - - - 52,334
- - - - - - 4,856 - - 4,856
51,477 10,256 2,014 1,346 9 15,891 - 10,804 - 91,797
4,897 28,792 27,367 16,750 3,104 363 7,536 - - 88,809
1,310 - - - - - 274,870 - - 276,180
204 366 385 2,767 - - - - - 3,722
- - - - - - 16,051 - - 16,051
- - - - 2,568 1,193 9,346 - - 13,107
- - - - - 8,141 39,173 - - 47,314
3,560,566 739,891 306,712 239,915 79,790 31,007 388,362 568,799 2,089 5,917,131
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38 Maturity analysis of assets and liabilities (continued)

The Bank
Due between Due between Due between No
Due within land3 3and 12 land5 Due after contractual Trading Non-trading
On demand 1 month months months years 5 years maturity instruments derivatives Total
2013 HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HKS$m HK$m
Assets
Cash and sight balances at central

banks ....ocooeieieieieieee e 112,586 - - - - - - - - 112,586
Items in the course of collection

from other banks ............cccoeennee. — 10,922 - - - - - - - 10,922
Hong Kong Government certificates

of indebtedness .........ccoeveeveeennnn. 195,554 - - - - - - - - 195,554
Trading assets .......cccceeeververereeeennn - - - - - - - 235,599 - 235,599
Derivatives .....c.cceeevevvevvevieeieceeeeeeneen - - - - - - - 368,372 8,811 377,183
Financial assets designated at

fair value .......ccoooovevevieiieeeee — — — 555 1,006 — - - - 1,561
Debt securities . . - - - 555 1,006 - - - - 1,561
Equity shares .........cccoceveevenecnecne. - - - - - - - - - -
Oher ..o.oovevieeiieeeeeeeee e — — — - - - - - — -
Reverse repurchase agreements —

NON-trading ......ccceceveevreeneeereenne 32,074 36,348 17,484 377 318 - - - - 86,601
Placings with and advances to banks 99,008 72,409 45,992 17,244 15,098 1,166 - - - 250,917
Loans and advances to customers ... 94,738 200,800 151,865 271,965 421,195 348,553 (5,206) - - 1,483,910
Financial investments ....................... — 123,650 194,047 263,759 155,119 18,605 3,403 - - 758,583
Treasury and other eligible bills......... — 112,491 169,908 143,312 - - - - — 425,711
Certificates of deposit .............. - 3,279 5,299 1,434 - - - - - 10,012
Debt securities held to maturity - - - - - - - - - -
Debt securities available-for-sale ...... - 7,880 18,840 119,013 155,119 18,605 392 - - 319,849
Equity shares available-for-sale ........ - - - — - — 3,011 - — 3,011
Amounts due from Group

COMPANIES ..nveveeveneeeeeenireeneeeeeeenenes 65,294 166,578 47,962 34,448 19,925 21,262 - 11,420 - 366,389
Investments in subsidiaries ................ - - - - - - 63,272 - - 63,272
Interests in associates and

JOINE VENTUTES ...eveeeeeeieeeieeeeenens - - - - - - 40,410 - - 40,410
Goodwill and intangible assets . - - - - - - 4,530 - - 4,530
Property, plant and equipment . - - - - - - 80,144 - - 80,144
Deferred tax assets ................ . - - - - - - 999 - - 999
Other assets ......coceevveriereneneeeeienens 1,514 11,716 16,541 11,454 1,783 394 54,998 - - 98,400
Total aSSetS ...ceecvevevererierieeeeeeeerenien 600,768 622,423 473,891 599,802 614,444 389,980 242,550 615,391 8,811 4,168,060

(penunuoo) SJUSLUBIE]S |RIDUBUI 8} UO S8J0N
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38 Maturity analysis of assets and liabilities (continued)

The Bank
Due between ~ Due between Due between No
Due within 1 and3 3and 12 land5 Due after contractual Trading Non-trading
On demand 1 month months months years 5 years maturity instruments derivatives Total
HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HKS$m HK$m
2013
Liabilities
Hong Kong currency notes
in circulation ..........ccccceeeeveeeieeneenn. 195,554 - - - - - - - - 195,554
Items in the course of transmission
to other banks ........c.cccoveeveeeeennenn. - 24,774 - - - - - - - 24,774
Repurchase agreements — non-trading - 5,951 - - - - - - - 5,951
Deposits by banks ........ccccceeereennnnen. 112,683 70,409 1,800 3,894 3,011 228 - - - 192,025
Customer acCounts .............oeeeeveennens 2,139,580 379,056 96,352 92,688 15,610 36 - - - 2,723,322
Trading liabilities .... - - - - - - - 82,623 - 82,623
Derivatives .......cceeveeeeeeiieeieeieeeieens - - - - - - - 353,712 983 354,695
Financial liabilities designated
at fair value ........c.cocooeeveeeeeenieennnn, - - - - 4,751 - 8 - - 4,759
Debt securities in iSSU€ ...................... — 4216 2,979 1,268 19,758 1,841 - - - 30,062
Retirement benefit liabilities ............. - - - - - - 2,689 - - 2,689
Amounts due to Group companies ... 65,741 42,158 10,185 1,096 701 16,286 - 19,977 - 156,144
Other liabilities and provisions ......... 2,918 16,347 16,525 8,270 2,072 155 4,978 - - 51,265
Current tax liabilities .. 204 12 351 1,462 - - - - - 2,029
Deferred tax liabilities .... - - - - - - 6,503 - - 6,503
Subordinated liabilities ..................... — — - - - - 9,346 - - 9,346
Preference shares ..........cccccccevvveennen.. — — — — — 8,141 39,064 — — 47,205
Total liabilities ...........ccooeveerieieneennnns 2,516,680 542,923 128,192 108,678 45,903 26,687 62,588 456,312 983 3,888,946




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

39 Analysis of cash flows payable under financial liabilities by remaining contractual maturities

The group
Due between  Due between
On Due within 3 and 12 1 and 5 Due after
demand 3 months months years 5 years Total
HKS$m HKS$m HKS$m HKS$m HK$m HK$m
At 31 December 2014
Hong Kong currency notes
in circulation ............ccoeeuveeunennen. 214,654 - - - - 214,654
Items in the course of transmission
to other banks ........c..cccoeevvvenenns - 31,331 - - - 31,331
Repurchase agreements
-nON-trading..........cceevvevverrerennenns 2,498 25,916 - - - 28,414
Deposits by banks ......c..ccceceveeuenee. 168,511 52,777 1,302 4,060 159 226,809
Customer accounts ..............cocveee.. 3,361,476 848,561 238,213 45,513 283 4,494,046
Trading liabilities ...........ccccovveruennene 215,812 - - - - 215,812
Derivatives .....cccceevevieveeeeeeienene. 365,353 274 450 1,163 104 367,344
Financial liabilities designated at
fair value .......cccooveveiiiieieee 190 45 362 12,169 36,768 49,534
Debt securities in issue ... . 30 9,293 4,162 30,507 3,967 47,959
Amounts due to Group companies .. 48,165 65,131 951 2,395 24,436 141,078
Other financial liabilities ................ 5,905 48,917 13,527 1,906 480 70,735
Subordinated liabilities .................. - 162 1,601 2,794 14,141 18,698
Preference shares ...........ccccoeeueen... — 475 389 3,457 43,565 47,886
4,382,594 1,082,882 260,957 103,964 123,903 5,954,300
Loan commitments ..............c......... 1,407,919 464,200 11,361 12,700 62 1,896,242
Financial guarantee and credit risk
related guarantee contracts ......... 61,666 - — - — 61,666
5,852,179 1,547,082 272,318 116,664 123,965 7,912,208
At 31 December 2013
Hong Kong currency notes
in circulation ..........cccceoevveeennen.. 195,554 - - - - 195,554
Items in the course of transmission
to other banks ...........ccceeevveneens - 34,240 - - - 34,240
Repurchase agreements
-NON-trading........cceeeeevenienennene - 6,326 - - — 6,326
Deposits by banks ... 140,204 82,391 4,009 4,606 256 231,466
Customer accounts .. 3,167,882 845,213 212,681 39,244 181 4,265,201
Trading liabilities .... . 195,032 - - - - 195,032
Derivatives ........cceeeeeveereeeerenee. 362,908 242 666 1,536 108 365,460
Financial liabilities designated at
fair value ........cooovevveieiiiceiens 164 22 83 5,073 36,848 42,190
Debt securities in issue ................... - 12,183 7,026 31,052 5,130 55,391
Amounts due to Group companies.. 62,341 12,309 1,543 1,492 16,568 94,253
Other financial liabilities .... . 5,073 50,754 15,020 2,010 241 73,098
Subordinated liabilities .. . - 125 375 4,345 14,233 19,078
Preference shares ..........c..ccoeeveenee. — 512 607 4,477 57,070 62,666
4,129,158 1,044,317 242,010 93,835 130,635 5,639,955
Loan commitments ........................ 1,177,323 501,252 8,914 14,244 - 1,701,733
Financial guarantee and credit risk
related guarantee contracts ......... 83,647 — — - — 83,647
5,390,128 1,545,569 250,924 108,079 130,635 7,425,335
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39 Analysis of cash flows payable under financial liabilities by remaining contractual maturities (continued)

The Bank
Due between  Due between
On Due within 3 and 12 1 and 5 Due after
demand 3 months months years 5 years Total
HKS$m HK$m HKS$m HKS$m HK$m HK$m
At 31 December 2014
Hong Kong currency notes
in circulation ............ccoeeveeueennen. 214,654 - - - - 214,654
Items in the course of transmission
to other banks ........ccccccvvvevenienne - 22,512 - - - 22,512
Repurchase agreements
-NON-trading .......ccecevveereeneeennnne. 659 20,401 — - - 21,060
Deposits by banks ........cccccceevennenee. 124,381 46,295 1,116 2,509 159 174,460
Customer accounts .............c..cveee.. 2,267,510 443,184 91,256 16,126 107 2,818,183
Trading liabilities ...........ccccovereennee 98,549 - - - - 98,549
Derivatives .....ccocevveveereeeeieieneene 352,779 140 325 566 53 353,863
Financial liabilities designated at
fair value ................. . - 17 279 9,118 - 9,414
Debt securities in issue 30 7,385 2,426 22,175 1,929 33,945
Amounts due to Group companies .. 89,725 74,434 1,601 2,392 24,893 193,045
Other financial liabilities ................ 2,096 28,706 5,499 1,565 350 38,216
Subordinated liabilities .................. - 120 204 1,295 12,545 14,164
Preference shares ...........cccoeeueen... - 475 389 3,457 43,565 47,886
3,150,383 643,669 103,095 59,203 83,601 4,039,951
Loan commitments ....................... 925,132 361,943 4,441 8,990 266 1,300,772
Financial guarantee and credit risk
related guarantee contracts.......... 40,589 — — - — 40,589
4,116,104 1,005,612 107,536 68,193 83,867 5,381,312
At 31 December 2013
Hong Kong currency notes
in circulation ............ccceeeeeeveeenn. 195,554 - - - — 195,554
Items in the course of transmission
to other banks ...........cccoeevvennnns - 24,774 - - - 24,774
Repurchase agreements
-noN-trading .......cceevvevvvcneenennene. - 5,965 - - - 5,965
Deposits by banks .........ccceceveeuenene. 112,686 72,218 3,909 3,054 256 192,123
Customer accounts .. 2,139,622 476,108 94,222 17,375 114 2,727,441
Trading liabilities .... . 82,623 - - - - 82,623
Derivatives ......cccceveeeeieeeeeienane. 353,651 74 354 995 42 355,116
Financial liabilities designated at
fair value .........cooovvvevieeiiieen. - 18 72 5,017 - 5,107
Debt securities in issue ................... - 7,399 1,782 21,089 2,048 32,318
Amounts due to Group companies.. 85,789 52,380 1,287 2,184 16,962 158,602
Other financial liabilities ................ 3,333 29,430 7,696 1,644 90 42,193
Subordinated liabilities .. . - 81 243 1,295 12,542 14,161
Preference shares ..........c.cccceeenn. — 512 607 4477 57,070 62,666
2,973,258 668,959 110,172 57,130 89,124 3,898,643
Loan commitments ..........c.cocvenn... 710,995 420,068 3,766 10,687 - 1,145,516
Financial guarantee and credit risk
related guarantee contracts.......... 41,783 — — — — 41,783
3,726,036 1,089,027 113,938 67,817 89,124 5,085,942

179



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

39

40

Analysis of cash flows payable under financial liabilities by remaining contractual maturities (continued)

The balances in the above tables will not agree directly with the balances in the consolidated balance sheet as the table
incorporates, on an undiscounted basis, all cash flows relating to principal and future coupon payments (except for
trading liabilities and trading derivatives). In addition, loan commitments and financial guarantee contracts are
generally not recognised on the balance sheet. Trading liabilities and trading derivatives have been included in the ‘On
demand’ time bucket, and not by contractual maturity, because trading liabilities are typically held for short periods of
time. The undiscounted cash flows payable under hedging derivative liabilities are classified according to their
contractual maturity. The undiscounted cash flows potentially payable under loan commitments and financial
guarantee contracts are classified on the basis of the earliest date they can be called.

Cash flows payable in respect of customer accounts are primarily contractually repayable on demand or at short notice.
In practice, however, short-term deposit balances remain stable as inflows and outflows broadly match and a
significant portion of loan commitments and guarantee contracts expire without being drawn upon. The group’s
approach to managing liquidity risk is set out in the Risk Report.

Reconciliation of operating profit to cash generated from/(used in) operations

2014 2013
HKS$m HK$m
OPErating Profit ..........coccoiiiiiiiiiii ettt ettt ettt et e st e b e be st esee st entenbesneereene 95,514 130,336
INEE INEETESE INCOIMIE ..evvietieieiieiieteteteeetettestetesteete et eseeseesesteeseeseessensensesseeseeseeneensessenseeseeneensensensenneeses (95,109) (87,365)
DIVIAENA INCOIME ...ttt ettt ettt ettt e eteete e st e s e s e ebesaeeseesse s e sbesseeseessensensesseeseeneas (1,374) (1,175)
Depreciation and amOTtISALION ..........ccccveierieriertereeieieriestesteeteeeeeetessestesseeseesessessesseeseeseensesessensesses 5,778 5,663
Amortisation of prepaid operating 1€ase PAYMENLS ........c.ccueriereeierierierieneeeeiesienteste e eeeeeeeesessesseeneas 18 18
Loan impairment charges and other credit risk ProviSions ............ccccecereerieirenieiseeeeceee e 4,925 3,532
Loans and advances written off net of recoveries ............. . (3,537) (3,064)
Other provisions for liabilities and charges ...... . 45 120
Provisions used .........cccoevvveeriieeriienienienns (1,013) (325)
Surplus arising on property reValuation ........c..cccoceererirerieinieieentetereteees ettt et eee e esaeseene e 1) -
Gains on INVEStMENT PIOPETTIES ....c.evveurrriierirteririeietenteiteteteteetestetestetestesestestesessesessestesesaesteseseenensenensens (670) (1,389)
Gain on disposal of property, plant and equipment and assets held for sale ............occeoeveiieinncinencnnne (61) (299)
Gain on disposal of subsidiaries, associates and business portfolios ..........c.ccceeeererrerencoenenncnecnnens (104) (758)
Net (gain)/loss on reclassification of associates .........c...coccoeeveruencne . 251 (8,157)
Impairment on interests in associates and joint ventures. 11 1,378
Gains less losses from financial investments ................. . (2,389) (34,512)
Share-based payments granted COSt fTEE ..........eciriiriririnieiniiiiinicteeree ettt 1,442 1,185
Movement in present value of in-fOrce BUSINESS ........c.eerveiriirieiiieireeere e (3,581) (4,735)
TNEETEST TECEIVEU ..vviviiiiiieitieieeete ettt et ettt ettt e e e et eetb e et e e b e et e e teeesseeaseenseeaseenseeneesasesasesasesanes 109,364 103,050
INEEIESE PAIA .e.vviiinteiit ettt ettt ettt ettt sttt ettt b ettt naen (28,598) (27,794)
Operating profit before changes in working capital ....................c.coiiiiiiie 80,911 75,709
Change in treasury bills with original term to maturity of more than three months ..........c..cccceeeeniee (24,883) (37,399)
Change in placings with and advances t0 Banks ..........c.coccoeeerieiririiinierinenireceeseee e 15,290 (18,554)
Change in certificates of deposit with original term to maturity of more than three months ................ (10,446) 4,920
Change in repos and TEVETSE TEPOS ....c.veverueurrierteririerirteteiertesteterterestetesestesessesesesseseesenseses . 2,148 (56,490)
Change in trading assets ............... . (89,784) 187,015
Change in trading liabilities .. . 20,780 13,521
Change iN dETIVALIVE SSELS ....cc.evruirieiirtiirtertetertetet ettt ettt sttt et st ese st st e bbbt esteb st et ebe e ebessesesnens (1,207) 11,118
Change in derivative Habilities ..........ccooiriririiiririeircirteeec ettt 2,076 (32,849)
Change in financial assets designated as fair valtue ............cc.ccccoviiiiniiiinicceecee (8,049) (20,976)
Change in financial liabilities designated as fair Value ..........c..ccoevivinioininiiincincccccee 7,119 (2,412)
Change in financial investments held for backing liabilities to long-term policyholders (23,657) (11,721)
Change in loans and advances to customers ..... (199,817) (204,608)
Change in amounts due from Group companies . (29,719) 13,823
Change N OhEr ASSELS .....c.eoveuirieiriiieiirietet ettt ettt ettt ettt ettt et ebe st bt snens (22,540) (16,518)
Change in depoSits DY DANKS .......ccueiiiiiririeieriesteei ettt ettt e aesneeeene (4,645) (2,889)
Change iN CUSLOMET ACCOUNES ........erveuiterieretesertentetertestetesteseteseasestetestesestentesebesessentesesteseebeneeneseneasens 226,294 167,912
Change in amounts due to Group COMPANIES ......c..e.erveurrreriererterirteterertesestestesensesessetesesseseeseneesessenessens 38,307 (14,473)
Change in debt SECUTItIES IN ISSUE .....c.erveiruirieiiriiieiinieieeteietee ettt ettt enas (7,037) (22,313)
Change in liabilities under iNSUrANCE CONIACES ......c.evveuirieirrerieiirieieterieie sttt ettt ettt 34,002 32,385
Change in other liabilities ..........ccccocecerenenne. . 43,418 87,183
Exchange adjustments .... 13,219 6,502
Cash generated from OPerations .................c.coccooiiiiiiiiiiiiiiie et 61,780 158,886
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41 Analysis of cash and cash equivalents

a Change in cash and cash equivalents during the year

2014 2013
HKS$m HK$m
Balance at 1 JANMUATY .......ccccooiiiiniiiiiieirceeeeeee ettt sttt 687,596 707,186
Net cash inflow before the effect of foreign exchange movements . 17,880 4,147
Effect of foreign exchange MOVEMENLES ...........ccuevueriiriiriiriieieieiesieet ettt (25,806) (23,737)
Balance at 31 DECEIMDET .......cc.ooiuiiiiiieiiietieeieete ettt ettt et eeee e ete et e et e eaeeaeeteeaeeereeereeeaeens 679,670 687,596
b Analysis of balances of cash and cash equivalents in the consolidated balance sheet
2014 2013
HKS$m HK$m
Cash in hand and sight balances with central banks ... 156,475 158,879
Items in the course of collection from other banks .. 21,122 16,346
Reverse repurchase agreements — NON-rAdING ........ccceuevueirieiriinieiieieiee et 130,093 81,697
Placings with and advances t0 DANKS ..........ccccevierierierieieieieieee e 319,758 378,340
TTEASULY DILLS ..veieiiiieiieiieietee ettt ettt ettt b et e bt esaes s e s e besseeseeneenaensesneeseens 77,667 80,419
Certificates OF AEPOSIE .....eveuirieiiteieiit ettt sttt et sttt eb e ebe s 4,133 4,206
Other eligible DILLS ....c.eouieieieii ettt ebesbe s e e eaebesseeseens 1,753 1,949
Less: items in the course of transmission to other banks ............ccoccevirievienienenieieieeeseeeean (31,331) (34,240)
679,670 687,596
¢ Acquisition of subsidiaries and business portfolios
There was no acquisition of subsidiaries and businesses in 2014.
2013
Private banking
businesses
HK$m
Assets
Placing with banks maturing after 0ne MONTN...........ccoiiiiiiiiie ettt 2,548
TTAAINE ASSEES ...ttt ettt ettt ettt b e st ea et et e bt e bt e bt e st e st e eaeeb e e bt es e ea s e s e bt ebeeb e ea e en e et e saeebeebeeseen s et ebesaeebeeanentenne 86,886
Derivatives .......ccoeeevveereeereeeneenns 1,222
Loans and advances to customers .. 79,401
Financial investments ....................... . 3,225
Amounts due from GIOUP COMPANIES .......ceeuerreuirriierirteiirterteieetetetetetertestetesteseeteeesestesestestesessestetesteseebeseesesesessensenesaenes 4,797
GOOdWill and INTANZIDIE ASSELS .....veuerveietiieiiiteet ettt ettt ettt et et s et e st b e e et e ebeneebe e eseeseneesens et e eseneeaeneeneebeneas 88
Property, plant and EQUIPIIENE ..........ceueiiiieetieteiet ettt ettt ettt e te ettt et et e et et ete e eseebes e s eneeseese st et eteseebeneesenseneeseneeaeeaens 17
ONET @SSEES .vviiviiiuieeie et ettt et e et e et e et e et e et e e teeveeeseeeaseesseeaseeaseeaseeaseeaseesseesseeasesssesasessseeaseesseenseeaseenseeteensseasseeaseenneens 51,615
Total assets excluding cash and cash EQUIVAIEIES .........cc.cerueiriiiirieiiereeree ettt 229,799
Liabilities
DIEPOSIES DY DANKS ...ttt ettt a ettt s bt bt e s e st et s bt eb e ae e st e n b e se e b e st e st et et e bt sneebe et entene s 392
Customer accounts. 230,592
Derivatives 1,166
Retirement benefit liabilities 8
AMOUNtS AUE L0 GIOUP COMPATIES ....c.veeveueententerteetiestestetesteeteeteesteseessestesseeseeseessetesse et eeseeneensesseasesseaseensensentesseeseeneeneensens 12,274
Other liabilities and PIOVISIONS ......c.eeueirtirteiirteietirteit ettt ettt ettt ettt et ettt bbbttt et st e st ebe e e bt b e st e b estebe st eseebeneebesbeneas 1,033
CUITENE tAX THADIIIEIES ..vevvieiieieeitiestieeti ettt ettt et e st eeteeeteeeseeeseeesseeseesseesseessaesssesssesssessseasseesseenseensaenssenssenssenssennseans 56
TOtAL TADILIEIES .. ..eevvieeteeie ettt ettt ettt e et e et e bt e b e e be e seeeseeeseeesseeaseesseesseesseesseesssesssesssessseasseessaansaenssenssenssenssennsennsenns 245,521
Aggregate net liabilities at date of acquisition, excluding cash and cash equivalents ...........c.ccoceceverererieencrinieneccnenens 15,722
Premium on purchase under COMMON CONIOL........c..eiriiririiiriiirieie ettt sttt et (17,514)
PUICRASE PIICE. ..ottt ettt ettt ekt ea e st e s e s et e bt ee e e s e st et e ss e eh e en e eneensess e b e eneeneensensenbesaeeseeneeneensens (1,792)
Satisfied by
Cash and cash equivalents PAI.........ceoueuirieiiieieiiei ettt ettt ettt ettt b et b et be et be e (19,239)
Cash and cash equivalents DOUZIE .........c.couiiiiiiiiiie ettt sttt 17,447
Cash consideration paid up to 31 December 2013 ........ccuiiiiiiiiiieieieseeeee ettt st (1,792)
Cash still to be received/(paid) at 31 December 2013 ........coueiiiiiiniiirenieeeeeee ettt et —
Total CASH CONSIACTALION .....eveeuieieeti ettt ettt e et e st e et e st es e e s e e e beese et e eneensentesse et e eneeneensensebesneeneennansenne (1,792)
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41 Analysis of cash and cash equivalents (continued)

d Disposal of subsidiaries and business portfolios

2014
Banking
businesses Other Total
HKS$m HKS$m HKS$m

Assets
Loans and advances t0 CUSTOMETS .........c.cccuievieriierieerieeieeseeseeseeseeeneeneeneenneas 2,179 611 2,790
OFRET ASSELS ...vviviuiiiieiietci ettt ettt ettt s 15 - 15
Total assets excluding cash and cash equivalents..........c.cccceoeveirenccenenncnencne 2,194 611 2,805
Liabilities
Other liabilities and ProviSIONS .........cccecereeieierierienienese e eeeeeees 38 - 38
TOtal HADIIIES ..e.veueeeieeiieteiet ettt 38 — 38
Aggregate net assets at date of disposal, excluding cash and cash equivalents .. 2,156 611 2,767
Gain on disposal including costs to Sell.........ceoririeirenieineieeeeeeeee 84 20 104
Add back: COSES t0 SElL.....ouiiruiriiiiiiieiiiee e 11 - 11
SEINE PIICE .vvvenviiieieetieieieste ettt ettt et ettt et e e saeete st eseestensensesseeseeneenaennens 2,251 631 2,882
Satisfied by
Total cash CONSIAETALION ........c.ccuievieeieiiiicieet ettt 2,251 631 2,882
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41 Analysis of cash and cash equivalents (continued)

d Disposal of subsidiaries and business (continued)

2013
Banking Insurance
businesses businesses Other Total
HKS$m HKS$m HKS$m HKS$m
Assets
Short-term funds .........cc.coeveiiiiieieie e 8,214 - - 8,214
Placing with banks maturing after one month................... 3,674 - - 3,674
Trading aSSELS ...e.vvveieuirieieieieierieeeeeree et 1,648 - - 1,648
Derivatives.......oceveeeeeeerienieseesieeeenens 333 - - 333
Financial assets designated at fair value.. - 309 - 309
Loans and advances to customers ....... . 5,918 - - 5,918
Financial investments............cooeovvueeeeivieicieeeeeee e 1,702 670 - 2,372
Amounts due from Group companies ..............cccervervenenn 5,003 - - 5,003
Interests in associates and joint ventures .............c.......... - 231 - 231
Goodwill and intangible assets...........coeererieeereerierenienns 1 541 - 542
Property, plant and equipment .............cccoeeeeerierierenennens 9 - - 9
Deferred tax aSSELS......cvevirverierieieieiesieereee e 18 - - 18
OthEr @SSELS ....oeveeeiieieeieeieece ettt ereeas 175 1,636 671 2,482
Total assets excluding cash and cash equivalents............. 26,695 3,387 671 30,753
Liabilities
Deposits by banks .......cccccvevveririeirieieniseceeeee e 4,615 - - 4,615
CUSLOMET ACCOUNTS ......eevvieeerieeeeeeeeeeeeeeeeeeeeeeeeeeeeeaeeens 19,107 - - 19,107
Trading Habilities........ccooereeerieirieeereceeeee e 1,829 - - 1,829
DErivVatiVeS....cevereeeeeeeeieieiee e 416 - - 416
Financial liabilities designated at fair value ... - 143 - 143
Amounts due to Group companies.......... 2,619 - - 2,619
Liabilities under insurance contracts............ccccoeeeevvrenne... - 1,126 - 1,126
Current tax liabilities .........cocevvrieierieriereeieieieie e 42 - - 42
Other Habilities .......ccceovverieireeirieieirieeee e 1,311 153 19 1,483
Total Habilities .......cvvveeereieriieririeieiee e 29,939 1,422 19 31,380
Aggregate net assets/(liabilities) at date of disposal,
excluding cash and cash equivalents .............cccoceenee (3,244) 1,965 652 (627)
Gain/ (loss) on disposal including costs to sell.. . 2) 763 3) 758
Add back: costs t0 Sell .......ccovirieieierierieneceeeeeen - 26 - 26
Selling PriCe.......coveuerveerieieiinieireieeeteteeter et (3,246) 2,754 649 157
Satisfied by
Cash and cash equivalents received ........c..ccecevveereennene. 1,576 2,886 662 5,124
Cash and cash equivalents sold (4,822) (132) - (4,954)

Cash consideration received/(paid) up to
31 December 2013......cccoiiiiiiiiiiiiiiicccieeeee (3,246) 2,754 662 170
Cash still to be paid at 31 December 2013 - (13) (13)

Total cash consideration ..............ceceevveeereneneeniesenenenne (3,246) 2,754 649 157
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42 Contingent liabilities and commitments

a  Off-balance sheet contingent liabilities and commitments

The group The Bank
2014 2013 2014 2013
HK$m HK$m HK$m HK$m
Contingent liabilities and financial guarantee contracts
Guarantees and irrevocable letters of credit pledged
as collateral SECUTILY ......cceveveririieieneneeeeiee e 246,332 254,147 174,049 166,884
Other contingent labilities ..........ccccooveverreriierieriererenene 1,795 652 1,722 660
248,127 254,799 175,771 167,544
Commitments
Documentary credits and short-term trade-related
TTANSACIONS ...e.vveevecereeeveere et e ereeere e e e e e e eeeeee s 37,874 37,693 30,989 27,539
Forward asset purchases and forward forward deposits
Placed ..o 1,717 5,218 442 2,570
Undrawn formal standby facilities, credit lines and other
commitments to lend ...........coeevioinineciinniiies 1,856,651 1,658,822 1,269,341 1,115,409
1,896,242 1,701,733 1,300,772 1,145,518

The above table discloses the nominal principal amounts of commitments excluding capital commitments,
guarantees and other contingent liabilities, which are mainly credit-related instruments including both financial and
non-financial guarantees and commitments to extend credit. Contractual amounts represent the amounts at risk
should contracts be fully drawn upon and clients default. The amount of the loan commitments shown above
reflects, where relevant, the expected level of take-up of pre-approved facilities. Since a significant portion of
guarantees and commitments are expected to expire without being drawn upon, the total of the contractual amounts
is not representative of future liquidity requirements.

b Guarantees (including financial guarantee contracts)

The group provides guarantees and similar undertakings on behalf of both third party customers and other entities
within the group. These guarantees are generally provided in the normal course of the banking business. The
principal types of guarantees provided, and the maximum potential amount of future payments which the group
could be required to make, were as follows:

The group The Bank

2014 2013 2014 2013
HK$m HK$m HK$m HK$m

Guarantees in favour of third parties
Financial guarantees ' ............ccccccoovvreereeeeneernnnns 54,827 80,943 36,631 36,833
Other UArantees” ...............cooovevereeeeeeeeeseeeresesrsneens 173,960 164,653 124,062 118,430
228,787 245,596 160,693 155,263

Guarantees in favour of

other HSBC Group entities ...............cccccceeenenne. 17,545 8,551 13,356 11,621
246,332 254,147 174,049 166,884

1 Financial guarantees are contracts that require the issuer to make specified payments to reimburse the holder for a loss incurred
because a specified debtor fails to make payment when due in accordance with the original or modified terms of a debt instrument.

The amounts in the above table are nominal principal amounts.

2 Other guarantees include re-insurance letters of credit related to particular transactions, trade-related letters of credit issued
without provision for the issuing entity to retain title to the underlying shipment, performance bonds, bid bonds, standby letters of

credit and other transaction-related guarantees.

The amounts disclosed in the above table reflect the group’s maximum exposure under a large number of
individual guarantee undertakings. The risks and exposures from guarantees are captured and managed in
accordance with HSBC’s overall credit risk management policies and procedures. Guarantees are subject to
HSBC’s annual credit review process.
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43 Capital commitments

The group The Bank
2014 2013 2014 2013
HKS$m HK$m HKS$Sm HKS$m
Expenditure contracted for ..........ccccoeoirerninerenenecnee 4,855 2,440 3,062 1,952
Expenditure authorised by the Directors
but not contracted for ..........ceoeveriniriieieneseeen 771 376 73 368
4,932 2,816 3,135 2,320

Capital commitments mainly relate to the commitment for purchase of premises.

44 Lease commitments

The group leases certain properties and equipment under operating leases. The leases normally run for a period of one
to ten years and may include an option to renew. Lease payments are usually adjusted annually to reflect market
rentals. None of the leases include contingent rentals. Future minimum lease payments under non-cancellable
operating leases are as follows:

The group The Bank
2014 2013 2014 2013
HKS$m HK$m HKS$m HK$m
Premises
Amounts payable within
— oNne year or Iess ......ccoecevvereenennnn 2,893 2,931 1,334 1,342
— five years or less but over one year . 4,345 4,761 2,475 2,463
— OVET fIVE YEAIS ..cueviniiiieiieicicierecee e 937 820 344 555
8,175 8,512 4,153 4,360
Equipment
Amounts payable within
— one year or ess ....c...ccccveerenenne. 49 64 13 8
— five years or less but over one year ...........ocecevveeeueneene. 21 42 8 13
70 106 21 21
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45 Offsetting of financial assets and financial liabilities

Financial assets subject to offsetting, enforceable master netting arrangements and similar agreements

Amounts not set off in the
balance sheet

Gross Gross
amounts of amounts set Amounts
recognised off in the  presented in Cash
financial balance the balance Financial collateral
assets sheet sheet instruments' received Net amount
HK$m HK$m HKS$m HKS$m HK$m HK$m

At 31 December 2014
DErivatives® ......o.ooeeevevveeeeeereeeeeeeenenn. 436,116 (46,182) 389,934 296,580 25,204 68,150
Reverse repurchase, securities borrowing

and similar agreements classified as:

— Trading assets.......cceeeeververeereennenne 283 - 283 201 - 82
— Placings with banks............cccccce..... 244,831 - 244,831 219,583 12 25,236
— Loans and advances to customers

at amortised COSt.........cevvevvrennrnnns 78,637 - 78,637 77,876 - 761

Other loans and advances held at
amortised cost
— T CUSLOMETS ....oooveriinieiieiiinne 15,044 (15,044) = - - _

774,911 (61,226) 713,685 594,240 25,216 94,229

At 31 December 2013
DEriVAtIVES® oovvvoieeierieeiieeiesieeeeinias 423,336 (34,609) 388,727 286,782 34,721 67,224
Reverse repurchase, securities borrowing

and similar agreements classified as:

— Trading assets........coecevvervevereerennenes 8 - 8 - - 8
— Placings with banks............cccccce..... 179,748 - 179,748 158,775 95 20,878
— Loans and advances to customers

at amortised COSt.........ccovvreeneeennnn. 60,655 - 60,655 60,324 2 329

Other loans and advances held at
amortised cost
— To CUStOMETS ....ccvevveieeiriieieieiene 15,039 (15,039) - — — -

678,786 (49,648) 629,138° 505,881 34,818 88,439

1 Inclues non-cash collateral.
2 Includes amounts that are both subject to and not subject to enforceable master netting agreements and similar agreements.
Amounts presented in the balance sheet includes HK187,985m (2013: HK$177,875m) which represent balances due from Group

companies.

186



45 Offsetting of financial assets and financial liabilities (continued)

Financial liabilities subject to offsetting, enforceable master netting arrangements and similar agreements

Amounts not set off in the
balance sheet

Gross Gross
amounts of  amounts set Amounts
recognised off in the  presented in Cash
financial balance the balance Financial collateral
liabilities sheet sheet instruments' pledged Net amount
HKS$m HK$m HK$m HKS$m HK$m HKS$m

At 31 December 2014
DEIiVAtIVES® ...o.veeveenrieeirsrieseississenenn. 413,310 (46,182) 367,128 302,619 22,527 41,982
Repurchase, securities lending and similar

agreements classified as:

— Trading liabilities ..........cccoeeneene. 494 - 494 470 - 24

— Deposits by banks .........ccccceeeuenee. 40,913 - 40,913 30,958 32 9,923

— Customer accounts ...............ceeeveen. 42,671 — 42,671 41,513 - 1,158
Other deposits by banks at amortised cost - - - - - -
Other customer accounts at amortised cost 15,044 (15,044) — — — —
512,432 (61,226) 451,206’ 375,560 22,559 53,087

At 31 December 2013
DEIiVAtIVES® ...ooveeveenrieeisssieseeiis s 399,661 (34,609) 365,052 289,076 24,779 51,197
Repurchase, securities lending and similar

agreements classified as:

— Trading liabilities .........c.cccoeeeene. 470 - 470 411 - 59

— Deposits by banks .. 7,741 - 7,741 5,703 - 2,038

— Customer accounts ..............cc.eeeneen 24,695 - 24,695 23,474 — 1,221
Other deposits by banks at amortised cost 2 - 2 - - 2
Other customer accounts at amortised cost 15,039 (15,039) — — — —
447,608 (49,648) 397,960° 318,664 24,779 54,517

1 Includes non-cash collateral.
Includes amounts that are both subject to and not subject to enforceable master netting agreements and similar agreements.
Amounts presented in the balance sheet includes HK$161,910m (2013: HK$122,327m) which represent balances due to Group

companies.

Financial assets and financial liabilities are offset and the net amount is reported in the balance sheet when there is a
legally enforceable right to offset the recognised amounts and there is an intention to settle on a net basis, or realise the
asset and settle the liability simultaneously (‘the offset criteria’).

Derivatives and reverse repurchase/repurchase, stock borrowing/lending and other similar agreements included in
amounts not set off in the balance sheet relate to transactions where:

o the counterparty has an offsetting exposure with the group and a master netting or similar arrangement is in place
with a right of set off only in the event of default, insolvency or bankruptcy, or the offset criteria are otherwise not
satisfied; and

e cash and non-cash collateral received/pledged in respect of the transactions described above.

The group offsets certain loans and advances to customers and customer accounts when the offset criteria are met and
the amounts presented above represent this subset of the total amounts recognised in the balance sheet. Of this subset,
the loans and advances to customers and customer accounts included in amounts not set off in the balance sheet
primarily relate to transactions where the counterparty has an offsetting exposure with the group and an agreement is
in place with the right of offset but the offset criteria are otherwise not satisfied.
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46 Segmental analysis

The group’s operating segments are organised into two geographical regions, Hong Kong and Rest of Asia-Pacific.
Due to the nature of the group, the chief operating decision-maker regularly reviews operating activity on a number of
bases, including by geographical region and by global businesses. Although the chief operating decision-maker
reviews information on a number of bases, capital resources are allocated and performance assessed primarily by
geographical region and the segmental analysis is presented on that basis. In addition, the economic conditions of each
geographical region are highly influential in determining performance across the different types of business activity
carried out in the region. Therefore, provision of segment performance on a geographical basis provides the most
meaningful information with which to understand the performance of the business.

Geographical information is classified by the location of the principal operations of the subsidiary or, in the case of the
Bank, by the location of the branch responsible for reporting the results or advancing the funds.

Information provided to the chief operating decision-maker of the group to make decisions about allocating resources
and assessing performance of operating segments is measured in accordance with HKFRSs. Due to the nature of the
group’s structure, the analysis of profits shown below includes intra-segment items between geographical regions with
the elimination shown in a separate column. Such transactions are conducted on an arm’s length basis. Shared costs are
included in segments on the basis of actual recharges made.

Products and services

The group provides a comprehensive range of banking and related financial services to its customers in its two
geographical regions. The products and services offered to customers are organised by global businesses:

e Retail Banking and Wealth Management offers a broad range of products and services to meet the personal
banking, consumer lending and wealth management needs of individual customers. Products typically include
current and savings accounts, mortgages and personal loans, credit cards, debit cards, insurance, global asset
management services, wealth management and local and international payment services;

e Commercial Banking product offerings include the provision of financial services, payments and cash management,
international trade finance, treasury and capital markets, commercial cards, insurance, and online and direct
banking offerings;

¢ Global Banking & Markets provides tailored financial solutions to major government, corporate and institutional
clients and private investors worldwide. The client-focused business lines deliver a full range of banking
capabilities including financing; advisory and transaction services; a markets business that provides services in
credit, rates, foreign exchange, money markets, securities services and principal investment activities; and

o Global Private Banking provides a range of services to meet the banking, investment and wealth advisory needs of
high net worth individuals.
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46 Segmental analysis (continued)

Total assets

2014 2013
HKSm % HK$m %
Hong KONg ..cvooveiiiiiiiiiiiieiccsceccce e 4,630,716 67.3 4,362,910 67.8
Rest of Asia-Pacific ... 2,788,418 40.5 2,611,188 40.5
TER TEZIOM eeveeeeeeeeeeeeeseee e eeeeeeeeeerseeseseeeeeesseeeeeeeesseen (542,388) (7.8) (534,743) (8.3)
6,876,746 100.0 6,439,355 100.0
Total liabilities
2014 2013
HKSm % HK$m %
Hong Kong .....coooviiiiiiiiiiiiiceeceeecceeeees 4,325,607 69.0 4,069,805 68.8
Rest of Asia-Pacific ......cccocvevieviiiiieiecececececeee s 2,485,181 39.7 2,382,069 40.3
TER TEZIOM eoeeveeeeeeeeeee e eeeeeeeeeeseeeeseseeeeeeeseeeeeeeeesee (542,388) 8.7) (534,743) 9.1)
6,268,400 100.0 5,917,131 100.0
Interests in associates and joint ventures
2014 2013
HKS$m % HK$m %
Hong Kong ....cooviiiiiiiiiiieeeeeeeeeeeeeeeee e 2,316 2.0 2,136 2.0
Rest of Asia-Pacific ......cooceeeviieienininiicecccce 114,338 98.0 105,716 98.0
116,654 100.0 107,852 100.0
Credit commitments and contingencies (contract amounts)
2014 2013
HKSm % HK$m %
Hong Kong .....coooviiiiiiiiiiiiicenecceeee e 1,130,366 52.7 975,565 499
Rest of Asia-Pacific .......ccccoeiveienineieniiinccrceeceene 1,014,003 47.3 980,967 50.1
2,144,369 100.0 1,956,532 100.0
Additions to property, plant and equipment and other intangible assets during the year
2014 2013
HKS$Sm % HK$m %
HOong KON ..o 3,512 79.6 9,163 92.4
Rest of Asia-Pacific 898 20.4 758 7.6
4,410 100.0 9,921 100.0
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46 Segmental analysis (continued)

Consolidated income statement

Rest of Intra-segment
Hong Kong Asia-Pacific elimination Total
HKS$m HK$m HKS$m HK$m
2014
INtEIeSt INCOIME ...c.vvevvieeiieeiieere ettt 57,751 72,841 3,810) 126,782
INLETESt EXPENSE ..vrvvevrrerierererieresiesereeeseseseesesaeseseseesennns (6,977) (28,508) 3,812 (31,673)
Net INterest iNCOME ......ccvvevereruieiieriieeieereereeereeereeereeeneeens 50,774 44,333 2 95,109
Fee income 34,708 17,301 (1,347) 50,662
Fee expense 4,712) (2,675) 1,347 (6,040)
Net trading income 11,663 8,559 2) 20,220
Net income from financial instruments
designated at fair value ..........cccocevveneiininiieeeee 3,134 914 - 4,048
Gains less losses from financial investments ................... 2,286 103 - 2,389
Dividend INCOME ........c.cooveevuiiiriiiiiciieeieeie e 1,362 12 - 1,374
Net insurance premium income .............. 50,226 7,081 - 57,307
Net loss on reclassification of associates ... - (251) - (251)
Other operating inCoOME ..........ceeververerrieeerieniereeeeeeeenens 10,872 1,944 (4,063) 8,753
Total operating income ...................coccooviniiiiinicnien, 160,313 77,321 (4,063) 233,571
Net insurance claims and benefits paid and movement
in liabilities to policyholders............cecveveriereninreienne (52,916) (7,266) - (60,182)
Net operating income before loan impairment
charges and other credit risk provisions ................... 107,397 70,055 (4,063) 173,389
Loan impairment charges and other credit risk provisions (2,478) (2,447) - (4,925)
Net operating income ..............cc.cocooivivieiinincneneenenn. 104,919 67,608 (4,063) 168,464
Operating eXpenses .............cccccccoeverieeenieneneneneenenens (42,270) (34,743) 4,063 (72,950)
Operating profit ... 62,649 32,865 - 95,514
Share of profit in associates and joint ventures ................. 317 15,358 - 15,675
Profit before tax . 62,966 48,223 - 111,189
TaAX EXPENSE ..ottt (10,132) (8,880) - (19,012)
Profit for the year ..o 52,834 39,343 - 92,177
Profit attributable to shareholders .............ccccevveevveeeeennnn. 47,228 39,200 - 86,428
Profit attributable to non-controlling interests ................... 5,606 143 - 5,749
Net operating income
— EXEETNAL ..ttt 95,906 69,459 - 165,365
— inter-company/inter-segMent ............cocecceereererveerenene 9,013 (1,851) (4,063) 3,099
Depreciation and amortisation included in operating
EXPEIISES .nveuvereieueentetenteseeeseeneentesseeseeneeneentessestesneeneeneens (4,551) (1,227) - (5,778)
REStrUCIUTING COSES ...oveuvviiiniiirieienieieierteieiereeie e (55) a2) - ©67)
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46 Segmental analysis (continued)

Rest of Intra-segment
Hong Kong Asia-Pacific elimination Total
HKS$m HK$m HKS$m HK$m
2013
INtEIeSt INCOIME ...c.vvevvieeiieeiieere ettt 52,190 67,956 (3,107) 117,039
INLETESt EXPEIISE ..vevvereieereeiieiieieieeeeeeeneeeeee e eeeeneeneeneens (6,508) (26,227) 3,061 (29,674)
Net INterest INCOME ......ccvveievieeereeeeeeeeereeeeeee e e 45,682 41,729 (46) 87,365
Fee income 33,542 18,094 (1,449) 50,187
Fee expense (4,748) (2,965) 1,372 (6,341)
Net trading income 11,156 5,375 46 16,577
Net income from financial instruments
designated at fair value ..........cccocevveneiininiieeeee 2,008 467 - 2,475
Gains less losses from financial investments .................... 323 119 - 442
Dividend INCOME ........c.cooveevuiiiriiiiiciieeieeie e 1,165 10 - 1,175
Net insurance premium income .............. 47,173 6,490 - 53,663
Net gain on reclassification of associates .. - 8,157 - 8,157
Gain on sale of Ping An .......cceevvvennnne. - 34,070 - 34,070
Other operating iNCOME ........c.cceeeuereeereerierenieeeieneeeeeeees 13,803 2,186 (4,571) 11,418
Total operating inComMe ...........ccoveerieerueireieereeee e 150,104 113,732 (4,648) 259,188
Net insurance claims and benefits paid and movement
in liabilities to policyholders............cecvevevierinineeienns (50,960) (5,632) - (56,592)
Net operating income before loan impairment
charges and other credit risk provisions .............cceceeu.. 99,144 108,100 (4,648) 202,596
Loan impairment charges and other credit risk provisions (1,032) (2,500) - (3,532)
Net operating iNCOME .......coecvvvereeuerverenerieereieeneeeereeenes 98,112 105,600 (4,648) 199,064
OPErating EXPENSES .....ecverrerveereereerienrerteeseeeensessessesseeeeeens (38,845) (34,531) 4,648 (68,728)
Operating Profit .......coccoceeeveeierenineeeeeee e 59,267 71,069 - 130,336
Share of profit in associates and joint ventures ................. 524 13,896 - 14,420
Profit before tax ........cccoeevuieiieiiiciececeeeeeee s 59,791 84,965 - 144,756
TaX EXPENSE .eevvrvinriiienieienteieetentetentee et eteve st eereeebenaenene (9,659) (6,042) - (15,701)
Profit for the year .......c..cccocveviviininiinicncnceceene 50,132 78,923 - 129,055
Profit attributable to shareholders .............ccccevveevveeieennnn. 43,688 75,321 - 119,009
Profit attributable to non-controlling interests ................... 6,444 3,602 - 10,046
Net operating income
— EXLEINAL .vevivieiieieiee e 89,322 106,563 - 195,885
— inter-company/inter-segMent ............oceceeervererveeruennene 8,790 (963) (4,648) 3,179
Depreciation and amortisation included in operating
CXPOIISES c.vvvevenvniienieterteneetetesessetesesseseebentesesteseebenseneas (4,271) (1,392) - (5,663)
REStIUCIUIING COSES .uvvvenvirieeiiriieienienieeiceeee e (43) (619) - (662)
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46 Segmental analysis (continued)

Net operating income by global business

Retail
Banking Global Global
and Wealth Commercial Banking & Private Inter-
Management Banking Markets Banking Other Segment Total
HKSm HKS$m HKS$m HKS$m HKS$m HKSm HKS$m
Year ended 31 December 2014
External .....c.ccoovevieeneineinenees 52,725 41,199 65,475 2,735 3,231 - 165,365
Intercompany/intersegment .......... 11,815 (720) (10,867) 1,190 8,225 (6,544) 3,099
Year ended 31 December 2013
External .......ccoooeveeeneiniincees 52,213 38,304 62,749 362 42,257 - 195,885
Intercompany/intersegment .......... 11,585 (137) (8,646) 286 7,205 (7,114) 3,179
Information by country
Net external operating income' Non-current assets”
2014 2013 2014 2013
HKS$m HK$m HKS$m HK$m
HOoNg KON ..o 95,906 89,322 98,056 94,525
Mainland China ...........cccoevievieiieeieeiecieceere e 17,085 52,948 121,426 112,024
AUSLTALIA .o 7,210 7,347 1,034 1,212
INAIA ceentie e 7,815 7,697 2,374 2,152
INAONESIA.....eeviiiiieiiitcieceee et 3,962 4,617 3,869 4,012
6,958 7,025 944 1,002
9,493 8,233 1,429 1,548
3,597 3,311 2,174 2,352
OBhET ..eiiiiiiciet ettt 13,339 15,385 2,716 3,232
TOTAL 1.t 165,365 195,885 234,022 222,059

1 Net external operating income is attributable to countries based on the location of the principal operations of the subsidiary or branch.
2 Non-current assets consist of property, plant and equipment, goodwill, other intangible assets, interests in associates and joint ventures

and certain other assets expected to be recovered more than 12 months after the reporting date.
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47 Related party transactions

a Immediate and ultimate holding company

The group is wholly owned by HSBC Asia Holdings BV. HSBC Asia Holdings BV is in turn wholly owned by
HSBC Asia Holdings (UK) Limited, which is wholly owned by HSBC Holdings BV. HSBC Holdings BV is
wholly owned by HSBC Finance (Netherlands), which is wholly owned by HSBC Holdings plc (incorporated in
England).

The group’s related parties include the parent, fellow subsidiaries, associates, joint ventures, post-employment
benefit plans for the benefit of the group’s employees, Key Management Personnel, close family members of Key
Management Personnel and entities which are controlled or jointly controlled by Key Management Personnel or
their close family members.

Transactions with the immediate holding company included the redemption of preference shares. These are
classified as liabilities on the balance sheet. Information relating to preference shares can be found in note 35.

Transactions with the ultimate holding company included the issuance of subordinated liabilities. These are
classified as liabilities on the balance sheet. There was also the issuance of other equity instruments. Information
relating to other equity instruments can be found in note 37.

Income and expenses for the year

Immediate holding company Ultimate holding company
2014 2013 2014 2013
HKS$m HK$m HKS$m HK$m
Interest eXPense’ ..........cccoooveveveeeeeeeereereeeeenerenenns 976 1,591 569 305
Other operating income . - - 318 274
Other operating eXpenses ..........cocoecereeeerrererreruerenuens 13 14 2,331 1,757

1 Interest expense paid to the immediate holding company represents interest on preference shares. Interest expense paid to the
ultimate holding company represents interest on subordinated liabilities.

Balances at 31 December

The group
Immediate holding company Ultimate holding company
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Assets
Oher @SSELS ..ovvevievierierieieie ettt eeees — — 30 160
— — 30 160
Liabilities
Other Habilities .........ccccoevvierieieieieeeeereeeeeeie e 525 657 625 415
Subordinated liabilities ............cccooeevvievrieviieiieerenen. - - 22,185 15,788
Preference shares ..........cccoeceevveveeiieiiiecceeeeereenns 36,474 47,205 - —
36,999 47,862 22,810 16,203
GUATANEEES ..vveeuveeniieiieiieniieeiteeieeteenieesieesieeseesee e — — - 370
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The Bank
Immediate holding company Ultimate holding company
2014 2013 2014 2013
HKS$m HK$m HKS$m HK$m
Assets
Oher @SSELS ..ouveviivieeierieieieeieeie ettt — — 28 160
— — 28 160
Liabilities
Other Habilities .......cccccevveririeieieiere e 525 657 469 237
Subordinated liabilities - - 22,185 15,788
Preference shares ..........ccoceevvevevieieicceeeeeeeeeeeeene 36,474 47,205 - —
36,999 47,862 22,654 16,025

Share option and share award schemes

The group participates in various share option and share plans operated by HSBC whereby share options or shares
of HSBC are granted to employees of the group. As disclosed in note 48, the group recognises an expense in
respect of these share options and share awards. The cost borne by the ultimate holding company in respect of
share options is treated as a capital contribution and is recorded within ‘Other reserves’. In respect of share awards,
the group recognises a liability to the ultimate holding company over the vesting period. This liability is measured
at the fair value of the shares at each reporting date, with changes since award date adjusted through the capital
contribution account within ‘Other reserves’. The balances of the capital contribution and the liability as at 31
December 2014 amounted to HK$3,139m and HKS$2,186m respectively (2013: HK$2,877m and HKS$2,303m
respectively).

c

Pension funds

At 31 December 2014, HK$11.2bn (2013: HK$13.7bn) of pension fund assets were under management by group
companies. Total fees paid or payable by pension plans to group companies for providing fund management,
administrative and trustee services amounted to HK$22m for the year (2013: HK$51m).

d

Subsidiaries and fellow subsidiaries

The group entered into transactions with its fellow subsidiaries in the normal course of business, including the
acceptance and placement of interbank deposits, correspondent banking transactions and off-balance sheet
transactions. The activities were on substantially the same terms, including interest rates and security, as for
comparable transactions with third party counterparties.

The group shares the costs of certain IT projects with its fellow subsidiaries and also used certain processing
services of fellow subsidiaries on a cost recovery basis. The Bank also acted as agent for the distribution of retail
investment funds for fellow subsidiaries and paid professional fees for services provided by fellow subsidiaries.
The commissions and fees in these transactions and services are priced on an ‘arm’s length’ basis.

The aggregate amount of income and expenses arising from these transactions during the year and the balances of
amounts due to and from the relevant parties at the year end are as follows:

194



47 Related party transactions (continued)

Income and expenses for the year

Fellow subsidiaries

2014 2013

HKS$m HK$m

INEEIESE IMCOMMIC w..eviniiteeeeteeteieetet ettt ettt ettt st ettt b e b na e ene e 384 481
Interest expense 227 281
Fee income .... 2,404 3,232
Fee expense ................. 870 876
Other OPErating INCOME ......c.eoueuerteuiriirietirtetettetetet ettt et st ettt ettt e st e st ebe st eseebeseebenbeseaseneesenes 2,756 2,739
Other OPErating EXPEINSES' ........vuvrivverreeeieeeseeeeeesesesesseseses s seses s sese s s sesesseeseseesassseesesssaeneesanes 6,961 5,942

1 In 2014 payments were made of HK$1,002m (2013: HK$946m) for software costs which were capitalised as intangible assets in the
balance sheet of the group.

Balances at 31 December

The group
Fellow subsidiaries
2014 2013
HKS$m HK$m
Assets
TTAAING ASSEES .e.vueviuteiietenieteete ettt et ettt ettt et et e et e st et e et eae st e st b en s eseaben e et e st eneebeneesensencaseneesenes 8,600 4,644
OBNET ASSELES ...eiiuviiieetiie ettt ettt e e et e e et e e ettt e e eaaeeeetaeeeeateeeeaseeeeateeeeaseeeseeeeraeeereeens 183,064 157,171
191,664 161,815
Liabilities
Trading HADIIIEIES ....c.eueeueieeirieieteeeee ettt ettt ettt ettt se et se s s s ene e s 12,633 10,804
Financial liabilities designated at fair Value ..........cccceerieiniiininiiinciccceccesceceeeee 4 1
Other TADIIILIES ....cuvviviiieiieiiccie ettt et ettt ete e s e e s e e eaaeeabeeaseesreeteeesaeesseenseenseenseanns 99,842 64,132
PreferencCe SNATES ......cc.iiiiiiiieiiciecece et et ettt st ea e be et e e beeraans 108 109
112,587 75,046
Guarantees .... 17,545 8,551
Commitments 2,185 1,930
The Bank
Subsidiaries Fellow subsidiaries
2014 2013 2014 2013
HKS$m HK$m HKS$Sm HK$m
Assets
Trading aSSELS ....ceeevveverveerienieierieiieierieiesieeer e 14,257 6,869 8,434 4,551
Financial investments .............cccooveeveerieeveeiieesieenens 7,497 11,401 - -
Oher @SSELS ..ovvevivievieeieieeee ettt evens 213,521 208,056 160,399 135,852
235,275 226,326 168,833 140,403
Liabilities
Trading Habilities ..........ccevveerieireirerieeeeseeeeeene 10,753 9,244 12,493 10,733
Other Habilities ..........cccoevvieieieieieceeereeeeeeie e 98,415 81,163 43,095 38,322
109,168 90,407 55,588 49,055
GUATANEEES ...vveenveeveeiiesiieetieeireeveesreesaeesseesseesnneenneenns 3,971 4,399 9,385 7,222
Commitments 42,563 34,719 1,866 1,563
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Derivative balances

In addition, the group and the Bank had the following derivative asset and derivative liability balances with other
HSBC Group entities:

The group The Bank
2014 2013 2014 2013
HKS$m HK$m HKS$m HK$m
DErivative aSSELS ...cveververuerieeeeieieieneeeeeieee e 98,346 88,350 103,572 92,296
Derivative Habilities ..........cooevveieveiieieeererereeeeeees 106,704 96,203 107,967 98,439

e Associates and joint ventures

The group provides certain banking and financial services to associates and joint ventures, including loans,
overdrafts, interest and non-interest bearing deposits and current accounts. Details of interests in associates and
joint ventures are given in note 22. Transactions and balances during the year with associates and joint ventures
were as follows:

The group
2014 2013
Highest balance Balance at Highest balance Balance at
during the year 31 December during the year 31 December
HK$m HK$m HK$m HK$m
Amounts due from associates
— unsubordinated ............cccovreiinnieince 41,814 32,848 41,397 35,348
Amounts due from joint ventures
— subordinated ........cccooereriiiiee e - - 6 -
— unsubordinated ..........cccoceevieriirinine 1 - 2 1
41,815 32,848 41,405 35,349
Amounts due to aSSOCIAES ........ceeeveeerreerieeieeieeieenns 5,038 1,259 9,083 2,226
Amounts due to joint ventures - - - -
5,038 1,259 9,083 2,226
COMMITMENTS ...vveeeieiieriieeiieeiie e erieeseeseeeee e eee s 11 1 543 133
The Bank
2014 2013
Highest balance Balance at Highest balance Balance at
during the year 31 December during the year 31 December
HKS$m HKS$m HK$m HK$m
Amounts due from associates
— unsubordinated ........c..coeereirinieine e 20,958 14,139 19,222 18,999
Amounts due from joint ventures
— unsubordinated ........c..coeereirininine e 1 - 2 1
20,959 14,139 19,224 19,000
Amounts due to assoCiates .........ccceevvrvreeireeeeireeeennnn. 2,556 837 1,929 1,929
Amounts due to joint ventures - - - -
2,556 837 1,929 1,929
COMMIMENTS ..c.vvevinieiirieiieieieiertee ettt 11 1 251 10
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47 Related party transactions (continued)

The disclosure of the year-end balance and the highest balance during the year is considered the most meaningful
information to represent transactions during the year.

The transactions resulting in amounts due to and from associates and joint ventures arose in the ordinary course of
business and on substantially the same terms, including interest rates and security, as for comparable transactions
with third party counterparties.

f Key Management Personnel

Key Management Personnel are defined as those persons having authority and responsibility for planning, directing
and controlling the activities of the Bank and the group. It includes members of the Board of Directors and
Executive Committee of the Bank and the Board of Directors and Group Managing Directors of HSBC Holdings

plc.

The following table shows the expense in respect of compensation for Key Management Personnel of the Bank for
services rendered to the Bank:

2014 2013

HKS$m HK$m

Salaries and other Short term DENETILS ..........cveierieiiiriieirieeeee e 209 200
Retirement benefits

— Defined contribUtion PIANS .........cccveriiriiriieiiieieerese ettt st eneess s saeeseens 5 5

— Defined Benefit PIANS .....cc.eoviiirieieieieece et ens 5 3

Termination DENETILS .......c.ooviiuiiieeieiciei ettt sttt eteese s e s e sbesneere e - 3

Share-based PAYIMENLS .......c.coeoieiirieiririiiieire ettt ettt ettt ettt b ettt ebe et ebeseebeenes 177 102

396 313

Transactions, arrangements and agreements involving Key Management Personnel

Transactions, arrangements and agreements are entered into by the group with companies that may be controlled
by Key Management Personnel of the group and their immediate relatives. These transactions are primarily loans
and deposits:

2014 2013
HKS$m HK$m
During the year
Highest aVErage aSSELS' .........cooovueveiececeeiieceeses e 34,385 27,428
Highest average liabilities' ....................... 41,527 30,281
Contribution to the group’s profit before tax . 1,056 808
At the year end
GUATANEEES ...vveeuveeeieteesieeetteesteeteesteesseesseesssessseasseesseasseeseesssesseesssessseassensseesseenssensaeassensseessenseannn 4,809 6,721
COMIMILIMENES ....veiviiiviiitieetteete et e eeteeeteeete e et e etteeteeteeteeeseesseesssessseaaseesseesseesseeseensseesseesseenseereanns 3,483 2,622

1 The disclosure of the highest average balance during the year is considered the most meaningful information to represent
transactions during the year.

The above transactions were entered into in the ordinary course of business and on substantially the same terms,
including interest rates and security, as comparable transactions with persons or companies of a similar standing or,
where applicable, with other employees. The transactions did not involve more than the normal risk of repayment
or present other unfavourable features.

The group adheres to Hong Kong Banking Ordinance Section 83 regarding lending to related parties; this includes
unsecured lending to Key Management Personnel, their relatives and companies that may be directly or indirectly
influenced or controlled by such individuals.

No impairment losses have been recorded against balances outstanding during the year with Key Management
Personnel, and there are no specific impairment allowances on balances with Key Management Personnel at the
year end.
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g Loans to officers

Officers are defined as the Board of Directors, Executive Committee members and the Secretary of the Bank and
the Boards of Directors of the ultimate holding company, HSBC Holdings plc, and intermediate holding companies.
Particulars of loans to officers disclosed pursuant to section 78 of Schedule 11 to the Hong Kong Companies
Ordinance (Cap. 622), which requires compliance with section 161B of the predecessor Hong Kong Companies
Ordinance (Cap. 32) are as follows:

Aggregate amount of loans Maximum aggregate amount of

outstanding at 31 December loans outstanding during the year
2014 2013 2014 2013
HKS$m HK$m HK$m HK$m
By the Bank .......cccooviiiiininiiicciccceee 171 272 184 286
By SUbSIAIATIES ..vovveveiieeieeieieierieeee e 10 8 11 11
181 280 195 297

48 Share-based payments
a Income statement charge

2014 2013
HKS$m HK$m
Restricted Share @WATAS ..........c.eocviiiiiiiiiiiecie ettt e b e e aeerae e saeesaeestaesaseeaseeaseesseenrens 1,398 1,090
Savings-related share awards and Option Plans ............ccoecereriierriinenienee e 94 160
1,492 1,250
Equity-settled share-based PAyMENts ........c..cccoereruerieinieininiieneireei sttt 1,442 1,185
Cash-settled share-based PAYMENTS .........ccovueirieriririeirieieter ettt 50 65

The above charge was computed from the fair values of the share-based payment transaction when contracted, that
arose under employee share awards made in accordance with HSBC’s reward structures.
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48 Share-based payments (continued)
b HSBC Share Award and Option Plans

Award Policy Purpose

Restricted e Vesting of awards generally subject to continued e Rewards employee performance, potential and
share awards employment with HSBC. retention of key employees.

(including Group e  Vesting often staggered over three years. GPSP e  To defer variable pay.

Performance Share
Plan)

awards vest after five years.

Certain shares subject to a retention requirement
post-vesting. In the case of GPSP awards retention
applies until cessation of employment.

Awards generally not subject to performance
conditions.

Awards granted from 2010 onwards are subject to
clawback provision prior to vesting.

Savings-related
share award plan
(‘HSBC
International
Employee Share
Purchase Plan’)

A new broad-based employee plan which was
offered to eligible employees in Hong Kong in
2013. The plan was offered to six more countries
within the group in 2014.

Eligible employees make contributions up to the
local equivalent of £250 per month which are
applied in the purchase of shares on a quarterly
basis. For every three shares purchased, the
employee is granted a matching award by HSBC of
one share.

The matching award vests subject to continued
employment with HSBC and retention of the
purchased shares in the plan until the third
anniversary of the start of the relevant plan year.

To align the interests of all employees with the
creation of shareholder value.

Savings-related
share option
plans

Eligible employees save up to £250 per month (or
its equivalent in US dollars, Hong Kong dollars or
Euros), with the option to use the savings to
acquire shares. The last grant of options under this
plan was in 2012.

Exercisable within six months following either the
third or fifth anniversaries of the commencement of
three-year or five-year contracts, respectively.

The exercise price is set at a 20% (2012: 20%)
discount to the market value immediately
preceding the date of invitation (except for the one-
year options granted under the US sub-plan where
a 15% discount is applied).

To align the interests of all employees with the
creation of shareholder value.

Executive Share
Option Scheme
(‘ESOS’) and
Group Share
Option Plan
(‘GSOP’)

Plan ceased in May 2005.
Exercisable between third and tenth anniversaries
of the date of grant.

Long-term incentive plan between 2000 and 2005
during which certain HSBC employees were
awarded share options.

To align the interests of those higher performing
employees with the creation of shareholder value.

Calculation of fair values

The fair values of share options at the date of grant of the options are calculated using a Black-Scholes model. The
fair value of a share award is based on the share price at the date of the grant.
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¢  Movement on HSBC share awards

The group Restricted share awards
2014 2013
Number Number
(000s) (000s)
Outstanding @t 1 JANUATY ....c.ooueuieuiieiirieieieieieeteet ettt ettt ettt ettt b et b ettt b et ebeneenes 25,369 36,040
Additions during the year... 19,177 9,481
Released in the year ........ (18,975) (20,672)
Transferred in the year. 3,654 2,949
LaPSEd N the YEAT ....eiuiiuiiieieii ittt ettt ettt e e e et s sttt nt e st et e ete bt e neeneeneennen (764) (2,429)
Outstanding at 31 DECEIMDET ........ccueieiiriieiieieeieieierte ettt ettt ettt e e saestesaeeseeseenaensessentesneeneenseneen 28,461 25,369
Weighted average fair value of awards granted (HKS$) ..........cccoooioiiiiiiniiiiiciccceccee 79.31 77.99
d HSBC Share Option Plans
Significant weighted average assumptions used to estimate the fair value of options granted
3-year Savings- S-year Savings-
Related Share Related Share
Option Option
Schemes Schemes
2014
RiSK-TE€ INETESE TALE' (%6) wvvrvvrrveereeieerieesseesirisesssesse s sss st 1.4 1.9
EXPECted 1ife? (YEATS) .vvvvvveevecieeeeieeeeecee e 3 5
Expected volatility® (%) .... . 20 20
Share price at Grant date (£) .....oceveieerieireirieiee ettt es et s et aeneas 6.52 6.52
2013
RiSK-TE€ INETESt TALE' (%6) wvurvvrrveereeiencieesssesrisessie s s s 0.9 1.7
EXPECted lIfe? (YEATS) ....vvurveceecveeiesee e 3 5
EXPected VOIAILY® (%0) wv.vverveeeeeeeeeeeeeeeeeeeeeeeeeeeee e s e eeseeenaeeans 20 20
Share price at Grant date (£) .....eceveieerieireieieiee ettt es et st 6.89 6.89

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

2 The expected life of options depends on the behaviour of option holders, which is incorporated into the option model on the basis of
historical observable data and is not a single input parameter but a function of various behavioural assumptions.

3 Expected volatility is estimated by considering both historic average share price volatility and implied volatility derived from traded

options over HSBC shares of similar maturity to those of the employee options.

The expected US dollar denominated dividend yield was determined to be 4.5% per annum in line with consensus
analyst forecasts (2013: 4.5%) which vested in subsequent years.
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e

Movement on HSBC share option plans

The group
Savings-related option Savings-related option
scheme with exercise price scheme with exercise price
ESOS and GSOP set in GBP set in HK$
Number WAEP' Number WAEP' Number WAEP'
(000s) £ (000s) £ (000s) HKS$
2014
Outstanding at 1 January ................ 7,258 7.22 5,469 3.88 23,889 43.27
Granted during the year ................. - - 15 5.19 - -
Forfeited/expired in the year ........... (7,219) 7.22 (335) 4.44 (621) 50.32
Exercised during the year................ ?) 7.22 (3,079) 3.49 (16,767) 38.46
Transferred in the year.................... 47 7.24 71 4.79 1 52.03
Outstanding at 31 December .......... 84 7.29 2,141 4.38 6,502 54.97
Exercisable at 31 December ........... 84 7.29 388 3.60 473 42.95
At 31 December 2014
Weighted average fair value of
options granted during the year... - 1.16 -
Weighted average share price at the
date the options were exercised . 6.13 6.40 82.95
Weighted average remaining
contractual life (years) ............... 0.30 0.67 0.71
Exercise price range ...........c.ccee.... 7.29 3.31-5.47 37.88 — 63.99
2013
Outstanding at 1 January ................ 11,203 6.83 9,058 4.08 30,532 45.54
Granted during the year ................. - - 18 5.47 - -
Forfeited/expired in the year ........... (1,831) 6.18 (952) 4.25 (1,332) 50.17
Exercised during the year................ (2,297) 6.16 (2,894) 4.44 (5,751) 53.95
Transferred in the year.................... 183 7.25 239 4.16 440 46.59
Outstanding at 31 December .......... 7,258 7.22 5,469 3.88 23,889 4327
Exercisable at 31 December ........... 7,258 7.22 109 5.57 103 66.82
At 31 December 2013
Weighted average fair value of
options granted during the year... - 1.20 -
Weighted average share price at the
date the options were exercised . 7.06 7.05 85.03
Weighted average remaining
contractual life (years) .. 0.34 0.98 0.90
Exercise price range ........c..c.coeeeeee. 7.22-17.54 331-594 37.88-92.59

1 Weighted Average Exercise Price.

During the year, no options were granted for schemes with option prices set in euros and US dollars.
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49 Fair value of financial instruments carried at fair value

The accounting policies which determine the classification of financial instruments and the use of assumptions and
estimation in valuing them are described in note 2 and note 3. The fair value of financial instruments is generally
measured on the basis of the individual financial instrument. However, in cases where the group manages a group of
financial assets and financial liabilities on the basis of its net exposure to either market risks or credit risk, the group
measures the fair value of the group of financial instruments on a net basis, but presents the underlying financial assets
and liabilities separately in the financial statements, unless they satisfy the HKFRS offsetting criteria as described in
note 3(m).

Fair value is the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction
between market participants at the measurement date. The following table sets out the financial instruments carried at
fair value.

Financial instruments carried at fair value and bases of valuation

The group
Valuation techniques
With
Quoted Using significant Amounts
market observable unobservable Third with
price inputs inputs party HSBC
Level 1 Level 2 Level 3 total entities Total
HK$m HKS$m HKS$m HK$m HKS$m HK$m
At 31 December 2014
Assets
Trading assets® 210,397 196,464 165 407,026 - 407,026
Derivatives ........ccecvevveveriernennenne. 9,039 281,764 785 291,588 98,346 389,934
Financial assets designated at fair
ValUe ..oooveviiieiieieeeeee 73,337 22,947 1,911 98,195 - 98,195
Available-for-sale investments' .. 736,254 530,901 6,712 1,273,867 - 1,273,867
Liabilities
Trading liabilities” ... . 63,614 140,045 12,153 215,812 - 215,812
Derivatives .......cccceveeevevveerennne. 10,766 248,550 1,108 260,424 106,704 367,128
Financial liabilities designated
at fair value .........ccceeeeviennn. - 48,834 - 48,834 - 48,834
At 31 December 2013
Assets
Trading assets”.............cocooerenn.. 145,520 165,216 664 311,400 - 311,400
Derivatives ........ccoveeevevveenenane. 14,295 284,970 1,112 300,377 88,350 388,727
Financial assets designated at fair
Value ....ooveeveeiieieeieeeeeeen 63,781 25,012 1,353 90,146 - 90,146
Available-for-sale investments' .. 739,792 449,296 11,218 1,200,306 - 1,200,306
Assets held for sale .................... - - 4,295 4,295 - 4,295
Liabilities
Trading liabilities? ...................... 53,138 124,065 17,829 195,032 - 195,032
Derivatives .... 15,125 252,279 1,445 268,349 96,203 365,052
Financial liabilities designated
at fair value ........cccceveeveennn. - 41,715 - 41,715 - 41,715

1 An analysis of available-for-sale investments across balance sheet lines can be found in note 19.

2 Amounts with HSBC Group entities are not reflected here.
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49 Fair value of financial instruments carried at fair value (continued)

The Bank

Quoted
market
price
Level 1
HK$m
At 31 December 2014
Assets
Trading assets® . . 174,729
Derivatives .......cccooevveveeeeeeceeenen, 8,450
Financial assets designated at fair
Valle oo -
Available-for-sale investments' .... 543,146
Liabilities
Trading liabilities? ............cc........ 35,671
Derivatives .......cccceevveveeevieeiieeieens 10,513
Financial liabilities designated
at fair value ........ccocoeveereeennnnn. -
At 31 December 2013
Assets
Trading ASSELS? e 121,136
Derivatives .......cccoeevvevevecieecieeneens 13,809

Financial assets designated

at fair value ......coccovvevvieeeennnnn -
Available-for-sale investments' .... 582,340
Assets held for sale ............co...... -

Liabilities
Trading liabilities” .............cc........ 28,348
Derivatives ........ccceevveveeeveeeiieeineens 15,010

Financial liabilities designated
at fair value ........ccoceoeeineeies -

Valuation techniques

Using
observable
inputs
Level 2
HK$m

123,579
262,205
1,257
173,944
59,669

234,116

9,180

113,880
270,543

1,561
169,370

49,140
240,233

4,759

With
significant
unobservable
inputs

Level 3
HKS$m

57
649

4,893

3,209
1,049

583
534

6,873
4,295

5,135
1,013

Third

party
total
HKSm

298,365
271,304
1,257
721,983
98,549

245,678

9,180

235,599
284,886

1,561

758,583
4,295

82,623
256,256

4,759

1 An analysis of available-for-sale investments across balance sheet lines can be found in note 19.

2 Amounts with HSBC Group entities are not reflected here.

Transfers between levels of the fair value hierarchy are deemed to occur at the end of the reporting period.
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Amounts
with
HSBC
entities
HKS$m

103,572

107,967

98,439

Total
HKS$m

298,365
374,876
1,257
721,983
98,549

353,645

9,180

235,599
377,183

1,561

758,583
4,295

82,623
354,695

4,759
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49 Fair value of financial instruments carried at fair value (continued)
Control framework

Fair values are subject to a control framework designed to ensure that they are either determined, or validated, by a
function independent of the risk-taker.

For all financial instruments where fair values are determined by reference to externally quoted prices or observable
pricing inputs to models, independent price determination or validation is utilised. In inactive markets, direct
observation of a traded price may not be possible. In these circumstances, the group will source alternative market
information to validate the financial instrument’s fair value, with greater weight given to information that is considered
to be more relevant and reliable. The factors that are considered in this regard are, inter alia:

e the extent to which prices may be expected to represent genuine traded or tradable prices;

o the degree of similarity between financial instruments;

o the degree of consistency between different sources;

e the process followed by the pricing provider to derive the data;

o the elapsed time between the date to which the market data relates and the balance sheet date; and

e the manner in which the data was sourced.

For fair values determined using valuation models, the control framework may include, as applicable, development or

validation by independent support functions of (i) the logic within valuation models; (ii) the inputs to those models; (iii)
any adjustments required outside the valuation models; and (iv) where possible, model outputs. Valuation models are

subject to a process of due diligence and calibration before becoming operational and are calibrated against external
market data on an on-going basis.

Changes in fair value are generally subject to a profit and loss analysis process. This process disaggregates changes in
fair value into three high level categories: (i) portfolio changes, such as new transactions or maturing transactions; (ii)
market movements, such as changes in foreign exchange rates or equity prices; and (iii) other, such as changes in fair
value adjustments.

To this end, the ultimate responsibility for the determination of fair values lies within the Finance function, which
reports functionally to the Group Finance Director. Finance establishes the accounting policies and procedures
governing valuation, and is responsible for ensuring that these comply with all relevant accounting standards.
Determination of fair value

Fair values are determined according to the following hierarchy:

(a) Level 1 — Valuation technique using quoted market price

Financial instruments with quoted prices for identical instruments in active markets that the group can access at the
measurement date.

(b) Level 2 — Valuation technique using observable inputs

Financial instruments with quoted prices for similar instruments in active markets or quoted prices for identical or
similar instruments in inactive markets and financial instruments valued using models where all significant inputs
are observable.

(c) Level 3 — Valuation technique with significant unobservable inputs
Financial instruments valued using valuation techniques where one or more significant inputs are unobservable.

The best evidence of fair value is a quoted price in an actively traded market. The fair values of financial instruments
that are quoted in active markets are based on bid prices for assets held and offer prices for liabilities used. Where a
financial instrument has a quoted price in an active market, the fair value of the total holding of financial instrument is
calculated as the product of the number of units and quoted price. In the event that the market for a financial
instrument is not active, another valuation technique is used.
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49 Fair value of financial instruments carried at fair value (continued)

The judgement as to whether a market is active may include, but is not restricted to, the consideration of factors such
as the magnitude and frequency of trading activity, the availability of prices and the size of bid/offer spreads. The
bid/offer spread represents the difference in prices at which a market participant would be willing to buy compared
with the price at which they would be willing to sell. In inactive markets, obtaining assurance that the transaction price
provides evidence of fair value or determining the adjustments to transaction prices that are necessary to measure the
fair value of the instrument requires additional work during the valuation process.

Financial liabilities measured at fair value

Structured notes issued and certain other hybrid instrument liabilities are included within trading liabilities and are
measured at fair value. The credit spread applied to these instruments is derived from the spreads at which the group
issues structured notes.

Gains and losses arising from changes in the credit spread of liabilities issued by the group reverse over the contractual
life of the debt, provided that the debt is not repaid at a premium or a discount.

Fair value adjustments

Fair value adjustments are adopted when the group considers that there are additional factors that would be considered
relevant by a market participant that are not incorporated within the valuation model. The group classifies fair value
adjustments as either ‘risk-related’ or ‘model-related’. The majority of these adjustments relate to Global Banking and
Markets.

Movements in the level of fair value adjustments do not necessarily result in the recognition of profits or losses within
the income statement. For example, as models are enhanced, fair value adjustments may no longer be required.
Similarly, fair value adjustments will decrease when the related positions are unwound, but this may not result in profit
or loss.
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Risk-related adjustments

(i) Bid-offer

HKFRS 13 requires use of the price within the bid-offer spread that is most representative of fair value. Valuation
models will typically generate mid-market values. The bid-offer adjustment reflects the extent to which bid-offer
costs would be incurred if substantially all residual net portfolio market risks were closed using available hedging
instruments or by disposing of, or unwinding the position.

(ii) Uncertainty

Certain model inputs may be less readily determinable from market data, and/or the choice of model itself may be
more subjective. In these circumstances, there exists a range of possible values that the financial instrument or
market parameter may assume and an adjustment may be necessary to reflect the likelihood that in estimating the
fair value of the financial instrument, market participants would adopt more conservative values for uncertain
parameters and/or model assumptions than those used in the valuation model.

(iii) Credit valuation adjustment

The credit valuation adjustment is an adjustment to the valuation of over-the-counter (‘OTC’) derivative contracts
to reflect within fair value the possibility that the counterparty may default and the group may not receive the full
market value of the transactions. Further detail is provided below.

(iv)Debit valuation adjustment

The debit valuation adjustment is an adjustment to the valuation of OTC derivative contracts to reflect within fair
value the possibility that the group may default, and that the group may not pay full market value of the
transactions.

(v)Funding fair value adjustment

The funding fair value adjustment is calculated by applying future market funding spreads to the expected future
funding exposure of any uncollateralised component of the OTC derivative portfolio. This includes the
uncollateralised component of collateralised derivatives in addition to derivatives that are fully uncollateralised.
The expected future funding exposure is calculated by a simulation methodology, where available. The expected
future funding exposure is adjusted for events that may terminate the exposure such as the default of the group or
the counterparty. The funding fair value adjustment and debit valuation adjustment are calculated independently.

Model-related adjustments
(i) Model limitation

Models used for portfolio valuation purposes may be based upon a simplifying set of assumptions that do not
capture all material market characteristics. Additionally, markets evolve, and models that were adequate in the past
may require development to capture all material market characteristics in current market conditions. In these
circumstances, model limitation adjustments are adopted. As model development progresses, model limitations are
addressed within the valuation models and a model limitation adjustment is no longer needed.

(ii) Inception profit (Day 1 profit or loss reserves)

Inception profit adjustments are adopted when the fair value estimated by a valuation model is based on one or
more significant unobservable inputs. The accounting for inception profit adjustments is discussed in note 3(i). An
analysis of the movement in the deferred Day 1 profit or loss reserve is provided in note 13(c).
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49 Fair value of financial instruments carried at fair value (continued)
Credit valuation adjustment/ debit valuation adjustment methodology

The group calculates a separate credit valuation adjustment (‘CVA’) and debit valuation adjustment (‘DVA’) for each
group legal entity and, within each entity, for each counterparty to which the entity has exposure.

The group calculates the CVA by applying the probability of default (‘PD’) of the counterparty, conditional on the
non-default of the group, to the expected positive exposure of the group to the counterparty and multiplying the result
by the loss expected in the event of default. Conversely, the group calculates the DVA by applying the PD of the group,
conditional on the non-default of the counterparty, to the expected positive exposure of the counterparty to the group,
and multiplying by the loss expected in the event of default. Both calculations are performed over the life of the
potential exposure.

For most products, the group uses a simulation methodology to calculate the expected positive exposure to a
counterparty. This incorporates a range of potential exposures across the portfolio of transactions with the counterparty
over the life of the portfolio. The simulation methodology includes credit mitigants such as counterparty netting
agreements and collateral agreements with the counterparty. A standard loss given default (‘LGD’) assumption of 60%
is generally adopted for developed market exposures, and 75% for emerging market exposures. Alternative loss given
default assumptions may be adopted where both the nature of the exposure and the available data support this.

For certain types of exotic derivatives, where the products are not currently supported by the simulation, or for
derivative exposures in smaller trading locations, where the simulation tool is not yet available, the group adopts
alternative methodologies. These may involve mapping to the results for similar products from the simulation tool or,
where the mapping approach is not appropriate, using a simplified methodology, which generally follows the same
principles as the simulation methodology. The calculation is applied at a trade level, with more limited recognition of
credit mitigants such as netting or collateral agreements than is used in the simulation methodology.

The methodologies do not, in general, account for ‘wrong-way risk’. Wrong-way risk arises when the underlying value
of the derivative prior to any CVA is positively correlated to the probability of default by the counterparty. When there
is significant wrong-way risk, a trade-specific approach is applied to reflect the wrong-way risk within the valuation.

With the exception of certain central clearing parties, the group includes all third-party counterparties in the CVA and
DVA calculations and does not net these adjustments across the group entities. The group reviews and refines the CVA
and DVA methodologies on an ongoing basis.

Valuation of uncollateralised derivatives

Historically, the group has valued uncollateralised derivatives by discounting expected future cash flows at a
benchmark interest rate, typically Libor or its equivalent. In line with evolving industry practice, the group changed
this approach in the second half of 2014. The group now views the overnight index swap (‘OIS’) curve as the base
discounting curve for all derivatives, both collateralised and uncollateralised, and has adopted a ‘funding fair value
adjustment’ to reflect the funding of uncollateralised derivative exposure at rates other than OIS. The impact of
adopting the funding fair value adjustment was a reduction in trading revenues of HK$76m. This is an area in which a
full industry consensus has not yet emerged. The group will continue to monitor industry evolution and refine the
calculation methodology as necessary.
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Reconciliation of fair value measurements in Level 3 of the fair value hierarchy

The following table provides a reconciliation of the movement between opening and closing balances of Level 3
financial instruments, measured at fair value using a valuation technique with significant unobservable inputs:

The group
Assets Liabilities
Designated
at fair
value
through
Available- Held for profit Assets held Held for
for-sale trading or loss Derivatives for sale trading Derivatives
HKS$Sm HKS$m HKS$m HKSm HKSm HKS$m HKS$m
At 1 January 2014 ..................... 11,218 664 1,353 1,112 4,295 17,829 1,445
Total gains or losses recognised
in profit or loss ........ccccceveeueuenene 1,166 A3) 291 (124) 3,332 (1,473) 109
— Trading income excluding
net interest income .............. - 3) - 124) - (1,473) 109
— Net income from other
financial instruments
designated at fair value ........ - - 291 - - - -
— Gains less losses from
financial investments ........... 1,166 — — — 3,332 — —
Total gains or losses recognised
in other comprehensive income 29) (24) — (10) (3,458) (331) (6)
— Auvailable-for-sale
investments: fair value
2ains/(10SSes) ...eevevevennenne. 31 - - - (3,458) - -
— Exchange differences ........... (60) (24) — (10) - (331) 6
Purchases ........cccceevvvvieeiieiiiineens 1,359 421 587 - - - -
Issues ..... - — — — - 4,950 -
Sales ...ooeeniriiieneenn. (2,419) (630) “45) - (4,169) - -
Deposits/settlements (4,583) - (527) 397 - (3,814) 301
Transfers out ........coceevveveveerennenns - (274) - (624) - (5,085) (847)
Transfers in ........cccoeveveveeienenenne - 11 252 34 - 77 106
At 31 December 2014 ................. 6,712 165 1,911 785 — 12,153 1,108
Unrealised gains or losses
recognised in profit or loss
relating to those assets and
liabilities held at the end of the
reporting period’ ...........c.......... (88) 2) 296 47 - 3) (110)
— Trading income excluding
net interest income .............. - 2) - 47 - A3 (110)
— Net income/(expense) from
other financial instruments
designated at fair value ........ - - 296 - - - -
— Impairment charges ............. (88), - - - - - -

1 The amount has been reported on a net basis, after taking into consideration the total gains or losses arising from those transactions
where the risk has been backed out to other HSBC entities.
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49 Fair value of financial instruments carried at fair value (continued)

The group
Assets Liabilities
Designated
at fair value
through
Available- Held for profit Assets held Held for
for-sale trading or loss Derivatives for sale trading  Derivatives
HK$m HK$m HK$m HK$m HK$m HK$m HK$m
At 1 January 2013 ...ocoooeiieeee 11,712 232 1,549 825 3,878 11,091 3,659
Total gains or losses recognised
in profit or 10ss ......cccvevvervennene 134 37 65 653 - (802) 3,996
— Trading income excluding
net interest income ............. - 37 - 653 - (802) 3,996
— Net income from other
financial instruments
designated at fair value ...... - - 65 - - - -
— Gains less losses from
financial investments ......... 134 - - - - - -

Total gains or losses recognised
in other comprehensive
INCOME ..eoniiiiiieieieeeeieienae 1,295 — - (5) — (255) (1)
— Available-for-sale

investments: fair value

gains 1,304 - - - - - -
— Exchange differences ......... 9 - - (&) - (255) @
Purchases ........cocceevevveveniennennnnne. 557 854 402 - - - -
ISSUES ovviieiieeiee e - - — — — 7,114 -
SAlES . (33) (248) (35) - - - -
Deposits/settlements .................. (2,704) (€29 (209) (65) - 2,883 (5,839)
Transfers out ........cccceevevverienrenene (4,295) (195) (530) (616) (3,878) (2,273) (426)
Transfers in ..........ccccoeeevieeenennn, 4,552 15 111 320 4,295 71 56
At 31 December 2013 ................ 11,218 664 1,353 1,112 4,295 17,829 1,445
Unrealised gains or losses
recognised in profit or loss
relating to those assets and
liabilities held at the end of the
reporting period’ ................... - 93 65 583 - 18 (279)
— Trading income excluding
net interest income ............ - 93 - 583 - 18 (279)

— Net income/(expense) from
other financial instruments
designated at fair value ...... - - 65 - - - -

1 The amount has been reported on a net basis, after taking into consideration the total gains or losses arising from those transactions
where the risk has been backed out to other HSBC entities.
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The Bank
Assets Liabilities
Available- Held for Assets held Held for
for-sale trading Derivatives for sale trading Derivatives
HKS$m HKS$m HKS$m HKS$m HKSm HKS$m
At 1 January 2014 ...........ccccoenene. 6,873 583 534 4,295 5,135 1,013
Total gains or losses recognised
in profit or 0SS ......ceovevvereeereennne (€)) (1) (140) 3,332 (889) 116
— Trading income excluding net
interest iNCOME ........occevveeeruencne - a (140) - (899) 116
— Net income from other financial
instruments designated at fair
ValUe ..ot - - - - - -
— Gains less losses from financial
INVESMENLS ..o ) — — 3,332 — —
Total gains or losses recognised
in other comprehensive income ... 458 24) (6) (3,458) (36) 3)
— Available-for-sale investments:
fair value gains/(losses)...... 485 - - (3,458) - -
— Exchange differences ................ (27) (24 (6) — (36) 3)
Purchases ........ccoeceeeviveieeiiieeiece, 1,029 393 - - - -
ISSUCS vt — — - - 4,419 -
Sales ..c.oevvereiniennne (51) (631) - (4,169) - -
Deposits/settlements ... (3,415) - 398 - (3,507) 301
Transfers out ........... . - (274) (170) - (1,928) (484)
Transfers in ......ccoceevevvevenenieieiene - 11 33 - 25 106
At 31 December 2014 ................... 4,893 57 649 — 3,209 1,049
Unrealised gains or losses recognised
in profit or loss relating to those
assets and liabilities held at the end
of the reporting period' .................. — 1 (23) — 4) 91)
— Trading income excluding net
interest iNCOME .......ccceevvevvennenenn — 1 (23) — “4) 91)

1 The amount has been reported on a net basis, after taking into consideration the total gains or losses arising from those transactions
where the risk has been backed out to other HSBC entities.
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49 Fair value of financial instruments carried at fair value (continued)

The Bank
Assets Liabilities
Available- Held for Assets held Held for
for-sale trading Derivatives for sale trading Derivatives
HK$m HK$m HK$m HK$m HK$m HKS$m
At 1 January 2013 ...coooiiiiiiicee 7,608 163 439 3,878 3,857 3,534
Total gains or losses recognised
in Profit or 0SS .....ovvvvveeirieiereceeiens 8 37 51 - (420) 3,347
— Trading income excluding net interest
INCOME ..ot - 37 51 - (420) 3,347
— Net income from other financial
instruments designated at fair value .. - - - - - -
— Gains less losses from financial
INVEStMENLS ....evevrvereeerreieniereiceeenne 8 - - - - -
Total gains or losses recognised
in other comprehensive
TNCOME .t eneenns 1,134 — (5) — 15 (5)
— Available-for-sale investments: fair
value gains 1,109 - - - - -
— Exchange differences ..........cccoeence... 25 - (5) - 15 (5)
Purchases ........ccceeevenenineeiiniicncceee 390 835 - - - -
ISSUES v - - - — 6,168 -
Sales ..ooeverieeeiens (19) (248) - - - -
Deposits/settlements ... (1,892) (24) 2 - (3,639) (5,836)
Transfers out ........... (4,295) (195) (273) (3,878) (846) (83)
Transfers in ........ccccoevvevieveeiieeeiecieereeen 3,939 15 320 4,295 - 56
At 31 December 2013 ......cccoeovvencencnnnne. 6,873 583 534 4,295 5,135 1,013
Unrealised gains or losses recognised in
profit or loss relating to those assets and
liabilities held at the end of the
reporting period ........cc.cooooveeeerircirnnnn. - 93 132 - - 34
— Trading income excluding net interest
INCOME ...evnieeciieicieieseeeeieeeienieaeene - 93 132 - 9 34

1 The amount has been reported on a net basis, after taking into consideration the total gains or losses arising from those transactions

where the risk has been backed out to other HSBC entities.

Transfers between levels of the fair value hierarchy are deemed to occur at the end of the reporting period.

The investments in unlisted equity shares classified as assets held for sale had been sold during the year.

Transfers out of Level 3 held for trading liabilities predominantly resulted from an increase in the observability of

inputs such as correlations in pricing the instruments.

For assets and liabilities classified as held for trading, realised and unrealised gains and losses are presented in the

income statement under ‘Net trading income’.

Fair value changes on assets and liabilities designated at fair value are presented in the income statement under ‘Net
income/(expense) from financial instruments designated at fair value’.

Realised gains and losses from available-for-sale securities are presented under ‘Gains less losses from financial
investments’ in the income statement while unrealised gains and losses are presented in ‘Fair value changes taken to

equity’ within ‘Available-for-sale investments’ in other comprehensive income.
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Effects of changes in significant non-observable assumptions to reasonably possible alternatives

As discussed above, the fair values of financial instruments are, in certain circumstances, measured using valuation
models that incorporate assumptions that are not supported by prices from observable current market transactions in
the same instrument and are not based on observable market data. The following table shows the sensitivity of fair
values to reasonably possible alternative assumptions:

Sensitivity of fair values to reasonably possible alternative assumptions

The group
Reflected in income statement Reflected in other comprehensive
income
Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
HKSm HKS$m HKSm HKS$m
At 31 December 2014
Derivatives/trading assets/trading liabilities ...........c.cc....... 329 (322) - -
Financial assets/liabilities designated at fair value ............ 191 (191) - -
Financial investments: available-for-sale ................cc....... - - 672 (674)
At 31 December 2013
Derivatives/trading assets/trading liabilities ..................... 287 (281) - -
Financial assets/liabilities designated at fair value ............ 135 (135) - -
Financial investments: available-for-sale ..............ccccouence. - - 827 (1,186)
The Bank
Reflected in income statement Reflected in other comprehensive
income
Favourable Unfavourable Favourable Unfavourable
changes changes changes Changes
HKSm HKS$m HKSm HKS$m
At 31 December 2014
Derivatives/trading assets/trading liabilities ...........c..c....... 297 (290) - -
Financial investments: available-for-sale .......................... - - 486 (489)
At 31 December 2013
Derivatives/trading assets/trading liabilities ...........c.cc....... 239 (233) - -
Financial investments: available-for-sale ............c.cccocuence. - - 669 (692)

Favourable and unfavourable changes are determined on the basis of sensitivity analysis. The sensitivity analysis aims
to measure a range of fair values consistent with the application of a 95% confidence interval. Methodologies take
account of the nature of the valuation technique employed, as well as the availability and reliability of observable
proxy and historical data. When the available data is not amenable to statistical analysis, the quantification of
uncertainty is judgemental, but remains guided by the 95% confidence interval.

When the fair value of a financial instrument is affected by more than one unobservable assumption, the above table
reflects the most favourable or the most unfavourable change from varying the assumptions individually.
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49 Fair value of financial instruments carried at fair value (continued)

Quantitative information about significant unobservable inputs in Level 3 valuations

The group
At 31 December 2014
Assets- Liabilities- Range of inputs
Valuation technique Key unobservable inputs fair value fair value Lower Higher
HKS$m HKS$m
Structured notes and deposits
Option model .........ccceevveveriennnnne Equity correlation - 6,342 0.27 0.92
Option model .........ccoceereennnee Equity volatility - 3,354 12% 50%
Option model ........ccceevveveriennenns Interest rate correlation - 791 0.40 0.96
Option model ........ccceevveieriennenns Foreign exchange volatility - 1,509 4% 19%
Corporate bonds
Market comparable approach .... Bid quotes 765 - 97.60 99.69
Private equity including strategic
investments
Market comparable approach .... Equity spot 3,368 - n/a n/a
Net asset value Equity spot 704 - n/a n/a
Net asset value Fund valuation 2,108 - n/a n/a
Market comparable approach .... Comparability adjustments 821 - 0.10 0.30
Broker pricing .........ccocceevevennenne Bid quotes 610 - 0.44 0.47
Other ......coociviviiiiiiiiiiiicce 1,197 1,265
9,573 13,261
The Bank
At 31 December 2014
Assets- Liabilities- Range of inputs
Valuation technique Key unobservable inputs fair value fair value Lower Higher
HK$m HK$m
Structured notes and deposits
Option model ........ccccoveercennennee Equity correlation - 932 0.27 0.92
Option model .......ccccoecereennennne Equity volatility - 1,350 16% 50%
Option model .........cccevvreeenennee Interest rate correlation - 738 0.60 0.96
Corporate bonds
Market comparable approach .... Bid quotes 765 - 97.60 99.69
Private equity including strategic
investments
Market comparable approach .... Equity spot 2,991 - n/a n/a
Broker pricing .......c..coceeevennenne Bid quotes 610 - 0.44 0.47
Other .....coeviiviiiiiiiiiciciiecee 1,233 1,238
5,599 4,258
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The group
At 31 December 2013
Assets- Liabilities- Range of inputs
Valuation technique Key unobservable inputs fair value fair value Lower Higher
HK$m HK$m
Structured notes and deposits
Option model ... Equity correlation - 8,155 0.51 0.59
Option model .. Equity volatility - 4,783 7% 73%
Option model ........ccoveerueenennne Fund volatility - 1,568 7% 73%
Option model ........cccevvvevrvennnen. Foreign exchange volatility - 2,200 2% 25%
Corporate bonds
Market comparable approach ..... Bid quotes 3,797 - 100.05 100.62
Private equity including strategic
investments
Market comparable approach ..... Equity spot 2,775 - n/a n/a
Net asset value Equity spot 686 - n/a n/a
Net asset value Fund valuation 4,441 - n/a n/a
Other ......coeviiviiiiiiiicciccee 6,943 2,568
18,642 19,274
The Bank
At 31 December 2013
Assets- Liabilities- Range of inputs
Valuation technique Key unobservable inputs fair value fair value Lower Higher
HK$m HK$m
Structured notes and deposits
Option model ........cccoeverueenennne Equity correlation - 776 0.51 0.59
Option model .......ccccceeevvincnnne Equity volatility - 3,269 7% 73%
Option model ........cccveereerreens Foreign exchange volatility - 77 3% 11%
Corporate bonds
Market comparable approach ..... Bid quotes 3,797 - 100.05 100.62
Private equity including strategic
investments
Market comparable approach ..... Equity spot 2,434 - n/a n/a
Net asset value ......c..ccceeeveenenee. Equity spot 111 - n/a n/a
Net asset value .........coeeieenenne Fund valuation 189 - n/a n/a
Other ...cviieiciiiniceirrecceeeeae 5,754 2,026
12,285 6,148

Key unobservable inputs to Level 3 financial instruments

The table above lists key unobservable inputs to Level 3 financial instruments, and provides the range of those inputs
as at 31 December 2014 and 2013. A further description of the categories of key unobservable inputs is given below.

Volatility

Volatility is a measure of the anticipated future variability of a market price. Volatility tends to increase in stressed
market conditions, and decrease in calmer market conditions. Volatility is an important input in the pricing of options.
In general, the higher the volatility, the more expensive the option will be. This reflects both the higher probability of
an increased return from the option, and the potentially higher costs that the group may incur in hedging the risks
associated with the option. If option prices become more expensive, this will increase the value of the group’s long
option positions (i.e. the positions in which the group has purchased options), while the group’s short option positions
(i.e. the positions in which the group has sold options) will suffer losses.
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49 Fair value of financial instruments carried at fair value (continued)

Volatility varies by underlying reference market price, and by strike and maturity of the option. Volatility also varies
over time. As a result, it is difficult to make general statements regarding volatility levels. For example, while it is
generally the case that foreign exchange volatilities are lower than equity volatilities, there may be examples in
particular currency pairs or for particular equities where this is not the case.

Certain volatilities, typically those of a longer-dated nature, are unobservable. The unobservable volatility is then
estimated from observable data. For example, longer-dated volatilities may be extrapolated from shorter-dated
volatilities.

The range of unobservable volatilities quoted in the table reflects the wide variation in volatility inputs by reference to
market price. For example, foreign exchange volatilities for a pegged currency may be very low, whereas for non-
managed currencies, the foreign exchange volatility may be higher. As a further example, volatilities for deep-in-the
money or deep-out-of-the-money equity options may be significantly higher than at-the-money options. For any single
unobservable volatility, the uncertainty in the volatility determination is significantly less than the range quoted above.

Correlation

Correlation is a measure of the inter-relationship between two market prices. Correlation is a number between minus
one and one. A positive correlation implies that the two market prices tend to move in the same direction, with a
correlation of one implying that they always move in the same direction. A negative correlation implies that the two
market prices tend to move in opposite directions, with a correlation of minus one implying that the two market prices
always move in opposite directions.

Correlation is used to value more complex instruments where the payout is dependent upon more than one market
price. For example, an equity basket option has a payout that is dependent upon the performance of a basket of single
stocks, and the correlation between the price movements of those stocks will be an input to the valuation. This is
referred to as equity-equity correlation. There is a wide range of instruments for which correlation is an input, and
consequently a wide range of both same-asset correlations (e.g. equity-equity correlation) and cross-asset correlations
(e.g. foreign exchange rate-interest rate correlation) used. In general, the range of same-asset correlations will be
narrower than the range of cross-asset correlations.

Correlation may be unobservable. Unobservable correlations may be estimated based upon a range of evidence,
including consensus pricing services, the group trade prices, proxy correlations and examination of historical price
relationships.

The range of unobservable correlations quoted in the table reflects the wide variation in correlation inputs by market
price pair. For any single unobservable correlation, the uncertainty in the correlation determination is likely to be less
than the range quoted above.

Private equity including strategic investments

The group’s private equity and strategic investments are generally classified as available-for-sale and are not traded in
active markets. In the absence of an active market, an investment’s fair value is estimated on the basis of an analysis of
the investee’s financial position and results, risk profile, prospects and other factors, as well as by reference to market
valuations for similar entities quoted in an active market, or the price at which similar companies have changed
ownership. Given the bespoke nature of the analysis in respect of each holding, it is not practical to quote a range of
key unobservable inputs.

Inter-relationships between key unobservable inputs

Key unobservable inputs to Level 3 financial instruments may not be independent of each other. As described above,
market variables may be correlated. This correlation typically reflects the manner in which different markets tend to
react to macro-economic or other events. For example, improving economic conditions may lead to a ‘risk on’ market,
in which prices of risky assets such as equities and high yield bonds will rise, while ‘safe haven’ assets such as gold
and US Treasuries decline. Furthermore, the impact of changing market variables upon the group portfolio will depend
upon the group’s net risk position in respect of each variable. For example, increasing high-yield bond prices will
benefit long high-yield bond positions, but the value of any credit derivative protection held against those bonds will
fall.
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50 Fair values of financial instruments not carried at fair value

The classification of financial instruments is determined in accordance with the accounting policies set out in note 3.
Fair values are determined according to the hierarchy set out in note 49.

Fair values of financial instruments which are not carried at fair value and bases of valuation

The group
Fair values
Valuation techniques
With
Using significant
Quoted observable unobservable
Carrying  market price inputs inputs
amount Level 1 Level 2 Level 3 Total
At 31 December 2014 HKSm HKS$m HKSm HKS$m HKS$m
Assets
Reverse repurchase agreements — non-trading ...................... 218,901 - 210,267 8,709 218,976
Placings with and advances to banks .............ccccevveruerereennenn 488,313 - 479,348 9,106 488,454
Loans and advances to CUSLOMETS ...........c.ceeveeveeveereeveenenns 2,815,216 - 22,940 2,780,358 2,803,298
Financial investment debt securities ...........c.cocvevveevveeereeenenns 182,626 4,768 185,968 - 190,736
Liabilities
Repurchase agreements — non-trading . 28,379 - 28,379 - 28,379
Deposits by banks ........ccceceeervennnne 226,713 - 226,044 668 226,712
CUSLOMET ACCOUNLES ....vvevveeereeereeereeereereeereeereeeseeeseeesseesseenneenns 4,479,992 - 4,479,985 - 4,479,985
Debt securities in iSSUE........ccvvvierierieieiieerece e 45,297 1,129 43,316 880 45,325
Subordinated liabilities............ccccvveeviiiviieieeiieeeeeeecee e, 12,832 - 2,267 9,683 11,950
Preference Shares...........cccooeveeevieiiiiiciiececeeeeeeve e 36,582 - - 32,623 32,623
At 31 December 2013
Assets
Reverse repurchase agreements — non-trading ...................... 150,584 - 150,286 228 150,514
Placings with and advances to banks ............cccccveeeneniecnnne 564,521 - 532,952 31,475 564,427
Loans and advances to CUSLOMETS ...........c.cceveeveeveeveereenenns 2,619,245 — 5,472 2,600,180 2,605,652
Financial investment debt Securities ...........c.cocvevveevveeereeenenns 179,465 4222 175,852 41 180,115
Liabilities
Repurchase agreements — non-trading ..........cccceeevevierenennene 6,312 - 6,320 - 6,320
Deposits by banks .......ccccecceeeenenene 231,358 - 231,358 - 231,358
Customer accounts ... 4,253,698 — 4,253,339 — 4,253,339
Debt SECUTITIES 1N ISSUE ... ..eeevuveeeeuiieeeireeeeree e e 52,334 1,291 49,969 1,192 52,452
Subordinated Liabilities. ..........ccceovvviiiiiieiiiieeceeecee e 13,107 - 2,452 9,834 12,286
Preference Shares...........oocooevievvieiiiiieciececeeeee e 47,314 - - 41,500 41,500
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50 Fair values of financial instruments not carried at fair value (continued)

The Bank
Fair values
Valuation techniques
With
Quoted Using significant
market observable unobservable
Carrying price inputs inputs
amount Level 1 Level 2 Level 3 Total
At 31 December 2014 HKS$m HK$m HK$m HK$m HKS$m
Assets
Reverse repurchase agreements — non-trading .................... 116,113 - 107,809 8,709 116,518
Placings with and advances to banks ........... 206,309 - 197,632 8,718 206,350
Loans and advances to CUStOMETS............ccceevveereeveereenenns 1,590,711 - 17,108 1,566,741 1,583,849
Financial investment debt Securities.............coevverververieneennenn - - - - =
Liabilities
Repurchase agreements — non-trading ...........ccocevveveneenene 21,033 - 21,033 - 21,033
Deposits by banks . 174,385 - 173,716 668 174,384
Customer accounts 2,814,510 - 2,814,085 - 2,814,085
Debt SECUTItIES 1N ISSUC ......eeeviiieeieereeieeciee e e ere v 32,089 - 32,083 1 32,084
Subordinated liabilities...........ccoeveierierierieirieeeieieceee e 9,337 - - 8,412 8,412
Preference Shares............oocveevieiieeiiecicceececeee e 36,474 - - 32,516 32,516
At 31 December 2013
Assets
Reverse repurchase agreements — non-trading .................... 86,601 - 86,608 - 86,608
Placings with and advances to banks 250,918 - 234,332 16,824 251,156
Loans and advances to customers....... 1,483,910 - 2,812 1,473,508 1,476,320
Financial investment debt SECUrities..........ccecveverveverienienens - - - - -
Liabilities
Repurchase agreements — non-trading ........c..ccceceeeeveeveuennee 5,951 - 5,951 - 5,951
Deposits by banks .........ccceeeeeinenenns 192,025 - 192,024 — 192,024
Customer accounts ..... 2,723,322 - 2,723,353 — 2,723,353
Debt securities in issue.. 30,062 - 30,149 1 30,150
Subordinated liabilities...........ccoeveierievieriierieieieieceeere e 9,346 - - 8,448 8,448
Preference Shares...........cooeeevieiieeiiecicceececeee e 47,205 - - 41,391 41,391

Majority of the financial instruments not carried at fair value are measured at amortised cost. The following table lists
those financial instruments for which their carrying amounts are a reasonable approximation of fair values because, for
example, they are short term in nature or re-price to current market rates frequently:

Assets Liabilities

Cash and balances at central banks Items in the course of transmission to other banks

Hong Kong Government certificates of indebtedness Hong Kong currency notes in circulation

Items in the course of collection from other banks Acceptances endorsements

Acceptances endorsements Short-term payables within ‘Other liabilities’

Short-term receivables within ‘Other assets’ Accruals

Accrued income within ‘Liabilities under insurance contracts’ Investment contracts with discretionary participation features
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50 Fair values of financial instruments not carried at fair value (continued)
Valuation

The fair values of financial instruments that are not carried at fair value on the balance sheet are calculated as
described below.

The calculation of fair value incorporates the group’s estimate of the price that would be received to sell an asset or
paid to transfer a liability in an orderly transaction between market participants at the measurement date. It does not
reflect the economic benefits and costs that the group expects to flow from the instruments’ cash flows over their
expected future lives. Other reporting entities may use different valuation methodologies and assumptions in
determining fair values for which no observable market prices are available.

Repurchase and reverse repurchase agreements — non-trading

Fair values are estimated by using discounted cash flows, applying current rates. Fair values approximate carrying
amounts as their balances are generally short dated.

Loans and advances to banks and customers

The fair value of loans and advances is based on observable market transactions, where available. In the absence of
observable market transactions, fair value is estimated using valuation models that incorporate a range of input
assumptions. These assumptions may include value estimates from third party brokers which reflect over-the-counter
trading activity; forward looking discounted cash flow models using assumptions which the group believes are
consistent with those which would be used by market participants in valuing such loans; and trading inputs from other
market participants which includes observed primary and secondary trades.

Loans are grouped, as far as possible, into homogeneous groups and stratified by loans with similar characteristics to
improve the accuracy of estimated valuation outputs. The stratification of a loan book considers all material factors.

The fair value of a loan reflects loan impairments at the balance sheet date. For impaired loans, fair value is estimated
by discounting the future cash flows over the time period they are expected to be recovered.
Financial investments

The fair values of listed financial investments are determined using bid market prices. The fair values of unlisted
financial investments are determined using valuation techniques that take into consideration the prices and future
earnings streams of equivalent quoted securities.

Deposits by banks and customer accounts

Fair values are estimated using discounted cash flows, applying current rates offered for deposits of similar remaining
maturities. The fair value of a deposit repayable on demand is approximated by its carrying value.

Debt securities in issue and subordinated liabilities

Fair values are estimated by discounting future cash flows using discount rates for the applicable maturities and taking
into account own credit spread.

The fair values in this note are stated at a specific date and may be significantly different from the amounts which will
actually be paid on the maturity or settlement dates of the instruments. In many cases, it would not be possible to
realise immediately the estimated fair values given the size of the portfolios measured. Accordingly, these fair values
do not represent the value of these financial instruments to the group as a going concern.

218



51 Structured entities

The group enters into certain transactions with customers in the ordinary course of business which involve the use of
structured entities (‘SEs’) to facilitate or secure customer transactions. Some of these structures are complex or non-
transparent. The group’s arrangements that involve SEs are authorised centrally prior to being established to ensure
appropriate purpose and governance. The activities of SEs administered by the group are closely monitored by senior
management. The group has involvement with both consolidated and unconsolidated SEs, which may be established
by the group or by a third party. Structured entities are assessed for consolidation in accordance with the accounting
policy set out in note 1d.

The group’s transactions with consolidated and unconsolidated SEs are set out below.

Structured credit transactions

The group provides structured credit products to third-party professional and institutional investors who wish to obtain
exposure to a reference portfolio of debt instruments.

In such structures, the investor receives returns referenced to the underlying portfolio by purchasing notes issued by
the SEs. The group enters into contracts with the SE, including derivatives, in order to pass the required risks and
rewards of the reference portfolios to the SEs.

In certain transactions the group is exposed to risk often referred to as gap risk. Gap risk typically arises in transactions
where the aggregate potential claims against the SE by the group pursuant to one or more derivatives could be greater
than the value of the collateral held by the SE and securing such derivatives. The group often mitigates such gap risk
by ensuring high quality collateral, hedging the risk, or incorporating features allowing managed liquidation of the
portfolio.

Securitisations by the group

The group uses SEs to securitise customer loans and advances that it has originated in order to diversify its sources of
funding for asset origination and for capital efficiency purposes. The loans and advances are transferred by the group
to the SEs for cash, and the SEs issue debt securities to investors to fund the cash purchases. The group may also act as
a derivative counterparty or provide a guarantee. Credit enhancements to the underlying assets may be provided to
obtain investment grade ratings on the senior debt issued by the SEs.

The group’s exposure is the aggregate of any holdings of notes issued by these vehicles, the reserve account positions
intended to provide credit support under certain pre-defined circumstances to senior note holders and any derivatives
or guarantees provided. Off balance sheet financial guarantees are disclosed in note 42(b).

Third-party financing SEs

The group also transacts with third party SEs in the normal course of business for a number of purposes, for example,
to provide finance to public and private sector infrastructure projects, for asset and structured finance transactions and
for customers to raise finance against security.

The assets are generally ring-fenced by the SE and, in most cases, the customer, a sponsor or third party provides some
credit enhancement or guarantee in the structure. The group also has interests in third-party established structured
entities by holding notes issued by these entities or entering into derivatives where the group absorbs risk from the
entities.

The derivative and lending exposures are generally secured by the SE’s assets, with credit enhancement and/or
guarantees provided by third parties. The group’s risk in relation to the derivative contracts and trading positions with
these SEs is managed within the group’s market risk framework (see ‘Market Risk’ in the ‘Risk Report”). Credit risk is
managed within the group’s credit risk framework (see ‘Credit Risk’ in the ‘Risk Report’).
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51 Structured entities (continued)
Funds

The group has established and managed money market funds and non-money market investment funds to provide
customers with investment opportunities. The group, as the fund manager, may be entitled to receive management and
performance fees based on the assets under management.

The group purchases and holds units of HSBC managed and third party managed funds in order to facilitate both
business and customer needs. The majority of these funds held relate to the insurance business. The risks of unit
holding are managed under a trading mandate or the investment risks associated with the insurance business are
managed through matching assets and liabilities for non-linked products. Investment strategies are set with the
intention to provide sufficient investment return to satisfy policyholders' reasonable expectations. Policyholders bear
the market risk for unit-linked products. This is discussed in more detail in ‘Insurance Risk’ within the ‘Risk Report’.

Unconsolidated structured entities

The term ‘unconsolidated structured entities’ refers to all SEs that are not controlled by the group.

The table below shows the total assets of unconsolidated SEs in which the group has an interest at the reporting date,
as well as the group’s maximum exposure to loss in relation to those interests.

The maximum exposure to loss from the group’s interests in unconsolidated SEs represents the maximum loss that the
group could incur as a result of its involvement with unconsolidated SEs regardless of the probability of the loss being
incurred.

For commitments and guarantees, the maximum exposure to loss is the notional amount of potential future losses.

For retained and purchased investments in and loans to unconsolidated SEs, the maximum exposure to loss is the
carrying value of these interests at the balance sheet reporting date.

The maximum exposure to loss is stated gross of the effects of hedging and collateral arrangements entered into to
mitigate the group’s exposure to loss.

Income from unconsolidated SEs includes recurring and non-recurring fees, interest, dividends, gains or losses on the
re-measurement or derecognition of interests in structured entities, any mark-to-market gains or losses on a net basis
and gains or losses from the transfer of assets and liabilities to the structured entity.

220



51 Structured entities (continued)

Nature and risks associated with the group’s interests in unconsolidated structured entities

HSBC Non-HSBC

managed managed
Securitisations funds funds Other Total
HKS$m HKS$m HKSm HKS$m HKSm
At 31 December 2014
TOtal @SSELS ..eveueeeiieririeieieieeteet ettt 19,442 1,142,657 9,720,665 45,903 10,928,667
The group’s interest- assets
Trading aSSets ......cceoeverveerierieenieeeieieieseeeeeeneenes - 98 - - 98
Financial assets designated at fair value ............... - 958 4,888 - 5,846
DETIVALIVES ...ceoveviiiieiinieiiricieieeteeeeeieseee e 14 - - 187 201
Loans and advances to customers ......................... 6,270 - - 8,645 14,915
Financial investments . - 15,894 36,013 - 51,907
Other SSets .......eoevverveeinveiricieenreeeeecreee e - - - 387 387
Total assets in relation to the group’s interests in the
unconsolidated structured entities’ ............ocooev..... 6,284 16,950 40,901 9,219 73,354
The group’s interest- liabilities
DEIIVALIVES ..ecveeenieteieiiieiceieieie e 111 - - 10 121
Total liabilities in relation to the group’s interests in the
unconsolidated structured entities...........cocceeueneeee. 111 - - 10 121
The group’s maximum eXPOSULE.........cc.erververreereereenns 7,001 16,950 40,922 9,606 74,479
At 31 December 2013
Total ASSELS ..coveuveveieeirieinieieicieteerce et 22,342 1,064,278 11,320,620 39,267 12,446,507
The group’s interest- assets
Trading aSSetS ......c.cceceeeevierenienereeienesieeeeeeene - 81 - - 81
Financial assets designated at fair value ............... - 1,015 6,852 - 7,867
Loans and advances to customers ......... . 6,728 - - 8,910 15,638
Financial investments . - 13,116 30,139 — 43,255
Other aSSetS ....c..eovevevreeineirieieenreeeeecsece e - - - 481 481
Total assets in relation to the group’s interests in the
unconsolidated structured entities® ............ocoeeun.... 6,728 14,212 36,991 9,391 67,322
The group’s interest- liabilities
DErivatiVes .....cccoeverieieienieecceeeeseseseeeene 49 - - 210 259
Total liabilities in relation to the group’s interests in the
unconsolidated structured entities.........c..ccceceeeenne 49 - - 210 259
The group’s Maximum eXPOSULE........c.coveerrervereruenene 7,474 14,212 37,842 9,761 69,289

1 Amongst the group’s interests in the assets of the unconsolidated structured entities, HK$16,853m (2013: HK$14,131m) of HSBC
managed funds (out of total assets of HK$16,950m (2013: HK$14,212m)) and HK340,777m (2013: HK$33,918m) of non-HSBC
managed funds (out of total assets of HK340,901m (2013: HK$36,991m)) are held by the insurance business.

Structured entities sponsored by the group

The definition of a sponsor is given in note 3n. In some cases, the group does not have an interest in the
unconsolidated structured entities that it has sponsored at the reporting date.

The amount of assets transferred to and income received from such sponsored entities at 31 December 2014 was not
significant (2013: not significant).
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52 Legal proceedings and regulatory matters

The group is party to legal proceedings and regulatory matters in a number of jurisdictions arising out of its normal
business operations. Apart from the matters described below, the Bank considers that none of these matters are
material. The recognition of provisions is determined in accordance with the accounting policies set out in note 3(v).
While the outcome of legal proceedings and regulatory matters is inherently uncertain, management believes that,
based on the information available to it, appropriate provisions have been made in respect of these matters as at 31
December 2014. Where an individual provision is material, the fact that a provision has been made is stated and
quantified. Any provision recognised does not constitute an admission of wrongdoing or legal liability. It is not
practicable to provide an aggregate estimate of potential liability for our legal proceedings and regulatory matters as a
class of contingent liabilities.

Anti-money laundering and sanctions-related

In October 2010, HSBC Bank USA entered into a consent cease-and-desist order with the Office of the Comptroller
of the Currency (the ‘OCC’) and the indirect parent of that company, HSBC North America Holdings Inc. (‘(HNAH’),
entered into a consent cease-and-desist order with the Federal Reserve Board (the ‘Orders’). These Orders required
improvements to establish an effective compliance risk management programme across HSBC’s US businesses,
including risk management related to US Bank Secrecy Act (‘BSA’) and anti-money laundering (‘AML’) compliance.
Steps continue to be taken to address the requirements of the Orders.

In December 2012, HSBC Holdings, HNAH and HSBC Bank USA entered into agreements with US and UK
government agencies regarding past inadequate compliance with the BSA, AML and sanctions laws. Among those
agreements, HSBC Holdings and HSBC Bank USA entered into a five-year deferred prosecution agreement with the
US Department of Justice (‘DoJ’), the US Attorney’s Office for the Eastern District of New York, and the US
Attorney’s Office for the Northern District of West Virginia (the ‘US DPA’); HSBC Holdings entered into a two-year
deferred prosecution agreement with the New York County District Attorney (the ‘DANY DPA’); and HSBC
Holdings consented to a cease-and-desist order and HSBC Holdings and HNAH consented to a civil money penalty
order with the Federal Reserve Board (‘FRB’). In addition, HSBC Bank USA entered into a civil money penalty order
with FinCEN and a separate civil money penalty order with the OCC. HSBC Holdings also entered into an agreement
with the Office of Foreign Assets Control (‘OFAC’) regarding historical transactions involving parties subject to
OFAC sanctions and an undertaking with the UK Financial Conduct Authority (‘FCA’) to comply with certain
forward-looking AML and sanctions-related obligations.

Under these agreements, HSBC Holdings and HSBC Bank USA made payments totalling US$1.9bn to US authorities
and are continuing to comply with ongoing obligations. In July 2013, the US District Court for the Eastern District of
New York approved the US DPA and retained authority to oversee implementation of that agreement. Under the
agreements with the DoJ, FCA, and the FRB, an independent monitor (who is, for FCA purposes, a ‘skilled person’
under Section 166 of the Financial Services and Markets Act) is evaluating and regularly assessing the effectiveness
of HSBC’s AML and sanctions compliance function and HSBC’s progress in implementing its remedial obligations
under the agreements.

HSBC Holdings has fulfilled all of the requirements imposed by the DANY DPA which expired by its terms at the
end of the two-year period of that agreement in December 2014. If HSBC Holdings and HSBC Bank USA fulfil all of
the requirements imposed by the US DPA, the DoJ charges against those entities will be dismissed at the end of the
five-year period of that agreement. The DoJ may prosecute HSBC Holdings or HSBC Bank USA in relation to any
matters that are the subject of the US DPA if HSBC Holdings or HSBC Bank USA breaches the terms of the US
DPA.
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52 Legal proceedings and regulatory matters (continued)

HSBC Bank USA also entered into a separate consent order with the OCC requiring it to correct the circumstances
and conditions as noted in the OCC’s then most recent report of examination, and imposing certain restrictions on
HSBC Bank USA directly or indirectly acquiring control of, or holding an interest in, any new financial subsidiary, or
commencing a new activity in its existing financial subsidiary, unless it receives prior approval from the OCC. HSBC
Bank USA also entered into a separate consent order with the OCC requiring it to adopt an enterprise-wide
compliance programme.

These settlements with US and UK authorities have led to private litigation, and do not preclude further private
litigation related to HSBC’s compliance with applicable BSA, AML, sanctions laws or other regulatory or law
enforcement actions for BSA, AML, sanctions or other matters not covered by the various agreements.

US Tax investigations

The Bank continues to cooperate fully with the relevant US authorities, including with respect to US-based clients of
the Bank in India.

Based on the facts currently known, with respect to this ongoing investigation, there is a high degree of uncertainty as
to the terms on which it will be resolved and the timing of such resolution, including the amounts of fines and/or
penalties, which could be significant.

Investigations and reviews into the setting of benchmark rates

Various regulators and competition and enforcement authorities in Asia-Pacific, including in Thailand, South Korea
and Australia, are conducting investigations and reviews related to certain past submissions made by panel banks and
the processes for making submissions in connection with the setting of benchmark interest rates. As certain group
companies are members of such panels, the group has been the subject of regulatory demands for information and is
cooperating with those investigations and reviews.

Based on the facts currently known, with respect to each of these ongoing investigations, there is a high degree of
uncertainty as to the terms on which they will be resolved and the timing of such resolution, including the amounts of
fines and/or penalties, which could be significant.

Foreign exchange rate investigations

Various regulators and competition and enforcement authorities around the world are conducting investigations and
reviews into a number of firms, including group companies, related to trading on the foreign exchange markets.

In December 2014, the Hong Kong Monetary Authority (‘HKMA”) announced the completion of its investigation into
the foreign exchange trading operations of the Bank. The investigation found no evidence of market manipulation and
no monetary penalty was imposed. The Bank was required to implement various remedial actions.

The remaining investigations and reviews are ongoing. Based on the facts currently known there is a high degree of
uncertainty as to the terms on which they will be resolved and the timing of such resolutions, including the amounts
of fines and/or penalties, which could be significant.
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53

Ultimate holding company

54

The ultimate holding company of the Bank is HSBC Holdings plc, which is incorporated in England.

The largest group in which the accounts of the Bank are consolidated is that headed by HSBC Holdings plc. The
consolidated accounts of HSBC Holdings plc are available to the public on the HSBC Group’s web site at
www.hsbc.com or may be obtained from 8 Canada Square, London E14 SHQ, United Kingdom.

Nature of business

55

The group provides domestic and international banking and related financial services, principally in the Asia-Pacific
region.

Events after the balance sheet date

56

On 13 February 2015, Hang Seng Bank Limited completed the disposal of 952,616,838 ordinary shares of Industrial
Bank, representing approximately half of their holding in Industrial Bank. It is estimated that the net disposal gain will
be approximately HK$2.8 billion.

Approval of accounts

The accounts were approved and authorised for issue by the Board of Directors on 23 February 2015.
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