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Certain defined terms

This document compnises the Annual Report and Accounis 2015 for The Hongkong and Shanghai Banking
Corporatien Limited ( the Bank™) and uts subsidianies (together the group ) References to "HSBC’, ‘the Group or
the HSBC Group’ within this document mean HSBC Holdings plc together with 1ts subsidiaries Within this
document the Hong Kong Special Admimistrative Reglon of the People’s Republic of China 1s referred to as *Hong
Kong The abbreviations HK$m and HKS$bn represent millions and billions (thousands of milhons) of Hong Kong
dollars respectively

Cautionary statement regarding forward-looking statements

This Annua! 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 listerical facts, including statements about the Bank's beliefs and expectations, are forward-
looking statements Words such as ‘expects’, ‘anticipates’, ‘intends , ‘plans’, ‘believes’, secks’, estimates’, potential
and reasonably possible’, variations of these words and similar expressions are intended to wdentify 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 1t should not be
assumed that they have been revised or updated in the light of new informauon or future events

Forward-looking statements involve inherent nsks and uncertainties Readers are cautioned that a number of factors
could cause actual results to differ, in some instances matenially, from those anticipated or implied 1n any forward-
locking statement

Chinese translation

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

X (EFREL ) HELFE  MATIMRE TR FEEAS T | BUERSTAD 32 B4R WA (GAE) - &
EE L P AR YA TT Z48HE www hsbe com hk




THE HONGKONG AND SHANGHA) BANKING CORPORATICON LIMITED

Financial Highlights

L

2015 2014

HK$m HK$m
For the year
Net operating income before loan impairment charges 183,514 173,389
Profit before tax 117,279 111,189
Profit attributable to shareholders 89,533 86,428
At the year-end
Total sharcholders’ equity 384,201 557,835
Total equity 635,886 608,346
Total capital 468,863 425,037
Customer accounis 4,640,076 4,479,992
Total assets 6,953,683 6,876,746
Ratios L7A %
Return on average ordinary shareholders’ equity 159 169
Post-tax return on average total assets 140 139
Cost efficiency ratio 420 421
Net interest margin 178 1G]
Capital ratios
— Common equity tier 1 capital 156 14 4
—Tier 1 capnal 16 6 144
— Total capital 186 157

Established in Hong Kong and Shanghai in 1865, The Hongkong and Shanghai Banking Corporation Limited 15 the
founding member of the HSBC Group - one of the werld’s largest banking and financial services organisations It is
the largest bank incorporated 1n Hong Kong and one of Hong Kong s three note-i1ssuing 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 Asta-
Pacific, with the largest network of any international financial institution in the region The group employs some
68,000 people, of whom 37,000 work for the Bank itself

The Hongkong and Shanghai Banking Corporatton Limited 1s a wholly-owned subsichary of HSBC Holdings ple, 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 limuted labiiny

Registered Office and Head Office HSBC Main Building, 1 Queen’s Road Central, Hong Kong
Telephone (852) 2822 1111 Facsimile (852)28101112 Web www hsbe com hk




THE HONGRKONG AND SHANGHAI BANKING CORPORATIQON 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 15 to be the world s leading internattonal bank As a subsidiary of the HSBC Group, the group
applies a disciphned approach in managing its portfolio of businesses to focus on areas where 1t has a clear competitive
advantage The Group has set clear strategic actions to capture growth opportunities arising from (1) fast-growing trade
comridors and (11) increasing wealth creation 1n our prionity growth markets These include delivering growth from our
international network, extending our market-leading capabiity in renminbi products, and specific plans to priontise
and accelerate investments in Assoctation of Southeast Asian Nations countries, the Pearl River Delta, and our
Insurance and Asset Management busimesses n the region We will continue to implement global standards as a
competitive advantage and to increase the quality of earnings

The group s sirong presence across the Asia-Pacific region will help maimtain 1ts competitive advantage in connecting
busimess 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 79 to 195

Share Capital

Details of the movements tn share caprtal of the Bank during the financial year, 1f any, are set out in notes 34 and 35
on the Financial Statements

Dividends

The intenim dividends paid i respect of 2015 are set out m note 8 on the Financial Statements The Directors do not
recommend the payment of a final dividend

Drrectors

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

Stuart T Gullhiver, Chairman Rose Wat Mun Lee

Peter Tung Shun Wong, Deputy Chairman & Chief Execusive Jennifer Xinzhe 1.1*

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

Zia Mody*, Deputy Chairman James Riley*

Graham John Bradley* John Robert Slosat*

Dr Christopher Wai Chee Cheng*, GBS, OBE Dr Rosanna Yick-ming Wong*, DBE

Dr Raymond Kuo Fung Ch’ien*, GBS, CBE Marjorie Mun Tak Yang*, GBS

Irene Yun-lien Lec* Tan Sr1 Dr Francis Sock Ping Yeoh*, CBE

* mdependent non-executive Director

# non-executive Direclor

All the Directors served throughout the year Kevin Anthony Westley and Naina L. Kidwat retired on 12 May 2015 and
31 October 2015 respectively

A list of the directors of the Bank s subsidiary undertakings (as defined in the Companies Ordinance Cap 622) during
the penod from 1 January 2015 to the date of this report 15 available on the Bank's website
https //www personal hsbe com hk/1/2/hk/regulatory-disclosures




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors (contnued)

Permitted Indemnity Provision

The Bank s Articles of Association provides that the Directors and other officers for the ume being of the Bank shall
be indemnified out of the Bank's assets against any hability imcurred by them or any of them as the holder of any such
office or appointment to a person other than the Bank or an associated company of the Bank in connection with any
negligence, default, breach of duty or breach of trust in relation to the Bank or associated company (as the case may
be)

In addition, the Bank s ultimate holding company, HSBC Holdings ple, has maintained directors’ and officers’ habulity
winsurance providing appropriate cover for the directors and officers within the Group, including the Directors of the
Bank and its subsidiaries

Directers’ interests 1n Transactons, Arrangements or Contracts

Save as disclosed below no transactions arrangements or contracts that were sigmficant in relation 1o the Bank’s
business were entered into or subsisted 1n the year by the Bank s holding companies, 1ts subsidianies or any fellow
substdiaries and in which a Director or his or her connected entities had, directly or indirectly, a material interest

On 25 March 2015, the Bank s fellow substdiary, HSBC Bank plc ( HBEU ) acted as mandated lead arranger, onginal
bank and facility agent 1n providing Hutchison 3G UK Investments Limited (*H3G UK’) with a 24 month GBP6bn
bndge loan HBEU subsequently reduced its commitment by syndicaung the facility to 14 other banks in July 2015
H3G UK was, at the ume of the transaction, an indirect wholly-owned subsidiary of Hutchison Whampoa Limited,
which currently 1s wholly-owned by CK Hutchison Holdings Limited, an associated body corporate of Mr Victor L1, a
non-executive Director of the Bank

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 ulumate holding company) under the
HSBC Share Plan 2011, the Group Performance Share Plan { GPSP ) and the HSBC Interational Employee Share
Purchase Plan

The GPSP was developed to incentivise senlor executives to deliver sustainable long-term business performance which
aligns interesis between senior executives of HSBC Group and shareholders  For executive Directors and Group
Managing Directors of HSBC Holdings ple, there 1s further alignment as they are required to hold the shares once the
awards have vested, until retirement The GPSP 15 a long-term incenuive plan under the HSBC Share Plan 2011 The
award levels of GPSP are determuned by considering performance up to the date of grant against enduring performance
measures set out in the long-term performance scorecard The GPSP award 1s 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 Group
General Managers receive long term incentive awards that are subject to a five year vesting period

Executive Directors, Group Managing Directors and Group General Managers are also eligible to recerve an annual
incentive award based on the outcome of the performance measures set out 1n the annual scorecard  50% of the annual
incentive awards consists of shares granted under the 11SBC Share Plan 2011  60% of the shares granted as part of the
annual incentive awards 1s 1n the form of conditional deferred share awards which vests over a period of three vears
All net shares (net of esumated tax and social secunty obligations) that are vested as part of the annual incentive
awards are subject to a six month retention penod post vesting

All unvested deferred awards made under the HSBC Share Plan 2011, including GPSP, are subject to application of
malus, 1 ¢ 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 for
a pentod of 7 years from the date of grant




Immediately vested conditonal 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, immedately
vested but subject to retention, which were mntroduced as part of a new remuneration policy approved by HSBC
Holdings ple shareholders at its Annual General Meeting ( AGM ) in May 2014 Under the retention terms attached to
the FPA shares granted for 2015, 20% of the net shares (net of estimated tax and social security obligations) 1s to be
retained unt1] March 2016, while 80% of the net shares 15 to be retained until March 2021

The HSBC International Employee Share Purchase Plan 1s an employee share purchase plan offered to employees in
Hong Kong since 2013 and has been extended to further countnes in the HSBC Group from 2014 For every three
shares 1in HSBC Holdings plc purchased by an employee ( Investment Shares ), a condiional award to acquire one
share 15 granted ("Matching Shares ) The employee becomes entitled to the Matching Shares subject to continued
employment with HSBC and retention of the Investment Shares unul the third anniversary of the start of the relevant
plan year

Share opuons 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 20035 and the exercise period of the last option
ended in 2015

Dunng the year, Stuart Gulliver, Naina Kidwai, Rose Lee and Peter Wong 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 duning the year was the Bank, 1ts holding compames, 1ts subsidianies or any
fellow substdiaries a party to any arrangements to enable the Directors o 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 1its subsidiaries during the year amounted to HK$783m (2014 HK$212m)

Compliance with the Banking {Disclosure} Rules

The Durectors are of the view that the 4nnual Report and Accounts 2015, and Supplementary Notes on the Financial
Statements 2015, which will be published separately, fully comply with the Banking {(Disclosure} Rules made under
section 60A of the Banking Ordinance

Auditor

The Annual Report and Accounts have been audited by PricewaterhouseCoopers ( PwC’) A resolution to reappomnt
PwC as auditor of the Bank will be proposed at the forthcoming AGM

Corporate Governance

The Bank 15 commutted to high standards of corporate governance As an Authorised Institution, the Bank 1s subject to
and complies with the Hong Keng Monetary Authornity (*HKMA ) Supervisory Policy Manual CG-1 ‘Corporate
Govemance of Locally Incorporated Authorised Institutions’ Duning 2015, the comply or explain  Corporate
Govemnance Code for HSBC Group companies, which was introduced by the Group in 2013, has been implemented by
the Bank and its subsidianes

Board of Directors

The Board, led by the Chairman, provides entrepreneunal leadership of the Bank within a framework of prudent and
effective controls which enables nsks 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 nisk
appetite for the group and approves capital and operating plans presented by management for the achievement of the
strategic objectives 1t has set




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors (contrued)

Directors

The Bank has a unitary Board The authonity of each Director 15 exercised in Board meetings where the Board acts
coltectively As at 22 February 2016, the Board comprised the Chairman, Deputy Chairman and Chief Executive, two
Deputy Chairmen who are independent non-executive Directors, one other Director with executive responsibilities for
a subsidiary’s operations, one non-executive Director and another ten tndependent 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 15 independent 1n character and judgement and that twelve 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, 1t was agreed that there are no relationships or circumstances likely to affect the judgement
of the independent non-executive Directors, with any refationships or circumstances that could appear to do so not
considered to be material

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 1s 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 1s responsible for the overall effective functioning of the Board
The Chairman 15 responstble for the development of strategy and the oversight of implementation of Board approved
strategies and direction The Chief Executive 1s responsible for ensuring implemeniation of the strategy and policy as
established by the Board and the day-to-day running of operations The Chief Executive 1s chairman of the Executive
Commutiee 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 commuttees consisting of Directors and semior management The Board and each
Board committee have terms of reference to document their responsibilities and governance procedures The key roles
ot the commuttees are described in the paragraphs below The charrman of each Board committee reports te each
subsequent Board meeting when presenting the meeting minutes of the relevant committee




Executive Committee

The Executive Commuttee meets monthly and 15 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 pohcies and directions as the Board may from time to time determmne. with power 10 sub-
delegate A schedule of items that require the approval of the Board 1s maintarned

The Bank s Deputy Chairman and Chief Executive, Peter Wong, 1s Chatrman of the Committee The current members
of the Committee are Dvana Cesar (Chief Executive Officer Hong Kong), Pwi Mun Chan (Head of Regulatory
Compliance Asia-Pacific), Raymond Cheng (Chief Operatting Officer Asia-Pacific), Gordon French (Head of Global
Banking and Markets Asia-Pacific), Kathleen Gan (Chief Financial Officer), Guy Harvey-Samuel (Chief Executive
Officer Singapore), Mukhtar Hussain (Chuef Executive Officer Malaysia), Vincent Li (Head of Financial Crime
Complance, Asia-Pacific), David Lo (Chief Executive Qfficer China), Kevin Martin (Regional Head of Retai!
Banking and Wealth Management Asia-Pacific), Mark McKeown (Chief Risk Officer, Asia-Pacific), Swant Milne
(Chief Executive Officer India), Kenneth Ng (Regional General Counsel Asia-Pacific), Bernard Rennell (Regional
Head of Global Private Banking Asia-Pacific}, Jayant Rikhye (Head of Strategy and Planning, Asia-Pactfic and Head
of International Asia-Pacific), Paul Skelton (Regional Head of Commercial Barnking, Asia-Pacific), Donna Wong
{Head of Human Resources Asia-Pacific), Helen Wong (Chief Executive Officer Greater China) Paul Stafford
{Corporanton Secretary) 1s the Commuttee Secretary In attendance are Malcolm Wallis (Head of Commumcations
Asia-Pacific) and William Tam (Deputy Secretary)

Asset and Liability Management Committee

The Asset and Liabihty Management Commuttee 1s chaired by the Deputy Chairman and Chief Executive and 1s
responsible for providing direction on and monitoning of the group’s balance sheet composition and capital (including
Economic Capital), hquudity and funding structure, and structural exposures under normal and stressed conditions The
Commuttee consists of senor executives of the Bank, most of whom are members of the Execuuve Commuttee

Risk Management Committee

The Risk Management Commuttee 15 chaired by the Chief Risk Officer and 1s responsible for the executive oversight
ot the nisk framework for the group The Committee consists of senior executives of the Bank, most of whom are
members of the Executive Commuitee

Audit Committee

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

The current members of the Commitiee, all being independent non-executive Directors, are James Riley (Chairman of
the Commiuitee), Graham Bradley, Irene Lee and Jennifer L1

Governance structure

The Audit Committee monitors the integrity of the Financial Statements and oversees the internal control systems over
financial reporung, covening all matenal controls The Commitiee reviews the adequacy of resources, quahfications
and experience of staff of the accounting and financial reporting function and their traming programmes and budget
The Commuttee also reviews the Financial Statements before submission to the Board [t 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 15 responsible for oversight of the external
auditor As part of the monitoring process, the Committee reviews munutes of meetings of subsidianes’ Audit
Committees and the Asset and Liabithty Management Commuttee

Risk Committee

The Risk Commuitee meets at least four times a year and has non-executive responsility for oversight of and advice
1o the Board on high-level nsk-related matters and nsk governance The current members of the Commuttee, all being
independent non-executive Directors, are Graham Bradley (Chairman of the Committee), Dr Christopher Cheng, Zia
Mody and James Riley




THE HONGKONG AND SHANGHA| BANKING CORPORATION LIMITED

Report of the Directors (continued)

Risk governance and culture

All of the Bank s acuvities nvolve, to varying degrees, the measurement, evaluation, acceptance and management of
nsk or combination of nsks The Board, advised by the Risk Committee requires and encourages a strong risk
governance culture which shapes the Bank s attitude to nsk

The Bank s nisk governance 15 supported by a clear policy of risk ownership and accountability of all staff for
dentifying, assessing and managing nsks within the scope of thewr assigned responsibilites This personal
accountability, reinforced by clear and consistent emplovee communication on nsk that sets the tone from senior
leadershup, the governance structure, mandatory learming and remuneration policy, helps to foster a disciphned and
constructive culture of nisk management and control throughout the group

Risk management

The Board and the Risk Commutiee oversee the mamntenance and development of a strong risk management framework
by continually monitoring the risk environment, top and emerging nsks facing the group and mitigating actions
planned and taken The Risk Commuittee 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 Commuttee
monitors the risk profiles for all of the nisk categories within the group’s business The Committee also monitors the
effectiveness of the Bank's nsk management and internal controls, including operational and comphiance controls, and
risk management systems

Reports on these Wems are presented at each meeting of the Committee Regular reports from the Risk Management
Commuttee, which 1s the executive body responsible for overseeing risk, are also presented

Risk appetite

Riusk appetite 1s set out 1n the group’s Risk Appetite Statement { RAS’), which describes the types and quantum of
risks (both tangible and intangible) that the group ts prepared to accept in order to achieve its medwm and long-term
strategic goals It 1s approved by the Board on the advice of the Risk Commuttee, and 15 a key component of our risk
management framework The Risk Management Commattee, through their nsk management oversight role, coordinates
the process of aligning nsk appette and nisk strategy with business strategy, oversees monitoring, reporting and
governance around the nsk appetite process, agrees remedial action should the nisk profile fall outside agreed
parameters and communicates risk appetite  Across the group, each country and regional Global Business 1s required
to prepare a RAS The regional Risk function tracks the RAS development and performance across sites on a regular
basis

Quantitative and gualitative metrics are assigned to primary catcgones including earnings, capital, hiquidity and
funding, intra-group lending, nsk categories and nisk diversification and concentration Measurement against these
metrics serves to

¢ guide underlying business activity, ensuring it 1s aligned to RASs.
* determine nisk-adjusted remuneration,

= enable the key underlying assumptions to be monitored and, where necessary, adjusted through subsequent
business planning cycles, and

* promptly identify business decisions needed to mitigate nsks

Top and emerging risks

The Board and the Risk Commuttee oversee the maintenance and development of a strong nsk management framework
by the continual monitonng of the nsk environment and top and emerging nisks facing the Bank, and mitigating actions
planned and taken




The Bank’s businesses are exposed to a variety of risk factors that could potenualty affect the results of operations or
financial condition Identifying and monitoring top and emerging nisks are integral to our approach to risk management
A top risk 15 defined as a current, emerged nisk which has arisen across any nisk category, region or global business
and has the potential to have a material impact on the Bank’s financial results or reputation and the sustamability of the
long-term busmess model, and which may form and crystalise within a six months to one year’s honizon An
‘emerging nsk’ 1s considered to be one with potentially significant but uncertam outcomes which may form and
crystallise beyond a year, in the event of which 1t could have a matenal effect on our ability to achieve our 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 1n line with our risk appetite and that our appetite remains appropriate
Top and emerging nisks fall under the following three broad categories

+ macro-economic and geopohtical risk,
+ macro-prudential, regulatory and legal risks to the Bank’s business model, and

s nisks related to business operations, govemnance and internal control systems

Stress testing

The stress testing and scenario analysis programme 1s central to the monitoring of top and emerging nisks The Bank
conducts a range of Group stress-testing scenarios including, but not himiuted to, severe global economic downturn,
country, sector and counterparty failures and a vanety of projected major operational risk events As a major HSBC
subsidiary, the Bank also conducts regular macroeconomic and event-dniven 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 stress tests requested by regulatory bodies

Stress testing 15 used across nisk categories such as credit nisk, market risk, iquidity and funding nisk and operational
nisk to evaluate the potential mpact of stress scenarios on portfolio values, structural long-term funding positions,
income or capital

The Bank also conducts reverse stress testing Reverse stress tesung 1s a process of working backwards from the non-
viabihty of the business to identify scenarios that could bring the Bank to that point Nen-viability might occur before
the Bank’s capital 1s depleted, and could result from a vanety of events These include idiosyncratic, systemic or
combmations of events, and/or could imply failure of the Bank or one of 1ts 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 nsk management process to strengthen resilience

Nomination Committee

The Nommation Commitiee meets at least twice a year and 1s responsible for leading the process for Board
appointments and for identifying and nominating, for the approval of the Board, candidates for appomntment 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 Ditectors, are Stuart Gulliver
(Chairman of the Commuttee), Laura Cha and Marjone Yang Peter Wong attends each meeting of the Committee

Chairman’s Commuttee

The Chairman’s Committee acts on behalf of the Board either in accordance with authonty delegated by the Board
from time to time, or as specifically set oul withun its terms of reference  The Commuitee meets with such frequency
and at such times as 1t may determine, and can 1mplement previously agreed sirategic decisions, approve specified
matters subject to their prior review by the full Board, and act exceptionally on urgent matters withm tts terms of
reference

The current members of the Committee compnse the Chairman of the Board, the Deputy Charrman and Chief
Execunive, the non-executive Deputy Chairmen and the Chairmen of the Audit and Risk Committees
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors (continued)

Group Remuneration Committee

The Board of the Bark’s uliimate holding company, HSBC Holdings plc, has established a Group Remuneration
Commuttee comprising independent non-executive Directors The Commuttee 15 responsible for determining and
approving the Group’s remuneration policy The Commuttee also determines the remuneration of Directors, other
semior Group employees, employees in positions of significant influence and employees whose activities have or could
have an impact on the Bank’s nisk profile, and in doing so takes mto account the pay and conditions across the HSBC
Group Having a Group Remuneration Commuttee 15 consistent with the principles set out i 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 Commuttee and applicable to the
Bank, aims te reward success, not fatlure, and to be properly aligned with the risk management framework and sk
outcomes In order to ensure alignment between remuneration and business strategy, individual remuneration 13
determined through assessment of performance, delivered against both annual and long-term objectives summarised 1n
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 1s achieved over the short and long
term, but also on how 1t 1s achieved, as the latter contributes to the sustamability of the orgamisation The financial and
non-financial measures ncorporated n 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 15 commusstoned externally and carnied 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 ‘Guidehne on a Sound Remuneration System’

In accordance with the ‘Guideline on a Sound Remuneration System’, details of the remuneration strategy are
contained within the Annual Report and Accounts 2015 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

The HSBC Group 1s working with our primary regulators to develop and agree a resolution strategy for the HSBC
Group It 1s our view that a strategy by which the Group breaks up at a subsidiary bank level at the point of resolution
(referred to as a Multiple Pomt of Entry strategy) 1s the optimal approach as 1t 1s aligned to our existing legal and
business structure

Similar to all Global Systemically Important Banks (*G-5IBs”), the Group 1s working with our regulators to mitigate or
remove critical inter-dependencies between our subsidianies 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 1s m the process of transferring critical services from our subsidiary banks to a separate
internal group of service companies (‘ServCo Group’) Transfers of employees, critical shared services and assets 1n
Hong Kong will be considered in due course

Business review

The Bank 1s exempt from the requirement to prepare a business review under section 388(3) of the Companies
Ordinance Cap 622 since 1t 15 a wholly-owned subsidiary of HSBC Holdings ple

On behalf of the Board
Stuart Gulliver, Chairman
22 February 2016
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review

Summary of Financial Performance (Unaudited)

Results for 2015

Profit before tax for 2015 reported by The Hongkong
and Shanghai Banking Corporation Limited ( the
Bank ) and 1ts subsidiartes (together the group )
increased by HK$6,090m, or 5%, to HK$117,279m

Geographical Regions

The group s operating segments are organised nto
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 primanly by
geographical region and the segmental analysis is
presented on that basis In addition, the economic
conditions of each geographical region are influental
in determining performance across the different types
of business activity carrted out in the region
Therefore, the provision of segmental performance on
a geographical basis provides the most meantngful
information with which to understand the performance
of the business

Geographical information 1s classified by the location
of the principal operations of the subsidsary 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 1s 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 tncludes 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 1ts customers In its
two geographical regions The products and services

1

Profit before tax
2015 2014
HK$m HKS$m
Hong Kong 72,872 652,966
Rest of Asia-Pacific 44 407 48,223
Total 117,279 111,189
offered to customers are orgamsed by global
businesses
» Retail Banking and Wealth Management

{"RBWM’} serves personal customers We take
deposus  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  thewr 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

+« Commercial Banking ( CMB ) 1s segmented nto
Corporate, to serve both corporate and mid-market
companies with more sophisticated financial
needs, and Business Banking, to serve small and
medium-sized enterpnises ( 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
tallored financial solutions to major government,
corporate and institutional clients worldwide
GB&M operates a long-term  relationship
management  approach to buld a full
understanding of clients financial reguirements
Sector-focused clent service teams comprsing
relationship managers and product specialisis
develop financial solutions to meet individual
client needs

« Global Private Banking (‘GPB’} provides
investment management and trustee solutions to
high net worth individuals and therr famites We
aim to meet the needs of our clients by providing
excellent customer service, leveraging our global
footprint and offening a comprehensive suite of
solutions



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

r

Geographical Regions {continued)

Profit before tax by geographical region

Intra-
Rest of segment
Hong Kong Asia-Pacfic elimnation Total
HKS$m HKSm HK$m HKSm
2015
Net interest income 52,660 41,717 - 94377
Net fee income 32320 13,339 - 45,659
Net trading income 13,681 9,935 - 23,616
Net tncome /(expense) from financial instruments designated at
fair value (3,220) 660 - (2,560)
Gains less losses from financial investments 11,299 n - 11,611
Dividend income 192 18 - 210
Net insurance premium income 45,758 6,835 - 52,593
Other operating income 12,992 1,433 (3,986) 10,439
Total operating ncome 165,673 74,258 (3,986) 235,945
Net insurance claims and benefits paid and movement 1n
habihities to policyholders {45,909) (6,512) - (52,431}
Net operating income before loan impaiment charges
and other credit nisk provisions 119,764 67,736 (3,986) 183,514
Loan impanrment charges and other credit nsk provisions (1,199) (3,875) - (5,074)
Net operating income 118,565 63,864 (3,986) 178,440
Operating expenses (45,933) {35,044) 3,986 (76,991)
Operating profit 72,632 28,817 - 101,449
Share of profit in associates and joint ventures 240 15,590 - 15,830
Profit before tax 72,872 44,407 - 117,279
2014
Net interest income 50,774 44,333 2 95,109
Net [ee income 29,9596 14,626 - 44 622
Net trading income 11,663 8.559 (2) 20,220
Net income from financial istruments designated at fair value 3,134 914 - 4,048
Gains less losses from financial investments 2,286 103 - 2,389
Dividend 1ncome 1,362 12 — 1,374
Net insurance premium income 50,226 7.081 - 57,307
Other operating income 10,872 1,693 (4,063) 8,502
Total operating income 160,313 72,321 (4,063) 233,571
Net insurance claims and benefits paid and movement 1n
liabilities to policyholders (52,916) (7,266) — (60,182)
Net operating income before loan unpairment charges
and other credit nsk provisions 107,397 70,055 {4,063) 173,389
Loan inpatrment charges and other credit nsk provisions (2,478) (2,447) — (4,925)
Net operating income 104,919 67,608 (4,063) 168,464
Operating expenses (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
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Geographical Regions (continued)

Hong Kong profit before tax by global business

Retail
Banking Global Global Intra-
and Wealth Commercial Banking & Private segment Hong Kong
Maaagement Banlung Markets Banking Other ehmnation Total
HKSm HKSm HK$m HKSm HKS$m HKSm HKSm
215
Net nterest income/{expense) 27,589 16,627 10,325 817 (1,822) {876) 52,660
Net fee income 18,215 7,551 5,217 1,134 203 - 32,320
Net trading income/(expense) 1,036 1,263 10,387 738 619 876 13,681
Net income/{expense) from
financial instruments designated
at fair value {3,180) {243) 51 - 152 - (3,220)
Gains less losses from financial
nvestments 276 182 197 - 10,635 - 11,290
Dividend income 1 - 4 - 187 - 192
Net nsurance premium income 41,057 4,721 - - (20) - 45,758
Other operating income 4,675 905 718 9 8,532 (1,847) 12,992
Total operating income 89,669 31,006 26,899 2,698 17,248 (1,847) 165,673
Net insurance claims and benefits
paid and movement in Labilines
to policyholders (40,683) (5.226) — - - — (45,909)
Net operating income before loan
impairment charges and other
credit nsk provisions 48986 15,780 16,899 1698 17,248 (1,847 119,764
Loan impawment {charges)releases
and other credit nsk provisions {1311) (206) 3 (4) — - (1,198)
Nel operating income 47,675 25,574 27,221 2,694 17,248 (1,847) 118,565
Operating expenses (18,448) (7,094} {11,381) (1,559) (9,298) 1,847 {45,933)
Operating profit 29,227 18,480 15,840 1,135 7950 - 72,632
Share of profit n associates and
Joint ventures 236 1 3 - - - 240
Profit before tax 29,463 18,481 15,843 1,135 7,950 — 72,872
2014
Net interest income/{(expense) 25,464 15,367 11,896 782 (2,287) (448) 50,774
Net fee income 16,443 7,568 4816 1,017 152 - 29,996
Net trading income/{expense) 9317 1,429 8,086 810 [£X))] 448 11,663
Net income/(expense) from
financial instruments designated
at fair value 3,290 {65) (19) - 72) - 3,134
Gans less losses from financial
Investments 3 33 I,t11 - 1,139 - 2,286
Dividend income ] - 6 - 1,355 - 1362
Net insurance premium tncome 46,159 4,067 - - - - 50,226
Other operating Imcome 3277 331 572 10 8616 {1,934) 10 872
Total operating income 95,574 28,730 26,468 2,619 B,856 {1,934) 160,313
Net insurance claims and benefits
paid and movement in liabilities
to palicyholders (48.870) (4,046) - - - - (52.916)
Net operating income before loan
impairment charges and other
credit nsk provisions 46,704 24 684 26,468 2,619 8,856 (1,934) 107,397
Loan impairment {chargesyreleases
and other credit nsk provisions {1,149) (684) (652) 7 - - (2,478)
Net operating income 45,555 24,000 25,816 2,626 8,856 {1,934) 104,919
Operating expenses (16,969 (6 445) (11,016) (1,361} 8413 1,934 (42,270)
Operating profit 28,586 17,555 14,800 1,265 443 - 62,649
Share of profit in associates and
Joint ventures 3t 2 4 - - - 317
Profit before tax 28,897 17,557 14 804 1,265 443 - 62,966
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THE HONGKONG AND SHANGHA!I BANKING CORPORATION LIMITED

Financial Review {continued)

r

Geographical Regions (continued)

Hong Kong reported pre-tax profits of HK$72,872m compared with HK$62,966m n 2014, an increase of 16%,
manly reflecting the gawn on the partial disposal of Hang Seng’s sharcholding i Industrial Bank Co, Limited
( Industrial Bank } of HK$10 636m 1n 2015

Revenue increased by HK$12,367m, or 12%, manly reflecting the gamn on the partial disposal of Industrnal Bank
mentioned above, coupled with revenue growth across all global busingsses  Revenue in 2015 also included a gamn
from the 150th anmiversary banknotes issuance, which was fully offset by a corresponding increase in operating
expenses related to this 1ssuance These increases were partly offset by lower dividend income from Industrial Bank
following the partial disposal, and the non-recurrence of vanous one-offs 1n 2014, namely the gains from disposal of
our shareholding 1n Bank of Shanghai of HK$3,320m and our interest in private equity funds of HK$961m, and an
impairment charge against our investment in Industnial Bank of HK$2,103m

Revenue in RBWM increased by 5% compared with 2014, drniven by higher net interest income from growth in
average lending and deposit balances Net fee income also increased from higher securities brokerage driven by higher
stock market turnover in the first half of 2015 These increases were partly offset by lower msurance income, mainly
reflecting the unfavourable equity market performance 1n the second half of the year

Revenue in CMB ncreased by 4%, mainly due te higher net interest income from average balance sheet growth,
coupled with wider spreads on customer deposits and trade-related lending

Revenue in GB&M increased by 2%, maimnly from higher trading mmcome in Equities and from increased client flows in
Foreign Exchange (‘FX’) coupled with hugher Capital Financing income These increases were partly offset by lower
revenue 1n Balance Sheet Management { BSM )

Loan impairment charges were lower by HK$1,279m compared with 2014, mainly 1n GB&M due to an individually
assessed impairment charge in 2014, followed by a partial release 1n 2015

Operating expenses rose by HK$3,663m or 9% compared with 2014, mainly due to higher staff costs from wage
inflation and increased average headcount to support business growth, coupled with higher investment in regulatory
programmes and compliance The increasc also included charitable donations and other expenses in relation to the
150th anniversary banknotes 1ssuance
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Geographical Regions {confinued)

Rest of Asta-Pacific profit before tax by global business

Retal Rest of
Banking Global Global Intra- Asia-
and Wealth Commercial Banking &  Private segment Paafic
Management Banlung  Markets Banking Other elimination Total
HKSm HKS$m HKSm HK$m HKS$m HKS$m HK$m
2015
Net interest income 12,196 11,383 15,878 539 1,151 570 41,717
Net fee income/(expense) 4,349 1516 4,748 524 (98) - 13,339
Net trading income 528 1,379 7919 253 426 {570) 9,935
Net income/{expense) from financial
instruments designated at fair value 629 11 25 - (5) - 660
Garns less losses from financial
investments 6) (k)] 236 - 94 - 2
Dividend 1ncome 11 - - - 7 - 18
Net insurance premium income 551 1,328 - - - (4) 6,835
Other operating income 428 249 471 23 965 (703) 1,433
Total operating income 23,646 18,163 29,277 1,339 2,540 (707) 74,258
Net insurance claims and benefits paid and
movement 1n habilities to policyholders (5,260) (1,261) - - - (1) (6,522)
Net operating income before loan
impairment charges and other credit nsk
provisions 18,386 16,902 29,277 1,339 2,540 (708) 67,736
Loan impairment (charges)/releases and
other credit ngk provisions (1,060) (2,881) 72 (1) (5} - (3,875)
Net operating income 17,326 14,021 29,349 1338 2,535 (708) 63,861
Operating expenses (14 856) (8,565) (9,780} (R85) (1,666} 708 (35,044)
Operating profit 2,470 5,456 19,569 453 869 - 28,817
Share of profit in associates and joint
ventures 2,029 11,223 2,338 - - — 15,590
Profit before tax 4,49% 16,679 21,907 453 869 — 44,407
2014
Net interest income 13,331 11,299 15,909 590 2,053 1,151 44,333
Net fee income/(expense) 4,949 4,286 5,075 417 (101) - 14,626
Net trading income/{expense) 635 1,466 7.384 288 (63) (1,151) 8,559
Net income/(expense} from financial
instruments designated at fair value 920 15 5 - (26) - 914
Gains less losses from financial
mnvestments 5 5 79 - 14 - 103
Dividend income S 1 - - 6 - 12
Net misurance premium income 4,981 2,115 - - 1 (16) 7,081
Other operating income 724 404 489 3 715 (702) 1,693
Total operating income 25,550 19,591 28,941 1,298 2,659 (718) 71,321
Net insurance claims and benefits paid and
movement 1n Liabikities to policyholders (5,246) (2,032) — — - 12 (7,266)
Net operating mncome before loan
impairment charges and other credit nsk
provisions 20,304 17,559 28,941 1,298 2,659 (706) 70,055
Loan impaiment (charges)/releases and
other credit risk provisions {1,319 (1,080) (50) 1 1 - (2,447)
Net operating income 18,985 16,479 28891 1,299 2,660 (706) 67,608
Operating expenses (15,326) (8,271) (9,629) (885) (1,338) 706 (34,743)
Operating profit 3,659 8,208 19,262 414 1,322 - 32,865
Share of profit in asscciates and jount
ventures 2042 11,019 2,295 - 2 — 15,358
Profit before tax 5,701 19,227 21,557 414 1,324 - 48,223
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

p= = - = -

Geographical Regions (continued)

Rest of Asia-Pacific reported pre-tax profits of HK$44,407m compared with HK$48,223m m 2014, a decrease of 8%
The decrease 1n pre-tax profits was largely due to an unfavourable impact from foreigh exchange Excluding this
impact, pre-tax profits dropped by 3%, mainly due to higher operating expenses and higher loan impairment charges,
partly offset by increased revenue

Excluding the unfavourable impact from foreign exchange, revenue increased by 4% compared with 2014, with growth
reported by most countries across the region

In mainland China, revenue tncreased by 4%, notably in GB&M from higher Securnities Services income due to strong
average deposit growth Income from FX and Rates also increased, partly offset by lower net interest income 1n
Payments and Cash Management from deposit spread compression, and in BSM following successive interest rate cuts

Elsewhere in Asia, excluding the impact from foreign exchange, revenue increased in Malaysia driven by higher
revenue in GB&M In Singapore, revenue increased mainly from higher net interest income, benefiting from wider
deposit spreads Revenue in India and Indonesia also increased, mainly due to higher net interest income from growth
n customer lending and deposits, while Indonesia also benefited from improved lending spreads These increases were
partly offset by lower revenue 1in Tarwan

Loan impairment charges increased by HK$1,428m compared with 2014, driven by Indonesia and to a lesser extent
India, Austraba and Singapore, partly offset by lower impairment charges m mamland China and Vietnam

Operating expenses mncreased by HK$301m, or 1% compared with 2014  Excluding the impact from foreign
exchange, operating expenses increased by 9%, mainly from higher staff costs due to termination benefits in India, and
from wage mflation across the region Other administrative expenses also increased from higher usage of Global
Services Centres, coupled with increased investment in regulatory programmes and comphance

Share of profits in associates and joint ventures rose by HK$232m, mainly from a higher share of profits from Bank of
Commurnications Co , Limited
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Net interest income

2015 2014
HKSm HK$m
Net interest income 94377 95,109
Average mierest-eaming assets 5311,284 4971127
Net interest margin % %
Spread 167 179
Contnbution from net free funds 011 012
Total 178 191

Net interest income ( NII ) decreased by HK$732m compared with 2014 due to an unfavourable foreign exchange
impact Excluding the impact from foreign exchange, NII rose by HK$2,410m, or 3%, manly from balance sheet
growth, although this was partly offset by a reduction 1 net interest margin in most countries across the region,
coupled with lower BSM revenue in Hong Kong and mainland China

Average interest-earning assets increased by HK$334bn, or 7%, compared with 2014 Excluding the impact from
foreign exchange, average financial vestments increased by 16%, while customer lending grew by 6%, notably in
term lending and morigages

Net interest margin decreased by 13 basis points compared with 2014, driven by compressed spreads on both customer
deposits and lending, coupled with lower yields on financial investments

In Hong Kong, the net interest margin for the Bank decreased by nine basis potnts, mainly due to compressed spreads
on term lending and lower reinvestment yields in BSM, although the decrease was partly offset by improved spreads
on trade-related lending and corporate customer deposits

At Hang Seng Bank, the net interest margin decreased by 13 basis points, mainly due to compressed spreads on
customer lending and lower remvestment yields in BSM, partly offset by improved customer deposit spreads

tn the Rest of Asia-Pacific, the net interest margin also decreased in most countries 1n the region, notably in mainland
China due to lower reinvestment yields in BSM and compressed customer deposit spreads, m Austraha from
compressed customer deposit spreads, and 1n Malaysia from narrower customer lending spreads
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review {continued)

Net fee income

2015 2014
HK$m HK$m
Brokerage 9327 7.697
Cards 7,072 7.082
Unit trust 6,598 6,531
Import/export 4,340 4,968
Funds under management 4,461 4,193
Remittances 3,438 3,508
Credit facihities 3,219 2,997
Account services 2,976 2925
Underwnting 1214 1,949
Insurance 1,482 1,400
Other 7,799 7412
Fee income 51,926 50,662
Fee expense {6,267) (6,040)
Net fee income 45,659 44,622
Net trading income
2015 2014
HKS$m HK$m
Dealing profits 17,523 13,674
Net interest tncome on trading assets and habihities 4,439 5,168
Dividend income from trading secunties 1,674 1,384
Net loss from hedging activities (20) (6)
Net trading income 23,616 20220
Gains less losses from financial iInvestments
2015 2014
HKSm HKS$m
Gam on partial disposal of investment 1n Industnal Bank 10,636 -
Gain on sale of nvesiment in Bank of Shanghai - 3,320
Gains on disposal of other available-for-sale secunties 983 1,288
Impairment of available-for-sale equity investments ()] (2,219)
Gains less losses from financial investments 11,611 2.389

2014 included an impairment charge of HK$2 103m on our investment in Industrial Bank
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Other operating iIncome

2015 2014

HKS$m HK3$m

Gan on 150" anniversary banknotes 1ssuance 693 -
Maovement in present value of in-force insurance business 4,689 3,581
Gains on mvestment properties 480 670
Gain on disposal of property, plant and equipment, and assets held for sale 134 61
Gain on disposal of subsidiaries, associates, joint ventures and business portfolios 23 104
Rental income from investment properties 404 422
Loss on reclassification of Techcom Bank - (251)
Other 4,016 3915
Other operating income 10,439 8,502

In 2015, the Bank issued commemorative banknotes to celebrate its 150th anmversary, recognising a gain on
banknotes 1ssuance There was a corresponding increase in operating expenses, reflecung charitable donations and
other expenses 1n relation 1o the banknotes 1ssuance

Insurance income

Included in the net operaung income are the following revenues earmed by the insurance bustness

2015 2014
HK$m HK$m
Net interest income 10,486 9,439
Net fee income 1,941 2,083
Net trading loss (656) (512)
Net income/(loss) from financiat instruments designated at farc value (2,783) 4159
Net thsurance premium ncorme 52,593 57,307
Movement in present vaiue of n-force business 4,689 3,581
Cther operating income 768 173
67,030 76,230
Net insurance claims and benefits paid and movement 1n liabilittes to policyholders {52,431) (60 182)
Total insurance income 14,599 16 048

Net interest income increased by 11% from growth 1n the debt secunities portfolio, reflecting net inflows from new and
renewal hife insurance premiums

A net loss from financial instruments designated at fair value was recorded 1n 2015, reflecting the unfavourable equity
market performance 1n the second half of 2015 To the extent that revaluation 1s atinbutable to policyholders, there 1s
an offsetting movement reported under Net wnsurance claims and benefits paid and movement in habilites to
pohicyholders’

Net nsurance premium ncome decreased by 8%, mainly in Hong Kong due to a change in sales mix, with a
corresponding decrease 1n ‘Net insurance claims and benefits paid and movement in habilities to policyholders’

The movement 1n present value of in-force business increased by HK$1,108m, mainly due to a favourable inierest rate
assumption update in Hong Kong 1n 2015, with a corresponding increase in "Net insurance claims and benefits paid
and movement in liabilities to pohicyholders’ The increase was partly offset by a decrease tn the value of new business
as a result of the change 1n sales mix

Other operating income was higher largely due to a gain on disposal of available-for-sale securities which resulted i a
corresponding increase tn Net insurance c¢laims and benefits paid and movements 1n habilities to policyholders’
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (contnued)

Loan impairment charges and other credit nsk provisions

2015 2014
HKSm HK$m
Individually assessed impaurment charges
New charges 4,011 47202
Releases (1,390) {1,420)
Recoveries (305) (156}
2316 2,626
Collectively assessed impairment charges 21,656 2272
Other credit nsk provisions 102 27
Loan impairment charges and other credit nsk provisions 5,074 4 925
Operating expenses
2015 2014
HKS$m HK$m
Employee compensation and benefits 41,126 38,894
Cieneral and admimistrative expenses 29,883 28278
Depreciation of property plant and equipment 4,380 4,107
Amortisation and impairment of intangible assets 1,602 1671
76,991 72 950
2015 2014
Y% %
Cost efficiency ratio 420 421

Employee compensation and benefits increased by 11K$2,232m refleccung wage inflation and higher termination
benefits, coupled with higher average headcount to support busimess growth and regulatory programmes and

compliance

General and admimistrative expenses increased by HK$1,605m mamly due to increased investment n regulatory
programmes and compliance, and also included chamtable donations and other expenses in relation to the 150th

anniversary banknotes yssuance
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Operating expenses (continued)}

Staff numbers by region (full tme equivalent)

At 31 December

2015 2014
Hong Kong
The Bank and wholly-owned subsidianies 21,112 21,153
Hang Seng Bank Hong Kong 8,244 8,215
Total Hong Kong 29356 29,368
Rest of Asia-Pacific
Australia 1,658 1,682
Mainland China 8,955 9,106
Malaysia 4,652 4,665
India 4,610 4,737
Indonesia 5413 5,496
Singapore 3,189 3,077
Tarwan 2,111 2,320
Others 7,608 7.843
Total Rest of Asia-Pacific 38,196 38,926
Total 67,552 68,294
Tax expense
The tax expense in the consohdated income statement comprises
2015 2014
HKSm HK$m
Current income tax
Hong Kong taxation 9871 8,862
Overseas taxation 8,295 8,696
Deferred 1axation (870) 1,454
17,296 19012
Effective tax rate 14 7% 17 1%

The lower effective tax rate in 2015 was largely due 1o the non-taxable gain from the partial disposal of investment tn

Industrial Bank in 2015

Assets

Cash and sight balances at central bank
Reverse repurchase agreements — non-trading
Placings with and advances 10 banks

Loans and advances to customers

Financial investments

Other!

| Excluding Hong Kong Government ceriificates of indebtedness

2014
HKSm % HK$m %
151,103 22 156,475 23
212,779 32 218,901 33
421,221 63 488,313 73
2,762,290 410 2815216 423
1,716,046 255 1,456,493 219
1,470,060 218 1,526,694 229
6,733,499 100 ¢ 6 662,092 100 0

Gross loans and advances to customers 1 Hong Kong increased by HK$19bn, or 1%, dunng 2015, largely from
growth 1n residential mortgage lending of HK$33bn and other personal lending of HK$10bn, partly offset by a
decrease of HK$25bn 1n corporate and commercial lending

In the Rest of Asia-Pacific, gross loans and advances to customers decreased by HK$71bn, or 6%, due to an
unfavourable foreign exchange impact of HK$85bn Excluding the impact from foreign exchange, gross customer
advances increased by HK$14bn, maimnly in residential mortgage from busmess growth n mainland China and

Australia
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Customer accounts
2015 2014
Custamer accounts by type HK$m HK$m
Current accounts 949,169 919,343
Savings accounts 2,645,151 2,379,651
Other deposit accounts 1,045,756 1,180,998
Total 4,640,076 4,479,992
Customer accounts by regron
Hong Kong excluding Hang Seng Bank 2,361,789 2,173,472
Hang Seng Bank Hong Kong 905,255 844,537
Rest of Asta-Pacific 1,373,032 1,461,983
Total 4,640,076 4479992
2015 2014
Yo Y
Advances-to-deposits ratio 595 62 8

Customer accounts increased by HK$160bn, notably in Hong Kong

Equity

Equity increased by HK$28bn, or 5%, to HK$636bn The increase came from retained profits and an increase in the
property revaluation reserve These were offset by decreases 1n foreign exchange and available-for-sale reserves
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Risk Report

Risk Management

(Unaudited)

All the group s activities involve to varying degrees, the measurement, evaluation, acceptance and management of rish
or combinations of nsks

As a provider of banking and financial services we actively manage nisk as a core part of our day-to-day actuivities

Risk management framework

The HSBC Group Head Office formulates high-level nsk management policies for the HSBC Group worldwide We
employ a nsk management framework at all levels of the organisation, underpinned by a strong nisk culture and
remforced by HSBC Values and our Global Standards This 1s set out below

HSBC Culture and Values

The Board approvesrisk appetite, plans and performance targets

Role of Board and its Committees which sets the ‘tone from the top’
Risk Committee advises on risk appette, nsk governance and other
Risk Commuttee tugh-level nskrelated matters

Formulate and implement strategy withunrisk appetite Responsible

Role of senior management for nsk governance and controls

Risk Descnbes the types and quantum of nsks we are prepared to accept
1sk Appetite in achieving our medium and long-term strategic goals

Risk governance framework Ensures appropriate oversight and accountability of nsk

Enterprise-wide risk management tools
Processes to identify, monitor and mitigate risks to ensure we

remains within our nisk appetite

Risk map Top and emerging risks Stresstesting
Our Three lines of defence’ model defines roles and responsibiities
i for nsk management
: § Three lines of Peop! Independent Our risk culture empowers people to do the right thing for our
= defence mode! cople Risk function customers, retnforced by our approach to remuneration
i AnIndependent Risk function ensures the necessary balance in
g nsk/returndeosions
&5
ldentsfication :"d Montoring  Mitigation lt Reporting  Essentialfor the effective managementofrisk
assessmen managemen!
Banking and nsurance risks Risks anistng from our business activities that are measured,
monitored and managed
Risk policies and practices Set by Risk stewards for each of cur principal banking and insurance
! P sks
W
internal Controls The Operabional Risk Management Framewor k defines mimmum standards and
processes for operational nsks and internal controls across the Group

Tools, technology and infrastructure

Risk governance structure

Robust nsk governance and accountabihty are embedded throughout the Group through an established framework that
ensures appropriate oversight of, and accountability for, the effecuve management of rsk at all levels of the
orgamsation and across all risk types The consistency of governance structures across HSBC 1s enforced through nsk
management committees and adherence to consistent standards and risk management policies

The Board has ultimate responsibility for approving the group s nsk appetite and the effecive management of nsk
The group s Risk Committee advises the Board on risk appetite and its alignment with strategy, nsk governance and
internal controls, and high-tevel risk related matters
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Executive accountabilty for the ongoing monitoning, assessment and management of the nsk environment and the
effectiveness of our nsk management policies resides with the Risk Management Committee Day-to-day nisk
management activities are the responsibility of senior managers of individual businesses, supported by global
functions as described under Three hines of defence on page 25

Risk appetite

The group s Risk Appetite Statement ("RAS ) 1s the written articulation of the aggregated level and types of risk that
we are willing to accept in our business activities in order to achieve our medium to long-term business objectives 1t 15
a key component of our management of risk and 1s reviewed on an ongoing basis, with formal approval from the
Board on an annual basis on the recommendation of the group s Risk Commitiee

The group s actual nsk appetite position s reported to the group's Risk Management Commitiee { RMC ) on a
monthly basis to enabie senior management to momntor the risk profile and guide business activities in order to balance
risk and return, allowing risks to be promptly dentified and mitigated, and inform nisk-adjusted remuneration to drive
a strong sk culture across the group

The RAS s established and monitored as part of the Global Risk Appetite Framework (*GRAF’), which provides a
globally consistent and structured approach to the management, measurement and control of nsk by detailing the
processes, governance and other features of how risk appetite 1s cascaded to drnive day-to-day decision-making through
policies, limits and the control framework

Risk appetite informs the strategic and financial planning process, defining the desired forward-looking risk profile of
the group [t 1s also embedded in other enterprise nsh tools such as top and emerging risks and stress testing to ensure
consistency 1n risk management Global businesses and strategic countries are required to have their own RASs, which
are subject to assurance to ensure they remain directionally aligned to the group’s All RASs and business activities are
guided and underpinned by a set of qualitative principles Additonally, quantitative metrics are defined along with
appeute and tolerance threshotds for ten nisk areas

Enterprise-wide risk management tools

The following processes to 1dentify, manage and mitigate nisks are integral to nsk management at HSBC, ensuring that
we remain within our nisk appetite

Risk map

The risk map process provides a point-in-time view of the risk profile of the group across a suite of risk categories,
including our matenal banking risks and insurance nisks (see page 28) It assesses the potential for these risks to
matenally affect our financial results, reputation or business sustainability on current and projected bases

The risks presented on the risk map are regularly assessed through our risk appetite profile, are stress tested and, where
thematic 1ssues arise, are considered for classification as top or emerging nsks

Top and emerging risks

Identifying, managing and momtoring risks are integral o our approach to nsk management Our top and emerging
nsks process provides a forward-looking view of those nisks which have the potential to threaten the execution of our
strategy and our global operations Top and emerging risks are generally described thematically, and may have an
impact across multiple nsk map categories, global businesses or countries We define a top nsk’ as a thematic 1ssue
ansing across any combination of risk map categones, countries or global businesses which has the potential to have a
material effect on the group’s financial results, reputation or long-term business model, and which may form and
crystallise between six months and one year The nsk impact may be wel] understood by senior management, with
some mitigating actions already in place Stress tests of varying granularity may also have been carried out to assess
the effect

An ‘emerging rsk’ 1s defined as a thematic 1ssue that has large unknown components which may form and crystaliise
beyond a one year time honzon If it were to materialise, it could have a sigmficant matenal effect on a combination of
the group’s long-term strategy, profitabihty and reputation Existing management action plans are likely to be minimal,
reflecting the uncertain nature of these nsks at this stage Some high-level analysis and/or stress tesung may have been
carried out to assess the impact
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Our top and emerging nsk framework enables us to 1dentify and manage current and forward-looking risks to ensure
our nsk appetite remains appropriate The ongoing assessment of our top and emerging risks 15 informed by a
comprehensive suite of nsk factors (see page 26) and the results of our stress testing programme When our top and
emerging nisks result 1n our risk appetite being exceeded, or have the potential to exceed, we take steps to mitigate
them, including reducing our exposure to areas of stress

Stress testing

Our stress tesung and scenario analysis programme examines the sensitivities of our capital plans and unplanned
demand for regulatory capital under a number of scenarios and ensures that top and emerging risks are appropriately
considered These scenanos include, but are not hmited to, adverse macroeconomic events, faillures at country, sector
and counterparty levels, geopolitical occurrences and a variety of projected major operational risk events The group s
Risk Commuttee 15 informed and consulted on the group s stress testing activities, as appropriate

The development of macroeconomic scenartos 1s a cntical part of the process Potential scenarios are defined and
generated by a panel of economic experts from various global teams, including Risk and Finance Scenanos are
translated into financial impacts, such as on our forecast profitability and nsk weighted assets { RWAs ), using a suite
of stress testing models and methodologies Models are subject to independent model review and go through a process
of vahidation and approval Model overlays may be considered where necessary

Stress testing results are subject to a review and challenge process at regional, global business and Group levels and
action plans are developed to mitigate 1denufied nisks The extent to which these action plans would be implemented 1n
the event of particular scenarios occurring depends on senior management’s evaluation of the rnisks and their potential
consequences, taking 1nto account the group’s nisk appetite

In add:ition to the Group-wide risk scenarios, the group conducts regular macroeconomic and event-driven scenario
analyses specific to 11s region We also participate in local regulatory stress testing programmes, where required

Stress testing 1s applied to risks such as market risk, liquidity and funding nsk and credit risk 1o evaluate the potential
effects of stress scenarios on portfolio values, structural long-term funding positions income or capital

Reverse stress testing 1s run annually on both Group and, where required, subsidiary entity hases This 1s conducied by
assuming the business model 1s non-viable and works backwards to i1dentify a range of occurrences that could bring
that event about Non-viability might occur before the group s capital 1s depleted, and could result from a variety of
events, including 1diosyncratic or systemic events or combinations thereof It could imply faillure of the group’s
holding company or one of its major subsidiaries Reverse stress testing 1s used to strengthen our resilience by
wdentifying potential stresses and vulnerabilities which the group might face and helping to inform early-warning
triggers, management actions and contingency plans designed to mitigate their effect, were they to occur

Responsibihities
Three lines of defence

We use the three lines of defence model to underpin our approach to strong nisk management It defines who 1s
responsible to do what to identify, assess, measure, manage, monutor, and mitigate risks, encouraging collaboration
and enabling efficient coordination of risk and control activities

People

All employees are required to identify, assess and manage risk within the scope of their assigned responstbilities and,
as such, they are critical to the effectiveness of the three lines of defence

Clear and consistent employee communication on risk conveys strategic messages and sets the tone from senior
leadership A suite of mandatory traiming on cntical nisk and compliance topics 1s deployed to embed skills and
understanding and strengthen the nsk culture within HSBC It reinforces the attitude o risk in the behaviour expected
of employees, as described in our risk policies The tratning 1s updated regularly, describing techmcal aspects of the
various risks assumed by the group and how they should be managed effecuively Staff are supported 1n their roles by a
disclosure line which enables them to raise concerns confidentially

Qur risk culture 1s reinforced by our approach to remuneration Individual awards, including those for executives, are
based on compliance with HSBC Values and the achievement of financial and non-financial objectives which are
aligned to our nsk appetue and global strategy
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Independent Risk function

The group’s Risk function, headed by the group s Chief Risk Officer, 1s responsible for enterpnse-wide risk oversight
This includes establishing and monitoring of nisk profiles and forward-looking nsk identification and management
The group s Risk function, which 1s independent from the sales and trading functions of our businesses, has functional
responstbility for nsk management 1n support of the group s global businesses This dependence ensures the
necessary balance in nsk/return decisions

Risk factors

We have identified a comprehensive suite of risk factors which covers the broad range of risks to which our businesses
are exposed

A number of the risk factors have the potential to affect the results of our operations or financial condition, but may
not necessanly be deemed as top or emerging nisks However, they mform the ongoing assessment of our top and
emerging nsks which may result in our nsk appetite being revised The nisk factors are

Macroeconomic and geopolitical risk

» Current economic and market conditions may adversely affect our results

* We are subject to political and economic risks in the counines i which we operate, including the nsk of
government intervention

* We may suffer adverse effects as a result of the renewed economic and sovereign debt tensions in the eurozone

e Changes 1n foreign currency exchange rates may affect our results

Macro-prudentizl, regulatory and legal risks to our business model

o Failure to implement our obligations under the deferred prosecution agreements could have a matenal adverse
effect on our results and operations

» Failure to comply with certain regulatory requirements would have a material adverse effect on our results and
operations

* Falure to meet the requirements of regulatory stress tests could have a material adverse effect on our capital
position, operations, results and future prospects

e We are subject to a number of legal and regulatory actions and investigations, the outcomes of which are inherently
difficult to predict, but unfavourable outcomes could have a matenal adverse effect on our operating results and
brand

e Unfavourable legislative or regulatory developments, or changes tn the policy of regulators or governments, could
have a material adverse effect on our operations, financial condition and prospects

e We are subject to tax-related nsks in the countries in which we operate which could have a matenal adverse effect
on our operating resulis
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Rusks related to our business, business operations, governance and mternal control systems

* The delivery of our strategic prienities 1s subject to execution risk

*  We may not achieve all the expected benefits of our strategic initiatives

* We operate in markets that are highly competitive

+ Our nsk management measures may not be successful

* Operational nisks are inherent in our business

= Our operations are subject to the threat of fraudulent activity

* Our operations are subject to disruption from the extemal environment

»  QOur operattans utilise third-party suppliers and service providers

« Qur operations are highly dependent on our information technology systems

+ We may not be able to meet regulatory requests for data

¢ QOur operations have inherent reputational nsk

s We may suffer losses due to employee misconduct

*  Werely on recruiting, retaining and developing appropnate sentor management and skilled personnel

¢ Our Financial Statements are based in part on judgemenis, estimates and assumptions which are subject to
uncertainty

¢ The group could incur losses or be required to hold additional capital as a result of model himitauons or failure

e Third parties may use us as a condwit for 1llegal activities without our knowledge, which could have a material
adverse effect on us

* We have significant exposure to counterparty nisk

» Market fluctuations may reduce our income or the value of our portfolios

¢ Liquidity, or ready access to funds, 15 essential to our businesses

¢ Any reduction 1n the credit rating assigned to HSBC Holdings plc, any subsidiaries of HSBC Holdings ple or any
of their respective debt secunities could increase the cost or decrease the availability of our funding and adversely
affect our hquidity position and interest margins

* Rusks concerning borrower credit quality are inherent 1n our businesses

e Our msurance business 1s subject to risks relating to insurance claim rates and changes in insurance customer
behaviour

» We may be required to make substantial contributions to our pension plans
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Risks managed hy HSBC

The principal risks associated with our banking and insurance manufacturing operattons are descnbed 1n the tables

below

Description of risks - banking operations

(Audited)
Rasks Ansing from Measurement, monitoring and management of risk
Credit nsk
The nisk of financral loss if a ® Credit nsk anses pnncpaily from Credit nsk
customer or counterparty fails to direct lending, trade finance and e 1s measured as the amount which could be lost if a
meet an obligatton under a leasing business, but also from certan  customer or counterparty fails to make repayments In
contract other products such as guaraniees and  the case of denvatives, the measurement of exposure
denivatives takes nto account the current mark to market value of
the contract and the expected potenttal change in that
value over time caused by movements tn market rates,
¢ s momiored within limits approved by individuals
within a framework of delegated authonties These
himts represent the peak exposure or loss to which the
group could be subjected should the customer or
counterparty fall to perform 1ts contractual
obligations, and
* 15 managed through & robust nsk control framework
which outlines clear and consistent policies, pnnciples
and guidance for risk managers
Liquidity and funding risk
The risk that we do not have * Liquudity nsk anses from mistnatches Liguidity and funding nsk
sufficient financial resources to 1n the timing of cash flows ¢ 15 measured using ntemal metnics including stressed
meet our obligattons as they fall due » Funding nsk anses when the hquidity  operational cash flow projections, coverage ratio and
or that we can only do so at needed to fund 1hiquid asset positions  advances to core funding ratios,
excessive cos! cannot be obtained at the expected  is monitored against the Group’s hiquidity and funding
terms and when requred risk framework and overseen by regional Asset and

Liabality Management Commuttees (*ALCQ’s), Group
ALCO and the Risk Management Meeting of Group
Management Beard ("GMB’), and

15 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

Market risk

The nisk that movemenis m market  Exposure to market nsk 15 separated into
Jactors, including foreign exchange  two portfolios

rates and commodity prices, « Trading portfohos comprise positions
tnieresi rates, credit spreads and ansing from market-making and
equaly prices, will reduce our warchousing of customer derived
tncome or the value of our positions

portfolios * Non-trading portfolios  compnise

positions that pnmanly arnise from the
interest rate management of our retail
and commercial banking assets and
liabilitties,  financial  investments
designated as avarlable-for-sale and
held to maturity, and exposures ansing
from our insurance operations

Market nisk
# 15 measured 1n terms of value at nsk, which 1s used to

esumate potential losses on nisk positions as a result
of movements mn market rates and prices over a
specified time hortzon and to a given level of
confidence, augmented wath stress testing to evaluate
the potential impact on portfolio values of more
extreme, though plausible, events or movements i a
set of financial vanables,

15 monitored using measures including the sensitivity
of net interest ncome and the sensitivity of structural
foreign exchange which are applied to the market risk
positions within each nsk type, and

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

28




Risks

Armising from

Measurement, monitoring and management of nsk

Operational nsk

The nisk to achieving our strategy
or obyectves as a result of
tnadequate or faled internal
processes people and systems or
Jrom external events

Operational nsk anses from day to day
operations or external events, and 1s
relevant to every aspect of our business

Operational nisk

e 15 measured using both the scenario analysis process
and the nsk and control assessment process, which
assess the level of sk and effectiveness of controls,

* 15 monitored using key indicators and other internal
control activities, and

e 1s primanly managed by global busmness and
functional managers They identify and assess nisks,
implement controls to manage them and monitor the
effectiveness of these controls using the operational
nsk management framework The Global Operational
Rusk function 15 responsible for the framework and for
overseeing the management of operational nsks
within businesses and functions

Comphance risk

The risk that we farl to observe

the letter and spinit of all relevant
laws, codes, rules, regulatrons and
standards of good market prachce,
and incur fines and penalties and
suffer damage to our businessas a
consequence

This inchudes our obligations under
the Deferred Prosecution
Agreement (DPA) and related
agreements and consent orders
This 15 discussed further in note 52

Compliance nsk 15 part of operationat
nsk, and anses from rules, regulations,
other standards and Group policies,
including those relating to anti-money
laundenng, anti-bnbery and cormuption,
counter-terronst and proliferation
financing, sanctions compliance and
conduct of business

Comphance nsk
* 15 measured by reference to dentfied metnes,
incident assessments (whether affecting the Group or
the wider industry), regulatory feedback and the
Judgement and assessment of comphance officers 1n
our global businesses, regions and functions,
* 13 monitored agamnst our compliance nsk assessments
and metncs, the results of the momitonng and control
activities of the second line of defence functions,
including the Financial Cnme Comphance and
Regulatory Compliance sub-functions, and the results
of mternal and external audits and regulatory
mspections, and
15 managed by establishng and communicating
appropnaic  pohcies and  procedures, traming
employees in them, and monntoning activity to assure
their observance Proactive nsk control andfor
remedration work 1s undertaken where required

Other materal nsks

Reputational nsk

The nisk that iilegal, unethical or
inappropriate behaviour by the
group itself, members of staff or
clrents or representatives of the
group will damage our reputation,
leading, potennaily 10 a loss of
business fines or penalties

Reputational nsk encompasses negative
reaction not only to activities which may
be itlegal or against regulations, but also
to activities that may be counter to
socictal standards, values and
expectations It anses from a wide
vanety of causes, including how we
conduct our business and the way mn
which chents to whom we provide
financtal services, and bodies who
represent us, conduct themselves

Reputanional nisk

» 15 measured by reference to our reputation as indicated
by our dealings with all relevant stakeholders,
mcluding  media, regulators, customers and
employees,

* 15 monitored through a reputational nsk management
framework, taking nto account the results of the
comphance nsk monitoring activity, and

* 15 managed by every member of staff and 1s covered
by a number of policies and guidelines There 1s a
clear structure of committees and individuals charged
with mitigating reputational risk, including the Group
Reputational  Risk  Policy Commttee and
regional/business equivalents
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Our insurance manufactunng subsichanes are separately regulated from our banking operations Rishs in the insurance
entiies are managed using methodologies and processes appropriate to insurance manufacturing operations but
remain subject to oversight at group level Our insurance operauons are also subject to the operational and other
matenial nsks presented in relation to the banking operations, and these are covered by the group s respective nisk

Management processes

Description of risks - msurance manufacturing operations

Risks

Arnising from

Measurement, monitoring and management of risk

Insurance nsk

The risk that, over time, the cost of
acquiring and admnistering an
insurance contract and paymng
claims and benefits may exceed the
aggregate amount of premuums
recerved and mvestment income

The cost of claims and benefits can be Insurance nisk

influenced by many factors, ncluding
mortality and morbidity expenence, lapse
and surrender rates and, if the policy has a
savings clement, the performance of the
assets held to support the liabilities

» 1s measured in terms of hfe insurance Liabihities,
¢ 15 momtored by the Risk Management Committee of

the Insurance operations, which checks the nsk
profile against the nsk appetite for nsurance
business, and

» 15 managed both centrally and locally using product

design, underwnting, remnsurance and claims-
handhing procedures

Finaneial risks

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

Contracts with discrenonary
parlicipation 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 nsks anses from
* market nsk of changes in the fair values
of financial assets or therr future cash
flows from fluctuations in vanables
such as interest rates, foreign exchange
rates and equity prices,
credit nsk and the potential for financial
loss following the default of third
parties in meeting thewr obligations, and
* liqudity nsk of entities not being able
to make payments to policyholders as
they fall due us there are msufficient

assets that can be realised as cash within o

the required timeframe

Financial nisks
» are measured sepamately for each type of nsk

— market nsks are measured it terms of exposure to
fluctuations 1n key financial vanables,

— credit nisk 1s measured as the amount which could
be lost 1f a counterparty fails to make repayments,
and

~ lLigudity nisk 1s measured using intermal metnics
meluding  stressed  operational cash  flow
projections,

are monitored within limits approved by individuals
withm a framework of delegated authorities,
are managed through a robust nsk control
framework which outlines clear and consistent
policies, principles and guidance for nsk managers
Substdiaries manufactunng products with guarantees
are usually expesed to falls in market interest rates
and equity pnces to the extent that the market
exposure cannot be managed by using any
discretionary participation (or bonus) features within
the policy contracts they 1ssue, and

can be miugated through shanng of nisk with

policyholders under the discretionary participatien

features for participating products
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Exposure to risks artsing from the business actvities of global businesses (Unaudited)

The chart below provides a high level guide to how the group s business activities are reftected in our risk measures
and 1n our balance sheet

The assets and liabilities indicate the contribution each business makes to the balance sheet, while RWAs 1illustrate the
relative size of the risks incurred in respect of each business

The Honghong and Shanghai

Banking Corporation Limited

Global RBWM GR&M
buuness
migd 2
Bank g, i,
ntral Sperations, .0
] z;‘} N
i) s
S
w5
solutions and g,
B R A
usiness b faancral plammg £ Lo, v
activiieey
=, 2 manufscturing
e ]
Ea ~%jf’
Balance *  Assets 12
sheet! +  Customer
accounts 2,353 ACCOUNtS 1280 acoounts 2
I 1 1 —
HKS$bn HkSbn Hhk$bo HK3$bn HESbn
¢ Credtt nsk 270 «  Credn nisk 751 + Credit nsk 646 s Credit nsk 2 s Credit nsk 254
RWAs * Operational risk &4 +  Counterpany «  Counterparty s Counterparty *  Operational nsk 20
credit nsk - credir nsk 175 credut nsk b4
+ Operational nsk 61 » Operauonat risk 151 *  Operanonal nsk 3
¢ Market nsk 101
I I I e I
Rusk Liquidsty and funding nsk Reputanonal nsk and
Profile Insurance risk_The latter 13 predomunantly in RBWM and CMB

1 The sum of balances presented does not agree to the consolidated financial statements, because balances between global businesses

are not ehnunated here
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T

Credit Risk
{Audited)

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

s Formulating credit polhicies which are consistent with the Group credit policy and documenting these 1n detail in
dedicated manuals

¢ Estabhshing and maintaining the group s large credit exposure policy This pohicy delineates the group s maxtmum
exposures 1o individual customers, customer groups and other risk concentrations

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

» Undertaking an objective assessment of risk All commercial non-bank credut facilities orginated by the group in
excess of designated limits are subject to review prior to the faciliies being commutted to customers

» Controlling exposures to banks and other financial insttutions The group s credit and settlement nisk hmus to
counterparties 1n the finance and government sectors are designed to optimise the use of credit availabihty and
avoud excessive risk concentration

* Managing exposures to debt secunities by establishing controls 1n respect of the hquidity of securities held for
trading and setting 1ssuer hmits for financial investments Separate portfolio hmits are established for asset-backed
securities and similar instruments

» Controlling cross-border exposures to manage country and cross-border risk through the imposition of country
limuts, with sub-himits by matunity and type of business

» Controlling exposures to selected industries When necessary, restrnictions are imposed on new business, or
exposures in the group's operating entities are capped

* Mamntaiming and developing nisk ratings 1n order to categorse exposures mearungfully and facilitate focused
management of the attendant nsks Rating methodology 1s based upon a wide range of financial analytics together
with market data-based tools which are core inputs to the assessment of counterparty nsk Although automated
nisk-rating processes are increasingly used for the larger facilittes, ultimate responsibihity for setting risk grades
rests in each case with the final approving executive Rusk grades are reviewed frequently and amendments, where
necessary, are tmplemented promptly

Both the group s Risk Management Committee ( RMC ) and HSBC Group Head Office recetve 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 sk approval authorities and approving definitive risk pohicies and controls It monitors
nisk inherent to the financial services business, recerves reports, determines action to be taken and reviews the efficacy
of the nsk management framework

The Executive Commuttee (‘EXCO ) and RMC are supported by a dedicated group nisk function headed by the Chief
Rask Officer, who 1s a member of both EXCO and RMC and reports to the Chief Executive

The Risk Commuittee also has responsibithity for oversight and advice to the Board on risk matters The key
responsibilities of the Risk Commuttee 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 Commitiee 15 also
responsible for the penodic review of the effectiveness of the internal control and risk management frameworks and
advising the Board on all high level nsk matters The Risk Commuttee approves the appointment and removal of the
group Chief Risk Officer
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(1) Credit exposure

Maximum exposure to credit risk

(Audited)

Our credit exposure 15 spread across a broad range of asset classes, inchuding 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 offseting requirements) For financial assets recognised on the balance sheet, the
maximum exposure to credit nsk equals therr carrying amount, for financial guarantees and similar contracts
granted, 1t 15 the maximum amount that we would have 1o pay iIf the guarantees were called upon For loan
commitments and other credit-related commitments that are urevocable over the life of the respective facilities, 1t
1s generally the full amount of the commutted facilities

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

2015 2014

HKS$m HK$m

Cash and sight balances at central banks 151,103 156,475
Items 1n the course of collection from other banks 25,020 21,122
Hong Kong Government certificates of indebtedness 220,184 214,654
Trading assets 257,851 365,846
Debt secunties 178,358 231,734
Treasury and other eligible bills 43,607 102,028
Other 35,886 32,084
Denvatives 380,955 389,934
Financial assets designated at fair value 18,825 17,238
Debt secunties 17,755 17,238
Treasury bills 1,070 -
Reverse repurchase agreements — non-trading 212,779 218,901
Placings with and advances to banks 421,221 488 313
Loans and advances 10 customers 2,762,290 2,815216
Personal 1,026,544 1,002,613
Corporate and commercial 1,627,598 1,704,134
Financial (non-bank financtal institutions) 108,148 108,419
Financial investments 1,706,981 1,407 362
Debt securities 1,015,345 862,826
Treasury and other eligible bulls 691,636 544 536
Amounts due from Group comparues 244,396 191,694
Other assets 76,035 82,000
Acceptances and endorsements 31,480 31,200
Other 44,555 50,800
Financial guaraniees and other credit-related contingent habilities 63,812 61,666
Loan commitments and other credit-related commitments® 2,545,291 2265453
At 31 December 9,086,743 8,695,874

1 Includes both revocable and irrevocable commuments

Total exposure to credit nsk remained broadly unchanged in 2015, with foans and advances remaiming to be the
largest element

() Credit guality of financial instruments
(Audied)

Five broad clasmifications describe the credit quahty of the group’s lending and debt secunuies ponfolios Each of
these classifications encompasses a range of more granular, internal credit rating grades assigned to wholesale and
retai] lending business, as well as the external ratings attributed by external agencies to debt securities
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Risk Report {continued)

There 15 no direct correlation between internal and external raungs at the granular level, except msofar as both fall
within one of the five classifications

Debt secunties

and

other bills Wholesale lending and dervatives Retail lending
12 month
External credit Internal credit probability of Internal credit
rating rating defanlt % rating' Expected loss %
Quahty Classification

Strong A- and above CRR’1 to CRR2 0-0169 EL* to EL2 0-0999
Good BBB+ to BBB- CRR3 0170-0740 EL3 1000- 4999

Satisfactory BB+ to B, and
unrated CRRA4 to CRRS 0741 -4914 EL4 to ELS 5000 -15999
Sub-standard B-to C CRR6to CRR8  49i5-9999 EL6to ELS 20 000 —-99 999
Impaired Default CRRY o CRR10 100 EL9 to EL10 100+ or defaulted*

1 We observe the disclosure comention that, in additton to those classified as EL9 to ELIO retil accounts classified ELI to ELS
that are delinguent by 90 days or more are considered impaired unless mdridually they have been assessed as not tmpaired (see
page 37 Agemg analysis of past due but not yet impared financial mstruments )

2 Customer risk rating

3 Expected loss
The EL percentage is dernved through a combmnanon of PD and LGD and may exceed 100% tn crrcumstances where the LGD 1s
above 100% reflecting the cost of recoveries Please refer 10 note 48 for defininions of PD and LGD

Quality classification definitions
(Audited)

» Strong Exposures demonstrate a strong capacity to meet financial commitments, with neghgible 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

* Good Exposures require closer monitoring and demonstrate a good capacity to meet financial commitments
with low default nsk Retail accounts typically show only short periods of delinquency, with any losses
expected to be minimal following the adoption of recovery processes

s Sausfactory Exposures require closer monitoring and demonstrate an average to fair capacity to meet financial
commitments, with moderate default risk Retail accounts typically show only short periods of delinquency,
with any losses expected to be minor following the adoption of recovery processes

s Sub-standard Exposures require varying degrees of special attention and default nsk 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

¢ 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 constdered impaired Such accounts may occur n any retail EL 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 ranng scales
(Audited)

The CRR 10-grade scale summanses 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 Il approach adopted for the exposure

The EL 10-grade scale for retail business summarnses a more granular underlymg 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 clanty of reporting been assigned to the quality classifications defined for internally-rated
exposures




The basis of reporting reflects nisk rating systems under the HSBC Group's Basel 11 programme and extends the

range of financial instruments covered in the presentation of portfolio quality

Impairment 1s 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 1s taken directly

through the income statement

Dustribution of financial instruments by credit quality

(Audited)
Neitther past due nor impaired
Past
Sub- due pot impairment
Strong Good Sansfactory standard wmpawwed (mpawed allowances Total
31 December 2015 HK$m HKSm HKSm HK$m HKS$m HKSm HKSm HKS$m
[tems 1n the course of collection
from other banks 23,122 138 1,758 2 25,020
Trading assets 196,284 33,923 27,548 96 257,851
— treasury and other
eligible balls 40,607 2,865 135 - 43,607
— debt securities 134,203 25,827 18,232 96 178,358
— loans and advances to banks 13,772 3,045 34 - 16,851
— loans and advances to
customers 7,702 2,186 9,147 — 19,035
Denvatives 331,119 32,973 16,442 421 380,955
Financial assets designated at
fair value 16,119 638 2,071 - 18,825
— treasury bilis 1,070 - - - 1,070
— debt secunities 15,049 635 2,071 — 17,755
Reverse repurchase agreements
— non-trading 152,464 33,441 26,842 32 - - - 212,779
Placings with and advances to
banks held at amorused cost 385,484 32,197 3,050 487 3 - - 421,221
Loans and advances to
customers held at
amortised cost 1,351,933 737,571 385852 23,674 26,386 18,403 (11,529 2,762,290
- personal 882,961 75,931 44,963 729 |t 19,940 3,998 (1,978)| | 1,026,544
- corporate and
commercial 454,541 619577 520,073 || 22,424 6,122 14315 (9,454) | 1,627,598
- financial (non-bank financial
nstitutions) 44,431 42,063 20,816 521 324 90 97 108,148
Financial investments 1,578,353 80,329 48,299 - -~ - - 1,706,981
— treasury and other
eligible bills 666,028 17,435 8,173 - - - - 691,636
— debt securities 912325 62,894 40,126 - - - - 1,015,345
Other assets 24,151 20,765 29,300 1,051 162 106 76,035
— acceptances and
endorsements 5,435 14358 10,678 71 7 31 31,480
— other 18,716 6,407 19,122 80 155 75 44,555
Total 4,089,029 971,972 741,662 25,763 26,551 18,509 (11,529) 5,861,957
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Neither past due nor impaired

Past
Sub-  duenot Impairment
Strong Good  Sausfactory  standard wmpaired  [mpawred  allowances Total
31 December 2014 HK$m HKSm HK$m HK$m HK$m HK3m HKS$m HK$m
Items 1n the course of
collection from other banks 19,595 156 1,371 - 21,122
Trading assets 280 265 53 600 31.856 125 365,846
- treasury and other
eligible bills 92277 8,199 1,552 - 102,028
— debt secunties 175,655 34,002 21,952 125 231,734
— loans and advances 10 banks 8,589 5,460 280 - 14,329
— loans and advances to
customers 3,744 5939 8072 — 17 755
Derivanves 319,670 55,641 14,330 203 389,934
Financial assets designated at
fair value 14,621 743 1,874 — 17238
— treasury bills - - - - -
— debt secunties 14,621 743 1 874 - 17,238
Reverse repurchase agreements
— non-trading 152,021 30,060 36,820 - - - - 218,901
Placings with and advances to
banks held at amortised cost 425,580 56,362 4,096 2,273 2 - - 488,313
Loans and advances 1o
customers held at
amortised cost 1,362,131 790,075 598783 25821 13,039 15,887 (10,520) 2,815,216
- personal 863,201 75479 39,158 597 22,339 3,808 (1,969) | 1,002,613
— corporate and
commercial 453,699 674,465 538,984 24,954 8,545 11,984 {8447y | 1 704,184
— financial (non-bank financial
nstitutions) 45,231 40,131 20,641 270 2,155 95 (104) 108,419
Financial investments 1,272,781 83,383 51,192 — - [ - 1,407,362
— treasury and other ehgible
bills 507,519 21,814 15,203 - - - - 544,536
- debt secunities 765,262 61,569 35989 — - [ - 862 826
Other assets 31,720 19,333 29411 1 144 287 105 82,000
- acceptances and
endorsements 5,400 12,221 12,528 1,002 5 44 31,200
- other 26,320 7,112 16,883 142 282 61 50,800
Total 3 878 384 1,089353 769,733 29,656 33,328 15 998 (10,520) 5,805,932

i The above table does not clude balances due from Group companies
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()Ageing analysis of past due but not tmparred financial instruments
{Audited)

The amounts n the following table reflect exposures designated as past due but not impaired Esamples of
exposures designated as past due but not impaired include loans that have missed the most recent payment date but
on which there 15 no evidence of impairment, and short-term trade faciliies past due more than 90 days for
technical reasons such as delays in documentation, but where there 1s no concern over the creditworthiness of the
counterparty

Upto 30-59 60-89 90-180 Over
29 days days days days 180 days Total
HKSm HKSm HKSm HKSm HKS$m HK$m
31 December 2015
Loans and advances to customers

held at amortised cost' 20,868 4,182 1321 15 = 26,386
- personal 15,161 359 1,188 - - 19,940
— corporate and commercial 5,385 586 136 15 - 6,122
- financial (non-bank financial institutions) 322 2 - - = 324
Placings with and advances to banks held at
amortised cost 3 - - - - 3
Other assets 66 26 27 33 10 162
20,937 4,208 1,348 48 10 26,551

31 December 2014
Loans and advances to customers

held a1 amortised cost’ 27,445 4,217 13720 7 - 33039
- personal 17,433 3,689 t,211 6 - 22339
- corporate and commercial 7,938 447 159 | - 8,545
- financial {(non-bank financial mstitutions) 2,074 81 — - — 2,155
Placings with and advances to banks held at
amortised cost 2 - - - - 2
Other assets 131 30 26 42 58 287
27,578 4,247 1,396 49 58 33328

i The majonity of the loans and advances to customers that are operating within revised terms following restructuring are excluded
from this table
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() Impaired loans and advances
{Audited)

The group’s policy for recogmising and measuring impairment allowances on both individually assessed loans and
advances and those which are collectively assessed on a portfolio basis 1s descnibed 1n note 3(e) on the Financial
Statements

Analyses of impairment allowances at 31 December 2013, and the movement of such allowances during the year,
are disclosed m note 16 on the Financial Statements

Imparred loans and advances are those that meet any of the following critenia

* wholesale loans and advances classified as CRR 9 or CRR 10 These grades are assigned when the bank
conswders that either the customer 1s unhkely to pay its credrt obligations in full, without recourse to secunity or
when the customer 1s past due 90 days or more on any material credit obligation to the group,

+ retail loans and advances
— classified as EL 9 or EL 10, or
— classified as EL ] to EL 8 with 90 days and over past due

« 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 1t 15 probable that without the concession
the borrower would be unable to meet its contractual payment obligations 1n full, unless the concession 1s
insignificant and there are no other indicators of impaurment Renegotated loans remain classified as impaired
until there 15 sufficient evidence to demonstrate a sigmficant reduction 1n the nsk of non-payment of future
cash flows, and there are no other indicators of impatrment For loans that are assessed for impairment on a
collective basis, the evidence to support reclassification as no longer impaired typically compnises a history of
payment performance against the original or revised terms, depending on the nature and volume of
renegotiation and the credit nsk charactenstics surrounding the renegotiation For loans that are assessed for
impairment on an individual basis, all available evidence 1s assessed on a case by case basis

(v} Impairment assessment
(Audited)

It 15 the group s policy that each operating entity in the group creates impamrment allowances for impaired loans
promptly and appropnately

For details of our impairment policies on loans and advances and financial investments, see notes 3(e) and 3(h) on
the Finangial Statements
Impairment and credit rnsk mitigation

The existence of collateral has an impact when calculatmg impatrment 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 15 recognised in cases where all amounts due are
expected to be settled in full on realisation of the security
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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 roli rate methodology or a more basic formulaic approach based on listorical losses We continue to review the
imparrment allowance methodology used for retail bankmig and small business portfolios 10 ensure that the
assumptions used 1n our collective assessment models continue to appropriately reflect the period of tme between
a loss event occurring and the account proceeding to delinquency and eventual write-off

e The historical loss methodology 15 typically used to calculate collective impairment allowances for secured, or
low default portfolios, until the point at whch they are individually 1dentified and assessed as impaired For
loans which are collectively assessed using historical loss methodology the historical loss rate 1s derived from
the average contractual write-off net of recoveries over a defined period The net contractual write-off rate 1s
the actual amount of loss experienced after the realisation of collateral and recetpt of recoveries

* A roll rate methodology 15 more commonly adopied for unsecured portfolies when there are sufficient velumes
of empincal 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 n the collecuve assessment are adjusted for the
collateral realisation experiences which will vary depending on the LTV composition of the portfolio

For wholesale collecuvely assessed loans and secured personal lending, historical loss methodologtes are applied
to estimate impatrment losses which have been incurred but not individually 1denufied Loss rates are denved from
the observed contractual write-off net of recovenes over a defined period of at least 60 months The net contractual
write-off rate 15 the actual amount of loss expertenced after realisation of collateral and receipt of recoveries These
hustorical loss rates are adjusted by an economic factor which adjusts the historical averages to better represent
current economic conditions affecting the portfolio [n order to refiect the hikelihood of a loss event not being
wdentified and assessed, an emergence period assumption 1s applied This reflects the period between a loss
occurming and 1its 1denufication The emergence period 1s estimated by the group, and m some cases by local
management for each 1dentified portfolic The factors that may influence this estimation include economic and
market conditions, customer behaviour, portfolhio management information, credit management techniques and
collection and recovery expeniences in the market A fived range for the period between a loss occurring and s
1dentification 1s not defined across the group and as i1t 15 assessed empirically on a peniodic basis 1t may vary over
time as these factors change

Collateral and other credit enharncements
(Audited)

Loans and advances

Although collateral can be an important mitigant of credit nisk, 1t 1s 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
secunity offered Depending on the customer s standing and the type of product, facilities may be provided
unsecured For other lending, a charge over collateral 15 obtained and considered in determining the credit decision
and pricing In the event of default, the bank may use the collateral as 2 source of repayment

Depending on 1ts form, collateral can have a significant financial effect in mitigating our exposure to credit nsk
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 n satisfying a debt in the event
of the borrower faihing to meet s contractual obhigations, and can be realised by sale 1n an established market or
where the collateral 15 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 nsk enhancements, such as second
charges, other hens and unsupported guarantees, but the valuation of such mitigants 1s less certain and therr
financial effect has not been quaniified In particular, loans shown 1n the tables below as not collateralised may
benefit from such credit mitigants
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'

Personal lending

(Audited)

Residential mortgages mncluding loan commitments by level of collateral

At 31 December

2015 2014
HKSm HKSm
Unimpaired loans
Fully collateralised 775,823 769,890
Partially collaterahised
— Greater than 100% LTV (A) 1300 769
— Collateral value on A | 1,199 I I 625 |
Not collateralised 839 77
771,962 771,430
Impaiwred loans
Fully collateralised 1,721 1987
= Less than 75% LTV 1396 1,704
- T6% 10 90% LTV 267 249
- 91%to 100% LTV 58 34
Partially collateralised
— Greater than 100% LTV (B) 64 52
— Collateral value on B | 50 I { 35 |
Not collateralised 8 6
1,793 2,045
Total residential mortgages 779,755 773 475

The above table shows residential mortgage lending mcluding 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 (‘L.TV") ratio 15 calculated as the gross on-balance sheet carrying amount of the loan and any oft-
balance sheet loan commutment 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 are updated on a regular
basis and, as a mimimum, at mtervals of every three years Valuations are conducted more frequently when market
conditions or portfolio performance are subject to significant change or where a loan 1s 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 financal institutions) lending
{Audited)

Collateral held 1s analysed below separately for commercial real estate and for other corporate, commercial and
financial (non-bank) lending Ths reflects the difference in level of collateral held on the portfolios 1n each case, the
analysis includes off-balance sheet loan commitments, pnmarnly undrawn credit lines

Commerctal real estate loans and advances mcluding loan commitments by level of collateral

At 31 December

2015 2014
HKSm HKSm
Rated CRR/EL 110 7 314,069 341,709
Not coliateralised 95,551 125,131
Fully collateralised 203,603 204,177
Partially collaterahised (A) 14,915 12 401
— collateral value on A 9,104 | 6,9891
Rated CRR/EL 8 45 233
Not collateralised - 52
Fully collateralised 37 179
Partially collateralised (B) ] 2
- collateral value on B [ 3 I l_ 1 |
Rated CRR/EL 9 to 10 570 603
Not collateralised 395 365
Fully collateralised 137 119
Partially collateralised (C) 38 119
- collateral value on C [ 2] [ 41 ]
Total commercial real estate loans and advances 314,684 342 545

The collateral included in the table above consist of fixed first charges on real estate and charges over cash for the
commercial real estate sector The table ncludes lending to major property developers which is typically secured by
guarantees or 1S unsecured

The value of commercial real estate collateral 1s determined through a combmation of professional and internal
valvations 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 concemn that the principal payment source may not fully
meet the obligation (1 e the obhigor's credit quality classification indicates 1t 1s at the lower end e g sub-siandard, or
approaching impaired)

41




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Risk Report (continued)

Other corporate, commercial and financtal (non-bank) leans and advances rated CRR/EL 8 1o 10 only, including
loan commutments, by level of collateral

(Audited) At 31 December
2015 2014
HKSm HK$m
Rated CRR/EL 8 1,954 2617
Not collateralised 1,274 1,842
Fuily collaterabised 316 432
Parually collaterahised (A) 364 343
— collateral value on A 13t l [ 132_|
Rated CRR/EL 9 to 10 14,197 11177
Not collateralised 6,869 7239
Fully collateralised 3408 1,112
Partially collateralised (B) 3,920 2826
— collateral value on B 1,827 I l 1,314 ]
Total 16,151 13794

The collateral used in the assessment of the above prnimanly includes first legal charges over real estate and charges
over cash n 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 unsupporied guarantees and floating charges over the assets of a customer s business
While such mitigants have value, and often providing rights 1n msolvency, 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 1s generally determined
through a combination of professional and internal valuations and physical inspection The frequency of revaluation 1s
undertaken on a similar basis to commercial real estate loans and advances, however, for lending activities that are
not predommantly commercial real estate-oriented, collateral value 1s not as strongly correlated to principal
repayment performance Collateral values will generally be refreshed when an obligor’s general credit performance
detenorates and 1t 15 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 1s valied at its nominal value and marketable secunties at their fair value

Placings with and advances to banks
{Audted)

Placings with and advances to banks, including loan commutments, by level of collateral

At 31 December

2015 2014
HKSm HK$m
Rated CRR/EL 1 to 8
Not collaterahised 415,063 498,004
Fully collateralised 13,656 12,307
Total placings with and advances to banks 428,719 510311

The cellateral used in the assessment of the above lending relates pnmanly to marketable securities Placings with
and advances to banks are typically unsecured
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Derivatives
(Audnted)

The International Swaps and Derivatives Association ( ISDA ) Master Agreement 1s 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 1s conducted, and contractually binds both parties to apply close-out
netting across all outstanding transactions covered by an agreement (f either party defaults or another pre-agreed
termination event occurs It 1s 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 15 passed between the parites to
mitigate the counterparty nsk inherent in outstanding positions The majonity of our CSAs are with financial
instritution chents Please refer to note 44 Offsetung of financial assets and habiliuies for further details

Other credit nsk exposures
(Audited)

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

Govemnment, bank and other financial mstitution-1ssued secunties may benefit from additional credit enhancement,
notably through government guarantees that reference these assets Corporate-issued debt securities are primarily
unsecured Debt securities 1ssued by banks and financial institutions include asset-backed secunties { ABS s) and
similar instruments, which are supported by underlying pools of financial assets Credit nisk associated with ABSs 1s
reduced through the purchase of credit default swap ( CDS’) protection

The group s maximum exposure to credit nisk includes financial guarantees and similar arrangements that 1t 1ssues or
enters 1nto, and loan commitments to which 1t 1s irrevocably committed Depending on the terms of the arrangement,
the bank may have recourse to additional credit mitigation in the event that a guarantee 1s called upon, or a loan
commitment is drawn and subsequently defaults Further information about these arrangements 1s provided 1n note 41
Contingent habilities and commitments

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

At 31 December

s 2014

HKS$m HK$m

Residential properties 104 80
Commercial and mdustnal properties 39 26
Other assets 4 3
147 109

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 anise after the debt has been repaid, they are made available esther to repay
other secured lenders with lower prionity or are returned to the customer The group does not generally occupy
repossessed properties for 1ts own business use
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Liquidity and Funding Risk

(Audited)

The management of hquidity and funding 1s pnmanly undertaken locally (by country) in our operating enuties, in
compliance with the Group's liquidity and funding nisk framework ( LFRF’) and with practices and hmits set by the
GMB through the Risk Management Meeting and approved by the Board These limits vary according to the depth and
Liquidity of the markets in whch the entities operate Our general policy 1s that each defined operating entity should be
self-sufficient 1n funding 1ts own activities Where transactions exist between operaung entities, they are reflected
symmetrically in both entities

As part of the HSBC Group s Asset, Liabihity and Capital Management ( ALCM') structure, we have established Asset
and Liaility Management Commuttees ( ALCOs } at the group and operating enuity level The terms of reference of alt
ALCOs include the monitoring and control of iquidity and funding

The primary responsibility for managing Liquidity and funding withun the Group s framework and risk appetite resides
with the local operaung entity ALCO All operating entittes are overseen by the group ALCO, with appropnate
escalation of sigmficant 1ssues to the HSBC Group ALCO and the Risk Management Meeting of the GMB

Operating entities are predominately defined on a country basis to reflect our local management of hquidity 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 m a country are booked across multiple subsidiaries or branches

* an operating entity may be defined as a wider sub-consoldated group of legal enuttes if they are incorporated in
the same country, hiquidity and funding are freely fungible between the entiies and permitted by local regulation,
and the definition reflects how liquidity and funding are managed locaily, or

* 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 hquidity and funding

The Board 1s ulimately responsible for determining the types and magnitude of liquidity risk that the group 1s able to
take and ensuring that there 1s an appropriate organisation structure for managing this sk Under authonties delegated
by the Board, the group ALCO 15 responsible for managing all ALCM 1ssues including hiqudity and funding nisk
management

The group ALCO delegates to the group Tactical Asset and Liabiliy Management Committee (' TALCO") the task of
reviewing varnous analyses of the group pertaining to sites’ liquidity and funding TALCO's primary responsibilities
include but are not hmited to

+ reviewing the funding structure of operating entities and the allocation of hquidity among them,
s reviewing operating entihes hists of hquid securnities and proof that a deep and liquid market exists, and

» monitoring liquidity and funding limit breaches and to providing direction to those operating entitics that have not
been able to rectify breaches on a timely basis

Compliance with hquidity and funding requirements 1s monitored by local ALCO who report to the group ALCOon a
regular basis This process includes

— mantaining comphance with relevant regulatory requirements of the operating entity,

- projecting cash flows under various stress scenaros and considering the level of liquid assets necessary n relation
thereto,

- montoring balance sheet quidity 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,

- managmng contingent hquidity commitment exposures within pre-determined limits,

-~ mawntaining debt financing plans,

— montoring of depositor concentration wn order to avoid undue reliance on large individual depositors and ensuring
a satisfactory overall funding mix, and

- mantaining hquidity and funding contingency plans These plans identify early indicators of stress condiuens and
descnbe actions to be taken i the event of difficulties anising from systemic or other cnises, while mmmising
adverse long-term implications for the business




The management of hqundity and funding risk

Inherent hquadity risk (*ILR ) categortsation
(Audited)

We place our operating enuties into one of two categones 1o reflect our assessment of their inherent liquidity sk,
considenng political, economic and regulatory factors within the host country and factors specific to the operating
entites themselves, such as the local market, market share and balance sheet strength The categonisation involves
management judgement and 1s based on the perceived liguidity nsk of an operating entity relative to other entities tn
the group The categonsation 15 intended to reflect the possible impact of a liquidity event, not the probability of an
event The categorisation 1s part of our risk appetite and 15 used to determine the prescnbed stress scenario that we
require our operating entities to be able to withstand and manage

Core deposits
(Audited)

A key assumption of our internal framework 1s the classification of customer deposits into core and non-core based on
our expectatton of the behaviour of these deposits during periods of liquidity stress This characterisation takes into
account the inherent hquidity msk categorisation of the operating enuty originating the deposit, the nature of the
customer and the size and pricing of the deposit No deposit 1s considered to be core 1n 1ts entirety unless it 15
contractually collateralising a loan The core deposit base 1n each operating entuty 15 considered to be a long-term
source of funding and therefore 1s assumed not to be withdrawn in the liquihty stress scenario that we use to calculate
our principal hquidity risk metrics

The three filters considered 1n assessing whether a deposit in any operating enuty 1s core are
» price any deposit priced significantly above market or benchmark rates 1s generally treated as entirely non-core,

+ size depositors with total funds above certain monetary thresholds are excluded Thresholds are established by
considering the business line and mherent hquidity risk categorisation, and

» lme of business the element of any deposit remaining afier the application of the price and size filter 15 assessed on
the basis of the hine of business to which the deposit 1s associated The proportion of any customer deposit that can
be considered core under this filter 1s between 35% and 90%

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

Advances to core funding ratio
(Unaudited)

Our hquidity and funding nsk management framework employs two key measures to define, momitor and control the
hquidity and funding nisk of each of our operating entities The advances to core funding ratio 1s used to monitor the
structural long-term funding position, and the stressed coverage ratio, incorporating Group-defined stress scenarios, 15
used to monitor the resthience 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 tnerease loans and
advances 1o customers without comresponding growth 1n core customer deposits or long-term debt funding with a
restdual matunity beyond one year This measure 1s referred to as the ‘advances to core funding’ ratio

Advances to core funding ratio irmits are set by the Risk Management Meeting of the GMB for the most sigmificant
operating enuies and by the group ALCO for smalier 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 n the numerator of the advances to core funding ratio, urespective of the contractual matunty date
Reverse repurchase arrangements are excluded from the advances to core funding ratio
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Stressed coverage ratios
(Unaudited)

Stressed coverage rauos 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 honzons

The stressed cash inflows include
» inflows (net of assumed haircuts) expected to be generated from the realisation of hquid assets, and
» contractual cash inflows from matuting 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 nflows 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 scenano being
monitored Group operating entities are required to mantain 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 followmng table based on month end figures

Advances to core Stressed one month Stressed three month
fundmng rato coverage ratio coverage ralio

2015 2014 2015 2014 2015 2014

Yo % % % % %

Year-end 761 799 131 6 1202 121 4 1142
Maximum 308 802 1316 1221 1214 1163
Minimum 761 778 1159 116 7 1121 1132
Average 783 796 1223 1184 1162 1143

Stressed scenarto analysis
(Unaudited)

We use a number of standard Group stress scenarios designed to model
¢ combined market-wide and HSBC-specific liquidity crisis scenartos, and
¢ market-wide Liquidity cnsis scenano

These scenarios are modelled by all operating entities The appropriateness of the assumpuions for each scenario 1s
reviewed regularly and formally approved by the Risk Management Meeting of the GMB 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 prescnbed 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 additien to our standard stress scenarios, individual
operating entities are required to design theirr own scenarios to reflect specific local market conditions, products and
funding bases

The two combined market-wide and HSBC-specific scenartos model a more severe scenario than the market-wide
scenario The relevant combined market-wide and HSBC-specific stress scenario that an operating entity manages to 15
based upon 1ts inherent hquidity nsk categorisation

Liquid assets
(Unaudited)

Stressed scenano 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 appropnate stressed haircut These assumptions are
made based on management’s expectation of when an asset 1s deemed to be reahsable
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Liguid assets are unencumbered assets that meet the Group s definition of liquid assets and are erther held outright or
as a consequence of a reverse repo transaction with a residual contractual matunty beyond the time honzon of the
stressed coverage ratio being monitored

Qur framework defines the asset classes that can be assessed locally as high quahty 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 1 accordance with the Group s liquid asset policy will remain liqind under the stress scenario being managed to

Inflows from the utihisation of hquid 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 mortgage-backed
securtties) 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 recogmised  Asset classes Ehgibility criteria
categonsation
Level 1 + Within one month * Central government * (% and 20% nsk weighted
« Central bank {tncluding confirmed withdrawable
reserves)

« Supranationals
« Multilateral Development Banks
« Cons and banknotes

Level 2 s Within one month but  * Local and regional government * 20% risk weighted
capped * Public sector entities
* Secured covered bonds and pass-through ABSs
* Gold
Level 3 * From one to three » Unsecured non-financial entity secunities * Intemally rated 2 2 CRR or
months s Equities hsted on recogrused exchanges and better

within liquid indices

Any entity owned and controlled by central or local/regional government but not explicitly guaranteed 15 treated as a
public sector entity, and any exposure explicitly guaranteed 1s reflected as an exposure to the ultimate guarantor

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

Any unencumbered assets held as a consequence of a reverse repo transaction with a residual contractual matunty
within the stressed coverage ratio time period and unsecured interbank loans maturing within three months are not
mncluded 1n hquid 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 operaung entity’s Balance Sheet Management function, primanly for the purpose of managmg
liquidity nisk, in line with the LFRF

At 31 December

2015 2014
Liquid assets of the group HKSm HK$m
Level 1 1,535,161 1,330,759
Level 2 82,908 73,940
Level 3 62,303 67,916

1,680,372 1.472.615
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Wholesale debt monitoring
(Unaudited)

Where wholesale debt term markets are accessed to raise funding, ALCO 15 required to estabhish cumulative rolling
three-month and 12-month debt matunty limuts to ensure no concentration of matunties within these timeframes

Sources of funding
(Audited)

Our pnimary 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 1ssuing senior secured and unsecured debt securities
(publicly and privately) and borrowing from the secured repo markets against mgh quality collateral, in order to obtain
funding for non-banking subsidaries that do not accept deposits, to align asset and habihty maturities and currencies
and to maintain a presence tn local wholesale markets

Liquidity behaviouralisation
(Unaudited)

Liguidity behaviouralisation 1s 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 scenano, and the expected period for which
we must assume that we will need to fund our assets Behaviouralisation 1s applied when the contractual terms do not
reflect the expected behaviour Liquidity behaviouralisation is reviewed and approved by local ALCOs m comphance
with policies set by the Risk Management Meeting of the GMB

Contingent hquidity risk
(Audited)

Operating entities provide customers with committed and standby facihities These faciliies increase the funding
requirernents of the group when customers drawdown The hquidity nisk associated with the potential drawdown on
non-cancellable committed facilities 1s factored into our stressed scenartos and limits are set for these facilities

Currency mismatch

(Audned)

The group allows currency mismatches to provide some flexibility 1n managing the balance sheet siructure and to carry
out foreign exchange trading, on the basis that there 15 sufficient liquidity 1n the swap market to support currency
conversion tn penods of stress  The group sets limits on cash flow projection for all matenal currencies based on
liguidity 1n the swap markets These limits are approved and momitored by ALCO

Encumbered and unencumbered assets
(Unaudited)

An asset 15 defined as encumbered, from a hqudity perspective, 1f 1t has been pledged as collateral against an existing
liability, and as a result 1s no longer available to the bank to secure funding, satisfy collateral needs or be sold to reduce
the funding requirement An asset 1s therefore categonsed as unencumbered if 1t has not been pledged against an
exisitng liablity The group had an insignificant level of encumbrance at 31 December 2015 (2014 insignificant)

Addittonal contractual obligations
(Unaudited)

Under the terms of our current collateral obligations under denvative contracts (which are ISDA comphant CSA
contracts) and based on the positions at 31 December 2015, we estimate that we could be required to post additional
collateral of up to HK$448m (2014 HK$467m) in the event of a one-notch downgrade in credit ratings, which would
increase to HK$541m (2014 HK$641m) in the event of a two-notch downgrade
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Forward-looking framework
(Unaudited)

From t January 2016, the Group will implement a new hquidity and funding nisk management framework Our new
nternal framework uses the Liqudity Coverage Ratio (‘LCR ) and Net Stable Funding Ratio (*NSFR") regulatory
framework as a foundation, but adds additional metrics/limits and overlays to address the risks that the Group
constders are not adequately reflected by the regulatory framework

The key aspects of our new hiquidity and funding rnsk management framework are
* Standalone management of hquidity and funding by operating enuty,
* Operating eniity classification by ILR categornisation,

¢ Minimum operating entity LCR requirement dependent on ILR categonsation (EU LCR Delegated Regulation
basis, being the implementation of the Basel 11l framework within Europe and therefore applicable to the HSBC
Group),

e Mimmum operating entity NSFR requirement dependent on ILR categonsation (Based on the final regulations
published by the Basel Committee on Banking Supervision in October 2014, pending finahisation of the regulation
within Europe that will be apphicable to the HSBC Group)

¢ Legal entity depositor concentration limit,

e Operaung entity three-month and twelve-month cumulative rolling term contractual maturity himits covering
deposits from banks, deposits from non-bank financtals and securities 1ssued, and

* Annual Individual Liquidity Adequacy Assessment { [LAA ) by operating enuty The ILAA process has been
designed to idenufy hquidity and funding risks that are not reflected in the liquidity and funding nsk management
framework and where additional hmits may be assessed to be required locally, and 10 vahdate the Risk Tolerance
at the operating entity level

Our new hquidity and funding nisk management framework and the nisk tolerance (limits) were approved by the Risk
Management Meeting of the GMB, and by the Board of Durectors of HSBC Holding plc on the basis of the
recommendation given by the Group Risk Committee

The decision to create an internal framework based around the regulatory framework was dnven by the need to ensure
that the regulatory and our internal frameworks are directionally aligned and te ensure that the Group’s internal funds
transfer pricing framework incentivises the Global Business Lines within each operating entity to collectively ensure
compliance with both the regulatory and our internal Risk Tolerance

Liquidity regulation
(Unaudited)

The Banking (Liquidity) Rules were introduced by the HKMA 1n 2014 and became effective from 1 January 2015
Under rule 11(1), the group 1s required to calculate its LCR on a consolidated basis During 2015 the group 1s required
to maintain an LCR of not less than 60%, increasing in steps of 10% to not less than 100% by Janvary 2019  The
NSFR 15 expecied to be implemented 1n Hong Kong from 1 January 2018

The average LCRs for the period are as follows

Quarter Quarter Quanter Quarter

Ended Ended Ended Ended

31 December 30 September 30 June 31 March

2015 2015 2015 2015

Ye Ya % Y

Average Liqudity Coverage Ratio 159 8 1567 1425 1374

The hquidity position of the group remained strong n 2015 The average LCR increased by 22 4% from 137 4% for
the quarter ended on 31 March 2015 1o 159 8% for the quarter ended on 31 December 2015 as the growth 1n customer
depostis exceeded the increase in loans and advances to customers, the surplus of which was deployed into high
quality hqud assets { HQLA")
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The majority of HQLA included in the LCR are Level | assets as defined in the Banking (Liquidity) Rules, which
consist mainly of government debt secunities

Weighted amount (Average value)

Quarter Quarter Quarter Quarter

Ended Ended Ended Ended

31 December 30 September 30 June 31 March

2018 2015 2015 20135

HKSm HK3$m HK$m HK$m

Level 1 assets 1,443,350 1,405,245 1,368,320 1,324,230
Level 2A assets 58,026 49,916 41,658 35,956
Level 2B assets 6,267 7,729 7.992 7314
Total weighted amount of HQLA 1,507,643 1,462,890 1417,970 1 367 500

Further details of the group s hquidity information disclosures are set out 1n Appendix 3 Liquidity Coverage Ratio
Standard Disclosure Template’ of the Supplementary Notes Appendices which 1s available in the Regulatory
Dusclosure Section of our website www hsbe com hk

Market Risk
(Auchted)

Market risk 1s the nisk that movements 1n market factors, including foreign exchange rates and commodity prices,
intercst rates, credit spreads and equity prices, will reduce our income or the value of our portfolios

There were no sigmficant changes to our policies and practices for the management of market risk in 2015

Exposure to market nsk

Expaosure to market nsk 1s separated into two portfolios

® Trading portfolios compnse positions ansing from market-making and warehousing of customer-denved positions

» Non-trading porifoiios compnse positions that pnmanly anse from the interest rate management of our retail and commercial banking
assets and hahilihes, financial investments designated as available-for-sale and held to matunty, and exposures ansing from our nsurance
operations

The diagram below illustrates the mam business areas where trading and non-trading market risks reside and market
risk measures to momtor and limit exposures

reshey Wy s CeiPrr L
- Foreign exchange & Commodities - Structurat foreign exchange
Risk Types - Interest rates - Interest rates
- Credit spreads - Credit spreads
- Equibes
GB&M, inc! BSM GB&M, ncl BSM GPB CMB  RBWM
VaR / Sensitvity / Stress testing VaR / Sensitnty / Stress testing

Where appropriate, the group applies stmilar risk management policies and measurement techniques to both trading
and non-trading portfohos The group s objective 15 to manage and control market risk exposures in order to optimise
return on nsk while mantaining a market profile consistent with the status as one of the world’s largest banking and
financial services orgamsations

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

Market nsk 1s managed and controlled through limits approved by the Risk Management Meeting of the GMB for
HSBC Holdings and the various global businesses These hmits are allocated across business lines and to the Group's
legal entities The management of market risk 1s principally undertaken in Global Markets through nsk mits Value at
Rish ( VaR ) imuts are set for portfolios, products, and nsk types, with market hquidity and business need bemng the
pnmary factors in determining the level of hmuts set

Each major operating entity has an independent market risk management and control function which 1s responsible for
measuring market nsk exposures in accordance with the policies defined by Group Risk, and monttoring and reporting
these exposures against the prescribed limits on a daily basis Each operating entity 1s required to assess the market
risks ansing on each product in 1ts business and to transfer them to either 1is local Markets umt for management, or 1o
separate books managed under the supervision of the local ALCO

Our aim 15 to ensure that all market risks are consohdated within operations that have the necessary skills, tools,
management and governance to manage them In certain cases where the market nisks cannot be fully transferred we
identify the impact of varying scenarios on valuations or on netinterest income resulting from any residual
nisk positions

Model nisk 1s 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 nsk measurement and management and stress testing The MOCs priontse the development of models,
methodologies and practices used for traded risk management and ensure that they remain within our rish appetite and
business plans The Markets MQOC reports nto the Group MOC, which oversees all nisk types at Group level Group
MOC informs the Risk Management Meeting of the GMB about matenal 1ssues at least on a bi-annual basis The Risk
Management Meeting 1s the Group s Designated Commitiee according to the regulatory rules and 1t has delegated
day-to-day governance of all traded risk models to the Global WCMR MOC

Our contro! of market risk in the trading and non-trading portfolios 1s based on a policy of resincting individual
operations to trading within a list of permissible instruments authonsed for each site by Group Risk of enforcing new
product approval procedures, and of restricting trading in the more complex derivative products only to sites with
appropnate levels of product expertise and robust control systems

Market risk measures
(Audited)

Monitoring and limiting market risk exposures

Our objective 18 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

Sensutvity analysis
(Unaudited)

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

Sensitivity limits are set for porifolios, products and nsk types, with the depth of the market being one of the principal
factors 1n determinming the level of hmits set

Value at risk
(Audited)

VaR 1s a technique that estimates the potential losses on nisk positions as a result of movements 1n market rates and
prices over a specified time honzon and to a given level of confidence The use of VaR 1s ntegrated into market nsk
management and 15 calculated for all trading positions regardless of how the group capitalises those exposures Where
there 1s no approved internal model, the group uses the appropriate local rules to capitalise exposures
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[n addition, the group calculates VaR for non-trading portfolios in order to have a complete picture of market nsk Our
models are predominantly based on histonical simulation VaR 1s calculated at a 99% confidence level for a one-day
holding penod Where VaR 1s not calculated exphcitly, alternative tools are used as summarsed in the Market Risk
Stress testing section below

The VaR models derive plausible future scenarios from past series of recorded market rates and prices, taking mto
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 histoncal simulation models used incorporate the following features

* Tistorical market rates and prices are calculated with reference to foreign exchange rates and commodity prices,
interest rates, equity pnces and the associated volaulities,

* potential market movements utihised for VaR are calculated with reference to data from the past two years, and
* VaR measures are calculated to a 99 per cent confidence level and use a one-day holding penod

The nature of the VaR models means that an increase in observed market volatility will lead to an increase in VaR
without any changes 1n the underlying positions

VaR maodel fmutations
Although a valuable guide to risk, VaR should always be viewed 1n the context of 1ts mitations 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,

¢ the use of a holding period assumes that all positions can be hquidated or the risks offset dunng that period This
may not fully reflect the market risk ansing at tmes of severe illiquidity, when the holding period may be
mnsufficient to liquidate or hedge all positions fully,

» 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

¢ VaR s calculated on the basis of exposures outstanding at the close of business and therefore does not necessanly
reflect intra-day exposures, and

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

Backtesting

We routinety vahidate the accuracy of our VaR models by back-testing them against both actual, which replaced clean
profit and loss from 1 August 2015, and hypothetical profit and loss against the trading VaR numbers Hypothetical
profit and loss excludes non-modelled items such as fees, commissions and revenues of intra-day transactions

We would expect on average to see two to three profits, and two or three losses, 1n excess of VaR at the 99%
confidence level over a one-year period The actual number of profits or losses 1n excess of VaR over this peried can
therefore be used to gauge how well the models are performing To ensure a conservative approach n calculating our
risk exposures, it 1S 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 nsk management or capital purposes VaR 1s back-
tested at various levels which reflect the full scope of HSBC

Risk not i VaR framework
(Unaudited)

Our VaR model 15 designed to capture significant basis nisks 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, Libor-overmight index swap basis, dividend and correlation nisks, are complemented by risk-not-in-VaR
{ RNIV’) calculations and are integrated into the capital framework

52



The RNIV framework aums o manage and capitalise matenal market nsks thai are not adequately covered in the VaR
model An example of this 1s Libor-overnight index swap basis risk for minor currenctes In such instances, the RNIV
framework uses stress tests to guanufy the capital requirement On average in 2015 the capital requirement derived
from these stress tests represented 4 2% of the total internal model-based market nisk requirement

Risks covered by RNIV represent 10 2% 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 nisk or do not have long enough data history for stressed VaR calculation

Risk factors are teviewed on a regular basis and either incorporated directly in the VaR models, where possible, or
quant:fied through the VaR-based RNIV approach or a stress test approach within the RNIV framework The seventy
of the scenanos 1s calibrated to be 1 hne with the capital adequacy requirements The outcome of the VaR-based
RNIV 15 included in the back-testing, a stressed VaR RNIV s also computed for the risk factors constdered in the
VaR-based RNIV approach

Stress testing
(Audied)}

Stress testing Is an important tool that 1s integrated mto our market risk management tool to evaluate the potential
tmpact on portfolio values of more extreme, although plausible, events or movements 1n a set of financial vanables In
such abnormal scenarios, losses can be much greater than those predicted by VaR modelling

Stress testing 15 implemented at the legal entity, sites and the overall group levels A standard set of scenarios is
utihsed consistently across all sites within the group At a group level, a set of scenaros are defined to capture the
relevant events or market movements at each level The risk appetite around potenual stress losses for the entity 15 set
and monitored agaimnst referral limits

The process 15 governed by the Stress Testing Review Group forum which, in conjunction with regional nsk
management, determines the scenarios to be applied at portfolio and consolidated fevel, as follows

Market Risk Stress Festing

‘;;’" < T E ro e T PN + ey A
B ngnsiﬁvlt?efss A2 {Technical Hypothetical Historical
Impact of a stngle risk Impact of the largest move Impact of potentiat Scenanos that incorporate Reverse
factore g breakofa in each risk factor without macroeconomk events, e g historical observations of Stress
currency peg consideration of any slowdown in mainland market movements e g Testing
underlying market China Black Monday {in 1987} for
correlation equities

Market Risk Reverse stress tests are undertaken based upon the premise that there 1s a fixed loss The stress test
process 1denufies which scenanos lead to this loss The rationale behind the reverse stress test 1s to understand
scenanos which are beyond nomal business settings that could have contagion and systemic tmplications

Stressed VaR and stress testing, together with reverse stress testing and the management of gap nsk, provide
management with insights regarding the tail nsk’ beyond VaR for which our appetite 1s imited

Gap nsk
(Unaudited)

Ceriain products are structured i such a way that they give rise 1o enhanced gap nsk, being the nsk that loss 15
incurred upon occurrence of a gap event A gap event 1s a significant and sudden change 1n market price with no
accompanying trading opportunity Such movements may occur for example, when, in reaction to an adverse event or
unexpected news announcemernt, some parts of the market move far beyond their normal volatulity range and become
temporarly ilhquid In 2015, gap nsk principally arose from non-recourse loan transactions, mostly for corporate
clients, where the collateral aganst the loan 1s htmited to the posted shares Upon occurrence of a gap event, the value
of the equity collateral could fall below the outstanding loan amount

Given their characterisucs, these transactions make httle or no contnbution to VaR nor to traditional market nisk
sensitivity measures We capture their nsks within our stress testing scenarios and monitor gap nsk on an ongoing
basis We did not incur any notable gap loss in 2015
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De-peg risk
(Unaudited)

For certain currencies (pegged or managed) the spot exchange raie s pegged at a fixed rate (typically to USD or EUR),
or managed within a predefined band around a pegged rate De-peg nisk 1s the risk of the peg or managed band
changing or being abelished, and moving to a floaung regime

The group has considerable experience 1n managing fixed and managed currency regimes Using stressed scenarios on
spot rates, we are able to analyse how de-peg events would impact the positions held by the group We monitor such
scenarios to pegged or managed currencees, such as the Hong Kong dollar, renminbi and Middle Eastern currencies,
and limit any potential losses that would occur This complements tradiional market risk metrics, such as historical
VaR, which may not fully capture the risk involved in holding positiens 1n pegged or managed currencies Historical
VaR reltes on past events to determune the likehhood of potential profits or losses However, pegged or managed
currencies may not have experienced a de-peg event during the historical umeframe being considered

Volcker Rule
(Unaudited)

In 2013, US regulators finahsed the Volcker Rule Section 619 of the Dodd-Frank Wall Street Reform and Consumer
Protection Act and 1ts final implementing rules (collectively referred to as the Volcker Rule) imposes broad restrictions
on HSBC s ability to engage in proprietary trading or to own, sponsor, or have certain relationships with hedge funds,
private equity funds, and certain other collective investment vehicles (broadly defined as covered funds) These
restrictions are subject to a number of exemptions or exclusions, including market making, underwriting and risk-
mitigating hedging, orgamsing covered funds for customers and issuers of asset-backed secunties, and underwriting or
market making tn covered fund interests

‘The Volcker Rule broadly went into effect on 22 July 2015, with the exception of certain legacy fund activities that are
able to rely on an extension of the conformance date

HSBC has implemented a program to comply with the Volcker Rule including policies and procedures, internal
controls, corporate governance, independent testing, training, and recordkeeping and, eventually, calculation and
reporting of quantitative metrics for certamn trading activities

HSBC has completed traiming for all affected front office and control personnel and believes that 1t 1s in compliance n
all material respects with the Volcker Rule

Market risk in 2015
(Unaudited)

Global markets experienced heightened volatihties since mid-2015 including ongomg concerns about mainland
China’s economic slowdown, RMB FX fixing risk, expectation of nsing US mnterest rate, together with a number of
unexpected monetary policy developments and geo-political events In light of this global market backdrop and the
objective of more efficient management of capital, the group has reduced the size of the trading positions, as reflected
1n the key market nsk measures whereby Trading VaR 1s trending downwards




Trading portfolios
(Audited)

Value at risk of the trading porgfolios

Trading VaR predominantly resides within Global Markets For 2013, overall trading VaR decreased by 53% from
HK$190m to HK$89m This 1s mainly dniven by Interest Rate VaR due to more efficient management of RWAs and
reduced warchoused positions

The trading VaR for the year 1s shown 1n the table below

Trading value at risk, 99% 1 dey’

(Audited)
Foreign
exchange and Interest Credit Portfoho
commodity rate Equity spread diversification’ Total
HKSm HK$m HKSm HKSm HKSm HKSm
At 31 December 2015
Year end 3 70 2! 29 (62) 89
Average 54 102 16 27 134
Maximum 92 194 39 45 238
At 3] December 2014
Year end 37 151 28 27 (55) 190
Average 43 124 18 23 138
Maximum 72 174 34 40 199

1 Trading portfolios comprise positions ansing from the market-making and warehousing of customer-derved positions

2 Portfolio diversification 1s the market risk dispersion effect of holding a pertfolio contaiming different risk types It represents the
reductton mn unsystemanc market risk that occurs when combiming a number of different risk types, for example, interest rate, equity
and foreign exchange together in one portfolio It 1s measured as the difference between the sum of the VaR by indvvidual risk type and
the combined total VaR A negative number represents the benefit of portfolia diversification As the maximum and mimimum occur on
aifferent days for different risk npes 1 1s not meaningful to calculate a porifolio diversification benefit for these measures

Non-trading portfolios
(Unaudited)

Market nsk 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 nsk 1s complicated by having to make assumptions on
embedded optionahty within certain investment product areas, such as the incidence of mortgage prepayments, and
from behavioural assumptions regarding the economic duration of habilities which are contractually repayable on
demand such as current accounts, and the re-pricing behaviour of managed rate products

In erder 10 manage this nsk optimally, market nsk 1n non-trading portfolios 1s transferred to Global Markets or to
separate books managed under the supervision of the local ALCO The transfer of market risk to books managed by
Global Markets or supervised by ALCO 1s usually achieved by a series of internal deals between the business units and
these books When the behavioural charactenstics of a product differ from s contractual charactenstics, the
behavioural characteristics are assessed to determine the true underlying interest rate nsk Local ALCOs regularly
monitor all such behavioural assumptions and interest rate risk positions, to ensure they comply with interest rate nsk
hmits established by senior management
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Sensitrvity of net interest income

A principal part of our management of market nsk in non-trading portfolios 1s to monutor the sensitivity of projected
net interest income under varying interest rate scenarios (simulation modelling)

The group amms, through its management of market risk in non-trading portfolios, to mitigate the impact of prospective
interest rate movements which could reduce future net 1nterest income, whilst balancing the cost of such hedging
activiies on the current net revenue stream A large part of the group’s exposure to changes 1n net interest income
ansing from movements in interest rates relates to its core deposit franchise The group s core deposit franchise 15
exposed to changes 1n the value of the deposits raised and spreads against wholesale funds The value of core deposits
Increases as interest rates nse and decreases as interest rates fall This nisk 1s, however, asymmetnical 1in a very low
Interest rate environment as there 1s limited room to lower deposit pricing 1n the event of interest rate reductions

Structural foreign exchange exposures
{Unaudited)

Structural foreign exchange exposures, monitored using sensitivity analysis, represent net investments in subsidiarnies,
branches and associates, the functional currencies of which are currencies other than the HK dollar An entity’s
functional currency 1s that of the primary economic environment 1n which the entity operates

Exchange differences on structurat exposures are recognised 1n ~Other comprehensive income’

We hedge structural foreign exchange exposures only in hmited circumstances Our structural foreign exchange
exposures are managed with the pnimary objective of ensuring, where practical, that our consolidated caputal ratios and
the capital ratios of individual banking subsidianes are largely protected from the effect of changes in exchange rates
This 1s usually achieved by ensuring that, for each subsidiary bank, the ratio of structural exposures in a given currency
to nisk-weighted assets denominated in that currency 1s broadly equal to the capital ratio of the subsidiary 11 question

We may also transact hedges where a currency 1n which we have structural exposures 1s considered likely to revalue
adversely, and 1t 1s possible in practice to transact a hedge Any hedging 15 undertaken using forward foreign exchange
contracts which are accounted for under HKFRSs 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

LCYm HKSm
equivalent
At 31 December 2015
Renmunkbi 156,567 186,866
At 31 December 2014
Renmunb 158,785 198,584
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Operational Risk
(Audited)

Operational nisk 1s the nisk to achieving our strategy or objectives as a result of nadequate or falled internal processes,
people and systems or from external events Operational risk 1s relevant to every aspect of our business and covers a
wide spectrum of tssues, in paruicular legal compliance, secunity and fraud Losses arising from breaches of regulation
and law, unauthorised activities, error omussion, inefficiency, fraud, systems failure or external events all fall within
the definition of operational risk

Responsibility for mimimising operational risk hes with management and staff Every employee plays a role n
managing operational risk Accountability for managing and controlling risks hes directly with individual nisk and
control owners in the business

Operational risk management framework

HSBC’s Operational Risk Management Framework { ORMF’) 1s our overarching approach for managing operational
risk in accordance with our business and operational risk strategies The purpose of the ORMEF 15 to make sure we fully
identify and manage our operational risks in an effecuve manner and maintain our targeted levels of operational risk
within risk appetite, as defined by the Board

Articulating our risk appetite for matenal operational risks helps the organisation understand the level of nsk it 1s
willing to accept Qur operational risk appetite 15 approved annually by the Risk Management Committee Monitoring
operational nisk exposure against nisk appetite on a regular basis and implementing our risk acceptance process drives
nsk awareness (n a forward-looking manner It assists management in determiming whether further action 1s required

Activities to strengthen our operanonal nsk culture and to betier embed the use of our ORMF continued in 2015 In
particular, we continued to streamline our operational risk management processes, procedures and tool sets to provide
more forward-looking nisk insights and more effective operation of the ORMF The ORMF comprises the 14 key
components set below

Key Components of the Operational Risk Management Framework

o Culture, Values and Operational Risk Strategy

1 Risk
Wanagement acions 93 sk and control
9 2 Scenano analysis

21 Risk Committee Structure and (6) wiskappetite (@) Reporting
Terms of Reference ‘ 4-..
2 2 Global Operational Risk Committee E 81 Operational risk capital calcutation (economic and ICAAP capital)
j 82 Stress testing for operational nsk
31 OQOperational Risk roles and responsibiities - -
Core Operational Risk Management
32 Second hine of defence skills and resources Identification and
@ assessment
Operational 93 Topand emerging
Risk operational nsks
g 41 Operational Risk policy framework Management
Cyde

Internal and external 10
event management
and escalation

Internal controf
moenitoning and
key indfcator
management

51 Operational Risk taxonomy @ Use, embedding and oversight

Systems and tools

e, O
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ree lines of defence

We use the three lines of defence model to underpin our approach to strong risk management It 1s acivity-based and
defines who 1s responsible to do what to 1dentify, assess, measure, manage, monitor, and miigate operational risks,
encouraging collaboration and enabling efficient coordination of nsk and control activities

Ke

The first line of defence 15 accountable for managing and monitoring operational risk 1n the business
The second line 1s responsible for providing nisk oversight, challenge, advice and insights to the business
The third hine of defence independently assures that the Bank 1s managing operattonal nsk effectively

v operational risks (Unaudited)

Compliance with regulatory requirements QOur ability to respond to increasing demands or changes in regulatory
requirements in the markets in which we operate remains a cnitical focus Failure to implement our obligations
under the US DPA, for nstance, could have a matertal adverse effect on our results and operations A Global
Standards programme 15 being rolled out to ensure implementation of critical regulalory and financial crime
comphance requirements Various conduct and values imtiatives have also been initiated to ensure that exposures
to mis-selling or market conduct abuses are minimised

Level of change creating operational complexity operational stresses may occur during perieds of growth as well
as during volatile periods in a market downturn The Operational Risk function engages with business management
in business transformation inthiatives to ensure the resihence of the internal control environment This may involve
thematic reviews of new imtiatives and analysis of loss or indicator trends, as well as participation and discussion
of 1ssues or concerns at relevant governance or management committees

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 condiions 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 We may also be exposed to potential
cnminal activities and have invested heavily in improving 1ts customer due diligence and transaction monitering
and screening controls

Information security the secunty of our information and technology infrastructure 1s 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

Thurd party risks procedures are in place to conduct due diligence and momttor the performance of third party
suppliers and service providers in so far as they may affect our ability to service our customers
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¢ People risk attracting and retaining staff with appropnate skills and expertise across the markets in which we
operate remains a challenge Significant investment 1s made mn training and management development muatives to
equip our staff for the business changes we face and for the implementation of global standards

Comphance nsk

Comphance nsk anses from activities subject to rules, regulations, Group policies and other formal standards,
including those relating to anti-money laundering ( AML ), counter-terronst and prolhiferaton financing sanctions
compliance, anti-bribery and corruption, conduct of business and other regulations

US Deferred Prosecution Agreement (DPA) and related agreements and consent orders

An independent compliance monitor (‘the Monitor') was appointed 1n 2013 under the 2012 agreements entered into
with the US Department of Justice ( DoJ ) and the UK Financial Conduct Authonty ( FCA ) to produce annual
assessments of the effecuveness of our AML and sanctions comphance programme Additionally, the Monutor 15
serving as HSBC s independent consultant under the consent order of the US Federal Reserve Board In January 2016,
the Monntor delivered his second annual follow-up review report as required by the US DPA Under the terms of the
US DPA, upon notice and an opportunity to be heard, the DoJ has scle discretion to determine whether HSBC has
breached the US DPA Potential consequences of breaching the US DPA could include the impostuon of additional
terms and conditions on HSBC, an extension of the agreement, including its momitorship, or the criminal prosecution
of HISBC, which could, 1n turn, entail further financial penaluies and collateral consequences

Breach of the US DPA or related agreements and consent orders could have a material adverse effect on our business,
financial condition and results of operations, including loss of business and withdrawal of funding, restrictions on
performing dollar-clearing functions through HSBC Bank USA or revocauon of bank licences Even if 1t 15 determined
that we have not breached these agreements, but the agreements are amended or their terms extended, our business,
reputation and brand could suffer matenally

Migating actions

We are continming to take concerted action to remedy AML and sanctions compliance deficiencies and to implement
Global Standards We are also working to implement the agreed recommendations flowing from the Monttor s 2013
and 2014 reviews, and will implement the agreed recommendations from the 2015 review

During 2015, we continued to make progress towards putting in place a robust and sustainable AML and sanctions
comphance programme, including continuing to build a strong Compliance function, rolling out improved systems and
infrastructure to manage financial cime nisk, improve transaction monitoring and enhancing internal audit

Anti-money laundering and sanctions

Revised global AML and sanctions policies were approved n 2014 During 2015, global businesses and countries
introduced new AML and sanctions procedures arsing from the new pohetes and focused on embedding the
procedures required to effect these policies in our day to day business operations glebally This supported our ongoing
effort to address the US DPA requirements These actions were 1n Line with our strategic target to complete the
implementation of Global Standards by the end of 2017

Anti-bribery and corruption

It 15 unethical, 1llegal, and contrary to good corporate governance to bnbe or corrupt others The Group 1s committed to
preventing bribery and corruption, and to consistently applying the letter and spint of applicable anti-bribery
legislation 1n all markets and junsdictions in which we operate We have implemented a strategic programme to
address bribery and corruption risks and are embedding a new global suite of policies that make 1t clear to all staff that
Group members employees or other associated persons or entiies must not engage n, or otherwise facilitate any form
of bribery, whether direct or indirect

The anti-bnbery and corruption programme, from training to risk assessment, emphasises the importance of consistent
and standardised procedures to dnive the principles of detect, deter and protect and ensure that they are incorporated
into every aspect of business-as-usual activities
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Reputational Risk
(Unaudited)
Reputational risk 15 the failure 10 meet stakeholder expectations as a result of any event, behaviour, action or inaction,

either by HSBC uself, our employees or those with whom we are associated, that might cause stakeholders to form a
negative view of HSBC

Reputational nsk relates to perceptions, whether based on fact or otherwise Stakeholders expectations are constantly
changing and thus reputational nisk 1s 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 junsdicion Reputational misk might result m financial or non-financial impacts, loss of
confidence, adverse effects on our ability to keep and attract customers, or other consequences Any lapse 1n standards
of mntegnty, compliance, customer service or operating efficiency represents a potential reputational nisk

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

¢ simphfying 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 1n higher nisk
countries,

* an increase in reputational risk resources 1n each region in which we operate, and the introduction of a central case
management and tracking process for reputational nisk and chient relationship matiers,

+ 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 appropnate level,

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

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

HSBC has zero tolerance for knowmngly engaging in any business, acuvity or association where foreseeable
reputational damage has not been considered and mitigated There must be no barners to open discussion and
escalation of 1ssues that could affect the Group negatively While there 15 a level of risk in every aspect of business
acuvity, appropriate constderation of potential harm to HSBC s good name must be a part of all business decisions
Detecung and preventing allicit 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 1s 1integral to the execution of our strategy,
to HSBC Values and to preserving and enhancing our reputation

Risks of insurance manufacturing operations
(Audited)

The majority of the risk n the nsurance business denves from manufactunng activities and can be categorised as
msurance nsk and financial nsk Insurance risk 1s the nsk, 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 1s that, over ume, the combined
cost of claims, benefits, adminmistration 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 expenence, 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, 15 therefore uncertain Contracts under which the transfer of insurance risk from the
policyholder 1o the group 1s not significant are classified as investment contracts Financial nisks include market nisk,
credit nsk and hquidity nsk

The group measures the nsk profile of the insurance manufactuning businesses using an economic capital model,
where assets and habilities are measured on a market value basis and a capital requirement 15 held to ensure that there
13 less than a 1-1n-200 chance of insolvency over the next year, given the rnisks that the businesses are exposed to The
methodology for the economic capital calculation 1s largely aligned to the new pan European Solvency Il insurance
capital regulations, which are applicable from 2016
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The group manages its insurance nisk through asset and liability management, underwniting limus, approval procedures
for transactions that involve new products or that exceed set limits, risk diversification. pricing guidelines, remnsurance
and momtoring of emerging 1ssues, taking into account where appropnate 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 Commuttee Several methods are used to assess and moniter insurance risk exposures for both individual
types of nisks wnsured and overall nsks These methods include internal risk measurement models, sensitivity analyses
scenario analyses and stress testing

The theory of probabtlity 15 apphed 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 esuimated using established statistical techmques

Asset and habihty management (insurance)

A principal tool used by the group to manage the exposures to both financial and insurance risk 1s asset and hability
matching The group manages its assets using an approach that considers asset quahty, diversification, cash flow
matching, hiquidity, volatility and target investment return The goal of the investment process 15 to achieve the targel
level of investment retum within acceptable parameters The Investment Commitice reviews and approves strategic
assel allocation on a penodic basis and establishes investment guidelines The asset and hability management process
15 also overseen by the Asset and Liability Management Commuttee 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
mvestment return 1n the long term

The following table shows the composition of assets and liabilines by type of contract 93% of both assets and
habilities are denved from Hong Kong

Balance sheet of insurance manufacturing subsidiaries by type of contract

Other
Non-linked Linked assets and
contracts' contracts’ habilites® Total
HKSm HKSm HKSm HKS$m
At 31 December 2015
Financial assets
- financial assets designated at fair vatue 51,197 46,561 426 98,184
~ denvatives 633 i 86 720
- financial investments- held-to-maturnity 204961 - 23,638 228,599
- financial investments- available-for-sale 41,583 - 1,066 42,649
- other financial assets 23,796 1,444 3,525 28,765
Total financial assets 322,170 48,006 28,741 398,917
Reinsurance assets 7,303 1,402 - 8,705
PVIF - - 36,897 36,897
Other assets 7,275 6 3,232 10,513
Total assets 336,748 49,414 68,870 455,032
Liabilities under investment contracts designated at
faur value 29228 6,821 - 36,049
Liabulities undet insurance contracts 298,576 42,244 - 340,820
Deferred tax 95 - 5846 5,941
Other habihities - - 10,445 10,445
Total habihties 327,899 49,065 16,291 393,255
Total equity - - 61,777 61,777
Total equity and Liabilities 327,899 49,065 78,068 455,032
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Other
Non-hinked Linked assets and
contracts’ contracts’ Labilities® Total
HK$m HK$m HK$m HK$m
A1 31 December 2014
Financial assets
- financial assets designated at fair value 47,048 49,343 546 96,937
— denvatives 173 3 24 200
— financial investmenis- HTM 163,289 - 19,336 182,625
— financial investments- AFS 49128 - 1,017 50,145
— other financial assets 35,891 1,433 821 38 145
Total financial assets 295,529 50,779 21,744 368,052
Remsurance assets 4,341 1,454 - 5,795
PVIF - - 12,389 32,389
Other assets 6,053 3 2 695 8753
Total assets 305923 52 238 36 828 414 989
Liabilities under investment contracts designated at
fair value 29,239 7,426 - 36,665
Liabihties under insurance contracts 265,743 44,439 - 310,182
Deferred tax 225 - 6,021 6,246
Other hiabilities — — 3,571 3,571
Total fiabilities 295,207 51,865 9,592 356,664
Total equity - - 58,325 38325
Total equity and habilittes 295,207 51 865 67917 414,589

Comprises life non-linked insurance contracts non-linked mmvestment contracts and remanung non-life insurance contracts
Comprises life linked msurance contracts and hnked investment contracts

Comprises shareholder asseis and habihities

B b —

Present value of inforce long-term msurance business

Underwrhng strategy

The group's underwnting strategy secks to achieve a balanced portfolio and 1s based on a large portfoho of similar
nisks over a number of years and, as such, 1t 1s believed that this reduces the variability of the outcomes

Reinsurance strategy

The group himits the exposure to large claims and catastrophe claims by transfemring excessive rishs to remnsurance
companies with high credit quality Retention himits are set depending on the nature of risks and type of benefits The
group also uses remsurance to manage financial risk ansing from certan products that 1t has sold Although
reinsurance provides a means of managing nsks, 1t exposes the group to credit risk ansing from default by the
rewnsurers Management of such credit risk exposure 1s described on page 66

Nature of risks covered

Life business 15 generally long term in nature and frequently involves an element of savings and mvestment in the
contract The following gives an assessment of the nature of rnisks inherent 1n the group’s main manufactured products

(1) Insurance contracts — non-linked products

The basic feature of non-linked insurance business 1s to provide guaranteed death benefits determined at the time
of policy 1ssue For non-linked insurance products with a savings element, guaranteed surrender benefit,
guaranteed matunty 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
annua! or terminal bonuses The group has complete contractual discretion on the bonuses declared Tt 1s the
group’s goal to maintain a stable dividend scale based on the long-term rate of retun Annual reviews are
performed to confirm whether the current dividend scale 15 supportable
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() Insurance contracts — unt-linked products

The group writes umit-linked life insurance policies which typically provide policyholders with hfe insurance
protection and a choice of investment in a vanety 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 15 a unit-
linked product with sigmficant performance guarantee where the risk 1s managed through reinsurance

(1} investment contracts — refiirement funds with guarantees

The group underwrites retirement fund business which gives nise to contracts that are classified as investment
contracts Under each retirement scheme employers and employees are given a choice of funds to :nvest their
contributions The group provides an investment return or capital protection guarantee for some specific funds
Investment strategy 1s set with the objective of providing a return that 1s sufficient to meet at least the mimmum
guarantee

(1v) Investment contracts — retirement funds without guarantees

The group underwrnites reurement fund business which gives nise to contracts that are classified as investrnent
contracts Under each reurement scheme employers and employees are given a choice of funds in which to place
therr coninbutions The group bears no mnvestment risk under this type of investment contract

Insurance risk 1s principally measured in terms of habilities under the contracts 1n force Details of the analysis of life
msurance habihties are disclosed 1n note 31 Since the group 1s not exposed to significant insurance risk on tnvestment
contracts, they have not been included in the insurance nsk management analysis

Concentrations of mnsurance risks

Within the insurance process, concentrations of risk may arise where a particular event or senes of events could impact
heavily upon the group’s habihties Such concentrations may anse 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 anse

The group 15 subject to concentration risk ansing from accidents relating to common carniers, conflagration, epidemics,
earthquakes and other natural disasters that affect the lives of the policyholders insured by the group To mitigate some
of these risks, catastrophe reinsurance arrangements have been made by the group, where appropniate Details of the
group's remnsurance strategy are disclosed on page 62

The policyholders of the insurance contracts 1ssued by the group and its joint venture are mainly residents of Hong
Kong, Macau, mainland China, Singapore, Malaysia and [ndia, with the majority in Hong Kong

To determine the concentration of msurance nsks and the reinsurance coverage required, scenario analyses are
performed to investigate the potential financial impact on the group Total loss 15 esumated based on the chosen stress
level

Financial risks (insurance)

Managing financial assets backing insurance liabilities may result in the group assuming financial nsks These include
market nsk, credit nsk and hiquidity sk Each of these financial nisks 1s described below, together with a summary of
the ways in which the group manages these risks anising from underwriting insurance business

The group 1s also exposed to investment return guarantee risk for certain investment contracts issued to policyholders
The risk 15 that the yield on the assets held by the group to meet these guarantees may fall shon of the guaranteed
retum The framework for the management of this nsk 15 to invest in fixed income secunties and adopt a matching
approach whereby assets held are managed to meet the habilines to policyholders Where analysis indicates that, over
the Iife of the contracts, the returns from the designated assets may not be adequate to cover the related liabilites, a
provision 15 estabhished to provide additional coverage

The following table analyses the assets held in the group s insurance manufacturing subsidianes at 31 December 2015
by type of contract, and provides a view of the exposure to financial sk For linked contracts, which pay benefits to
policyholders determined by reference to the value of the investments supporting the policies, the group typically
designates assets at fair value For non-linked contracts, the classification of the assets 1s driven by the nature of the
underlying contract
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Financial assets held by insurance manufacturing subsidiartes

Non-
Imnked Linked
contracts contracts Other assets Total
HKSm HKSm HK$m HKSm
At 31 December 2018
Financial assets designated at far value
— Debt secunties 17,399 89 426 17,914
— Equity securities 33,798 46,472 - 80,270
51,197 46,561 426 98,184
Fimancial investments
Held-to-matunty
— Debt secunties 204,961 — 23,638 228,599
Available-for-sale
— Debt secunties 41,582 - 634 42,216
— Equity secunties 1 - 432 433
41,583 - 1,066 42,649
Derivames 633 1 86 720
Other finanoial assets 23,796 1444 3,525 28,765
322,170 48,006 28,741 398,917
Non-
Iinked Linked
contracts contracts Other assets Total
HK$m HK$m HK$m HK$m
At 31 December 2014
Financial assets designated at fair value
— Debt secunties 15,424 11 546 15,981
- Equity secunties 31624 49 332 - 80,956
47,048 49,343 546 96 937
Financial investments
Held-to-maturity
— Debt securities 163,289 — 19,336 182,625
Avalable-for-sale
— Debt securities 49,127 - 793 49920
- Equity secuninies ] - 224 225
49 128 — 1017 50,145
Dervatives 173 3 24 200
Other financial assets 35,891 1433 821 38,145
295,529 50,779 21 744 368,052

Approximately 73% (2014 68%) of financial assets were invested in debt securities at 31 December 2015, with 21%
(2014 22%) invested in equity securities

Under linked contracts, premium income less charges levied (s invested in a portfolio of assets  The group manages
the financial risks of this product on behalf of the policyholders by holding appropriate assets in segregated funds or
portfolios to which the habilities are linked These assets represented 12% (2014  14%) of the total financial assets of
the group's insurance manufacturing subsidiaries at the end of 2015

The remaining financial risks are managed either solely on behalf of the shareholder, or jointly on behalf of the
shareholder and pohicyholders where the discretionary paruicipation mechanism exists




Market risk (insurance)

Market risk can be sub-categonsed into interest rate nisk, equity and other price nsks and foreign currency nisk Each
of these categories 15 discussed further below For participating products, market nsk can be shared with policyholders
under the discretionary participation mechamsm

Interest rate risk

The exposure of the msurance business to interest rate risk arises mainly from 1ts debt securities holdings and the
uncertainty of the achievable interest rate when reinvesting the future net cash flows The held-to-matunty category
accounts for a significant portion of the debt securities holdings and 1s 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 relaung to the investment portfolio and insurance reserves, are
modelled and reviewed regularly The overall objective of these strategies 1s to limit the net changes in the value of
assets and habilities ansing from interest rate movemenis

The following table 1llustrates the effects of selected interest rate scenaros on our profit for the year and total equity of
our insurance subsidiaries

31 December 2815 31 December 2014
Impact on Impact on
profit after profit after
tax for Impact on tax for Impact on
the year net assets the year net assets
HKSm HK$m HKSm HK$m
+ 160 basis points parallel shift in yield curves 172 (3,602) 1,463 (3,221)
— 100 basis points parallel shift in yield curves (949) 3,618 (1,720) 3973

The interest rate sensitivities set out above are 1llustrative 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 nisk sharing mechamsm with policyholders for participating preducts but do not incorporate other actions
that could be taken by management to nutigate the impact of the effect of the interest rate movements, nor do they take
account of any resultant changes n pohcyholder behaviour

Equnty and other price risks

The portfoho of secunties, including equities and other assets, which the group carries on the balance sheet at fair
value, has exposure to price, yield and volatility nsks The price nisk 1s defined as the potential loss in market value
resulting from an adverse change in prices The nisk 1s mitigated, to an extent, through dynamic asset allocation and
portfolio diversification Portfolio charactenistics are analysed regularly and these risks are regularly reviewed The
group s nvestment portfolios are diversified across industries and asset classes, with concentrations tn any one
company, industry or asset class hmited 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% vanance in equity prices

31 December 2015 31 December 2014
Impact on Impact on
profit after profit after
tax for Impsact on tax for [mpact on
the year net assets the year net assets
HKSm HKSm HK$m HK$m
10% increase in equity prices 1,225 1,225 1,173 1,173
10% decrease in equity prices (1,092) {1,092) (938) (938)
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These equity sensitivities are itlustrative only and employ simplified scenanos It should be noted that the effects may
not be hnear and, therefore, the results cannot be extrapolated The sensitivities reflect the established investment risk
sharing mechamism 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 decling, nor for any resultant changes i policyholder
behaviour that might accompany such a fall

Foreign currency risk

A sigmficant proportion of the assets and habilities are denominated 1n two main currencies, Hong Kong dollars and
United States dollars The group adopts a policy of predominantly matching the habilities with assets 1n the same
currency, effectively reducing the foreign currency exchange rate exposure Limits are set to ensure that the net foreign
currency exposure 15 kept to an acceptable level The group also uses forward exchange contracts and swaps to manage
its foreign currency nsk

The following table 1llustrates the impact on the profit for the year and net assets of a 10% variance in USD exchange
rate compared to all currencies

31 December 2015 31 December 2014
Impact on Impact on
profit for Impact on profit for Impact on
the year net assets the year net assets
HKSm HKSm HK$m HK$m
10% increase i USD exchange rate compared to all
currencles 136 136 398 308
10% decrease in USD exchange rate compared to all
currencies (136) (136) (398) (398)

The foreign currency sensitivities are illustrative only and employ simphfied scenarios 1t should be noted that the
effects may not be linear and, therefore the results cannot be exatrapolated The sensitivities reflect the established
investment risk shaning mechanism with policyholders for participating products but do not allow for the effect of
other management actions which may mitigate the impact of the foreign currency movements, nor for any resultant
changes in pohicyhelder behaviour

Credit risk (insurance)

The 1nsurance operation’s portfolios of fixed income secunities, and 1o a lesser exient short-term and other investments,
are subject to credit nsk This risk 1s defined as the potential financial loss resulting from adverse changes in a
borrower’s ability to repay the debt The group’s objective 1s to earn competitive returns by investing in a diversified
portfolio of secunties Management has a credit policy in place and limuts are established to manage credit quality and
concentration risk Only assets supporting non-linked habilities are included 1n the table, as financial risk on assets
supporting hnked Liabilities 1s predominantly borne by the policyholders 88% (2014 89%) of the assets included 1n
the table are invested \n investments rated as Strong’ There were no investments rated as sub-standard or below
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At 31 December 2015

At 31 December 2014

Neirther past due nor impaired

Neither past due nor impaired

Strong Good  Satisfactory Total Strong Good  Sausfactory Total
HKSm HKSm HKS$m HK$m HK$m HK$m HK$m HKS$m

Supporting habilities

under non-hnked

insurance and

investment contracts
Financial assets designated

at fair value 15,739 635 1,025 17,359 14,123 407 894 15424
— treasury and other

eligible bills 1,008 - - 1,008 - - - -
- debt securiizes 14,731 635 1,028 16,391 14 123 407 894 15424
Financial investments 217,729 16,900 11,914 246,543 187,906 14,181 10,329 212416
— debt securities L 2177e| [ aeso0] [ nnona] [ 246543][ 187906] [ 1aast][ 10329 ][ 212416 |
Supporting shareholders

funds'
Financial assets designated

at fair valve 380 - 46 426 499 13 34 546
- treasury and other

eligible bills 62 - - 62 - - -
— debt secunties 318 - 46 364 499 13 34 546
Financial investments 22,629 321 1322 24,272 18,718 347 1,064 20,129
— debt secunties [ 22.629] 321 | 132]1  2427m2) wsms][ 7] Lose ] 20129 |
Total
Financial assets designated

at fair value 16,119 635 1,071 17,825 14,622 420 928 15,970
— treasury and other

eligible bulls 1,070 - - 1,070 - - - -
— debt securities 15,049 635 1,071 16,755 14,622 420 928 15,970
Financial investments 240,358 17,221 13,236 270,815 206 624 14,528 11,363 232,545
— debt securities [_za03s8]| 17220 [ 13236][ 27om15)[ 206624 1452 1393 |[ T 232545 |

1 Sharehoiders funds comprise solvency and unencumbered assets

The group also has insurance and other recervable amounis subject to credit risk The most significant of these are
reinsurance recoveries To mitigate the nisk of the counterparties not paying the amounts due, the group has established
business and financial gwdelines for remnsurer approval, incorporating raungs by major agencies and considering
currenily available market information The group also pencdically reviews the financial stabiity of reinsurers and the
settlement trend of amounts due from remnsurers The sphit of habilities ceded to reinsurers and outstanding reinsurance

recoveries was as follows

Reinsurers’ share of habihties under insurance contracts

Neither past due nor ympaired

Past
Sub- due not
Strong Good  Sansfactory standard impaired  Impaired Total
HKSm HKSm HKSm HKSm HKSm HKSm HKSm
At 31 December 2015
Non-linked insurance contracts 7,160 - 51 - - - 7,151
Linked insurance contracts 4 1,388 —- — - — 1392
Total 7,104 1,388 51 - - - 8,543
Reinsurance debtors 67 21 - - 73 - 161
At 31 December 2014
Non-linked msurance contracts 4,128 1 53 - - - 4,182
Linked insurance contracts 3 1,438 - - - - 1,441
Total 4,131 1,439 53 - - - 5,623
Reinsurance debtors 28 35 - - 109 - 172
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Liquadity risk (insurance)

There are three components of hiquidity nsk The first of these arises in normal market condinions and 15 referred 10 as
funding hiquidity risk, specifically, the capacity to rase sufficient cash when needed to meet payment obligations
Secondly, there 15 market hquidity nisk 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 1s standby hquidity nisk which refers to the capacity
to meet payment conditions in abnormal conditions

The group has to meet daily calls on us cash rescurces, notably from claims arising on its insurance and mvestment
contracts and surrender of policies for surrender value There 1s therefore a nisk that cash will not be available to settle
habilities when due at a reasonable cost The group manages this nisk by monutoning and setiing an appropriate level of
operating funds to settle these Liabihities Investment portfolios are also structured with regard to the hiquidity
requirement of each underlying fund, and surrender penalttes and market adjustment clauses are used to defray the
costs of unexpected cash requirements

The following table shows the expected maturnty of insurance contract habilities at 3t December 2013

Expected maturity of insurance contract habilities

Expected cash flows (undiscounted)

Within 1 year 1-5 years 5-15 years Over 15 years Total
HKSm HK$m HKS$m HK$m HKSm
At 31 December 2015
Non-linked msurance contracts 26,738 112,308 230,750 237,112 606,908
Linked msurance contracts 2,454 13,397 42,131 82,993 140,975
29,192 125,705 272,881 320,105 747883
At 31 December 2014
Non-linked insurance contracts 24,109 91,832 223,103 242,465 581,509
Linked msurance contracts 2479 11 095 51,560 100,679 165 813
26,588 102 927 274 663 343,144 747 322

Remamng contractual maturity of investment contract habhities

Non-linked Linked

nvestment mvestment
contracts contracts Total
At 31 December 2015 HKSm HKSm HKSm

Remamning contractual matunty

- due within 1 year 187 162 349
-~ due berween | and 5 years - - -
- due between 5 and 10 years - - -
— undated' 29,041 6,659 35,700
29,228 6,821 36,049

Al 3] December 2014

Remaining contractual maturity
— due within | year 4 156 190
~ due between 1 and 5 years - - -
— due between 5 and 10 years - -
— undated’ 29,205 7.270 36,475

29239 7426 36,665

| in most cases, policyholders have the option to terminate their contracts at any time and recene the surrender values of thetr policies
The surrender values may be significantly lower than the amounts shown above
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Present value of in-force long-term insurance business ("PVIF’)

The life insurance business 15 accounted for using the embedded value approach which, inter alia, provides a
framework for the evaluation of insurance and related risks The value of the PVIF asset at 31 December 2015 was
HK$36,897m (2014 HK$32,389m), 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 1n the projection assumptions
and explicit allowances for financial options and guarantees using stochastic methods Both the nisk discount rate and
investment return assumptions are set on active basis with reference to market nsk free yields

PVIF 1s 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 2015 of changes in the main economic
assumption

Impact on PVIF

2015 2014

HKSm HKS$m

+ 100 basis points shuft in risk-free rate (63) 1,357
- 100 basis points shift in nsk-free rate (64) (813)

The effects on PVIF shown above are 1llustrative only and employ simphfied scenarios It should be noted that the
effects may not be hnear 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 mn
policyholder behaviour

Non-economic assumptions

Non-economic assumptions, including, mortahity and/or morbidity, lapse rates and expense rates, are also used for the
determunation of the policyholders habilities and PVIF, subject to any relevant local regulatory requirements The
process used to determine the non-economic assumptions 1s intended to result in stable and prudent estimates of future
outcomes This 15 achieved by incorporating nisk margins nto best estimate assumptions which can withstand a
reasonable range of fluctuauon of actual experience An annual review of the relevant experience s performed to
assess the adequacy of margins that exist between the assumptions adopted and the most hkely estimate of future
outcome The sensitivity of profit for the year and net assets lo reasonably possible changes in these non-economic
assumptions at 31 December 20135 across all insurance manufacturing subsidianes 1s as follows

Impact on 215 results Impact on 2014 results
Profit after tax Net assets Profit after tax Net assets
HKSm HKSm HK$m HK3$m
10% increase 1n mortahity and/or morbidity rates (402) (402) (294) (294)
10% decrease in mortality and/or morbidity rates 400 400 301 301
10% increase 1 lapse rates (355) (355) 319) (319)
10% decrease in lapse rates 407 407 370 370
10% 1ncrease 1n expense rates (285) (285) (303 (303)
10% decrease in expense rates 27 271 299 299

The effects on profit after tax and net assets shown above are ilustrative only and employ stmplified scenarios It
should be noted that the effects may not be linear and, therefore, the results cannot be extrapolated The sensitivities
reflect the established nsk sharing mechamism with pohcyholders 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 Management

(Audited)

Our approach to capital management 1s driven by our strategic and organisational requirements, taking nto account the
regulatory, economic and commercial environment in which we operate

It 1s our ebjective to mamntain 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 15 to hold capial m a range of different forms and all
capital raising 1s agreed with major subsidiaries as part of their individual and the group's capital management
processes

The policy on capital management 1s underpinned by a capital management framework, which enables us to manage
our capital in a consistent manner The framework defines the regulatory capial and economic gapital measures as the
two primary measures {or the management and control of capital

Capital measures

s economic capital 15 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 1s the capital which we are required to hold in accordance with the rules established by
regulators

Our capital management process 1s articulated m our annual capital plan which 1s approved by the Board The plan 1s
drawn up with the objective of mantaining both an appropnate amount of capital and an optimal mix between the
different components of capital Each subsidiary manages 1ts 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
the Capital Management Framewaork, capital generated by subsidianes in excess of planned requirements s returned o
the Bank, normally by way of dividends

The Bank 1s primanly the provider of capital to 1ts subsidiaries and these investments are substantially funded by the
Bank s own capiial 1ssvance and profit retention As part of s capital management process, the Bank seeks to
maintain a prudent balance between the composition of 1ts capital and that of 1ts investment in subsidianes

The principal forms of capital are included 1n the following balances on the consolidated balance sheet share capnal,
other equity tnstruments, retained profits, other reserves, preference shares and subordinated habilities

Externally imposed capital requirements
{Audited)

The Hong Kong Monetary Authority (‘HKMA ) supervises the group on both a conselidated and solo-consohdated
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 basts Individual banking subsidiaries and branches are directly regulated by their
local banking supervisors, who set and monitor their capital adequacy requirements In most junsdicuons, non-banking
financial subsidiaries are also subject to the superviston and capital requirements of local regulatory authonties

The group uses the advanced internal ratings-based approach to calculate its credit risk for the majonty of s
non-securiisation exposures and the intemmal ratings-based (secunitisation) approach to determune credit risk for 1ts
banking book secuntisation exposures For market nisk, the group uses an internal models approach to calculate 1ts
general market nisk for the nisk categones of interest rate exposures, foreign exchange (including gold) exposures, and
equity exposures The group also uses an internal models approach to calculate 1ts market risk 1n respect of specific
nisk for interest rate exposures and equity exposures The group uses the standardised (market risk) approach for
calculating other market nsk positions as well as trading book securitisation exposures, and the standardised
(operational nsk} approach to calculate 1ts operational risk

During the year, the individual entities within the group and the group itself comphed with all of the externally
imposed caputal requirements of the HKMA
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Basel 111
(Unaudited)

Since December 2010, the Basel Committee has developed a comprehensive set of reform measures covering
additional capital, leverage and hiquidity requirements. commeoenly referred to as Basel 111

The Basel III capital rules set out the mimmum common equity tier 1 (CET!) requirement of 4 5% and a mimimum
total capital requirement of 8% from | January 2015

In additon to the critenia detailed in the Basel Il proposals, the Basel Committee issued further minimum
requirements 1n 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 afier | January 2013 may only be included 1n
regulatory capual 1f the new requirements are met The capital treatment of securities 1ssued prior to this date will be
phased out over a 10-year period commencing on | January 2013

The provisions of the Banking (Capital) (Amendment) Rules 2012 came nto effect on | January 2013 1o implement
the first phase of the Basel i1 capital standards in Hong Kong ( Basel 11l rules )

The Banking (Capttal) {(Amendment) Rules 2014 came into effect on 1 January 2015 to implement the Basel 111 capital
buffer requirements in Hong Kong The changes include the phase-in from 2016 to 2019 of the Capital Conservation
Buffer ( CCB’) which 1s destgned to ensure banks build up capital outside periods of stress of 2 5% of RWAs, the
Countercychical Capital Buffer { CCyB") which 1s set on an individual country basis and 18 built up during periods of
excess credit growth lo protect agamst future losses, and the Higher Loss Absorbency (‘HLA ) requirement for
Domestic Systemically Important Banks ( D-SIB*) of up to 3 5 % of RWAs The CCyB for Hong Kong 1s 0 625%
from 1 January 2016 and the HKMA announced on 14 January 2016 that 1t will be increased to 1 25% from 1 January
2017 This increase 1s consistent with the Basel [1I phase-in arrangements for the CCyB On 16 March 2015, the
HKMA announced the designation of the group as a D-SIB and the HLA requirement to be 2 5% of RWAs which will
be phased-in from 0625% n 2016 1o reach the full implementation in 2019 On 31 December 2015, the HKMA
confirmed the designation of the group as a D-SIB as well as the HLA requirements

Total Loss Absorbing Capacity proposals
{Unaudited)

In November 2014, as part of the ‘too big to faill’ agenda, the Financial Stability Board ( FSB') published proposals for
Total Loss-absorbing Capacity ( TLAC } for Global Systemically Important Banks ( G-SIBs } In November 2015, the
FSB 1ssued uts final term sheet on TLAC which set the mimimum TLAC requirement to be 16% of RWAs from 1
January 2019, nsing to 18% from 1 January 2022 In addition, there must be sufficient TLAC to meet a leverage ratio
requirement of 6% from 1 January 2019, nsing to 6 75% by 1 January 2022

Leverage Ratio
(Unaudited)

Basel Il introduces a simple non risk-based leverage rano as a complementary measure to the risk-based capual
requirements to limit excessive leverage on the part of banks The leverage ratio was introduced into the Basel 111
framework as a non-nsk-based backstop limit, to supplement risk-based capital requirements It aims to constrain the
build-up of excess leverage n the banking sector introducing additional safeguards aganst model nsk and
measurement errors  The ratio 15 a volume-based measure calculated as Basel 11 tier 1 capital divided by total on-and
off-balance sheet exposures

Basel I provides for a transitional penod for the introduction of this ratie, compnsing a supervisory momtoring
penod that started 1n 2011 and a parallel run penod from January 2013 to January 2017 The parallel run will be used
1o assess whether the proposed mimmum ratio of 3% 1s appropnate, with a view to migrating to a Pillar 1 requirement
from 1 January 2018
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r

The group 1s required under rule 45A(6) of the Banking (Disclosure) Rules to disclose its leverage ratio calculated on a
consohdated basis

At 3] December 2015 At 31 December 2014

% %
Leverage ratio 64 60
Capital and leverage ranio exposure measure
HKSm HK$m
Trer 1 capital 418,758 389,745
Total exposure measure 6,514,618 6,490,577

The increase in the leverage ratio from 31 December 2014 to 31 December 2015 was mainly due to an ncrease in tier
1 capital duning the year

Further details regarding the group's leverage positions are set out in the Supplemeniary Notes Appendices on the
Financial Statements 2015, Appendix 4 Leverage Ratio Common Disclosure Template and Appendix 5 ‘Leverage
Ratio Summary Comparison Table’ of the Supplementary Notes Appendices, which is available in the Regulatory
Duisclosures section of our website www hshe com hk

Capual adequacy ar 3! December 2015
(Unaudited)

The following tables show the capital ratios, nisk weighted assets { RWAs ) and capital base as contained in the
‘Capital Adequacy Rauio return submitied to the HKMA on a consohdated basis under the requirements of section
3C(1) of the Banking (Capital) Rules

The basis of consolidatton for financial accounting purposes 1s described 1n note 1 on the Financial Statements and
differs from that used for regulatory purposes Further information on the regulatory consolidation basis 1s set out in
the Supplementary Notes on the Financial Statements 2015 and a full reconcthiation between the group’s accounting
and regulatory balance sheets can be viewed n the Supplementary Notes Appendices on the Financial Statements 2015
that can be found in the Regulatory Disclosures section of our website www hsbe com hk  Subsidianes not inctuded in
consolidation for regulatory purposes are securities and insurance companies and the capital invested by the group 1n
these subsidianes 15 deducted from regulatory capital

The Bank and 1ts banking subsidiaries maintain regulatory reserves to satisfy the provisions of the Banking Ordinance
and local regulatory requirements for prudential supervision purpeses At 31 December 2015, the effect of this
requirement 15 to reduce the amount of reserves which can be distributed to shareholders by HK$27,819m (31
December 2014 HK$27,959m)

There are no relevant capital shortfalls in any of the group’s subsidianies at 31 December 2015 (31 December 2014
Nul} which are not included in its consohidation group for regulatory purposes
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Capital ratios
(Unaudited)

Common Equity Tier | (*CET1") capital rauo
Tier 1 capital ratio
Total capital ratio

Risk weighted assets by risk type
(Unaudited)

Credit nsk

- Standardised approach

— IRB approach

— IRB (securitisation) approach

Counterparty credit nsk

— Standardised approach

— IRB approach

- Central Clearing Counterparty (*CCP")
- Credit Valuation Adjustment (*CVA™)

Market risk
Operational risk

Total

Risk weighted assets by global business
(Unaudited)

Retail Banking and Wealth Management
Commercial Banking

Global Banking and Markets

Giloba! Private Bankig

Other

Total

RWA Planning
(Unaudited)

At 31 December 2015
%

156
16 6
186

At 31 December 2015

At 31 December 2014
%

144
144
157

At 31 December 2014

HKSm HK$m
235,235 248 891
1,701,500 1,811,343
5,695 4,453
5,003 6,406
98,229 113,801
3,511 8,435
70,021 81,061
101,551 143,199
208,662 290 342
2,519407 2 707 931

At 31 December 2015

At 31 December 2014

HKSm HK$m
333,802 301,844
811,835 876,596

1,073,717 1,239,715

26,064 24 256

273,989 265,520
2,519,407 2,707,931

Pre-tax return on RWAS 13 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

Business performance against the targets 1s momtored through reporting to the Asset and Liability Management
Committee of the group The management of capital deductions 1s 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 1s employed in the RWA monitering framework to identify the key drivers of movemenits tn the position, such
as book size and book quality Particular attention 1s paid to identifying and segmenting items within the day-to-day

control of the business and those 1tems that are driven by changes in nsk models or regulatory methodology

Capnital Base
(Unaudued)

The following table sets out the composition of the group’s capital base under Basel 111 at 31 December 2015 The

position at 31 December 2015 benefits from transitional arrangements which will be phased out
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Ca pital {conttnued)

Capital adequacy at 31 December 2015

Capital base
{Unaudued)

Common Equity Tier 1 (*CET1'} capital
Shareholders” equity
Sharcholders” equity per balance sheet
Revaluation reserve capitalisation 1ssue
Other equity instruments
Unconsolhidated substdianes

Non-controlling interests
Non-controlling interests per balance sheet
Non-controlling mterests in unconsolidated subsidiaries
Surplus non-controlling interests disallowed 1 CET1

Regulatory deductions to CET| capital
Valuation adjustments
Goodwill and intangible assets
Deferred tax assets net of deferred tax ltabilities
Cash flow hedging reserve
Changes i own credut nisk on fair valued habilittes
Defined benefit pension fund assets
Significant capital investments in unconsolidated financial sector entities
Property revaluation reserves'
Regulatory reserve
Excess AT1 deductions

Total CET1 capital

Addittonal Tier 1 {*AT1") capital

Total ATI capital before regulatory deductions
Perpetual subordinated loans
Perpetual non-cumulative preference shares
Allowable non-controlling interests in ATI capital

Regulatory deductions to AT1 capital
Significant capital investments 1n unconsobidated financial sector entities
Excess AT deductions

Total AT capital
Total Tier 1 capstal

Tier 2 capital
Total Tier 2 capital before regulatory deductions
Perpetual cumulative preference shares
Cumulative term preferences shares
Perpetual subardmated debt
Term subordinated debt
Property revaluation reserves’
Impairment allowances and regulatory reserve eligible for inclusion in Tier 2 capital
Allowable non-controlling interests in Tier 2 capital

Regulatory deductions to Tier 2 capital
Significant capital investments in unconsoltdated financtal sector entities

Total Tier 2 capital

Total capital

At 31 December

At 31 December

2015 2014
HKSin HKSm
514,078 491,545
584,201 557,835
(1,454) (1,454)
(14,737) (14,737)
(53,932) {50,099)
22,352 27,971
51,685 50,511
(5,717 (4,873)
(23,616) {17.667)
(142,611) (129,771)
(1,845) (2,030)
(14,032) (14,683)
(1,863) (1,485)
(1) 182
(940) (596)
v 89
(39,524) (28,866)
(56,497) (52.657)
(27.819) (27,959)
- (1,588)
393,819 389,745
50,826 48750
14,737 14,737
25213 25229
10,876 8,784
(25,887) (48,750)
(25,887 {50,338)
- 1,588
24,939 —~
418,758 389 745
79,164 88,802
3,100 3,102
8,138 8,143
6,204 9,337
21,603 25,400
26,079 24,350
14,040 14,957
- 3,513
(29,059 (53510)
[ 29,059 | | (53510) |
50,105 35292
468,863 425,037

| Includes the revaluation surplus on wnvestment properties which 1s reported as part of retained profits and adjustments made n

accordance with the Banking (Caputal) Rules issued by the HKMA
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A detaled breakdown of the group s CET1 capital, ATl capital, T'er 2 capital and regulatory deductions can be
viewed 1n the Supplementary Notes Appendices on the Financial Statements 2015 that can be found n the Regulatory
Disclosures section of our website www hsbe com hk

The following table shows the pro-forma Basel 11l end pont 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 111 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 implementatton Given this, the final impact on the group s
capital ratios may differ from the pro-forma position, which 1s a mechanical apphcation of the current rules to the
balance sheet at 31 December 2015, 1t 1s not a projection On this pro-forma basis, the group s CETI ratio 15 13 6%
(2014 10 7%), which 15 above the Basel Il mimimum requirement plus expected regulatory capital buffer
requirements

Reconciliation of capual from transttronal basis to a pro-forma Basel HI end point basis

At 31 December At 31 December

2015 2014
HKSm HK$m
CET1 capital on a transihonal basis 393,819 389,745
Transitional provisions
Sigmificant capital investments in unconsolidated financal sector entities (51,774) {100,676}
Excess AT] deducuons - 1,588
CFTI capital end point basis 342,045 290,657
ATI capital on a trapsitional basis 24,939 -
Grandfathered imstruments
Perpetual non-cumulative preference shares {25,213) (25,229)
Transitional provisions
Allowable non-controlhng interests tn AT capital (9,494) (5,389)
Significant capital investments in unconsolidated financial sector entities 25,887 50,338
Excess AT1 deductions - (1,588)
AT1 capital end point basis 16,119 18,132
Tier 2 capital on a transitional basis 50,105 35,292
Grandfathered instruments
Perpetual cumulative preference shares (3,100) (3,102)
Cumulative term preference shares (8,138) (8,143)
Perpetual subordinated debt (6,204) (9,337)
Term subordinated debt (1,607 (6,787)
Transitional provisions
Sigmificant capiial investments in unconsolidated financaal sector entittes 25,887 50,338
Tier 2 capital end point basis 56,943 58,261
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THE HONGKCONG AND SHANGHAI BANKING CORPORATION LIMITED

Capital {continued)

Capital instruments
(Unaudited)

The following 1s a summary of the group’s CET1, ATI and Tier 2 capital instruments at 31 December 2015

2015

CET1 capital instruments
Ordinary shares
38,420,982,901 1ssued and fully paid ordinary shares

ATI1 capital instruments
Floating rate perpetual subordinated loans, callable from 2019
Perpetual non-cumulauve preference shares

Tier 2 capital instruments
Perpetual cumulative preference shares

Cumulative preference shares due 2024

Primary capital undated floating rate notes

Subordinated loan due 2022

Subordinated loan due 2023

Subordinated loan due 2024, callable from 2019

Subordinated loan due 2023, callable from 2020

Fixed rate (4 35%) subordinated bonds due 2022, callable from 2017
Fixed rate (5 05%) subordinated bonds due 2027, callable from 2022

2014

CET]I capital instruments
Ordinary shares
38,420,982,901 1ssued and fully paid ordinary shares

AT capital instruments
Floating rate perpetual subordmated loans, callable from 2019
Perpetual non-cumulative preference shares

Tier 2 capital instruments
Perpetual cumulative preference shares

Cumulative preference shares due 2024

Primary capital undated floating rate notes

Subordinated loan due 2021

Subordinated loan due 2022

Subordinated loan due 2023

Subordinated loan due 2024, callable from 2019

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 2022

Issued/Par value

HK$96,052m

US$1,900m
US8%3,253m

US$400m

US$1,050m

US$800m

US$300m
US$500m
US$i,600m
US$180m
MYR500m
MYRS560m

HK$96,052m

US$1.900m
US$3,253m

US$400m

US$1,050m

US$1,200m

US$450m
US$300m
U8$500m
US$1,600m
AUD200m
MYRS00m
MYRS00m

Amounf
recognised 1o
regulatory
capttal
HKSm

94,598

14,737
25,213

3,100

3,138

6,204

2325
3875
12,401
1395
801
806

21,603

54,598

14,737
25,729

3102
8143

9,337
3,490
2,326
3,878
12,409
1,178
1,056
1,063

25 400

A description of the main features and the full terms and conditions of the group’s capital instruments can be found 10

the Regulatory Disclosures section of our website www hsbe com hk
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Statement of Directors’ Responsibilities

The fotlowing statement, which should be read i conjunction with the Auditor’s statement of their responsibilities set
out 1n their report on page 78, 1s made with a view to distingwshing for shareholders the respective responsiiiities of
the Directors and of the Auditor i relation to the Financial Statements

The Directors of The Hongkong and Shangha: Banking Corporanon 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’), m 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 for the Bank

The Directors are responsible for ensurtng adequate accounting records are kept that are sufficient to show and explain
the group’s transactions, such that the group’s financial staternents 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 on the same basis

The Directors, the names of whom are set out 1n ‘Report of the Directors’ on page 3 of this Annual Report and
Accounts, confirm to the best of therr knowledge that

s the consolidated financial statements, which have been prepared in accordance with HKFRSs, have been prepared
1n accordance with the applicable set of accounting standards and give a true and fair view of the assets, habilities,
financial position and profit or loss of the group and the undertakings included in the consolidation taken as a
whole, and

» the management report represented by the Financial Review, the Risk and Capital Reports include a fair review of
the development and performance of the business and the position of the group and the undertakings included n
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 Gulliver
Chairman
22 February 2016
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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 inited hability)

We have audited the consolidated financial statements of The Hongkong and Shanghai Banking Corporation
Limiuted (the ‘Bank’) and its subsidiaries set out on pages 79 to 195, which comprise the consolidated balance
sheet as at 31 December 2015, and the consohidated income statement, the consolidated statement of
comprehensive income, the conselidated statement of changes in equity and the consolidated statement of cash
flows 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 1n accordance with Hong Kong Financial Reporting Standards 1ssued by the Hong Kong Institute of Certified
Public Accountants (‘HKICPA?®), and the Hong Kong Compames Ordinance, and for such internal control as the
directors determine 1s 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 15 to express an opimon on these consolidated financial statements based on our audit and to report
our opinton solely to you, as a body, in accordance with section 405 of the Hong Kong Compames Ordinance and for
no other purpose We do not assume responsibility towards or accept hability to any other person for the contents of
this report

We conducted our audit 1n accordance with Hong Kong Standards on Auditing 1ssued by the HKICPA Those
standards require that we comply with ethical requirements and plan and perform the audit to obtamn reasonable
assurance about whether the consohdated financial statements are free from matenal rmisstatement

An audit mvolves performing procedures to obtain audit evidence about the amounts and disclosures in the
consclidated financial statements The procedures selected depend on the auditor’s judgment, including the assessment
of the nisks of material misstatement of the consohdated financial statements, whether due to fraud or error In making
those risk assessments, the auditor considers nternal control relevant to the entity’s preparation of consolidated
financial statements that give a true and fair view n order to design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opunion 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 staternents

We beheve that the audit evidence we have cbtained 15 sufficient and appropriate to provide a basis for our audst
opinion

Opinion

In our opinion, the consolidated financial statements give a true and fair view of the financial position of the Bank and
1ts subsidiaries as at 31 December 2015, and of their financial performance and cash flows for the year then ended n
accordance with Hong Kong Financial Reporting Standards and have been properly prepared in compliance with the
Hong Kong Companies Ord:nance

PricewaterhouseCoopers
Certified Public Accountants

Hong Kong
22 February 2016
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Financial Statements

Financial Statements

Consolidated ncome statement

Consolidated statement of comprehensive income
Consolidated balance sheet

Consolidated statement of changes mn equity
Consolidated statement of cash flows

Notes on the Financal Statements
1 Basis of preparation
2 Cntical accounting estimates and judgements
n applying accounting policies
Summary of sigmficant accounting policies
Operating profit

Insurance income

6 Employee compensation and benefits

7 Tax expense

Dividends
Cash and sight balances at central banks

10 Hong Kong Government certificates of
indebtedness

11 Trading assets
12 Denivatives
13 Fmancial assets designated at fair value

14 Non-trading reverse repurchase and repurchase
agreements

15 Loans and advances 1o customers

16 Impairment allowances against loans and
advances to customers

17 Impairment and rescheduled amounts relating to
placings with and advances to banks and other
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19 Assets transferred, assets charged as secunty for
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements

Consolidated income statement for the year ended 31 December 2015

2015 2014
Note HKSm HK$m
Interest ncome fa 124,060 126,782
Interest expense b (29,683) (31,673)
Net interest income 94377 95,109
Fee income 51,926 50,662
Fee expense (6,267) (6,040)
Net fee income 4c 45,659 44,622
Net trading income 4d 23,616 20,220
Net income/(expense) from financial instruments designated at fair value Je (2,560) 4,048
Gans less losses from financial investments Eid 11,611 2,389
Dividend income 4g 210 1,374
Net (nsurance premuim income 5b 52,593 57,307
Other operating income +h 10,439 8,502
Total operating income 235,945 233,571
Net insurance claims and benefits paid and movement in habilities to pohcyholders S¢ (52,431) (60,182)
Net operating income before loan impairment charges
and other credit risk provisions 183,514 173,389
Loan impairment charges and other credit nisk provisions 4 (5,074) (4,925)
Net operating incoms 178,440 168,464
Employee compensation and benefits ba {41,126) (38,894)
General and administrative expenses 4 (29,883) (28,278)
Depreciation of property, plant and equipment 23a {4,380) (4,107
Amortisation and impairment of intangible assets 22¢ {1,602) (1,671)
Total operating expenses {76,991) (72,950)
Operating profit 101,449 95,514
Share of profit 1n associates and joint ventures 15,830 15675
Profit before tax 117279 111,189
Tax expense 7a (17,296) (19,012)
Profit for the year 99,983 92177
Profit attnbutable to sharehelders of the parent company 89,533 86,428
Prefit attributable to non-controthing interests 10,450 5,749
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Consolidated statement of comprehensive income for the year ended 31 December 2015

Profit for the year
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 to equity

— fair value changes transferred to the income statement on disposal

— amounts transferred to the iIncome statement on impairment

— fair value changes transferred to the income statement on hedged ems
— Income taxes

Cash flow hedges

— fair value changes taken to equity

— fair value changes transferred to the income statement
— Income taxes

Share of other comprehensive income of associates and joint ventures

Exchange differences

Items that will not subsequently be reclassified to the income statement

Property revaluation
— fair value changes taken to equity
— Income taxes

Remeasurement of defined benefit
~ before income taxes
— Income taxes

Other comprehensive income/(expense) for the year, net of tax

Total comprehensive income for the year, net of tax

Total comprehensive income for the year attnbutable to
— sharehelders of the parent company
—non-controlling interests
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2015 2014
HKSm HK$m
99,983 92,177
(2430) 24,365
(15,637) (4,632)

8 2,140
37 (311
354 (1,378)

1,662 3,870

(1,433) (4,429)
It 189
460 326

(19,188) (8,033)

6,601 4510
(.101) (730

(662) (704)

105 41
(31,321) 15223
68,662 107,400

63,447 94,181

5215 13,219
68,662 107 400




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements (contnued)

Consolidated balance sheet at 31 December 2015

2015 2014

Note HKS$m HK$m
ASSETS
Cash and sight balances at central banks 9 151,103 156,475
Items 1n the course of collection from other banks 25,020 21,122
Hong Kong Government ceriificates of indebtedness 10 220,184 214,654
Trading assets 1 302,626 407,026
Derivatives 12 380,955 389,934
Financia! assets designated at fair value 13 99,095 98,195
Reverse repurchase agreements — non-trading 14 212,779 218,901
Placings with and advances to banks 421,221 488,313
Leans and advances to customers 15 2,762,290 2,815,216
Financial investments 18 1,716,046 1,456,493
Amounts due from Group companies 244,396 191,694
Interests 1n associates and joint ventures 21 122,438 116,654
Goodwill and intangible assets 22 49,568 45,078
Property, plant and equipment 23 110,064 104,679
Deferred tax assets 7 1,836 1,436
Other assets 25 134,062 150,876
Total assets 6,953,683 6,876,746
LIABILITIES
Hong Kong currency notes n circulation 16 220,184 214,654
Items in the course of transmisston to other banks 30,753 31,331
Repurchase agreements — non-trading 4 16,158 28,379
Deposits by banks 148,294 226,713
Customer accounts 26 4,640,076 4,479,992
Trading habilities 27 191,851 215,812
Dernivatives 12 369,419 367,128
Financial habilities designated at fair value 28 £0,770 48,834
Debt secunities in 1ssue 29 40,859 45297
Retirement benefit habilities 6e 5,809 5,606
Amounts due to Group companies 110,073 135814
Other liabihites and provisions 30 86,920 87,731
Liabilities under insurance contracts 3! 340,820 310,182
Current tax liabilities 7 2,456 2,927
Deferred tax habilities 7 18,799 18,586
Subordinated hiabilities 33 8,003 12,832
Preference shares 34 36,553 36,582
Total habihities 6,317,797 6,268,400
EQUITY
Share capital 35 96,052 96,052
Other equity instruments 36 14.737 14,737
Other reserves 93,031 107,985
Retained profits 380351 339,061
Total sharcholders’ equaty 584,201 557,835
Non-controlling interests 51,685 50,511
Total equity 635,886 608,346
Tatal equity and habihties 6.953,683 6,876,746

1

Directors
Stuart Gulhiver
Peter Wong
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THE HONGKXONG AND SHANGHA! BANKING CORPORATION LIMITED

Financial Statements (continued)
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Consolidated statement of changes in equity for the year ended 31 December 2015 (contnued)

| The property revaluation reserve represents the difference between the farr value of the property and 1is depreciated cost

2 The maiable-for-sale invesmment reserve mcludes the cumwlatnve net change in the fur value of avalable-for-sale wvestments 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 insiruments
related to hedged iransactions

4 The foreign exchange reserve compnises all foreign exchange differences ansing from the translatton of the financial statements of foreign
operations as well as from the translanon af habiitires that hedge the Bank s net inmvestments in foreign operations

5 The other resenes mainly comprise of the share-based payment reserve account purchase premium arising from transfer of busmess within
the HSBC Group and other non-distributable reserves The share-based payment reserve account is used to record the amount relating to
share opnons granted to employees of the group directly by HSBC Holdings plc

6 Durig 2014 the Bank issued new capital instruments that are included i the group s caputal base as Basel [lf-complant addintonal tier |
capital under the Banking (Capital) Rules

T Including distributions pard on perpetual subordinated loans classified as equity under HKFRSs

8 The movement from Retamed profits to Other reserves mcludes the relevant mansfers in associates accordmg to local regulatory
requirements
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THE HONGKONG AND SHANGHAI BANKING CORPORATIQON LIMITED

Financial Statements {continued)

Consolidated statement of cash flows for the year ended 31 December 2015

Operating achvites

Cash generated from operations

Interest recerved on financial investments
Dividends received on financial investments
Dwvidends received from associates
Taxation paid

Net cash inflow from operating activities

Investing activities

Purchase of financial investments

Proceeds from sale or redemption of financial investments

Purchase of property, plant and equipment

Proceeds from sale of property, plant and equipment and assets held for sale
Purchase of other mntangible assets

Net cash inflow from the sale of interests in business portfolios

Net cash outflow from mvesting acavities

Net cash inflow before financing activities

Financing activities

Issue of ordinary share capital

Issue of other equity nstruments

Issue of subordinated liabilities
Redemption of preference shares
Repayment of subordinated liabilities
Ordwary duvndends paid

Dividends paid on perpetual subordinated loans
Dividends paid to non-controlling interests
Interest paid on preference shares

Interest paid on subordinated habilities

Net cash outflow from financing activities

Increase in cash and cash eguivalents
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2015 2014
Note HKS$m HK$m
39 168,508 61,780
15,201 14,891
212 1,466
4,990 4,765
{17,820) {17,546}
171,891 65,356
(579,361) (403,722)
462,793 385,353
(3,687) (2,864)
355 180
(1,796} (1,546)
40c 5,092 2,882
(116,604) (19717
55,287 45,639
- 10,733
- 14,737
1,395 12,409
- (10,733)
(7,704) (6,010)
3 (36,750) (42,750)
8 (655) -
{4,053) (3,981)
(864) {1,108)
(1,004) {1,056)
(49,635) (27,759)
40a 5,652 17,880




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements

t

Basis of preparation

a Comphance with Hong Kong Financial Reporting Standards

Hong Kong Financial Reporting Standards (‘HKFRSs ) compnse Hong Kong Financial Reporting Standards,
Hong Kong Accounting Standards ( HKASs") and [nterpretations issued by the Hong Kong Institute of Certified
Public Accountants { HKICPA )

The consolidated financial statements of the group have been prepared 1n accordance with HKFRSs and accounting
principles generally accepted in Hong Kong These financial statements also comply with the requirements of the
Hong Kong Companies Ordinance (Cap 622) ( new Companies Ordinance ) which are applicable to the
preparation of financial statements

Standards adopted during the year ended 31 December 2015

There were no new standards adopted duning the year ended 31 December 2015

During 2015, the group adopted a number of amendments to standards which had an insignificant effect on the
consolidated financial statements

New Companies Ordmnance

The requirements of Part 9 Accounts and Audit’ of the new Companies Ordinance came into operation during the
financial year As a result there are changes to the presentation and disclosure of certain information in the group s
financial statements

Presentation of information

Dusclosures under HKFRS 4 Insurance Contracts” and HKFRS 7 ‘Financial Instruments Disclosures” concerning
the nature and extent of nsks relating to insurance contracts and financial instruments are included 1n the audited
sections of the *Risk Report on pages 23 to 69

Capital disclosures under HKAS | Presentation of Financial Statements™ are included in the audited sections of
Capital on pages 70to 76

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 1n 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 recommendations of the Enhanced Disclosure Task Force ("EDTF ) The report aims to help financial
institutions dentify areas that users had highlighted a need for better and more transparent informatton about
banks’ nsks, and how these risks relate to performance measurement and reporting

Certain comparative figures have been re-presented to conform to current year presentation Refer to note 50 for
further details
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1

Basis of preparation (continued)

¢ Consohdation

The group controls and consequently consolidates an entity when 1t 15 exposed or has nights to variable retums
from 1ts invelvement with the entity and has the ability to affect those returns through s power over the entity

Control 15 imtially assessed based on consideration of all facts and circumstances, and 15 subsequently reassessed
when there are significant changes to the inihal setup

Where an entity 1s governed by voting rights, the group would consolidate when 1t holds, directly or indirectly, the
necessary voting rights to pass resolutions by the governing body In all other cases, the assessment of control 1s
more complex and requires judgement of other factors, including having exposure to variability of returns, power
over relevant activities or holding the power as agent or principal

Business combinations are accounted for using the acquisition method The cost of an acquisition 15 measured at
the fair value of the consideration, including contingent consideration, given at the date of exchange Acquisition-
related cosis are recogmised as an expense in the income statement 1n the period 1n which they are incurred The
acquired wdentifiable assets, hiabilities and contingent habilines are generally measured at their fair values at the
date of acquisition Goodwill 1s measured as the excess of the aggregate of the consideration transferred, the
amount of non-controlling interest and the fair value of the group’s previously held equity interest, if any, over the
net of the amounts of the identifiable assets acquired and the habihties assumed The amount of non-controlling
interest 1s measured erther at fair value or at the non-controlling interest’s proportionate share of the acquiree’s
dentifiable net assets For acquisitions achieved in stages, the previously held equity interest 15 remeasured at the
acquisition-date fair value with the resulting gain or loss recognised 1n the 1ncome statement

All intra-group transactions are elimmnated on consolidation

The consolidated financial statements also include the attributable share of the results and reserves of associates
and joint ventures based on the financial statements prepared at dates not earhier than three months prior to 31
December 2015

Future accounting developments

At 31 December 2015, a number of standards and amendments to standards had been 1ssued by the HKICPA,
which are not effective for the group’s consolidated financial statements as at 31 December 2015 The greup does
not expect that they will have a significant effect, when appled, on the group s financial statements, apart from
those that are discussed 1in more detail below In addition to completing its projects on financial instrument
accounting and revenue recognition discussed below, the HKICPA s working on projects on insurance and lease
accounting which could represent significant changes to accounting requirements in the future

[n July 2014, the HKICPA 1ssued HKFRS 15 Revenue from Contracts with Customers The onginal effective
date of HKFRS 15 has been delayed by one year and the standard 1s now effective for annual periods beginning on
or after 1 January 2018 with early application permitted HKFRS 15 provides a principles-based approach for
revenue recogmition, and introduces the concept of recognising revenue for obligations as they are sausfied The
standard should be applied retrospectively, with certain pracucal expedients available The group 1s currently
assessing the impact of this standard but 1t 15 not practicable to quantify the effect as at the date of the publication
of these financial statements

In September 2014, the HKICPA 1ssued HKFRS 9 Financial Instruments , which 1s 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
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Basis of preparation {continued)

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 ( FVYOCI™) or fair value through profit
or loss In many instances, the classificaton and measurement outcomes will be stmilar to HKAS 39, although
some differences will arise For example, since HKFRS 9 does not apply embedded denvative accounting to
financial assets, certain financial assets and equity securities will be measured at fair value through profit or loss or,
in hmited circumstances, at FVOCI 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 liabthties 1s essentially
unchanged, except that, for certain habiliies measured at farr value, gains or losses relating to changes n the
entity’s own credit nisk are to be included 1n other comprehensive income

Impairment

The impairment requirements apply to financial assets measured at amorused cost, FVOCI, lease receivables,
certain loan commitments and financial guarantee contracts At imtial recognition, allowance {(or provision mn the
case of commitments and guarantees) 1s required for expected credit losses { ECL ) resultng from default events
that are possible withun the next 12 months { 12 month ECL } In the event of a sigmficant increase in credit risk,
allowance (or provision) 1s required for ECL resulting from all possible default events over the expected life of the
financial instrument (*hifetime ECL )

The assessment of whether credit nisk has increased sigmificantly since imual recognition 15 performed for each
reporting period by considenng the probabulity of default occurning 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 10 be unbiased, prebabhty-weighted,
and should incorporate all available information which 1s 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 Asa
result, the recognmitton and measurement of impairment 1s intended to be more forward-looking than under HKAS
39 and the resulting imparrment charge will tend to be more volatile 1t will also tend to result in an increase m 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 lifetme ECL applies 1s likely to be larger than the populatuon for which
there 1s 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 1t
and nsk management strategy and permitting the former to be applied to a greater variety of hedging instruments
and nsks The standard does not explicitly address macro hedge accounting strategies, which are being considered
1n a separate project To remove the nisk 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 1mpairment requirements are applied retrospectively by adjusting the
opening balance sheet at the date of imtial application, with no requirement to restate comparative periods Hedge
accounting 13 generally applied prospectively from that date

The mandatory application date for the standard as a whole 15 1 January 2018, but it 1s possible to apply the revised
presentation for certain habilites measured at fair value from an earher date The group mtends to revise the
presentation of far value gains and losses relating to the entity s own credit nisk on certain habilities If this
presentation was applied at 31 December 20135, the effect would be to increase or decrease profit before tax with
the opposite effect to be reporied on other comprehensive income based on the change i fair value attributable to
changes 1n the group’s credit nisk for the year, with no effect on net assets Further information on change in fair
value attnbutable to changes in credut nsk, including the group s credit nisk, 15 disclosed in note 28
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Basis of preparation (continued)

The group 1s currently assessing the impact that the rest of HKFRS 9 will have on the financial statements through
a groupwide project which has been n place since 2012 but due to the complexty of the classification and
measurement, impairment, and hedge accounting requirements and thetr inter-relationships, 1t 15 not posstble at this
stage to quantify the potential effect

¢ Gomg concern

The financial statements are prepared on a going concern basis, as the Directors are satisfied that the group has the
resources to continue n business for the foreseeable future In making this assessment, the Directors have
considered a wide range of information relating to present and future conditions, including future projections of
profitability cash flows and capital resources

Critical accounting estimates and Jjudgements \n applying accounting policies

The results of the group are semsitive to the accounting policies, assumptions and estimates that underhe the
preparation of our consolidated financial statements The significant accounting policies are descnbed 1n note 3 on the
Financial Statements

The accounting policies that are deemed critical to our results and financial position, 1n terms of the matenality of the
rems to which the policies are applied and the high degree of judgement involved, including the use of assumptions
and estimation, are discussed below

Loan mmpairment

Application of the group s methodology for assessing loan impairment, as set out 1n note 3(e) mvolves considerable
Judgement and estimation

For individually assessed loans, judgement 1s 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 impatrment loss that 1s recorded

For collecuvely assessed loans, judgement 1s involved 1n selecting and applying the critena for grouping together loans
with similar credit characteristics, as well as in sclecting and applying the statistical and other models used 10 estimate
the losses incurred for each group of loans in the reporting penod 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 1s inherently one of
estimation

Valuation of financial instruments

The best evidence of fair value 15 a quoted price 1n an actively traded principal market The fair values of financial
instruments that are quoted i1n active markets are based on d prices for assets held and offer prices for habilhities
1ssued Where a financial nstrument has a quoted price n an active market, the fair value of the total holding of the
financial instrument 1s calculated as the product of the number of units and quoted price The judgement as to whether
a market 1s active may include, but 15 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 1n prices at which a market participant would be willing to buy compared with the pnce at which they
would be willing to sell Valuation techniques may mcorporate assumptions about factors that other market
participants would use in their valuations, including
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2 Cntical accounting estimates and judgements m applying accounting policies (continued)

s 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 mstrument in accordance with 1ts contractual terms Future
cash flows may be sensitive to changes in market rates,

e selecung an appropnate discount rate for the instrument Judgement 1s 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,

* judgement to determme what model to use to calculate fair value in areas where the choice of valuation
model 1s particularly subjective, for example, when valuing complex derivative products

A range of valuation techniques 15 employed, dependent on the strument type and avalable 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 1n these cases 1t wall typically
be necessary to consider how movements 1n one market factor may affect the other market factors The model inputs
necessary to perform such calculations include interest rate yield curves, exchange rates, volatilines, 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 overmight interest rate ( OIS discounting™)

The majonity of valuation techmques 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 thern the measurement of fair value 1s more judgemental An mnstrument in 1ts entirety 1s classified as valued
using significant unobservable inputs 1f, in the opimon of management, a sigmificant proportion of the instrument s
inception profit or greater than 5% of the wnstrument’s valuation 15 driven by unobservable inputs *Unobservable’ 1n
this context means that there 1s hittle or no current market data available from which to determine the price at which an
arm s length transaction would be hikely to occur It generally does not mean that there 15 no data available at all upon
which to base a determination of fair value (consensus pricing data may, for example, be used)

The group’s accounting pohcy for valuation of financial instruments 15 included 1n note 3(1) and 15 discussed further in
note 48 ‘Fair values of financial instruments carmed at fair value

Interests m associates

Determining whether an investment tn another entity should be classified as an investment 1n 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 sigmificant influence over the investee Significant influence 15 the power to
participate 1n the financial and operating policy decisions of the mvestee but 15 not control or joint control of those
policies Where significant influence exists, an investment 1s classified as an associate and 15 accounted for using the
equity method, while an investment 1n an entity which is not an associate, joint venture, ot subsidiary 1s accounted for
ewther at fair value through profit and loss, or as an available-for-sale investment

Under the equity accounting method, mvestments in associates are imually stated at cost, and are adjusted thereafter
for the post-acquisition change 1n the group's share of the net assets of the associate  An investment 1n an associate 1S
tested for impairment when there 1s an indication that the investment may be impaired At 31 December 2015, the fair
value of the group’s investment in BoCom had been below the carrying amount for approximately 44 months, apart
from a short period 1n 2013 and briefly during the first half of 2015 The conclusion of the impairment test, based on
the assessment of the value 1n use, was that the investment 15 not impaired The measurement of value 1n use mvolves
significant judgements in estimating the present values of cash flows expected to anise from continuing to hold the
investment Note 21 includes detailed information on the group's investment in BoCom [t provides a description of the
key assumptions used in estimating value in use, the sensiivity 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 1n use over
the carrying amount ("headroom’) to ml
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2 Cntical accounting estimates and judgements in applying accounting policies (continued)
Liabilities under investment contracls

Estimating the liabilities for long-term investment contracts where the group has guaranteed a minimum retumn
involves the use of statistical techniques The selection of these techmiques and the assumptions used about future
interest rates and rates of return on equities, as well as behavioural and other future events, have a sigificant impact
on the amount recogmsed as a hability

Insurance contracts

Present value of in-force long-term insurance business ‘PYIF*")

The value of PVIF, which 1s recorded as an intangible asset, depends upon assumptions regarding future events These
are described in more detail 1 note 22(b) The assumptions are reassessed at each reporting date and changes n the
estimates which affect the value of PVIF are reflected in the income statement

Insurance habilities

The estimation of msurance hiabuities involves selecting statistical models and making assumptions about future
events which need to be frequently cahibrated against experience and forecasts

3 Summary of significant accounting pohcies

a Interest income and expense

Interest income and expense for all financral instruments, except those classified as held for trading or designated
at fair value {(except for debt secunties 1ssued by the group and denvatives managed 1n conyunction with those debt
securities) are recognised 1n “Interest income’ and Interest expense’ in the income statement using the effective
mterest method

The effective interest rate 1s 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 financtal habihty

Interest on impaired financial assets s recognised using the rate of interest used to discount the future cash flows
for the purpose of measuring the impairment loss
b Nonnterest income

Fee mcome 1s eamed from a diverse range of services provided by the group to 1its customers Fee income 18
accounted for as follows

e ncome earned on the execution of a significant act 15 recognised as revenue when the act 15 completed (for
example, fees ansing from negotiating or participating 1n the negotiation of, a transaction for a third-party, such
as an arrangement for the acquisition of shares or other secunties),

+ ncome earned from the provision of services is recogmised as revenue as the services are provided (for
example, asset management, portfolio and other management advisory and service fees), and

= ncome which forms an integral part of the effective nterest rate of a financial instrument is recognised as an
adjustment to the effective interest rate (for example, certain loan commitment fees) and recorded i *Interest
income’ (note 3(a))

Net trading income comprises all gains and losses from changes n the fair value of financial assets and financial
Labilities held for trading, together with the related interest income, expense and dividends
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3  Summary of sigmficant accounting poheies (conninued)

Net mcome from financial instruments designated at fair value includes

» all gams and losses from changes in the fair value of financial assets and financial liabiliues designated at fair
value through profit or loss including liabihities under investment contracts,

+ all gmins and losses from changes n the fair value of denvatives that are managed in conjunction with financial
assets and habilities designated at fair value through profit or loss, and

¢ nterest income, interest expense and dividend income n respect of

— financial assets and financial hiabilities designated at fair value through profit or loss, and
— denvatives managed in comjunction with the above,

except for interest arising from debt securities 1ssued by the group and derivatives managed in conjunction with
those debt securities, which 1s recognised in *Interest expense’ (note 3(a))

Dmvidend mcome 15 recognised when the right to receive payment 15 established This 1s the ex-dividend date for
listed equity secunities, 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 1s the Executive
Committee which regularly reviews operating activity on a number of bases, mcluding 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 1n
which the group engages, and the economic environments in which 1t 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, hiabilities, income and expenses 1s 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 condiions Shared costs are included 1n segments on the basis of the actual recharges made

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 recogmsed when cash 1s advanced to a borrower and derecognised when either
the borrower repays its obligations, or the loans are sold or written off, or substanually all the risks and rewards of
ownershup are transferred They are initially recorded at fair value plus any directly attnibutable transacuon costs
and are subsequently measured at amortised cost using the effective interest method, less impairment allowance

Loans and advances are reclassified to ‘Assets held for sale” when they meet the criteria presented in note 3(ad),
though their measurement continues to be measured 1n accordance with this policy

The group may commit to underwnite loans on fixed contractual terms for specified pertods of ume Where the
loan ansing from the lending commitment 1s expected to be held for trading, the commitment to lend 15 recorded as
a denvative On drawdown, the loan 1s classified as held for trading Where the group mtends to hold the loan, a
provision on the loan commitment 15 only recorded where \t 1s probable that the group will ncur a loss On
inception of the loan, the loan to be held 1s recorded at 1ts 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 imitial fair value s lower than the cash
amount advanced, the difference 1s charged to the income statement in other operating income The write-down 1s
recovered over the life of the loan, through the recognition of interest income, unless the loan becomes impaired
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3 Summary of significant accounting pohcies (connnied)

e

Impairment of loans and advances

Losses for impaired loans are promptly recognised when there 15 objective evidence that impairment of a loan or
portfolio of loans has occurred Impairment allowances that are calculated on individual loans and on groups of
loans assessed collectively are recorded as charges to the income statement and are recorded against the carrying
amount of impaired loans on the balance sheet Losses which may arise from future events are not recogmsed

Individually assessed loans and advances

The factors considered in determiming whether a loan 1s 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 1s managed

Loans that are determined to be mdividually significant based on the above and other relevant factors will be
individually assessed for impairment, except when volumes of defaults and losses are sufficient 1o jusufy treatment
under a collective methodology

Loans considered as individually sigmificant are typically te corporate and commercial customers, are for larger
amounts and are managed on an individual basis For these loans, the group considers on a case-by-case basis at
cach balance sheet date whether there 1s any objeciive evidence that a loan 1s impaired The cntena used to make
this assessment include

+ hnown cash flow difficulties experienced by the borrower,
« contractual payments of esther prncipal 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 1n the forgiveness or postponement of principal, interest or fees, where the concession is
not sigmficant, and

e there has been deterioration 1n the financial condition or outlook of the borrower such that its ability to repay Is
constdered doubtful

For loans where objective evidence of impairment exists, impairment losses are determined considering the
following factors

= the group’s aggregale exposure to the customer,

» 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.

* the amount and uming of expected receipts and recovernes,
s the likely dividend available on hquidation or bankruptcy,

» the extent of other creditors commitments ranking ahead of, or pan passu with, the group and the likelthood of
other creditors continuing to support the company,

« the complexity of determining the aggregate amount and ranking of all creditor claims and the extent 10 which
legal and insurance uncertainties are evident,

e the realisable value of security (or other credit mitigants) and likelihood of successful repossession,
* the likely deducuon of any costs involved 1n recovery of amounts outstanding,

= the ability of the borrower to obtain, and make payments 1n, the currency of the loan 1f not denominated 1n local
currency, and

¢ when available, the secondary market price of the debt




3  Summary of significant accounting policies (connnued)

The determination of the reahisable value of secunity 15 based on the most recently updated market value at the time
the impairment assessment 1s performed The value 15 not adjusted for expected future changes in market prices,
though adjusiments 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 onginal effective mierest rate, or an approximation thereof, 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

Collecttvely assessed loans and advances

Impairment 1s assessed collectively to cover losses which have been incurred but have not yet been 1dentified on
loans subject to individual assessment or for homogeneous groups of loans that are not considered individually
significant Retall lending portfolios are generally assessed for impairment collectively as the portfolios are
generally large homogeneous loan pools

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 nisk charactenstics for a collecive impairment assessment
These credit nsk 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 occurning before the balance sheet date, which the group 15 not able to 1denufy on an
individual loan basis, and that can be rehiably 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 1s determined after taking into account

¢ histonical loss expenience in portfolios of similar credit nsk charactenistics (for example, by industry sector,
loan grade or product),

¢ the esumated period between impairment occurring and the loss being idenufied and evidenced by the
establishment of an appropniate allowance agatnst the individual loan, and

* management’s experienced judgement as to whether current economic and credit conditions are such that the
actual level of mherent losses at the balance sheet date 1s likely 10 be greater or less than that suggested by
historical expenence

The period between a loss occurring and 1ts identification 1s esumated by local management for each 1dentified
portfolio based on economic and market conditions, customer behaviour, portfolio management information, credit
management technigues and collection and recovery experiences in the market As 1t 15 assessed empirically on a
periodic basis, the estimated period may vary over ime as these factors change
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3 Summary of significant accounting policies (continued)

Homogeneous groups of loans and advances

Statisucal methods are used to determine collective impairment losses for homogeneous groups of loans not
considered individually significant The methods that are used to calculate collective allowances are

* When appropnate empirical information 1s available, the group uulises roll-rate methodology, which employs
statistical analyses of historical data and experience of delinquency and default 1o rehiably 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 1s not able to wdentify individually Individual loans are grouped using ranges of past due days,
statistical analysis 15 then used to estimate the likelihood that loans in cach range will progress through the
various stages of delinquency and become irecoverable Additionally, individual loans are segmented based on
their credit charactenistics as descnibed above In applying this methodology, adjustments are made to estimate
the penods 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 wrte-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 1s 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 portfoho In certain highly developed markets, sophisticated models also take into account
behavioural and account management trends as revealed i, for example, bankruptcy and rescheduling
statistics

« When the portfoho size 1s small or when information 1s insufficient or not rehiable enough to adopt a roll-rate
methodology, the group adopts a basic formulaic approach based on historical less rate experience, or a
discounted cash flow model Where a basic formulaic approach 1s undertaken, management estimates that
typically it takes between six and twelve months between a loss occurring and its identification

The inhereni loss within each portfolio 15 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 ansing from changes in economtc, 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

Wnite-off of loans and advances

Loans (and the related impairment atlowance accounts) are normally written off, enther partially or in full, when
there 15 no realistic prospect of recovery Where loans are secured, this 1s generally after receipt of any proceeds
from the realisauon of security In circumstances where the net reahsable value of any collateral has been
determined and there 15 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 1s written back by reducing the loan impairment
allowance account accordingly The write-back 15 recognised in the income statement
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3 Summary of sigmficant accounting policies (continued)
Assets acquired in exchange for loans

Non-financial assets acquired 1n exchange for loans in order to achieve an orderly realisation are recorded as assets
held for sale and reported 1n  Other assets™ at the carrying amounts of the assets classified as held for sale The
asset acquired 1s recorded at the lower of its fair value less costs to sell and the carrying amount of the loan {net of
impairment allowance) at the date of exchange No depreciation 1s charged in respect of assets held for sale Write-
downs of the acquired asset to fair value less cost 10 sell and any reversals of previous wnite-downs are recognised
in the income statement in Other operating income  together with any realised gains or losses on disposal

Renegotiated loans

Loans subject 1o 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 collecuve impairment assessment whose
terms have been renegotiated are segregated from other parts of the loan portfoho for the purposes of collective
impairment assessment, to reflect their nsk profile Loans subject to ndividual impairment assessment, whose
terms have been renegotiated, are subject to ongoing review to determine whether they remain impaired The
carrying amounis of loans that have been classified as renegonated retain this classification unul matunty or
derecognition

A loan that 1s renegotiated 1s derecogmised 1f the existing agreement 15 cancelled and a new agreement made on
substantially different terms, or 1f the terms of an existing agreement are modified, such that the renegotiated loan
1s substanually a different financial mnstrument Any new loans that anse following derecognition events will
continue to be disclosed as renegouated loans and are assessed for impairment as above

f Trading assets and trading habilinies

Treasury bills, loans and advances to and from customers, placings with and by banks, debt securities, structured
deposits, equity shares, own debt 1ssued and short positions in secunties which have been acquired or incurred
principally for the purpose of selling or repurchasing in the near term, or are part of a portfelio of identified
financial instruments that are managed together and for which there 1s evidence of a recent actual pattermn of short-
term profit-taking, are classified as held for trading Financial assets and financial habilities 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 15
mtally at farr 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
ncome
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3 Summary of sigmificant acconating policies (confinued)

g Financial instruments designated at fair value

Financial instruments, other than those held for trading, are classified in this category 1f they meet the cnitena set
out below and are so designated irrevocably at inception The group may designate financial instruments at fair
value when the designation

eliminates or significantly reduces measurement or recogmuon mconsistencies that would otherwise anse from
measuring financial instruments, or recogmising the gans and losses under different bases from related
positions Under this criterton, the main classes of financial instruments designated by the group are

Long-term debt i1ssues The interest payable on certain fixed-rate long-term debt securities 1ssued has been
matched with the interest on receive fixed/pay vartable interest swaps as part of a documented interest rate
risk management strategy An accounting mismatch would arise 1t the debt securities 1ssued were accounted for
at amoruised cost, because the related derivatives are measured at fair value with changes i the fair value
recognised In the income statement By designating the long-term debt at fair value, the movement 1n the farr
value of the long-term debt will also be recognised n the income statement,

Fmancial assets and financal habiities under umit-hinked msurance and umt-inked nvestment
contracts Liabilites to customers under linked contracts are determined based on the fair value of the assets
held in the hinked funds, with changes recognised in the income statement [f no designation was made for the
assets relating to the customer habihties 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 1s also prepared on this basis Designation at fair value of the
financial assets and hiabilities under investment contracts allows the changes in fair values to be recorded 1 the
income statement and presented (n the same line under the following categories

Groups of financial mstruments that are managed and thewr performance evaluated, on a far value basis, 1n
accordance with a documented nisk management or investment strategy, and where imformation about those
groups of financial instruments 15 reported to management on that basis For example certain financial assets
are held to meet liamlities under non-linked insurance contracts, the group has documented nisk management
and mnvestment strategies designed to manage and monstor market nsk of those assets on a net basis, after
considering non-linked liabihities Fair value measurement 1s also consistent with the regulatory reporting
requirements under the approprniate regulations for these insurance operations and

Financial instruments containing one or more non-closely related embedded denvatives

Designated financial assets are recognised at fair value when the group enters into contracts with counterparties,
which 1s generally on trade daie, and are normally derecognised when sold Subsequent changes in fair values are
recognised 1n the income statement 1n Net income from financial instruments designated at fair value'
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3  Summary of sigmificant accounting pohcies (conunied)

h  Financial investments

Treasury bills, debt secunities 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-matunty 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

Avalable-for-sale

Available-for-sale financial assets are intially measured at fair value plus direct and incremental transaction costs
They are subsequently remeasured at fair value and changes therein are recognised n other comprehensive income
until they are either sold or become impaired When available-for-sale financial assets are sold, cumulative gains or
losses previously recogmsed in other comprehensive income are recognised 1n the income statement as *Gains less
losses from financial investments’

Interest income 15 recognised on available-for-sale debt secunties using the effective interest rate method,
calculated over the asset’s expected life Premiums and/or discounts ansing on the purchase of dated investment
securities are included 1n the calculation of their effective 1nterest rates Dividends are recognised 1n the income
statement when the right to receive payment has been wrevocably established

Available-for-sale financial assets are assessed at each balance sheet date for objective evidence of impairment [f
such evidence exists as a result of one or more events that occurred after the imtial recognition of the financial
asset (a ‘loss event’} and that loss event has an impact which can be reliably measured on the estimated future cash
flows of the financial asset, an impairment loss 1s recognised

If the available-for-sale financial asset 1s impaired, the difference between its acquisition cost (net of any principal
repayments and amortisation) and the current fair value, less any previous impairment loss recogmised in the
income statement, 15 recognised 1n the income statement

Impairment losses are recognised 1n the income statement within *Loan impairment charges and other credit risk
provisions for debt instruments and within Gains less losses from financial investments' for equities The
impairment methodologies for available-for-sale financial assets are set out as follows

Available-for-sale debt securities

In assessing 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 secunues which may result 1n a
shortfall in recovery of future cash flows

Financial difficulties of the 1ssuer, as well as other factors such as information about the i1ssuers’ hqudity, business
and financial nsk exposures, levels of and trends in default for simtlar 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 1f there 15 objective evidence of impairment

In addition, the performance of underlying collateral and the extent and depth of market price declines 1s relevant
when assessing objective evidence of impairment of avaiable-for-sale ABSs The pnimary indicators of potential
impairment are constdered to be adverse fair value movements and the disappearance of an active market for a
security, while changes in credit ratings are of secondary importance
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Available-for-sale equity securities

Objective evidence of impairment for available-for-sale equity secunties may include specific information about
the 1ssuer 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 1s also objective evidence of
impairment In assessing whether 1t 1s significant, the dechine in fair value 15 evaluated against the onginal cost of
the asset at iniial recognition In assessing whether 1t 15 prolonged, the decline 1s evaluated agamnst the pened 1n
which the fair value of the asset has been below its onginal cost at initial recognition

Once an impairment loss has been recogmsed, the subsequent accounting treatment for changes in the fair value of
that asset depends on the type of asset

« for an available-for-sale debt security, a subsequent decline tn the fair value of the instrument 1s recognised in
the income statement when there 15 objective evidence of impairment as a result of further decreases n the
estumated fugure cash flows of the financial asset Where there 15 no further objective evidence of impairment,
the decline in the fair value of the financial asset 1s recognised in other comprehensive income If the fair value
of a debt secunty tncreases in a subsequent pertod, and the increase can be objectuvely related to an event
occurring after the impairment loss was recogmsed n the income statement, or the instrument is no longer
impaired, the impaimment loss 1s reversed through the income statement,

» for an available-for-sale equity secunity, ail subsequent increases in the fawr value of the instrument are treated
as a revaluation and are recognised i 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 secunity are recognised in the tncome statement to the extent that further cumulative impairment
losses have been incurred

Held-to-maturity tnvestments

Held-to-matunity imvestments are non-derivauve financial assets with fixed or determinable payments and fixed
maturities that the group positively intends and 1s able to hold until matunty Held-to-maturity investments are
intially recorded at fair value plus any directly attnibutable transaction costs, and are subsequently measured at
amortised cost, less any impairment losses

1 Valuation of financial wnstruments

All financial instruments are recogmsed mtially at fair value Fair value 1s the price that would be received to sell
an asset or paid to transfer a hability 1n an orderly transaction between market participants at the measurement date
The fair value of a financial instrument on initial recognition 1s generatly 1ts transaction price (that 1s, the fair value
of the consideration given or received}) However, sometimes the fair value will be based on other observable
current market transacions tn the same instrument, without modificabon or repackaging, or on a valuation
technique whose variables imnclude 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 at inception
( day 1 gan or loss"), being the difference between the transacuon price and the far value When sigmificant
unobservable parameters are used, the entire day | gain or loss 1s deferred and 15 recognised in the income
statement over the hfe of the transaction until the transaction matures or Is closed out, the valuation inputs become
observable or the group enters into an offsetting transaction

The fair value of financial instruments 1s generally measured on an individual basis However, in cases where the
group manages a group of financial assets and liabilities according to 1ts net market or credit nsk exposure, the fair
value of the group of financial tnstruments 15 measured on a net basis but the underlying financial assets and
liabihties are presented separately m the financial statements, unless they satisfy the HKFRS offsetting critenia as
described 1n note 44
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3 Summary of significant accounting policies {continued)

]

Non-trading reverse repurchase and repurchase agreements

When secunities are sold subject to a commitment 1o repurchase them at a predetermined price ( repos ), they
remain on the balance sheet and a hability 1s recorded in respect of the consideration received  Securities
purchased under commitments to re-sell ( reverse repos ) are not recogrused on the balance sheet and an asset 15
recorded In respect of the initial consideration paid

Non-trading repos and reverse repos are measured at amortised cost The difference between the sale and
repurchase price or between the purchase and resale price 1s treated as interest and recognised i net interest
income over the life of the agreements

Dervative financial mstruments and hedge accounting

Derivatives are financial instruments that derive their value from the price of underlying ttems such as equities, bonds,
interest rates, foreign exchange, credit spreads, commodities and equuty or other indices

Denivatives are recogmised imitially, and are subsequently remeasured, at far value Fair values of derivatives are
obtained either from quoted market prices or by using valuauon techniques

Embedded denvatives are bifurcated from the host contract when their economic charactenstics and nsks are not
clearly and closely related to those of the host non-denivauve contract, their contractual terms would otherwise meet
the defimtion of a stand-alone denvative and the combined contract 1s not held for rading or designated at fair value
‘The bifurcated embedded denvatives are measured at farr value with changes theremn recogmsed in the income
statement

Denvatives are classified as assets when their fair value 1s positive, or as habilities when their fair value 1s negative

Dernvative assets and habihittes ansing from different transactions are only offset for accounting purposes 1if the
offsetting cntera presented in note 3(m) are met

Gains and losses from changes 1n the fair value of denivatives, including the contractual interest, that do not quahfy for
hedge accounting are reported in Net trading income  Gains and losses on derivatives managed 1n conjunction with
financial instruments designated at fair value are reported in ‘Net ncome from financial instruments designated at fair
value together with the gains and losses on the economically hedged items Where the denivatives are managed with
debt secunties 1ssued by the group that are designated at fair value, the contractual mnterest 1s shown in ‘Interest
expense logether with the interest payable on the i1ssued debt

Hedge accounting

When derivatives are designated as hedges, the group classifies them as either (1) hedges of the change in fair value of
recognised assets or hiabilities or firm commuments (‘fair value hedges’), (1) hedges of the vanability 1in hughly
probable future cash flows attributable to a recognised asset or liability, or a forecast transaction ( cash flow hedges®),
or (mt) a hedge of a net investment 1n a foreign operation ( net investment hedges’)

At the inception of a hedging relationship, the group documents the relationship between the hedging instruments and
the hedged items, its nsk management objective and ns strategy for undertaking the hedge The group requires
documented assessment, both at hedge inception and on an ongoing basis, of whether or not the hedgmmg 1nstruments
are highly effective in offsetting the changes attnbutable to the hedged nsks 1n the fair values or cash flows of the
hedged items
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Fair value hedge

Changes n the farr value of denvatives that are designated and qualify as farr value hedging instruments are
recorded 1n the income statement, along with changes 1n the fair value of the hedged assets labihties or group
attributable to the hedged nsk If a hedging relationship no longer meets the critena for hedge accounting, hedge
accounung 1s discontinued, the cumulative adjustment to the carrying amount of the hedged item 1s amortised to
the income statement on a recalculated effective interest rate over the residual period to maturity, unless the hedged
ttem has been derecognised, in which case 1t 1s recognised in the income statement immediately

Cash flow hedge

The effective portion of changes in the fair value of dervatives that are designated and quahfy as cash flow hedges
15 recognised in other comprehensive income, the ineffective portion 1s recognised immediately 1n the income
statement within ‘Net trading income

The accumulated gains and losses recognised in other comprehensive income are reclassified to the income
statement wn the same periods 1n which the hedged item affects profit or loss In hedges of forecast transactions that
result 1n recognition of a non-financial asset or habihty, previous gains and losses recogmised in other
comprehensive income are included 1n the inittal measurement of the asset or hability

When a hedging relationship 1s discontinued, any cumulative gain or loss recogmsed in other comprehensive
income remains in equity until the forecast transaction 15 recognised 1n the income statement When a forecast
transaction 15 no longer expected to occur, the cumulative gan or loss recognised in other comprehensive income
1s immediately reclassified to the income statement

Net investment hedge

Hedges of net tnvestments in foreign operations are accounted for in a similar way to cash flow hedges A gain or
loss on the effective poriion of the hedging instrument 1s recognised m other comprehensive income, the residual
change in fair value 15 recogmised immediately 1n the income statement Gains and losses previously recognised in
other comprehensive income are reclassified to the income statement on the disposal or pant 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 hife 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 15 assessed and the
method adopted by an entity to assess hedge effectiveness will depend on its nsk management strategy For
prospective effectiveness, the hedging instrument must be expected to be highly etfective 1n offsetting changes n
far value or cash flows attnibutable to the hedged nsk duning the penod for which the hedge 15 designated, with the
effectiveness range being defined as 80% to 125% Hedge ineffectiveness 15 recogrused in the income statement in
Net trading income

Derwmanves that do not qualify for hedge accounting

Non-qualifying hedges are economic hedges entered into for which hedge accounting was not apphed
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3 Summary of sigmficant accounting policies (continued)
1 Derecognition of financial assets

Financial assets are derecognised when the contractual rights to receive cash flows from the assets have expired, or
when the group has transferred its contractual rights to receive the cash flows of the financial assets, and either

+ substantially all the risks and rewards of ownership have been transferred, or

s the group has neither retained nor transferred substantially all the nisks and rewards, but has not retained
control

m Offsetting financial assets and financial frabilities

Financial assets and liabilities are offset and the net amount reported 1n the balance sheet when there 1s currently a
legally enforceable right 1o offset the recognised amounts and there 1s an wntention to settle on a net basis, or realise
the asset and settle the liabihty simultaneously

n Subsidiaries, associates and joinl ventures
The group classifies investments 1n entities which 1t controls as subsidianies

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 1t has significant influence, and that are neither subsidiaries nor joint ventures, as associates

Investments n associates and interests 1n jomnt ventures are recogmsed using the equity method Under this method,
such investments are intuially stated at cost, tncluding attributable goodwill, and are adjusted thereafter for the post-
acquisition change 1n the group s share of net assets less any impairment losses

Profits on transactions between the group and 1ts associates and joint ventures are eliminated to the extent of the
group’s interest 1n the respective associates or joint ventures Losses are also eliminated to the extent of the group s
interest in the associates or joimnt 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 impatrment losses
An impairment loss recogmised 1n prior penods shall be reversed through the income statement 1f, and only 1f, there
has been a change in the estimates used to determine the recoverable amount of the investment since the last
impairment toss was recogmsed

In order to determine whether an impairment test under HKAS 36 Impairment of Assets’ 1s required 1n respect of
an nterest in an assoclate or a jomnt venture, 1t 1s necessary to consider the indicators in HKAS 39 Financial
Instruments Recognition and Measurement’ Where the review of the indicators suggests that the interest tn an
associate or joint venture may be impaired, the impairment testing requirements of HKAS 36 are applied

A structured entity 1s an entity that has been designed so that voting or similar nghts are not the dominant factor in
deciding who controis the entity, for example when any voting nights relate to administrative tasks only, and key
activittes are directed by contractual agreement Structured entities often have restricted activities and a narrow and
well-defined objective Structured entities are assessed for consohdation in accordance with the accounting pohicy
set out n note 1{c)

The group 1s constdered to sponsor another entity 1f, in addittion to ongoing 1involvement with the entity, «t had a
key role 1n establishing that entity or 1n bringing together the relevant counterparties so that the transaction, which
15 the purpose of the entity, could occur The group 1s generally not considered a sponsor «f the only involvement
with the entity 15 merely administrative in nature
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3  Summary of sigmficant accounting policies (continued)

o Goodwill and intangible assets

(1} Goodwill anses ¢n the acquisition of subsidiaries, when the aggregate of the fair value of the consideration

transferred, the amount of any non-controlling 1nterest and the fair value of any previously held equity interest
in the acquiree exceeds the amount of the identifiable assets and liabiliies acquired If the amount of the
identifiable assets and habihities acquired 1s greater, the difference 1s recognised immediately in the income
statement  Goodwill anses on the acquisition of interests n joint ventures and associates when the cost of
invesiment exceeds the group s share of the net fair value of the associate s or jont venture s 1dentifiable
assets and habilities

Intangible assets are recognised, and those that are acquired n a business combination are distinguished from
goodwill, when they are separable or arise from contractual or other legal rights, and 1t 1s probable that future
economic benefits will flow to the group the cost of which can be measured reliably

Goodwill 15 allocated to cash-generating units { CGU’) for the purpose of impairment testing, which 1s
undertaken at the lowest level at which goodwill 1s momitored for internal management purposes Impairment
testing 15 performed at least annually, or whenever there 1s an indication of impairment, by comparing the
recoverable amount with 1ts carrying amount The carrying amount of a CGU 1s based on uts assets and
habihiies, including attributable goodwill The recoverable amount of an asset 1s the higher of 1ts fair value
less cost to sell and 1ts value in use Value in use 1s the present value of the expected future CGU cash flows If
the recoverable amount 1s less than the carrying value, an impairment loss 15 charged 1o the income statement
Goodwill 1s carried on the balance sheet at cost less accumulated impairment losses

Goodwill on acquisitions of interests n joint ventures and associates 1 included 1n Interests in associates and
Joint ventures and 1s not tested separately for impairment

At the date of disposal of a business, attributable goodwill 15 mcluded in the group s share of net assets in the
calculation of the gain or loss on disposal

Goodwill 1s mncluded 1n a disposal group 1f the disposal group 1s a CGU to which goodwill has been allocated
or 1t 15 an operation within such a CGU The amount of goodwill included 1n a disposal group i1s measured on
the basis of the relative values of the operation disposed of and the portion of the CGU retained

(n} Intangible assets include the present value of in-force long-term 1nsurance 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 impatrment losses and are amortised over their
estimated useful lives Estimated useful hife 1s the lower of legal duratton and expected economic life

Intangtble assets are subject to impairment review 1f 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 i1 note 3(x)
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3 Summary of significant accounting pelicies {continued)

p Property, plant and equipment
(V) Land and butldings

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 regulanty to
ensure that the net carrying amount does not differ materially from the fair value Surpluses ansing on
revaluation are credited firstly to the income statement, to the extent of any deficits ansing on revaluation
previously charged to the income statement 1n respect of the same land and buildings, and are thereafier taken
to the Property revaluation reserve Deficits ansing on revaluation are first set off against any previous
revaluation surpluses tncluded in the Property revaluation reserve’ n respect of the same land and buildings,
and are thereafter recogmsed in the tncome statermnent

Buildings held for own use which are situated on leasehold land where 1t 1s possible to reliably separate the
value of the building from the value of the leasehold land at incepuion 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 matenially from the fair value

Depreciation on land and buildings 1s calculated to wnte off the assets over their estmated useful hves as
follows

« frechold land 1s not depreciated,

» leasehold land and buildings are depreciated over the shorter of the unexpired terms of the leases or the
remaining useful lives, and

s freehold bulldings 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 remaming useful hives of the buildings

(11) Investment properties

The group holds certain properties as investments to earn rentals, or for capital appreciation or both
Investment properties are stated at farr value with changes 1n 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, pnimarily using the capitalisation of net incomes with due allowance for outgoings and
reversionary (ncome polential Property interests which are held under operating leases to earn rentals, or for
capital appreciation, or both, are classified and accounted for as nvestment properttes on a property-by-
property basis Such property interests are accounted for as 1f they were held under finance leases (see note

3(q)

(111) Leasehold land and land use rights

The Government of Hong Kong owns all the land in Hong Kong and permits its use under leaschold
arrangements Similar arrangements exist in mainland China At inception of the lease, where the cost of land 1s
known or can be reliably determined and the term of the lease 15 less than 50 years, the group records s
interests 1n leasehold land and land use rights as operating leases

Where the cost of land 15 known or can be reliably determined and the term of the lease 1s not less than 50 years,
the group records its interest 1n leasehold land and land use rights as land and buildings held for own use

Where the cost of the land 15 unknown or cannot be reliably determined, and the leasehold land and land use nghis
are not clearly held under an operaung lease, they are accounted for as land and buildings held for own use

105




THE HONGKONG AND SHANGHAI BANKING CORPORATICN LIMITED

Notes on the Financial Statements (continued)

3 Summary of sigmficant accounting policies (continued)

(v)Other plant and equpment

Equipment, fixtures and fittngs (including equipment on operating leases where the group 1s the lessor) are
stated at cost less any impairment losses Depreciation 15 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 1s subject to review for impairment 1if there are events or changes 1n 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 substanually all the nisks and rewards associated
with ownership, other than legal title, are classified as finance leases Where the group 1s a lessor under finance
leases the amounts due under the leases, after deduction of uneamned charges, are included 1n Loans and
advances to customers’ as appropriate Finance tncome receivable 1s recogtused over the periods of the leases
so0 as to give a constant rate of retun on the net investment 1n the leases

{n) Where the group 15 a lessee under finance leases, the leased assets are capitahsed and included n ‘Property,
plant and equipment’ and the corresponding hability to the lessor 1s included in Other habiliies The finance
lease and corresponding hiability are recogrused initially at the fair value of the asset or, 1f lower, the present
value of the mimmum lease payments Finance charges payable are recogrised 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 remaming balance
of the labiliy

(uAll other leases are classified as operating leases Where the group is the lessor, the assets subject to the
operating leases are included n Property, plant and equipment’ and accounted for accordingly Impairment
losses are recognised to the extent that the carrying value of equipment 1s impaired through residual values not
being fully recoverable Where the group 1s the lessee, the leased assets are not recognised on the balance sheet

(1v)Rentals payable and recervable under operaling leases are accounted for on a straight-line basis over the penod
of the leases and are included in General and administrative expenses and Other operating income respectively

(v) Leasehold land 15 mcluded under Other assets’ m the balance sheet 1f such land 1s considered to be held under
operating leases and 1s stated at cost less amortisation and unpairment losses Amortisation 1s calculated to
write off the cost of the land on a straight-line basis over the terms of the leases

Income tax

(1) Income tax compnses current and deferred tax Income tax 1s recognised in the income statement except to the
extent that 1t relates to items recognised in other comprehensive income or directly in equity, in which case 1t 1s
recognised 1n the same statement in which the related item appears

(1) Current tax 15 the tax expected to be payable on the taxable profit for the year, calculated using tax rates
enacted or substantively enacted at the balance sheet date, and any adjustment to tax payable i respect of
previous years The group provides for potential current tax hiabilities that may anse on the basis of the
amounts expected to be paid to the tax authorities Current tax assets and habilities are offset when the group
intends 1o settle on a net basis and the legal night to offset exasts
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3 Summary of significant accounting policies (continued)

(1) Deferred tax 1s recognised on temporary differences between the carrying amount of assets and habilities in the
balance sheet and the amount attrnbuted to such assets and liabihities for 1ax purposes Deferred tax habilities
are generally recogmised for all taxable temporary differences and deferred tax assets are recognised to the
extent 1t 15 probable that future tanable profits will be avatlable agamnst which deducuble temporary differences
can be utilised

Deferred tax 1s calculated using the tax rates expected to apply when the assets will be realised or the habilities
settled, based on tax rates and laws enacted, or substantively enacted, by the balance sheet date Deferred tax
assets and Labilities are offset when they anse 1n the same tax reporting group and relate to jncome taxes levied
by the same taxation authonty, and when the group has a legal right to offset

Deferred tax relating to actuanial gains and losses arising from post-employment benefit plans 1s recognised in
other comprehensive income Deferred tax relating to share-based payment transactions 1s recogmsed 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 far value of available-for-sale investments and cash flow hedging
instruments 1s charged or credited directly to other comprehensive mcome and 1s subsequently recogmsed n
the income statement when the deferred fair value gain or loss 1s recognised 1n the income statement

Pension and other post-emploviment benefits

The group operates a number of pension and post-employment plans which include both defined benefit and
defined contnbution 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 the employees render
service

The defined benefit pension costs and the present value of defined benefit obligations are calculated at the
reporting date by the schemes actuaries using the projected unit credit method The net charge to the income
statement mainly comprises the service cost and the net interest on the net defined benefit Lability and 1s presented
I operating expenses

The past service cost, which 1s charged immediately to the income statement, 1s 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 sigmificant reduction by the
entity in the number of employees covered by a plan) A settlement 1s 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 1s set out 1n the terms of the plan and included in the
actuarial assumptions

Re-measurements of the net defined benefit Lability, which comprise actuarial gains and losses, return on plan
assets (excludimng interest) and the effect of the asset cething (1f any, excluding interest), are recognised immediately
1n other comprehensive income

Actuanal gains and losses comprise experience adjustments (the effects of differences between the previous
actuanal assumptions and what has actually occurred), as well as the effects of changes 1n actuanal assumptions

The defined benefit hability recogmised on the balance sheet represents the present value of defined benefit
obligations reduced by the farr value of plan assets Any net defined benefit surplus 1s limited to the present value
of available refunds and reductions in future contributions to the plan
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v

3  Summary of sigmficant accounting pelicies (continued)

t

Share-based pavmenis

The group enters into both equity-setiled and cash-settled share-based payment arrangements with its employees as
compensation for services provided by employees The cost of equity-settled share-based payment arrangements
with employees 1s measured by reference to the fair value of equity instruments on the date they are granted and
recogrused as an expense on a straight-hne basis over the vesting period, with a corresponding credit 1o Retained
earnings’

For cash-settled share-based payment arrangements, the services acquired and hability incurred are measured at the
fair value of the hability and recognised as the employees render service Unul setilement, the fair value of the
liabihity 1s re-measured, with changes 1n fair value recognised 1n the income statement

Fair value 15 determined by using appropriate valuation models Vesting conditions include service condiuons and
performance conditions, any other features of the arrangement are non-vesting conditons Market performance
conditions and non-vesting conditions are taken into account when estimating the fair value of the award at the
date of grant Vesting conditions other than market performance conditions are not taken into account n the imitial
esumate of the fair value at the grant date They are taken into account by adjusting the number of equuy
mnstruments included 1n the measurement of the transaction

A cancellation that occurs dunng the vesting pertod 1s treated as an acceleration of vesting and 15 recognised
immediately for the amount that would otherwise have been recognised for services over the vesting period

HSBC Holdings 1s the grantor of 1ts equity instruments for ail 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 15 reduced and the fair value of shares expected to be released to
employees 15 recorded within  Other hiabihities’

Foreign currencies

Items included 1n each of the group s enuities are measured using the currency of the primary economic
environment 1n which the entity operates (the ‘functional currency®) The group s consolidated financial statements
are presented 1n Hong Kong dollars which 1s 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 habilities denominated 1n foreign currencies are translated mto the
functional currency at the rate of exchange ruling at the balance sheet date Any resulting exchange differences are
mcluded in the income statement Non-monetary assets and habilities that are measured n terms of huistorical cost
in a foreign currency are translated mto the functional currency using the rate of exchange at the date of the initial
transaction Non-monetary assets and habiliies measured at fair value in a foreign currency are translated into the
functional currency using the rate of exchange at the date the fair value was determined Any foreign exchange
component of a gain or loss on a non-monetary ttem 1s recognised erther in other comprehensive income or in the
imcome statement depending on where the gain or [oss on the underlying non-monetary item 15 recogmsed

The results of branches subsidiaries and associates not reporting in Hong Kong dellars are translated into Hong
Kong dollars at the average rates of exchange for the reporting period Exchange differences ansing from the
retranslation of opening foreign currency net investments and exchange differences ansing from retranslation of
the result for the reporting penod from the average rate to the exchange rate prevailling at the penod-end are
accounted for in a separate foreign exchange reserve in the consolidated financial statements
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3 Summary of significant accounting policies (continued)

Exchange differences on a monetary wem that 1s part of a net investment i a foreign operation are recognised in
the income statement of the foreign operation’s separate financial statements In the consoldated financial
statements, these exchange differences are recognised in the foreign exchange reserve in sharecholders equity On
disposal of a foreign operauon, exchange differences previously recognised in other comprehensive income are
recognised 1n the income statement as a reclassification adjustment

Provisions

Provisions for liabilities and charges are recogmised when 1t 1s probable that an outflow of economic benefits will
be required to settle a present legal or constructive obligation which has ansen as a result of past events and for
which a reliable estimate can be made

Conungent habiliies, which include certain guarantees and letters of credit pledged as collateral secunity and
contingent habihues related to legal proceedings or regulatory matters, are possible obligations that anise 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 1t 15 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 1n the financial statements but are disclosed unless the probahility of settlement 1s remote

Financial guarantee contracts

Liabihities under financial guarantee contracts which are not classified as insurance contracts are recorded mmuially
at theur farr value, which 1s generally the fee received or present value of the fee receivable Subsequently, financial
guarantee habilities are measured at the higher of the imtial fair value, less cumulative amortisation and the best
estimate of the expenditure required to settle the obligations

Insurance contracts

Through 1ts insurance subsidiaries, the group 1ssues contracts to customers that contain insurance nisk, 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, 1s classified as
an nsurance contract An nsurance contract may also transfer financial nisk, but 1s accounted for as an insurance
contract if the insurance risk 1s significant

Insurance contracts are accounted for as follows

Premiums

Premiums for hife insurance contracts are accounted for when receivable, except in unit-linked insurance contracts
where premiums are accounted for when liabilities are established

Rensurance premiums are accounted for in the same accounting peniod as the premiums for the direct 1nsurance
contracts to which they relate

Present value of in-ferce long-term msurance 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 1s 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 msurance business and long-term vestment contracts with DPF, referred
to as PVIF , 1s determined by discounting the equity holders™ mterest m future profits expected to emerge from
business currently in force using appropriate assumptions 1n assessing factors such as future mortality, lapse rates
and levels of expenses and a nsk discount rate that reflects the nsk premium attnbutable to the respecuve contracts
The PVIF incorporates allowances for both non-market rnisk and the value of financial options and guarantees The
PVIF asset 15 presented gross of attributable tax in the balance sheet and movements in the PVIF asset are included
i ‘Other operating income on a gross of tax basis
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3 Summary of sigmficant accounting polictes {continued)

Insurance claims and remsurance recoveries

Gross insurance claims for Iife insurance contracts reflect the total cost of claims artsing during the year, including
clarm handling costs and any polhicyholder bonuses allocated in anticipation of a bonus declaration

Maturity claims are recogmsed 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
habilities Death claims are recogmsed when notified

Reinsurance recoveries are accounted for i the same pertod as the related claim

Liabilaties under msurance 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 15 entitled to additional payments whose amount and/or timing 1s at the discretion of the 1ssuer The
discretionary element of these contracts 15 included tn Liabilities under insurance contracts’

Liabilities under unit-linked life msurance contracts are at least equivalent to the surrender or transfer value which
15 calculated by reference to the value of the relevant underlying funds or indices

A hability adequacy test 1s carried out on nsurance liabilities to ensure that the carrying amount of the habiliies 1s
sufficient in the hght of current esumates of future cash flows When pertorming the labihty adequacy test, all
contractual cash flows are discounted and compared with the carrying value of the hiability When a shortfall s
wdentified 1t 1s charged immediately to the income statement

Investment contracts

Customer habihities under linked and certain non-linked tnvestment contracts without discretionary participation
features and the corresponding financial assets are designated at fair value Movements in fair value are recogmised
in *Net income from financial instruments designated at fair value’ Deposuts recervable and amounts withdrawn
are accounted for as increases or decreases in the liability recorded in respect of investment contracts

Liabihities under hinked nvestment contracts are at least equivalent to the surrender or transfer value which 1s
calculated by reference to the value of the relevant underiying funds or indices

Investment management fees receivable are recognised wn 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 m tssue and subordinated habilittes

Financial hiabilities are recogrmised when the group enters into the contractual provisions of the arrangements with
counterparties, which 15 generally on trade date and mmtially measured at fawr value, which 1s normally the
consideration received, net of directly attnbutable transaction costs mcurred Debt securities 1ssued for trading
purposes or designaied at fair value are reported under the appropriate balance sheet captions Other debt secunties
1n 1ssue and subordinated liabilities are measured at amortised cost using the effective interest rate method and are
reported under Debt secunties in tssue’ or Subordinated liabilities
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3 Summary of ssigmficant accounting poheies (continued)
ab Cash and cash equivalents

For the purpose of the cash flow statement, cash and cash equivalents include highly hquid investments that are
readily convertuble to known amounts of cash and which are subject to an insignificant nisk of change in value
Such mmvestments 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 caprial and other equity instruments

Financial 1nstruments 1ssued are classified as equity when there 1s no contractual obligation to transfer cash or
other financial assets or 1ssue a vartable number of our own equity nstruments

ad Assets held for sale

Assets and habilities 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 mtial classification as held for sale, the carrying amounts of the relevant assets and
habihties are measured 1n accordance with apphcable HKFRSs On subsequent remeasurement of a disposal group,
fair value less costs to sell of the disposal group 1s determined after each HFS asset 13 individually measured under
applicable HKFRSs
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4  Operating profit

The operating profit for the year 1s stated after taking account of

a [Interest income

2015 2014
HKSm HK$m
Total interest income 132,497 136,434
Less 1nterest income classified as ‘Net trading income’ (note 4(d}) {8,419) (9.617)
Less 1nterest income classified as *Net income from financial instruments
designated at fair value’{note 4(e}) (18) (35)
124,060 126,782

[ncluded in the above 1s interest ncome accrued on impaired financial assets of HK$277m (2014 HK$215m)

Interest expense

2015 2014
HK$m HKSm
Total interest expense 33,663 36,122
Less interest expense classifted as ‘Net trading income” {note 4(d}) {3,980) (4.449)
29,683 31,673
Net fee income
2015 2014
HKSm HKS$m
Net fee income includes the following
Net fee income, other than amounts included 1n determintng the effective
nterest rate, ansing from financial assets or financial liabulities that are
not held for trading or designated at fair value
— fee income 15,862 15,273
— fee expense (1,879 (1821}
13,983 13,452
Net fee income on trust and other fiduciary activities where the group holds
or nvests assets on behalf of its customers
— fee income 9,032 8,626
~ fee expense {1,005) {944)
8,027 7,682
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4 Operating profit (continued)

d  Net trading income
2015 2014
HKSm HK$m
Dealing profits 17,523 13,674
- Foreign exchange 14,807 10,761
— Interest rate 709 887
- Debt securittes 473 1,513
— Equities and other trading 1,534 513
Interest on trading assets and liabilities 4,439 5,168
— Interest income (note 4(a)) 8,419 9,617
- Interest expense (note 4(b)) (3,980) {4 449)
Dividend 1income from trading secunties 1,674 1,384
— Listed mvestments 1,636 1,359
— Unlisted investments 38 25
Loss from hedging activities 20} (6)
Fair value hedges
— Net gain on hedged items attributable to the hedged nisk 68 408
— Net loss on hedging instruments (88) (419),
Cash flow hedges
— Net hedging gain — 5
23,616 20220
e Nel income/(expense)from financial instruments designated at fmr value
2015 2014
HKSm HK$m
Income/(expense) on assets designated at fair vatue which back
msurance and investment contracts (2,304) 5,025
Increase in fair value of Liabihties to customers under investment contracts (374) {807)
(2,678) 4218
Net change i fair value of other financial assets/liabilities designated at fair valug' 100 (205)
Interest on financial assets and habiiities designated at fair vatue
— Interest income (note 4(a)) 18 35
{2,560) 4,048
1 Gains and losses from changes in the fatr value of the group s issued debt securines include those arising from changes in the
group s own credit nisk, In 2015 the group recogmsed a HKS326m gain on changes in the fawr value of these instruments arising
Jrom changes in awn credit risk (2014 HK335m loss)
f  Gans less losses from financial investments

2015 2014

HKSm HKSm

Gain on partial disposal of 1nvestment tn Industnal Bank 10,636 -
Gain on sale of mvestment in Bank of Shanghai - 3,320
Gains on disposal of other available-for-sale secunties 983 1,288
[mpairment of available-for-sale equuty investments (8) (2,219)
11,611 2,389

There were no gains or losses on the dispesal of held-to-maturity investments in the year (2014 ml)
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4 Operating profit (contnued)

g Dwidend income

2015 2014

HKSm HK$m

Listed tnvestments 133 1,204
Unlisted investments 77 170
210 1374

h  Other operating income

2015 2014

HKS$m HK$m

Gain on 150" anniversary banknotes 1ssuance 693 -
Movement 1n present value of in-force insurance business 4,689 3,581
Gains on investment properties 480 670
Gain on disposal of property, plant and equipment and assets held for sale 134 61
Gain on disposal of subsidianes, associates and business portfolios 23 104
Rental income from investment properties 404 422
Loss on reclassification of Techcom Bank - (251}
Other 4,016 3,915
10,439 8 502

Other ncluded net gains on loans and receivables of HK$278m (2014 HK$197m) There were no gans or losses
on the disposal of financial habilities measured at amortised cost during the year (2014 nil)

1 Loan impairment charges and other credit risk provisions

2015 2014
HKSm HK$m
Individually assessed impairment charges
— New charges 4,011 4,202
— Releases (1,390) (1,420)
— Recovernies (305) (156)
2316 2,626
Collectively assessed impairment charges 2,656 2272
Other credit nisk provisions 102 27
Loan impairment charges and other credit nsk provisions 5,074 4925

There were no impaurment charges against available-for-sale debt securities included 1n other credit nsk provisions
{2014 nil} There were no impairment charges or provisions relating to held-to-maturity investments (2014 nl)
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5

Operating profit (continued)

1 General and administrative expenses

Premuses and equipment
— Rental expenses
— Other premises and equipment expenses

Marketing and advertising expenses
Other admtnistrative expenses

2015 2014
HKS$m HK$m
35 3,564
4,032 4,143
7574 7,707
3,900 3,983
18,409 16 588
29,883 28278

Included in operating expenses were direct operatng expenses of HK$22m (2014 HKS$24m) ansing from
investment properties that generated rental income dunng the year Direct operating expenses arising from
investment properties that did not generate rental income amounted to HK$2m (2014 HK$4m)

Included 1in operating expenses were mimmum lease payments under operating leases of HK3E3 692m (2014

HK3$3,533m)

k Auditors’ remuneration

Auditors remuneration amounted to HK$78m (2014 HK$73m)

Insurance income

Included in the consolidated income statement are the following revenues eamed by the insurance business

a [Insurance income

Net interest income
Net fee income
Net trading loss

Net income/{loss) from financial instruments designated at fair value

Net insurance premium income {note 5(b))
Movement in present value of in-force business
Other operating income

Net wnsurance claims and benefits pard and movement in liabilities 10 poltcyholders (note 3{(c))

Net operating income

115

2015 2014
HKSm HK$m
10,486 9,439
1941 2,083
(656) (512)
(2.783) 4,159
52,593 57,307
4,689 3,581
760 173
67,030 76,230
(52431) (60,182)
14,599 16,048
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5 Insurance income {continued)

b Net insurance premium income

Non-hoked Linked
Insurance 1nsurance Total
HKSm HK$m HKSm
2015
Gross insurance premium income 51,367 4,937 56,304
Retnsurers’ share of gross msurance premium income (3,684) 27 (3,711)
Net insurance premium income 47,683 4,910 52,593
2014
Gross Insurance premium ncome 50,882 8,271 59,153
Retnsurers” share of gross msurance premium income (1 831) (15) (1,846)
Net insurance premium income 49 051 8.256 57 307

¢ Net msurance claims and benefits pard and movement in labilities to policyholders

Non-linked Linked
msurance insurance Total
HKSm HKSm HKS$m
2015
Gross claims and benefits paid and mosvement in habilities to
policyholders 53,950 1,577 55,527
Claims, benefits and surrenders paid 21,216 3,285 24,501
Movement in provision 32,734 (1,708) 31,026
Remsurers’ share of claims and benefits paid and movement in habilities
to policyholders (3,214) 118 {3,096)
Reinsurers’ share of claims benefits and surrenders paid (318) {445) (763)
Reinsurers’ share of movement n provision {2,896) 563 (2,333)
Net insurance clarms and benefits paid and movement in labihties to
policyholders 50,736 1,695 52,431
2014
Gross claims and benefits paid and movement 1n habilities to
policyholders 53,104 8,339 61 443
Claims, benefits and surrenders pard 23,761 2,921 26,682
Movement in provision 29,343 5418 34,761
Rewnsurers’ share of claims and benefits paid and movemnent in liabilities
to policyholders {1,611) 350 (1 261)
Reinsurers’ share of claims, benefits and surrenders paid (204) (644) (848)
Reinsurers’ share of movement 1n provision (1.407) 994 (413)
Net insurance claims and benefits paid and movement i habilities to
policyholders 51493 8 689 60,182
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6 Employee compensation and benefits

a  Emplovee compensation and benefits

2015 2014

HKS$m HK$m

Wages and salanes 37,846 35476

Social security costs 1,080 1,046
Retirement benefit costs

— Defined contribution plans 1,449 1,350

- Defined benefit plans (note 6{c)(1)) 751 1022

41,126 38 894

b Dwrectors’ emoluments

The aggregate emoluments of the Directors of the Bank disclosed pursuant to section 4 of the Compantes
(Disclosure of information about Benefits of Directors) Regulation were HK$100m (2014 HK$101m) This
comprises fees of HK$9m (2014 HK$9m) and other emoluments of HK$91m (2014 HK$92m) which includes
contrtbutions to pension schemes of HK$1m (2014 HKS$1m) Non-cash benefits which are included in other
emoluments mainly relate to share-based payment awards, and the provision of housing and furnishing

¢ Reurement benefit penston plans

The group operates a number of retirement benefit plans, with a total cost of HK$2,200m (2014 HK$2,372m), the
largest of which is the HSBC Group Heng Kong Local Staff Retirement Benefit Scheme (‘the Principal Plan )

In Hong Kong, the Pnncipal Plan covers employees of the Bank and certain other local employees of the Group
The Principal Plan compnises a funded defined benefit scheme (which provides a lump sum on retirement but 1s
now closed to new members) and a defined contnbution scheme The latter was established on 1 January 1999 for
new employees, and the group has been moving to defined contnibution plans for all new employees Since the
defined benefit element of the Principal Plan s a final salary lump sum scheme, its exposure to longevity nisk and
interest rate nsk 1s mued

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 commitiees have been esiablished to broaden the
governance and manage the cencomitant 1ssues The finance and invesiment sub-committee manages the
various 1ssues in relation to both assets and habihities of the Principal Plan

The Principal Plan 1s predeminantly a funded plan with assets which are held in trust funds separate from the group
The actuanal funding valuation of the Principal Plan 1s reviewed at least on a tnenmal basis or in accordance with
local pracuce and regulations The actuanal assumptions used to calculate the defined benefit obiigations of the
Principal Plan vary according to the economic conditions

The Principal Plan mainly invests in bonds with a smaller portion 1n equitics and each investment manager has
been assigned a benchmark applicable to their respective asset class The target asset allocations for the portfolie
are as follows Bonds 65% and Equity 35%

(1} 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

2015 2014
HKSm HK$m
Defined benefit pension plan

Current service cost 883 903

Net iterest cost on the net defined benefit hability/asset 132 120
Past service cost and gains on settlements (269) {6}

Admimstrative costs and taxes patd by plan 5 5

Total expense (note 6(a)) 751 1 022
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6 Employee compensation and benefits (confinued)

(1) Cumulative actuarial losses recagnised in other comprehensive income in respect of defined benefit plans

118

2015 2014
HKSm HKS$m
At | January (7,641) (6,937
Actuanal losses recognised 1n other comprehensive income (662) (704)
At 31 December (8,303) (7.641)
(i) Net asset/(habiity) under defined benefit pension plans
Present value of
Fair value of defined benefit Effect of the Net defined
plan assets obligations asset cething benefit hability
HKSm HK$m HKS$m HK$m
Net defined benefit hability
At 1 January 2015 14,870 (20,356) m (5.487)
Current service cost - (883) - (883
Past service cost and gains from settlements' - 274 - 274
Service cost - (609 — {609
Net interest income/(cost) on the net
defined benefit hability 297 (429 - (132)
Remeasurement effects recognised in other
comprehensive tncome (548) (114) - (662)
— Return on plan assets (excluding interest income) (548) - - (548)
— Actuanal gains from changes in demographic
assumptions - 6 - 6
— Actuanal losses from changes in financial
assumptions - (182) - (182)
— Actuarial gains from experience = 62 — 62
Exchange differences and other movements (26) 118 - 92
Contnbutions by the group 983 - - 983
Contnibutions by employees 2 2) - -
Benefits paid (1,604) 1,657 - 53
At 31 December 2015 13,974 (19,735) (1) (5,762)
Retirement benefit habihties recognised
on the balance sheet (5,809)
Retirement benefit assets recognised on the
balance sheet (within ‘Other assets’) 47
Present value of defined benefit obhigation relating
to
— Actives (19,474)
- Pensioners (261)



Net defined benefit hability
At 1 January 2014

Current service cost
Past service cost and gatns from settlements’

Service cost

Net interest income/{cost) on the net defined
benefit habihty

Remeasurement effects recogmsed in other
COmprenensive INcome

— Retum on plan assets (excluding interest income)

— Actuanial losses from changes in demographic
assumptions

— Actuarial losses from changes in financial
assumptions

— Actuanal losses from expenence

Exchange differences and other movements
Contnbutions by the group

Contributions by employees

Benefits paid

At 31 December 2014

Retirement benefit habilines recognised
on the balance sheet

Retirement benefit assets recognised on the
balance sheet (wathin *Other assets’)

Present value of defined benefit obligation relating
to

— Actives

— Deferreds

— Pensioners

6 Employee compensation and benefits (continued}

Present value of

Fair value of defined benefit Effect of the Net defined
plan assets obligations asset ceihng benefit liability
HK%m HK$m HKSm HK$m
14,505 (19,207) () (4,703)
- (903) — {903)
- 6 - 6
- (897) - (897)
345 (465) - (120)
319 {1,023) - {104)
319 - - 319
- (16) - (16}
- (634) - (634)
- (373) - (373)
(31 68 - 37
835 - - 835
2 2) - -
(1,108) 1,170 - 65
14,870 {20,356) N (5.487)
(5.606)
119
(20,115)
“
237)

| Gains from settiements arise as the difference berween assets distributed and habiiities extingshed on setilements

The group expects to make HK$1,78 im of contnbuttons 1o defined benefit pension plans during 2016

() Fair value of plan assets by asset classes

2015 2014

Quoted Quoted

market market
price In Thereof price in Thereof
Valoe active market HSBC Value active market HSBC
HKSm HKSm HKSm HK$m HKS$m HKSm
Fair value of plan assets 13,974 13,974 407 14,870 14,870 257
- Equities 5233 5233 10 5,251 5,251 81
— Bonds 7,439 7,439 - 8,328 8,328 -
— Denvatives - - - i | -
— Other' 1,302 1,302 397 1290 1,290 176

1 Other mainly consisis of cash and deposits
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6 Employee compensation and benefits (continued)
(v) Benefits expected to be paid from the Principal Plan

Benefits expected 10 be paid from the Principal Plan to reurees over each of the next five years, and 1n
aggregate for the five years thereafier, are as follows

2016 2017 2018 2019 2020 2021-2025
HKS$m HKSm HKSm HKSm HKS$m HKSm

HSBC Group Heng Kong Local Staff
Retirement Benefit Scheme 516 727 804 968 1,100 5322

(vi) The Principal Plan’s principal actuarial financial assumptions

The present value of the Principal Plan s obligatton was HK$12,071m (2014 HK$11 534m) The principal
actuarial assumptions used to calculate the group’s obhgations for the Principal Plan for the vear, and used as
the basis for measuring the expenses n relation to the Principal Plan, were as follows

2015 2014

%pa %pa
Discount rate 170 175
Rate of pay increase 40 40
Mortality table HKLT2011" HKLT2011"

| HKLT2011- Hong Kong Life Tables 2011

The group determines the discount rates to be applied 1o 1ts obligations 1n 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 1s not a deep market
in corporate bonds, government bond yields have been used, and this 1s 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 i market conditions ansing duning the
reporting period The following table shows the effect of changes wn these on the Principal Plan

The effect of changes i key assumptions on the Principal Plan

HSBC Group Hong Kong Local Staff
Retirement Benefit Scheme

2015 2014

HKSm HK$m
Discount rate
- Change in pension obligation at year end from a 23bps increase (249) (234)
— Change n penston obligation at year end from a 25bps decrease 258 242
- Change in 2015/2014 pension cost from a 25bps increase (1 {n
— Change in 2015/2014 pension cost from a 25bps decrease 11 11
Rate of pay increase
— Change in pension obligation at year end from a 25bps increase 239 227
— Change n pension obligation at year end from a 25bps decrease (233) 220
— Change in 2015/2014 pension cost from a 25bps increase 1 10
— Change 1in 2015/2014 pension cost from a 25bps decrease (10) (10)
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6 Employce compensation and benefits (coniinued)
(v Actuarial funding valuation

The latest actuarial funding valuation of the Principal Plan as at 31 December 2012 was 1ssued on 25 June 2013
and was performed by Wing L, Fellow of the Soctety 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 Pnincipal Plan s assets represents 107% of the
members vested benefits, based on current salaries, and the resulting surplus amounted to HK$527m The
attamned 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
contnbution rate as a percentage of scheme salanes 1s 16 1% (local staff category) and 20% (semor 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 1 these financial statements

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% (2014
16 5%) on the profits for the year assessable in Hong Kong Overseas branches and subsidiaries have similarly
provided for tax in the couniries in which they operate at the appropriate rates of tax ruling in 2015 Deferred
taxation 1s provided for in accordance with the group s accounting policy n note 3(r)

The charge for taxation 1n the income statement compnises

2015 2014
HKSm HK$m
Current mcome tax
— Hoeng Keng taxation — on current year profit 10,005 9,039
- Hong Kong taxation — adjustments tn respect of prior years (134) (177)
-~ Owverseas taxation — on current year profit 3.072 8,542
— Overseas taxation — adjustments 1 respect of prior years 223 154
18,166 17,558
Deferred tax
— Ongination and reversal of temporary differences (769) 1,462
— Effect of changes in tax rates 18 19
— Adjustments in respect of prior years (119) 27)
{870) 1,454
17,296 19,012
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7 Tax expense (continued)

b The components of deferred tax assets and liabitities recognised in the balance sheet and the movements during the
year are as follows

(1} Deferred tax assets

Impairment
Accelerated Insurance allowances
capital technical Expense  on finanoal  Revaluation
allowances  provisions  provisions assets  of properties Other Total
HKS$m HKSm HKSm HK$m HK$m HKS$m HKSm
2018
At | January 106 - 613 229 275) 763 1,436
Exchange and other
adjustments 17 - (40) 253 (388) 4) (162)
Credit/(charge) to
income statement 9 - 5 625 5 (144) 470
Credit/(charge) to
reserves - - - — {11) 103 92
At 31 December 132 — 548 1,107 (669) 718 1,836
2014
At | January 154 - 852 669 (743) 1,362 2,294
Exchange and other
adjustments (49) - (245) 8) 490 (142) 46
Credit/(charge} to
mcome statement 1 - 6 (432) 4 (87 (508)
Charge to reserves - - - — (26) (370) (396)
At 3} December 106 - 613 229 (275) 763 1436
(1) Deferred tax habilites
Impairment
Accelerated Insurance allowances
capital techmical Expense  oa financial  Revaleabon
allowances  provisions  provisions assets  of properties Other Total
HKSm HKSm HKSm HKSm HKS$m HKSm HKSm
2015
At 1 January 736 5,390 {466) (55) 11,453 1,528 18,586
Exchange and other
adjustments 24 33) 54 274 (460) (34) (175)
Charge/(credit) to
ncome staternent {117) 777 (23) 30 (249) (818) (400)
Chargef(credit) to
reserves — — — — 1,09¢ (302) 788
At 31 December 643 6,134 {435) 249 11,834 374 18,799
2014
At | January 568 4,796 (314) (43) 10,549 495 16,051
Exchange and other
adjustments (36) ) Qa4 2 441 {145) 84
Charge/(credit) to
tncome statement 204 595 25 (14) (242) 378 946
Charge to reserves - - - - 705 800 1,505
At 31 December 736 5,390 (466} (55) 11,453 1,528 18,586
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7 Tax expense (continued)

(1) Net deferred tax habilities

2015 2014

HKSm HK$m

Deferred tax habilities recognised on the balance sheet 18,799 18,586
Deferred tax assets recogrused on the balance sheet {1,836) (1,436)
16,963 17 150

The amount of unused tax losses for which no deferred tax asset 15 recognised in the balance sheet 1s
HK$2,216m (2014 HKS$2 617m) Of this amount, HK$1,988m (2014 HK$1,890m) has no expiry date and the
remaining will expire within 10 years

Deferred tax of HK$721m (2014 HK$732m) has been provided in respect of distnbutable reserves or post-
acquisition reserves of associates that, on distribution or sale, would attract withholding tax

Deferred tax 1s not recogmsed n respect of the group's invesiments in subsidianes and branches where
remittance or other realisation 1s not probable, and for those associates and interests 1n joint ventures where 1t
has been determined that no additional tax will arise

¢ Provisions for taxation

2015 2014
HKSm HK$m
Current tax habilites 2,456 2,927
Deferred tax habiities 18,799 18,586
21,255 21,513
d Reconciliation between taxation charge and accounting profit at apphcable tax rates
2015 2014
HKSm HKSm
Profit before tax 117,279 111,189
Notional tax on profit before tax, calculated at the rates applicable to profits in the
countnies concerned 21,983 21,184
Adjustments 1n respect of prior years 29) (50
Deferred tax temporary differences previously not recogrised (35) {15)
Eifects of profits in associates and joint ventures (2,612) (2,586)
Non taxable income and gains (3,994) (2,980)
Permanent disallowables 887 1,653
Change In tax rates 18 19
Local taxes and overseas withholding taxes 1,118 1,267
Others (40) 520
17,296 16,012

123
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Notes on the Financial Statements (continued)

8 Dimvidends

Dividends to ordinary shareholders of the parent company

2015 2014
Per share Total Per share Total
HKS HKS$m HKS HKSm
Ordinary dividends paid

— fourth interim dividend in respect of the previous
financial year approved and paid during the year 0.37 14,250 044 15,000
— first intenim dividend paid g20 7,500 027 9,250
— second intenm dividend paid 020 7,500 024 9,250
— third interim dividend paid 020 7,500 024 9,250
097 36,750 119 42 750

The Directors have declared a fourth intenim dividend in respect of the financial year ending 31 December 2015 of
HK$17,065m (HK$0 44 per ordinary share)

Distributions on other equity instruments

2015 2014
HKSm HK$m

US$1,900m floating rate perpetual subordinated loans
(1interest rate at one year US dollar LIBOR plus 3 84% ) 655 -

9 Cash and sight balances at central banks

2015 2014
HKSm HK$m
Cash i hand 15,844 16,223
Sight balances at central banks 135,259 140,252
151,103 156 475

At 31 December 2015, 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$290,052m (2014 HK$277,377m)

10 Hong Kong Government certificates of indebtedness

Hong Kong curmrency notes in circulation are secured by the deposit of funds in respect of which the Hong Kong
Government certificates of indebtedness are held
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11 Trading assets

2015 2014
HKSm HK$m
Debt secunties 178,358 231,734
Equity shares 44,775 41,180
Treasury and other ehigible bills 43,607 102,028
Other 35,886 32 084
302,626 407 026

Trading assets
— which may be repledged or resold by counterparuies 718 4,718
— not subject to repledge or resale by counterparties 301,908 402,308
302,626 407,026

The amount of hsted treasury and other eligible bills amounted to HK$2,164m as at 31 December 2015 (2014
HK$8,421m) Other trading assets prnmarnily include settlement accounts with banks and customers

a Debit securities

2015 2014
HKSm HKS$m
Listed
— hsted 1n Hong Kong 30,455 25,104
— hsted outside Hong Kong 92,479 134,650
122,934 159,754
Unlisted 55,424 71 980
178,358 231734
Issued by public bodies
— central governments and central banks 124,962 163,680
— other public sector entities 8,115 8,551
133,077 172,231
Issued by
— banks 22,095 26,745
— corporate entities 23,186 32,758
178,358 231,734
b Equity shares
2015 2014
HKSm HKS$m
Listed
- listed 1n Hong Kong 15,509 22,807
— lhisted outside Hong Kong 28,584 17,600
44,093 40,407
Unhisted 682 773
44,775 41,180
Issued by
— banks 5,806 10,346
— corporate entities 38,969 30,834
44,775 41,180
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12 Denvatives

Denvatives are financial instruments that derive their value from the price of underlying items such as equities, bonds,
interest rates foreign eachange rates, credit spreads commodities and equity or other indices Derivatives enable
users to increase, reduce or alter exposures to credit or market nisks  The group makes markets n derivatives for 1ts
customers and uses derivatives to manage its exposures to credit and market risks

Dernivatives are carmed at fair value and shown in the batance sheet as separate totals ot assets and habihies A
description of how the fair value of derivatives 1s derived 1s set out in note 48

Denvative assets and habilities are only offset and reported net 1n the balance sheet when there 15 a legally enforceable
night to offset and the cash flows are intended to be settled on a net basis Changes 1n 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 nisk management solutions for clients, 0 manage
the portfolio nisk ansing 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 1n sales and trading acivities and those used for risk
management purposes but which for various reasons do not meet the qualifying cniteria for hedge accounting The
second category includes denvatives managed in comunction with financial instruments designated at fair value These
acuivities are described more fully below

The group’s denvative activiies give nse to significant open positions 1n portfolios of denivatives These positions are
managed constantly to ensure that they remain within acceptable nsk levels When enterning into denvative
transactions, the group employs the same credit risk management framework to assess and approve potential credit
exposures that it uses for traditional lending
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12 Derwvatives (continued)
Contract amounts and faw values of assets and liabilities by class of dervatives

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 nsk

2015 2014
Contract Contract
amounts Assets Labilities amounis Assets Liabiltties
HKSm HKS$m HKSm HK$m HKk3$m HKS$m
Trading derivatives
Exchange rate contracts 16,125,677 246,202 231,885 14 880,218 221,590 203,420
— spot, forward and future 11,665,620 122,743 117,563 10,060,892 112,297 104,108
— swaps 3,392,883 109,227 99,997 3,422916 96,769 86,955
—~ options purchased 515,299 14,054 i 684,251 11,693 416
— options written 551,878 178 14,194 712159 831 11,941
Interest rate contracts 15,974,328 136,697 135,327 18,254 624 164,071 161 746
- forward and future 1,146,748 183 244 448,799 4] 39
— swaps 14,514,463 133,907 132,784 17,593,936 160,827 158,539
— options purchased 54,662 1,226 43 77354 1,677 205
— oplions written 52,728 70 1,832 70,790 71 2,137
~ other 205,727 1,311 919 63,745 1,455 826
Equity derivatives 712,028 27,815 31,330 1,084,221 37,562 38,247
Credut denivatives 432,544 2,800 2,790 259,298 1,644 1,659
Commodity and other 95,216 5,920 5,675 134,482 5,137 6,211
Total held for trading 33,339,793 419434 407,507 34,612 843 430,604 411283
Trading derivatives managed in
conjunchon with financial
tnstruments designated at fair value
Interest rate contracts 7,342 60 10 8,140 86 &
7,342 60 10 8140 86 6
Cash flow hedging derivatives
Exchange rate contracts 118,323 1,511 994 45,047 5,055 595
Interest rate contracts 66,684 171 127 54,040 74 122
185,007 1,682 1,121 99,087 5,129 717
Fair value hedging derivatves
Interest rate contracts 217,391 415 1,417 150,960 297 1,304
Gross total denvatives 33,749,533 421,591 410,055 34,871,030 436,116 413,310
Netting - {40,636) (40,636) - (46,182) (46,182)
Total 33,749,533 380,955 369,419 34 871 030 389,934 367 128

a  Trading derivatives

Most of the group s denvative transactions relate to sales and trading activities Sales activities include the
structuning and marketing of derivative products to customers to enable them to take, transfer, modify or reduce
current or expected nsks Trading activities include market-making and risk management Market-making entails
quotimg bid and offer prices to other market participants for the purpose of generating revenues based on spread
and volume Risk management activity 1s undertaken to manage the nisk anising from client transactions, with the
principal purpose of retaining chent margin

Other derivatives classified as held for trading include non-qualifying hedging derivatives and meffective hedging
denvatives and the components of hedging derivatives that are excluded from assessing hedge effectiveness Non-
qualifying hedging derivatives are entered into for nsk management purposes but do not meet the critena for hedge
accounting Trading derivatives also include denvatives managed n conjunction with financial instruments
designated at fair value
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12 Derwvatives (continued)
b Hedging dervatives

The group uses derivatives {principally interest rate and currency swaps) for hedging purposes in the management
of 1ts own asset and hability 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 anse from
structural imbalances i1n the matunty and other profiles of its assets and habilities

The accounting treatment of hedging transactions vanes according to the nature of the instrument hedged and the
type of hedging transaction Denvatives may qualify as hedges for accounting purposes if they are fair value
hedges, cash flow hedges, or hedges of net investments in foreign operations

Fair value hedges

The group s fair value hedges principally consist of interest rate swaps that are used to protect aganst changes in
the fair value of fixed-rate long-term financial instruments due to movements i market interest rates For
qualifying fair value hedges, all changes in the fair value of the denvative and in the {air value of the item in
relation to the nisk being hedged are recognised 1n the income statement [f the hedge relationship 1s terminated, the
fair value adyustment to the hedged 1tem continues 1o be reported as part of the basis of the item and 15 amortised to
the imcome statement as a yield adjustment over the remainder of the hedging period

Gans or losses arising from fair value hedges

2015 2014
HKSm HKSm
Gains/(losses)
On hedging instruments (88) (419)
On the hedged items attnbutable to hedged nsk 68 408
(20) (11)

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 1n future 1nterest and principal cash flows on non-trading assets and habihiies which bear
interest at vaniable 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 nterest flows, are projected for each portfolio of financial
assets and habilities on the basis of therr contractual terms and other relevant factors, including estimates of
prepayments and defaults The aggregate principal balances and interest cash flows across all portfolios over ime
form the basis for identifyving gains and losses on the effective portions of derivatives designated as cash flow
hedges of forecast transactions Gains and losses are inittally recognised in other comprehensive income, and
accumulated 1n the cash flow hedging reserve, and are transferred to the mncome statement when the forecast cash
flows affect the income statement

Amount transferred to the income statement n respect of cash flow hedges included a gain of HK$181m (2014
HK$99m loss) taken to Net interest income’ and a gain of HK$1,182m (2014 HKS$4,401m gauwn) taken to ‘Net
trading income’ The group does not have any qualifying cash flow hedges that mvolve non-financial assets or
non-financial liabilities (2014 none)

The gains and losses on ineffective portions of such derivatives are recogmsed immediately tn ‘ Net trading
income’ Durning the year to 31 December 2015, an nsignificant amount was recogmsed due to hedge
ineffectiveness and termination of forecast transactions (2014 nsignificant amount)
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12 Dervatives (continued)

The schedule of forecast principal balances on which the expected interest cash flows anse as at 31 December 2015

15 as follows

More than 3 5 years or less
3 months months but less but more than
or tess than | year 1 year
HKSm HKSm HKSm
At 31 December 2015
Cash inflows from assets 103,693 123,920 65,679
Cash outflows from liabilities (12,960) (22,468) (11,525)
Net cash inflows 90,733 101,452 54,154
At 31 December 2014
Cash inflows from assets 38,841 72,498 48,135
Cash outflows from habihities {9.043) (15,424) (18 445)
Net cash inflows 29 798 53074 29 690

¢ Unobservable inception profits

Any nitial gain or loss on financial instruments where the valuation 1s dependent on unobservable parameters 1s
deferred over the hife of the contract or unul the instrument 15 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 recogmised 1n the income statement
at the beginning and end of the year with a reconciliation of the changes during the year

2015 2014

HK$m HK$m

Balance at | January 107 74
Deferrals on new transactions 3N 331
Reduction due to amortisation {171) (103)
Reduction due to redemption/sale/transferimproved observability/nsk hedged (225) (194)
Exchange differences and others (3) (1)
Balance at 31 December 79 107

13 Financial assets designated at fair value

2015 2014

HKSm HK$m

Debt secunties 17,755 17,238
Equity shares 80,270 80,957
Treasury and other eligible bills 1,070 -

99,095 98,195

Treasury and other eligible bills are unlisted
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13 Finanacial assets designated at fair value (continued)

a  Debt securities

2015 2014
HKSm HKS$m
Listed
- listed 1n Hong Kong 2229 2,388
— listed outside Hong Kong 7,359 7,485
9,588 9,873
Unlisted 8,167 7,365
17,755 17 238
Issued by public bodies
— central governments and central banks 646 1,154
— other public sector entities 993 784
1,639 1,978
Issued by other bodies
- banks 8,433 6,272
— corporate entities 7,683 8,988
17,755 17 238
b Equny shares
2018 2014
HKSm HKSm
Listed
— listed in Hong Kong 6,905 8,788
— listed outside Hong Kong 31,21 37,274
38,126 46,062
Unhisted 42,144 34,895
80,270 80 957
Issued by
— banks 2,501 3,910
— corporate entities 77,769 71,047
80,270 80,957
14 Non-trading reverse repurchase and repurchase agreements
Non-trading reverse repos and repos with customers and banks are set out below
2015 2014
HKSm HKS$m
Assets
Banks 168,988 176,945
Customers 43,791 41,956
212,779 218,901
Liabilities
Banks 13,585 26,751
Custotmers 2,573 1,628
16,158 28,379
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15 Loans and advances to customers

a Loans and advances to customers

Gross loans and advances to customers
Imparrment ailowances (note 16(a))

2015 2014
HKS$m HKS$m
2,773,819 2,825,736
(11,529) (10,520)
2,762,250 2815216

Analysis of loans and advances to customers based on categories used by the HSBC Group

The following analysis of loans and advances to customers 15 based on the categories used by the HSBC Group,

including the group, to manage associated nisks

2015

Residential mortgages'
Credit card advances
Other personal

Total personal

Commercial, industnal and intemational trade
Commercial real estate

Other property-related lending

Government

Other commercial

Total corporate and commercial

Non-bank financial institutions
Settlement accounts

Total financial

Gross loans and advances to customers
Individually assessed impairment allowances
Collectively assessed impairment allowances

Net loans and advances to customers
2014

Restdential mortgages*
Credit card advances
Other personal

Total personal

Commercial, industrial and international trade
Commercial real estate

Other property-related lending

Govermnment

Other commercial

Total corporate and commercial

Non-bank financial institutions
Setttement accounts

Total financial

Gross loans and advances to customers
Individually assessed impaiwrment allowances
Collectively assessed impairment allowances

Net loans and advances to customers

Rest of
Hong Kong Asia-Pacific Total
HKSm HKSm HKSm
472324 260,901 733,225
56,791 22,180 78,971
132,234 84,092 216,326
661,349 367,173 1,028,522
419,589 405,594 825,183
186,463 64,420 250,883
207,448 65,412 272,860
6,292 2,484 8,776
133,718 145,632 279,350
953,510 683,542 1,637,052
64,050 42,414 106,464
1,099 682 1,781
65,149 43,096 108,245
1,680,008 1,093,811 2,773,819
(2,165) 4,875) (7,040)
{1,979) 2310 (4,489)
1,675,864 1,086,426 2,762,290
439,451 283,042 722,493
54,943 24,863 79,806
122613 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
150314 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
(2411) (3,888) (6,29%)
(2.103) 2118) 4,221)
1,656,283 1,158 933 2,815,216

1 Reswdential morigages nclude Hong Kong Government Home Ownership Scheme loans of HK827 702m (2014 HK$26 671m)

The geographucal information shown above has been classified by the location of the principal operations of the

subsichary and by the location of the branch responsible for advancing the funds
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15 Loans and advances to customers {continued)

¢ Loans and advances to customers mclude equipment leased to customers under finance leases and hire purchase
contracts having the characterisucs of finance leases

2015 2014
Present Present
value value
of the Unearned Total of the Unearned Total
mIaImum future minumom mininum future mimmum
lease finance lease lease finance lease
payments income payments payments income paymenis
HKSm HKSm HKSm HK$m HK$m HK$m
Amounts receivable
— Within one year 2,494 687 3,181 2.756 689 3445
— After one year but within
five years 8,152 1,893 10,045 8,743 2,012 10,755
— After five years 17,999 3,014 21,013 16,663 2,545 19,208
28,645 5,594 34,239 28,162 5,246 33,408
Impatrment allowances (26) (43
Net mvestment in finance leases
and hire purchase contracts 28,619 28 119
16 Impairment allowances against loans and advances to customers
a Impmirment allowances agamst loans and advances to customers
Individually Collectively
assessed assessed
allowances allowances Total
2015 HK$m HKSm HKS$m
At ] January 6,299 4,221 10,520
Amounts written off {1,505) (3,109) (4,614)
Recovertes of loans and advances written off in previous years 305 978 1,283
Net charge to income statement (note 4{1)) 2316 2,656 4,972
Unwinding of discount of loan impairment 210 {67} 277)
Exchange and other adjustments (165) (1%0) (355)
At 31 December (note 15(a)) 7,040 4,489 11,529
2014
At | January 5,007 4,494 9.501
Amounts wnitten off (1,366) (3.356) (4,7122)
Recoveries of loans and advances written off in previous years 156 1,029 1,185
Net charge to income statement (note 4(1)) 2,626 2272 4,898
Unwinding of discount of loan impairment (136) (79 (215)
Exchange and other adjustments 12 (139 (127)
At 31 December (note 15(a)) 6299 4221 10,520
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16 Impairment allowances agamst loans and advances to customers (conttnued)

b

Impairment allowances on loans and advances o customers

Impaired loans and advances to customers are those loans and advances where objective evidence exists that full
repayment of principal or interest 15 considered unhkely Individually assessed allowances are made after taking
into account the vatue 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 and by the location of the branch responsible for advancing the funds

Restof
Hong Kong Asia-Pacific Total
HKSm HKSm HK$m
At 31 December 2015
Gross loans and advances to customers
Indiv1dually assessed impaired gross loans and advances 5,781 11,005 16,786
Collectively assessed 1,674,227 1,082,806 2,757,033
— Impaired loans and advances 728 889 1,617
— Non-impaired loans and advances 1,673,499 1,081,917 2,755416
Total gross loans and advances to customers 1,680,008 1,093,811 2,773,819
Impairment allowances (4,144) (7,385) (31,529
- Individually assessed {2,165) (4,875) (7,040)
— Collectively assessed (1,979) (2,510) (4,489
Net loans and advances 1,675,864 1,086,426 2,762,250
Fair value of collateral which has been taken into account n respect
of mdividually assessed impaired loans and advances to customers 2,360 5,153 7,513
Individually assessed impatred gross loans and advances as a
percentage of gross loans and advances to customers 03% 10% 06%
lotal allowances as a percentage of total gross loans and advances 02% 0 7% 04%
At 31 December 2014
Gross loans and advances to customers
Individually assessed impatred gross loans and advances 5,297 9218 14,515
Collectively assessed 1,655,500 1,155,721 2,811,221
— Impaired loans and advances 602 770 1,372
- Non-impaired loans and advances 1,654,898 1,154,951 2,809,849
Total gross loans and advances to customers 1 660 797 1 164 939 2825736
Impairment allowances {4,514) (6 006) (10,520
— Individually assessed {2.411) (3,888) (6,299)
— Collectively assessed (2.103) (2,118) (4,221
Net loans and advances 1 656 283 1 158 933 2815216
Fair value of collateral which has been taken into account n respect
of mdividually assessed yimpaired loans and advances to customers 1,767 3,373 5,140
[ndividualty assessed impawed gross loans and advances as a
percentage of gross loans and advances to customers 03% 08% 0 5%
Total allowances as a percentage of {otal gross loans and advances 03% 05% 04%
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16 Impairment allowances against loans and advances to customers (continued)

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 mayor industry sectors based on categories and defimitions used by the HSBC Group 1s as follows

Total gross Gross  Indnadually  Collectively Net new Advances
loans and impaired assessed assessed  impairment written-off
advances advances allowances allowances allowances n year
HKSm HKSm HKS$m HK$m HKSm HK$m
At 31 December 2015
Residential mortgages 733,225 1,735 (169) (55) 24 43
Commercial, industnal and
international trade 825,183 8,543 {4,513) (2,110} 2,084 1,155
Other commercial 279,350 4,133 (1,564) (433) 555 187
At 31 December 2014
Residential mortgages 722,493 2,030 (288) (70) 70 131
Commercial, industnal and
international trade 857,726 6,951 (3,820) (2,182) 1,583 664
Other commercial 302,244 3,756 (1,470) (211} 800 57

Impairment 15 assessed collectively to cover losses which have been incurred but have not yet been 1dentified on
loans subject to individual assessment or for homogeneous groups of loans that are not considered individually
sigmficant
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16 Impairment allowances against loans and advances to customers (conlinued)

¢ Overdue and rescheduled loans and advances to cusiomers

Hong Kong Rest of Asia-Pacific Total
HKSm %! HKSm %! HKSm %'
At 31 December 2015
Gross amounts which have been
overdue with respect 1o either
principal or interest for
— more than three months but
less than six months 1,081 01 1,712 02 2,793 [N
~ more than six months but
less than one year 1,698 01 1,268 01 2,966 o1
— more than one year 2,344 01 2951 03 5,295 02
513 03 5931 06 11,054 04
Individually assessed impairment
allowances made 1n respect of
amounts overdue (1,609) {3,355) (4,964)
Fair value of collateral held 1n
respect of amounts overdue 1,643 1,820 3,463
Rescheduled loans and advances to
Customers 409 09 3,134 03 3,543 01
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 s1x months 624 00 2,023 02 2,647 01
— more than six months but
less than one year 452 00 764 0l 1,216 00
— more than one year 2,024 01 2,185 02 4,209 02
3,100 01 4,972 05 8,072 03
Individually assessed impaimment
allowances made 1n respect of
amounts overdue (1,235) (2,265) (3,500)
Farr value of collateral held 1n
respect of amounts overdue 1,144 1,805 2,949
Rescheduled loans and advances to
customers 431 00 2,298 02 2,729 01

1 Percentages shown as a proportion of gross loans and advances (o customers

17 Impawrment and rescheduled amounts relating to placings with and advances to banks and other assets

There were no signtficant impaired or rescheduled placings with and advances to banks, nor overdue or rescheduled
other assets as at 31 December 2015 and 31 December 2014 [nformation relating to overdue balances can be found 1n
the Risk Report
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18 Fmnancial investments

2015 2014
HKSm HK$m
Treasury and other eligible bills
— available-for-sale 691,636 544 536
Debt securities, excluding certificates of deposit
- held-to-matunty 215998 169,277
- available-for-sale 710,709 595378
Ceruficates of deposit
— held-te-maturity 12,601 13,349
- available-for-sale 76,037 84,822
Equity shares
— available-for-sale 9,065 49,131
1,716,046 1 456,493
Financial investments
— which may be repledged or resold by counterparties 939 2,091
- not subject to repledge or resale by counterparties 1,715,107 1 454 402
1,716,046 1,456,493
Treasury and other eligible bills are largely unhsted
a  Held-to-maturity debt securities, including certificates of deposut
Book value Fair value
2015 2014 2015 2014
HKSm HK$m HKSm HK$m
Listed
— listed in Hong Kong 11,206 7,961 11,507 8,348
— bsted outside Hong Kong 62,922 38 870 64,339 41,758
74,128 46,831 75,846 50,103
Unhisted 154,471 135,795 160,074 140 632
228,599 182 626 135,920 190,735
Issued by public bodies
— central govemments and central banks 5,907 5,336 6,584 6,039
— other public sector entities 25,676 17,115 26,851 18 067
31,583 22,451 33,438 24,106
Issued by
— banks 90,955 77.303 93,945 80,468
— corporate entities 106,061 82 872 108,540 86,161
228,599 182,626 235,920 190,735
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18 Financial Investments (contintied)

b Available-for-sale debt securities, including certificates of deposit

2015 2014
HKSm HK$m
Listed
- hsted in Hong Kong 30,827 20,774
— listed outside Hong Kong 517,212 428 835
548,039 449,609
Unlisted 238,707 230,591
786,746 680,200
Issued by public bodies
- central govermments and central banks 574,173 463,659
— other public sector entiies 72,658 58 388
646,831 522,047
Issued by
— banks 98,417 108,692
— corporate entities 41,498 49,461
786,746 680,200
¢ Available-for-sale equity shares
2015 2014
HKSm HKS$m
Listed
- lhisted in Hong Kong 405 360
— listed outside Hong Kong 3,405 42736
3,810 43,096
Unhisted 5,255 6,035
9,065 49,131
Issued by
~ banks 4,651 44,167
— corporate entities 4414 4,964
2,065 49,131
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19 Assets transferred, assets charged as security for habilities, and collateral accepted as security for assets

Financial assets pledged to secure hrabilities

2015 2014
HKSm HK$m
Treasury bills, debt secunties, equities and deposits 118,762 119 845

The above table 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 collaterahsed transachions including,
where relevant, standard secunities lending and repurchase agreements

Transferred financial assets not gualifinng for full derecogrution and associated financial lrabilities

2015 2014
Carrying Carrying Carrying Carrying
amount of amount of amount of amount of
transferred associated transferred associated
assets habtlities assets habilities
HKS$m HKS$m HK$m HK$m
Repurchase agreements 16,039 14,830 18,194 18,100
Securtties lending agreements 1,658 1 5,163 34
17,697 14,831 23,359 18,134

The financial assets shown above include amounts transferred to third parties that do not qualify for derecogmition,
notably debt secunities held by counterparties as collateral under repurchase agreements and equily secunties lent
under securiiies lending agreements As the substance of these transactions 15 secured borrowings, the collateral assets
continue to be recogmised mn full and the related Liabilities, reflecting the group s obligation to repurchase the
transferred assets for a fixed price at a future date, are also recogmised on the balance sheet As a result of these
transactions, the group 1s unable to use, sell or pledge the transferred assets for the duration of the transactions The
group remawns exposed to interest rate nsk, credit nisk and market nsk on these pledged instruments The
counterparty’s recourse 15 not hmited to the transferred assets

Collateral accepted as security for assets

2015 2014

HKS$m HK$m

Fair value of the collateral permitted to sel! or repledge in the absence of default 369,184 320,998
Fair value of collateral actually sold or repledged 56,451 68,146
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20 Investments n subsidiaries

The principal subsidiaries of the Bank are

The group’s
interest In
1ssued share
Place of Principal  capital / registered
incorporation actnvaty  or charter capital
Hang Seng Bank Limited Hong Kong Banking 62 14%
HSBC Bank (China) Company Limited PRC' Banking 100%
HSBC Bank Malaysta Berhad Malaysia Banking 100%
HSBC Bank Australia Limtted? Australia Banking 100%
HSBC Bank (Tarwan) Limuted® Taiwan Banking 100%
HSBC Lafe (International} Limited? Bermuda Retirement 106%
benefits and
life insurance

I Peaple s Republic of China
2 Held indwectly

All the above subsidianes are included in the group’s consolidated financial statements All these subsidianes 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 i Hong Kong

The proportion of voung rights held 1s the same as the proportion of ownership interest held

The principal subsidiaries are regulated banking and insurance entities n the Asia-Pacific region and, as such, are
required to mamtain certain mimimum levels of capital and hquid assets to support their operations The effect of these
regulatory requirements 15 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

Subsidiary with material non-controlling mterest

2015 2014

Hang Seng Bank Lumited
Ownership mnterest and voting nights held by non-controlling interests 37 86% 37 86%

HKSm HKS$m
Profit attnbutable to non-controlling interests 10,409 5,730
Accumulated non-controlling interests of the subsidiary 51,231 50,057
Dividends paid to non-controlling interests 4,053 3,981
Summansed financial informaton (before ntra-group eliminations)
— Assets 1,334,429 1,263,990
— Liabilities 1,192,448 1,124,797
— Net operating income before loan impairment 41,950 28,570
— Profit for the year 27,494 15,131
— Other comprehensive income (13,700) 15,804
— Total comprehensive income 13,794 34,935
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21 Interests 1n assoriates and jomt ventures

2015 2014
HKSm HKSm
Share of net assets 113,328 112,283
Goodwall 4,042 4,236
Intangible assets 123 194
Deferred tax on intangible assets 31 (48)
Impairment (24) an
122,438 116 654

At 31 December 2015, the group s interests in associates amounted to HK$121,929m (2014 HK$116,134m)

Associate

() Principal associate

The group’s interest in
Place of incorporation 1ssued share capital

Bank of Communicatons Co , Lid People’s Republic of Chuna 1903%

Bank of Communications Co , Ltd 15 listed on recognised stock exchanges The fair value represents valuation based
on the quoted market price of the shares held (Level 1 1n the fair value hierarchy) and amounted to HK$77,03%m at 31
December 2015 (2014 HK$101,918m)

Bank of Communications Co., Limited {‘ BoCom®)

The group’s wvestment 1n BoCom was equity accounted with effect from August 2004 The group s sigmficant
influence tn BoCom was estabhished as a result of represeniation on the Board of Directors and in accordance with the
Technical Cooperation and Exchange Programme, the group 1s assisting in the maintenance of financial and operating
policies and a number ¢f staff have been seconded to assist 1n this process

Impairment testing

At 31 December 2015, the fair value of the group’s nvestment in BoCom had been below the carrying amount for
approximately 44 months, apart from a short period m 2013 and briefly during the first half of 2015 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 2015

At 31 December 2015 At 31 December 2014
Carrying Farr Carrying Fair
YU amount value VIU amount value
HKSbn HKSbn HKS$bn HKS$bn HK%bn HKS$bn
Bank of Commun:cations Co , Limtted 1321 1195 770 1217 1138 019

140




21 Interests n associates and yoint ventures (continued)
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 estiimates of eamings Cash flows beyond the short to medium-term were then extrapolated n
perpetuity using a long-term growth rate An 1mputed capital mamntenance charge { CMC') 1s calculated to reflect
expected regulatory capital requirements and 1s deducted from forecast cash flows The pnincipal inputs to the CMC
calculauon include estimates of asset growth, the ratio of nisk-weighted assets to total assets, and the expected
regulatory capital requirements Management judgement 15 required 1n estimating the future cash flows of BoCom

Key assumptions in ViU calculation

Long-term growth rate the growth rate used was 5% (2014 5%) for pertods after 2018 and does not exceed forecast
GDP growth in mainland China.

Long-term asset growth rate the growth rate used was 4% (2014 4%) for periods after 2018 and this 1s the rate of
growth required for an assumed 5% long-term growth rate in profit

Discount rate the discount rate of 13% (2014 13%) 1s derived from a range of values obtamed by applying a Capntal
Asset Pricing Model ( CAPM ) calculation for BoCom, using market data Management supplements this by
comparing the rates denved from the CAPM with discount rates available from external sources, and the group’s
discount rate for evaluating investments in manland China The discount rate used ts within the range of 10 1% to
14 2% (2014 11 4% to 14 2%) indicated by the CAPM and external sources

Loan mmpairment charge as a percentage of customer advances the ratio used ranges from 0 71% to 0 78% (2014
0 73% to 1%) in the short to medium-term and are based on the forecasts disclosed by external analysts For periods
after 2018, the ratto 15 0 7% (2014 0 65%), shightly higher than the historical average

Risk-weighted assets as a percentage of total assets the ratio used was 67% for all forecast pertods (2014 70% to 72%
in the short to medum-term and 70% n the long term) This 1s consistent with the forecasts disclosed by external
analysts

Cost-income ratio the ratio used was 41% (2014 ranged from 40 0% to 42 4%) n the short to medium-term The
rauos were consistent with the short to medium-term range forecasts of 40 3% to 40 7% (2014 37 2% to 44 5%)
disclosed by external analysts

Sensitivity analyses were performed on each key assumption to ascerain the impact of reasonably possible changes in
assumptions The following change to each key assumption used on its own 1n the VIU calculation would reduce the
headroom to nil

Key assumphon Changes to key assumphon to reduce headroom to ml
* Long-term growth rate * Decrease by 62 basis points

* Long-term asset growth rate * Increase by 62 basis points

+ Discount rate ¢ Increase by 82 basis ponts

* Loan impairment charge as a percentage of customer advances  ® Increase by 14 basis ponts

¢ Rusk-weighted assets as a percentage of total assets * Increase by 466 basis points

» Cost-iIncome ratio ¢ Increase by 277 basis points

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 13 possible that more than one favourable
and/or unfavourable change may occur at the same time
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21 Interests in associates and Joint ventures (continued)

As at 31 December 2015

HKSbn Favourable Unfavourable
Carrying amount 1195 change Current model change
Long-term growth rate +100bps 5% -210bps
VIU 1572 1321 956
[necrease/(decrease) in VIU 251 (36 5)
Long-term asset growth rate -50bps 4% +100bps
ViU 141 2 1321 110.7
[ncrease/{decrease) in VIU 91 (21 4)
Discount rate -150bps 13% +110bps
VIU 1643 1321 1157
Increase/(decrease) in VIU 322 (16 4)
Loan impairment charge as a percentage of 0 70% throughout 201510 2018 0 71% to 0 78% 2015 to 2018 0 85%
custorner advances 2019 onwards 0 70% 2019 onwards 075%
VIU 1332 1321 126 8
Increase/(decrease) in VIU 11 53)
Risk-weighted assets as a percentage of total
assels -350bps 67% throughout +10bps
VIU 1411 1321 1319
Increase/(decrease) in VIU 90 ©2)
Cost-income ratio -250bps 41% throughout +120bps
VIU 143 6 1321 126 7
Increasef(decrease) in VIU 115 (54)

Based on the forecasts disclosed by external analysts, management estimates that the reasonably possible range of VIU

1s HK$95 bn to HK$175 6bn

As at 31 December 2014

HK$bn Favourable Unfavourable
change Current model change

Long-term growth rate +50bp +100bp 500% -50bp -100bp
ViU 1320 143 9 1217 125 104 3
Increasef(decrease) in VIU 103 222 92) (174)

Discount rate -50bp -100bp 13 00% +30bp +100bp
ViU 1302 1401 1217 1142 1076
Increase/(decrease) in VIU 85 184 {75) (14 1)

Loan impaument charge as a percentage of 0 65% throughout 2014 -2018 073%to 1 00% 1 00% from 2014 10 2018
customer advances 2019 onwards 0 65% 2019 onwards 0 65%
ViU 1255 1217 1158
Increase/(decrease) in VIU 38 59

Risk-weighted assets as a percentage of total 2014 - 2018 70%to 72%
assels -100bp -200bp 2019 onwards 70% +100bp +200bp
VIU 1239 126 4 1217 1192 1168
Increasef{decrease) in VIU 22 47 25 49

2014 - 2018 40 0% 10 42 4%

Cost-income ratio -50bp -100bp 2019 onwards 42 4% +50bp +100bp
VIU 1241 126 7 121 7 1192 1168
Increase/(decrease) in VIU 24 50 25 49)
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21 Interests in associates and joint ventures (contihued)

Selected financial mformation of BoCom

The statutory accounting reference date of BoCom 1s 31 December For the year ended 31 December 2015, the group
included the associate s results on the basis of financial statements made up for the 12 months to 30 September 2015,
but 1aking 1nto account the financial effect of significant transactions or events in the pertod from 1 October 2015 to 31
December 2015

At At
30 September 30 September
2015 2014
HKSm HKS$m
Selected balance sheet information of BoCom
Cash and balances at central banks 1,121,481 1,165,846
Loans and advances to banks and other financial institutions 859,625 620,206
Loans and advances to customers 4,344,068 4,248,285
QOther financial assets 1,896,670 1,387,509
Other assets 384,827 3534318
Total assets 8,606,671 7,775,284
Deposits by banks and other financial institutions 2,024 465 1,628,358
Customer accounts 5,362,887 5,148,337
Other financial habitines 363,737 223,852
Other habilities 227311 196,712
Total liabilities 7,978,400 7,197,259
Total equity 628,271 578 025
Total equity attributable to
— ordmnary shareholders 606,772 575424
- non-controlling interests 3,687 2,601
- preference shareholders 17,812 -
Reconcihation of BoCom’s net assets to carrymg amount in the group’s consohdated
financial statements
The group’s share of net assets 115497 109,529
Add Goodwill 3,934 4,122
Add Intangible assets 92 145
Carmrying amount 119,523 113 796
For the 12 months ended
30 September
2015 2014
HKSm HK$m
Selected income statement inforwation of BoCom
Net interest income 173,631 170,833
Net fee and commission income 42,115 37,157
Loan impairment charges (29,245) (27,209)
Depreciation and amortisation (7,342) (7,136)
Tax expense (23,073) (24,055)
Profit for the year 82,437 82,405
Other comprehensive income 2919 1,681
Total comprehensive income 85,356 84,086
Dividends received from BoCom 4,841 4,629
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21 Interests 1n associates and joint ventures (contiriued)

(1) Other assocrates

Summarised aggregate financial information in respect of associates not indwidually material

Camrying value

The group’s share of

— Assets

— Liabihities

— Profit or loss from continuing operations
— Total comprehensive income

Other expense related to investment n an associate
— Impairment of an associate

2015

HK$m

2,407

2,177
370
229
229

24

2014
HK$m

2,338
2,704
366

311
311

El

At 31 December 2015, the group's share of associates contingent liabihities incurred relating to the group s

interest in associates was HK$303,980m (2014 HKS$359,524m)

22 Goodwill and intangible assets

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

term tnsurance business, and other intangible assets

2015 2014
HKSm HK$m
Goodwill 6,344 6,319
Present value of in-force long-term insurance business 36,897 32,389
Other 1ntangibie assets 6,327 6310
49,568 45078
a Gooadwill

2015 2014
HKSm HK$m
Cost at 1 January 6,379 6,362
Exchange and other movements {35) 17
Net book value at 31 December 6,344 6,379

Segmental analysis of goodwill
2015 2014
HKSm HK$m
Hong Kong -~ Commercial Banking 24 24
Hong Kong — Global Banking and Markets 750 750
Hong Kong — Private Banking 82 82
Rest of Asia-Pacific — Retmi Banking and Wealth Management 1,657 1,302
Rest of Asia-Pacific - Commercial Banking 3018 3,337
Rest of Asia-Pacific - Global Banking and Markets 813 884
Total goodwall in the CGUs histed 6,344 6,379
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22 Goodwill and intangible assets (continued)}

Dunng 2015, there was no impairment of goodwill (2014 ml) Impairment testing n respect of goodwill 1s
performed annually by comparing the recoverable amount of cash generating units ('CGUSs ), determined at § July
2015 based on a value 1n use calculation, with the carrying amount of the CGUs That calculation uses cash flow
estimales based on management s cash flow projections extrapolated 1in perpetuity using a nominal long-term
growth rate based on current Gross Domestic Product for the countrnes within which the CGU operates Cash {lows
are extrapolated in perpetuity due to the long-term perspective within the group of business umits making up the
CGUs The discount rate used 1s based on the cost of caprital HSBC allocates to invesiments in the countries in
which the CGU operates

The cost of capial 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 15 generally derived from an appropriale capital asset pricing model,
which 1tself depends on inputs reflecting a number of financial and economic vanables, including the rnisk-free rate
in the country concerned and a premium to reflect the inherent risk of the business being evaluated These vanables
are established on the basis of management judgement

Management judgement 1s required 1n 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 15 governed by the requirement for resulting forecasts to be compared with actual
performance and verifiable economic data in future years, the cash flow forecasts necessanly 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 1n the impairment test 1n 2015
were 1n the range of 8% to 11% across different CGUs The nominat long-term growth rates used in the
impairment test i 2015 for Hong Kong and Rest of Asia-Pacific were 5 9% and 6 8% respectively

b The present value of in-force long-term insurance business (‘PVIF’)
(1) PVIF specific assumptions

The following are the key long term assumptions used in the computation of PVIF for Hong Kong, being the
main hfe imsurance operation

2015 2014
Weighted average nisk free rate 182% 1 86%
Weighted average nisk discount rate 681% 742%
Expenses inflation 3 00% 3 00%
(i) Movement in PVIF for the vear ended 31 December
2015 2014
HKSm HK$m
At | January 32,389 28916
Value of new bustness wntten during the year 4972 5317
Movements ansing from in-force business
— expected retum (2,518) (1,781)
— experence variances (136) ©0)
— changes in operating assumptions 752 (731)
Investrnent return vanances 1,592 (88)
Changes 1n investment assumptions (&) 891
Other adjustments 36 33
Changes in PVIF 4,689 3,581
Exchange differences and other (181) (108)
At 31 December 36,897 32,389
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22 Goodwill and intangible assets (continued)

€

Other intangible assets

2015
Customer/
Computer merchant
software relationships Other' Total
HKSm HKS$m HKSm HKSm
Cost
At | January 13,964 1,515 2,103 17,582
Addiions 1,794 - 2 1,796
Disposals/famounts written-off (345 - (6) {351)
Exchange and other movements {a7n (140) {86) (397)
At 31 December 15,242 1,375 2,013 18,630
Accumulated amortisation and impairment
At 1 January 10,131 1,088 53 11,272
Amortisation charge for the year 1,422 7N 8 1,521
Impaimment 80 - 1 81
Disposals/famounts written-off (342) - {8) (347)
Exchange and other movements (123) 99) (2) (224)
Al 3] December 11,168 1,080 55 12,303
Net book value at 31 December 4,074 295 1,958 6,327
2014
Customer/
Computer merchant
software relationships Other! Total
HK3$m HK$m HK$m HKSm
Cost
At 1 January 12,645 1,606 2,288 16,539
Additions 1,546 - - 1,546
Dusposals/famounts written-ofT (161) - {63) (224)
Exchange and other movements (66) (91) (122) (279)
At 31 December 13,964 1,515 2,103 17,582
Accumulated amortisation and impatrment
At 1 January 8818 1,033 84 9,935
Amortisation charge for the year 1,483 120 11 1,614
Impainment 36 - 21 57
Dnsposals/famounts written-off (136) - 63) (219)
Exchange and other movements {50) (63) - (115)
At 31 December 10,131 1 088 53 11,272
Net book value at 31 December 3,833 427 2050 6,310

1 Other includes operating licenses which were recogrised during the acquisiion of the assets habilines and operations of The
Chinese Bank in Tarwan in 2008 These have an indefinite useful life as there are no economuc or legal resirictions to linut thetr use

The above intangible assets are amortised over their finite useful lives as follows

Computer software from 3 years to § years

Customer/merchant relationships
Other (excluding operaung licenses)
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22 Goodwill and intangible assets (continued)

An impairment test was camed out n respect of the operating licenses 1n Taiwan as at 31 December 2015 The
result confirmed that there was no impairment The impairment test was performed by comparing the recoverable
amount of the relevant cash generating unit { CGU"), determined by a value n use calculation, with the carrying
amount of the CGU The calculation uses cash flow estumates 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 1s based on the cost of capital the group atlocates to Taiwan

Two key assumpitons upon which management has based its determination of the recoverable amount of the CGU
are the discount rate and the long-term growth rate The discount rate used during 2015 was 9% The long-term

growth rate used during 2015 was 3%

23 Property, plant and equipment

a  Property, plant and equipment

2015 2014
Land and [ovestment Land and Investment
bwmldings properties Equipment buildings propertics Equipment
HK$m HKSm HKSm HKSm HK$m HK$m
Cost or valuation
At | January 86,753 12,784 23,826 85,306 11,392 22,686
Exchange and other adjustments (580) (16) (581) (366) 1 {290)
Additions 554 699 2434 376 - 2,488
Disposals (28) - (1,091) (14) - (1,057)
Elimmation of accumulated
depreciation on revalued
land and buildings (2,428) - - (2,300) - -
Surplus on revaluation 6,601 480 - 4,511 670 -
Reclassifications 3,128 (3,231) (49) (760) 721 (1)
At 31 December 94,000 19,716 24,539 86 753 12 784 23,826
Accumulated depreciation
At | January 74 - 18,610 91 - 18,053
Exchange and other adjustments 86 - (452) (2) - (225)
Charge for the year 2,456 - 1,924 2,294 - 1,813
Disposals (25) - (1,054) (1) - (1,030)
Ehminatton of accumulated
depreciation on revalued
land and buildings (2,428) - - (2,300) - -
Reclassifications 4 - 4) (8) - (1)
At 31 December 167 - 19,024 74 — 18 610
Net book value at
31 December 93,533 10,716 5515 86 679 12,784 5216
Total at 31 December 110,064 104,679

b The carrving amount of land and buldings had they been stated at cost less accumulated depreciation, would

have been as follows

2015 2014
HKSm HK$m
Cost less accumulated depreciation 22,027 19387
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23 Property, plant and equipment (continued)

¢

Valuation of land and buildings and investment properties

The group’s land and buildings and investment properties were revalued 1n November 2015 and updated for any
material changes at 31 December 2015 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
are Level 3 in the fair value hierarchy There were no transfers in to or out of Level 3 during the year (2014 nil)
The fair values for land and buildings are determined by using direct companson approach which values the
properties 1n their respective existing states and uses assuming sale with immediate vacant possession and by
making reference to comparable sales evidence The valuations take into account the characteristics of the
properties (unobservable inputs) which include the location, size, shape, view, floor level, year of completion and
other factors collectively The premium or discount applied to the characteristics of the properties 1s within minus
20 percent and plus 20 percent 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$12,627m (2014 HK$12,368m) 1n respect ot properties which were valued using the depreciated replacement
cost method or surrender value

The surplus on property revaluation was HK$7,077m (2014 HKS$5,181m) Amounts of HK$4,908m (2014
HK$3,292m) and HK$476m (2014 HK$671m) were credited to the property revaluation reserve and the income
statement respectively The amount credited to the property revaluation reserve of HK$4 908m (2014 HK$3,292m)
1s stated after deduction of non-controlling interests of HK$711m (2014 HK$552m) and deferred tax of HK$982m
(2014 HK$666m) The amount credited to the income statement comprises the surplus of HK$480m (2014
HK$670m) on revaluatien of investment properties, less HK$4m of revaluation deficits that arose when the value
of certain properies fell below depreciated historical cost or surrender value, and when premises were newly
acqutred with revaluation losses (2014 HK$1m surplus)

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 The valuations were carried out by DTZ Debenham Tie Leung
Limited who have recent experience in the location and type of properties and 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

Properties leased to customers

The group’s investment properues are rented out under operating leases The leases typically run for a penod of
2-3 years and may contain an option to rencw and the terms will then be renegotiated During the current year,
HK$404m (2014 HK$422m) was recogmsed as rental income in the income statement 1n respect of operating
leases

The total future minimum lease payments recervable under non-cancellable operating leases are as follows

2015 2014

HKS$m HK$m

Within one year 310 411
After one but within five years 200 147
510 558

24 Leasehold land and land use rights

The net book value of the group’s interests in leasehold land and land use nghts that have been accounted for as
operating leases (s analysed as follows

2015 2014
HKSm HK$m

In Hong Kong
Medum-term leaseholds (between ten and fifty years) 160 277

The above amounts were included within Prepayments and accrued income” in Other assets {note 25)
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25 Other assets

2015 2014

HKSm HK$m

Current tax assets 1,013 2418
Assets held for sale 159 148
Prepayments and accrued income 3,881 3,821
Accrued interest receivable 17,305 18,370
Acceptances and endorsements 31,480 31,200
Bullion 47,108 59,401
Other 33.119 35,518
134,062 150 876

Other assets included HK$76 035m (2014 HK$82,000m) of financial assets, the maority of which were measured at
amortised cost

26 Customer accounts

2015 2014
HKSm HK$m
Current accounts 949,169 919,343
Savings accounts 2,645,151 2,379,651
Other deposit accounts 1,045,756 1,180,998
4,640,076 4,479,992

27 Trading hiabilities
2015 2014
HK$m HK$m
Certificates of deposit in 1ssue 1,770 3470
Other debt securities in 18sue 18,387 19418
Short positions n secunties 60,488 66,063
Deposits by banks 12,504 6,301
Customer accounts 98,702 120,560
191,851 215812

Other debt securities 1n issue comprises of structured notes issued, for which market nisks are actively managed as part
of trading portfolios

28 Financial habilities designated at fair value

2015 2014

HKSm HKS$m

Deposits by banks - 196
Debt secunties in 1ssue 14,721 11,973
Ltabilities to customers under investment contracts 36,049 36,665
50,770 48,834

At 31 December 2015, the carrying amount of the debt securities in 1ssue was HK$102m higher than the contractual
amount at maturity (2014 HK$108m) At 31 December 20135, the accumulated loss in farr value attributable to
changes in credit nsk for debt securities 1 1ssue was HK326m (2014 HK$60m)
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29 Debt securities in 1ssue

2015 2014

HKSm HKS$m

Certificates of deposit 6,181 7.530
Other debt securiies 34,678 317,767
40,859 45 297

30 Other habihties and provisions

2015 2014

HK$m HK$m

Accruals and deferred income 25425 26,435
Provistons for habilines and charges (note 32) 1,203 1,141
Acceptances and endorsements 31,480 31,200
Share based payment hability te HSBC Holdings plc 1,769 2,186
Other hiabilities 27,043 26,769
86,920 87 731

Other habilities included HK$78,221m (2014 HK$78,498m) of financial habilities which were measured at amortised
cost

31 Laabhities under insurance contracts

Remsurers’
Gross Share’ Net

HKS$m HKSm HKSm
2015
Non-hnked insurance contracts’'
At 1 January 265,743 (4,182) 261,561
Benefits paid (21,216) 318 (20,898)
Increase in liabihues to policyholders 53,950 {3,214) 50,736
Foreign exchange and other movements 99 (73) 26
At 31 December 298,576 {7,151) 291,425
Linked msurance contracts
At 1 January 44,439 {1,441) 42,998
Benefits paid (3,285) 445 (2,840)
Increase n liabihties to policyholders 1,577 118 1,695
Foreign exchange and other movements (487) (514) (1,001)
At 31 December 42,244 (1,392) 40,852
Total habilities to policyholders 340,820 (8.543) 332,277
2014
Non-linked insurance contracts'
At | January 236911 (2,836) 234,075
Benefits paid (23,761) 204 (23,557)
Increase in habilines to policyholders 53,104 (16113} 51,493
Foreign exchange and other movements (511 6l {450)
At 31 December 265,743 {4,182) 261,561
Linked 1nsurance contracls
At 1 January 39,269 (1,695) 37,574
Benefits paid (2,921) 644 (2,277)
Increase in habilities to policyholders 8,339 350 8,689
Foreign exchange and other movements (248) (740) (938)
At 31 December 44,439 (1,441) 42,998
Total habilities to policyholders 310,182 (5,621) 304,559

1 Includes liabilities under non-life insurance contracts
2 Amounts recoverable fram remnsurance of habilines under insurance contracts are included in the consolidated balance sheet in Other
assets
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32 Prowvisions for habilities and charges

Provisions for lhabilitres and charges

2015 2014
HKSm HK$m
At 1 January 1,141 1,723
New provisions/iicrease m provisions 1,214 218
Provisions used 313) (1m3y
Amounts reversed (203) (193)
Exchange and other movements (634) 408
At 31 December 1,203 1,141
Of which provisions for restructuring cosis
2015 2014
HKS$m HK$m
At | January 113 225
New provisions/increase 1n provisions 840 55
Provisions used (109) (108)
Amounts reversed (30) 67
Exchange and other movements {13) 8
At 31 December 80 113

Included in the above are amounts of HK$239m (2014 HK$842m) relating to ongomng regulatory investigations
There 15 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

33 Subordmated habihities

Subordmnated habilities consist of undated primary capital notes and other loan capital having an onginal term to
maturity ot five years or more

2015 2014

HKSm HK$m

US$800m Undated floating rate pnmary capial notes' 6,204 9337
AUD200m Floating rate subordinated notes due 2020, callable from 20152 - 1,271
MYR500m Fixed rate (4 35%) subordinated bonds due 2022, callable from 2017 897 1,108
MYRS00m Fixed rate (5 05%) subordinated bonds due 2027, callable from 2022° 902 1,116
8,003 12 832

1 In December 2015 the group redeemed US$4Mm undated floanng rate primary capital notes at par InJanuary 2016 the group 1ssued
a Nonice of Redemption to the holders of another series of US$400m capital notes for redemption on 29 February 2016

In November 2015, the group redeemed AUD200m floating rate subardinated notes at par

The interest rate on the MYR500m 4 33% callable subordinated bonds due 2022 will increase by 1% from June 2017

The interest rate on the MYRS00m 5 05% callable subordinated bonds due 2027 will increase by 1% from November 2022

Subordingted habilities 1ssued to Group entities are not included in the above

[F S ]
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34 Preference shares

2015 2014
HKSm HK$m

Issued and fully paid
Redeemable preference shares 8,138 8,143
Irredeemable preference shares 28,415 28439
36,553 36 582

1,050m cumulative redeemable preference shares were 1ssued 1n 2009, which have a mandatory redemption date of 2
January 2024 but may be redecemed at the Bank s opuion on or after 2 January 2019, subject to 30 days notice 1n
writing to shareholders and with the prior consent of the Hong Kong Monetary Authonty The shares are redeemable
at the 1ssue price of US$1 per share together with the amount equal to any accrued but unpaid dividends The total
number of 1ssued cumulative redeemable preference shares at 31 December 2015 was 1,050m (2014 1,050m} No
cumulative redeemable preference shares were 1ssued during the year (2014 ml) The group plans to redeem 1,050m
of the cumulative redeemable preference shares 1n 2016

The nen-cumulative imedeemable preference shares were 1ssued at the then 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 Authonty
In the event of cancellation, holders of the shares shall be entitled to recerve the 1ssue pnce 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 distnbutable profits The number of 1ssued non-cumulative
iredeemable preference shares at 31 December 2015 was 3,253m (2014 3,253m) No non-cumulative irredeemable
preference shares were 1ssued during the year (2014 nl)

The cumulative irredeemable preference shares were 1ssued at the then nominal value, and may be cancelled subject to
30 days notice in wnting 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 1ssue price of US$1 per share held together
with any unpaid dividends for the pertod since the annual dividend payment date immediately preceding the date of
cancellation The number of 1ssued cumulative irredeemable preference shares at 31 December 2015 was 400m (2014

400m) No cumulative irredeemable preference shares were 1ssued during the year (2014 ml) The group plans to
cancel 200m of the cumulative irredeemable preference shares in 2016

The holders of the above preference shares are entitled to one vote per share at shareholders’ meetings of the Bank

There was INR870m (2014 INR870m) of authorised preference share capital, compnsing 8 7m compulsornly
convertible preference shares of INR100 each i the share capital of a subsidiary, HSBC InvestDirect Secuniuies (India)
Private Limited (‘"HSBC InvestDirect ) The convertible preference shares ( CCPS’) were 1ssued and fully paid 1n 2009
at a nominal value of INR100 each These shares may be converted inito fully paid equity shares of HSBC InvestDirect
at any time after one year to ten years from the date of allotment of the CCPS by wnitten 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 Afier 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 duning 2015 (2014 nl)
The number of issued CCPS at 31 December 2015 was 8 7m (2014 8 7m) No CCPS were 1ssued duning the year
(2014 nil)
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35 Share capital

Issued and fully paid
2018 2014
HKSm HK$m
Ordinary share capital 96,052 96 052
205 2015
Number HKSm
Crdinary shares 38,420,982 901 96,052

The shares have no par value The holders of the ordinary shares are entiled 10 recerve dividends as declared from
tme 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

36 Other equity instruments

Other equty snstruments comprnise additional uer | capital mstruments in 1ssue which are accounted for in equity

2015 2014

HKS$m HEK$m

US$1,000m  Floating rate perpetual subordinated loan, callable from Dec 2019' 7,756 7,756
US$900m  Floaung rate perpetual subordinated loan, callable from Dec 2019’ 6,981 6,981
14,737 14,737

| Interest rate at one year US dollar LIBOR plus 3 84%

The additronal tier 1 caprtal instruments are perpetual subordimnated loans on which coupen payments may be cancelled
at the sole discretion of the Bank The subordinated loans will be wnitten down ai 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 n the
event of a wind-up
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

38 Analysis of cash flows payable under financial hatmlittes by remaining contractual maturities

Due between  Due between

On Due within 3and 12 land § Due after
demand 3 months months years S years Total
HKSm HKSm HKSm HKSm HKSm HKS$m
At 31 December 2015
Hong Kong currency notes
in circulation 220,184 - - - - 220,184
[tems n the course of transmission
to other banks - 30,753 - - - 30,753
Repurchase agreements
- non-trading 6,385 9,8%0 - - - 16,275
Depaosits by banks 128,562 15,950 1,410 2343 84 148,349
Customer accounts 3,643,166 779,904 192,808 33,562 666 4,650,106
Trading hailities 191,851 - - - - 191,851
Dernivatives 366,823 382 929 946 - 369,080
Financial liabilities designated at
faur value 350 58 203 15,072 35,948 51,631
Debt secunties in 155ue 7 5,588 7,165 26,005 4,696 43,461
Amounts due to Group companies 34,532 55,185 750 2,229 22,221 114917
Other financial habilities 7,151 54,450 8,241 1,546 441 71,829
Subordinated habilities - 3,150 73 1,152 4,224 8,599
Preference shares - 10,212 421 2,397 32,857 45,887
4,599,011 965,522 212,000 85,252 101,37 5,962,922
Loan commitments 1,605,093 508,358 12,652 5867 22 2,131,992
Financial guarantee and credit nisk
related guarantee contracts 63,812 - - - - 63,812
6,267,916 1,473,880 224,652 91,119 101,159 8,158,726
At 31 December 2014
Hong Kong currency notes
n circulation 214,654 - - - - 214,654
Items 1n the course of transmission
to other banks - 31,3310 - - - 31,331
Repurchase agreements
- non-trading 2,498 25,916 - - - 28414
Deposits by banks 168,511 52,177 1,302 4,060 159 226,809
Customer accounts 3,361,476 848,561 238,213 45,513 283 4,494 046
Trading habilities 215,812 - - - - 215,812
Derivatives 365,353 274 450 1,163 104 367,344
Financial hiabilities designated at
fair value 190 45 362 12,169 36,768 49,534
Debt secunties in 1ssue 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 habilities 5,905 48,917 13,527 1,906 480 70,735
Subordwnated liabilities - 162 1,601 2,794 14,141 18,698
Preference shares - 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 1,407,919 464,200 11,361 12,700 62 1,896,242
Fmancial guarantee and credit risk
related guarantee contracts 61,666 - - — ~ 61,666
5,852 179 1,547 082 272 318 116,664 123,965 7912208
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Analysis of cash flows payable under financial habilittes by remaimming contractual maturities (continued)

The balances 1n 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 liabilines and trading denivatives) In addition, loan commitments and financial guaraniee contracts are
generally not recognised on the balance sheet Trading liabilities and trading derivauves have been included in the On
demand time bucket and not by contractual matunity, because trading habilities are typically held for short peniods of
tme The undiscounted cash flows payable under hedging denvative habihues are classified according to therr
contractual matunty The undiscounted cash flows potentially payable under loan commitments and financial
guarantee contracts are classified on the basis of the carltest date they can be called

Cash flows payable in respect of customer accounts are primanly 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 hiquidity risk 1s set out in the Risk Report

Reconcihation of operating profit to cash generated from/{used 1a) operations
2015 2014
HKSm HK$m
Operating profit 101,449 95,514
Net interest income (94,377} (95,109)
Diwvidend income {210} (1,374)
Depreciation and amortisation 5,982 5778
Amortisation of prepaid operating lease payments 17 18
Loan impairment charges and other credit nsk provisions 5,074 4925
Loans and advances writen off net of recoveries (3,331) (3,530
Other provisions for babilities and charges 1,016 43
Provistons used (313) (1,013)
Surplus ansing on property revaluation - [43]
Gains on investment properties (480) (670)
Gain on disposal of property, plant and equipment and assets held for sale (134) 61)
Gain on disposal of business portfolios (23) (104)
Net loss on reclassification of associates - 251
Impairment on interests in associates and jownt ventures 13 11
Gains less losses from financial investments (1L611) (2,389)
Share-based payments granted cost free 1,318 1,442
Movement in present value of in-force business (4,689) (3,581)
Interest received 110,427 109,364
Interest paid (29,689) (28,598)
Operating profit before changes 1o working capital 80,439 80,911
Change in treasury bills with onginal term to matunty of more than three months (109,172} (24,883)
Change 1n placings with and advances to banks 24,012 15,290
Change 1n certificates of deposit with onginal term to matunty of more than three months 8,559 (10,446)
Change 1n repos and reverse repos (11,842) 2,148
Change 1n trading assels 94,823 (89,784)
Change wn trading Liabilities (23,961) 20,780
Change in derivative assets 8,979 (1,207)
Change i derivative habilities 2,291 2,076
Change 1n financial assets designated as fair value 170 (8.049)
Change 1 financial habilities designated as fair value 1,936 7,19
Change 1n financial investments held for backing liabilities to long-term policyholders (34,655) (23,657)
Change 1n loans and advances to customers 46,848 (199.817)
Change 1n amounts due from Group companies (52,702) (29,719)
Change 1n other assets 9,016 (22,540)
Change 1n deposits by banks {78,419) {4,645)
Change 1n customer accounts 160,084 226,294
Change 1n amounts due to Group companies (23,128) 38,307
Change in debt securities 1n 15s5uc (4,438) (7.037)
Change 1n Liabiliies under insurance contracts 30,638 34,002
Change 1n other liabilities 25,015 43418
Exchange adjustments 14,015 13219
Cash generated frem operations 168,508 61,780
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THE HONGKONG AND SHANGHAI BANKING CORPORATION

Notes on the Financial Statements (continued)

i

40 Analysis of cash and cash equivalents

LIMITED

a  Change in cash and cash equivalents during the year

2015 2014

HKSm HKSm

Balance at | January 679,670 687,396
Net cash inflow before the effect of foreign exchange movements 5,652 17,880
Effect of foreign exchange movements (26,925) {25,806)

Balance at 31 December 658,397 679,670

b Analysis of balances of cash and cash equivalents in the consolidated balance sheet

2015 2014

HKS$m HK$m

Cash in hand and sight balances wath central banks 151,103 156,475
Items in the course of collection from other banks 25,020 21,122

Reverse repurchase agreements — non-trading 124,351 130,093
Placings with and advances to banks 279,297 319,758
Treasury bills 106,590 77,667

Certificates of deposit 2,482 4,133

Other eligible bills 307 1,753
Less ttems in the course of transmission to other banks (30,753) (31.331)
658,397 679670

The amount of cash and cash equivalents that are subject to exchange control and regulatory restrictions amounted
to HK$151,255m at 31 December 2015 (2014 HK$173,883m)

¢ Disposal of business portfolios

2015 2014
Loan Banking Loan
portfohos businesses portfolios Total
HK$m HK$m HKSm HK3$m
Assets
Loans and advances to customers 5,069 2179 611 2,790
Other assets - 15 - 5
Total assets excluding cash and cash equivalents 5,069 2,194 611 2 805
Liabilities
Other habilities and provisions - 38 - 38
Total habilities ~ 38 - 38
Aggregate net assets at date of disposal, excluding cash and
cash equivalents 5,069 2,156 611 2,367
Gain on disposal including costs to sell 23 84 20 104
Add back costs to sell - 11 - 11
Selling price 5,092 2251 631 2 882
Satisfied by
Total cash constderation 5,092 2,251 631 2 882
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41 Contingent habilities and commitments

Off-balance sheet contingent habiltes and commitments

2018 2014
HKS$m HK3m

Contingent habihttes and financial guarantee contracts
Guarantees and urevocable letters of credit pledged as collateral security 256,561 246,332
Other contingent habilities 1,371 1,795
257,932 248,127

Commitments

Deocumentary credits and short-term trade-related transactions 31,337 37,874
Forward asset purchases and forward forward deposits placed 4,821 1,717
Undrawn formal standby facilities, credit lmes and other commitments to lend 2,095,834 1,856,651
2,131,992 1,896,242

The above table discloses the nomunal principal amounts of commuments excluding capital commitments,
guarantees and other contingent hiabihties, which are mainly credit-related instruments including both financial and
non-financial guarantees and commutments 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 facihues Since a significant portion of
guarantees and commitments are expected lo expire without being drawn upon, the total of the contractual amounts
1s not representative of future hquidity requirements

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 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

2015 2014
HK$m HK$m

Guarantees 1n favour of thard parties
Financial guarantees * 54,228 54,827
Other guarantees 180,933 173 960
235,161 228787

Guarantees in favour of

other HSBC Group enhinies 21,400 17,545
256,561 246 332

| Financial guarantees are contracts that require the issuer to make specified payments to reimburse the holder for a loss incurred
because a specified debtor farls to make payment when due in accordance with the original or modyfied terms of a debt mstrument
The ampunis in the above table are nommal principal amounts

2 Other guarantees include re-insurance letters of credit related to particular transactions, trade-related letters of credit rssued
without provision for the issuing entity to retain tiile 10 the underlying shipment, performance bonds bhid bonds standby letters of
credut 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 nisks and exposures from puarantees are captured and managed
accordance with HSBC's overall credit nsk management policies and procedures Guarantees are subject to annual
credit review process

161




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

42 Capital commitments

2015 2014
HKSm HKS$m
Expenditure contracted for 3354 4,855

Capital commitments mainly relate to the commitment for purchase of premises

43 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

015 2014
HKSm HKS$m
Premuses
Amounts payable within
— one year or less 2,994 2,893
— five years or less but over one year 4,744 4,345
— over five years 779 937
8,517 8,175
Equipment
Amounts payable within
— omne year or less 60 49
— five years or less but over one year 114 21
174 70
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BANKING CORPORATION LIMITED

THE HONGKONG AND SHANGHAI

Notes on the Financial Statements (continued)
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45 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 1s presented on that basis In addition, the economic conditions of each
geographucal region are highly influential in determining performance across the different types of business activities
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 1s 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 10 make decisions about allocating resources
and assessing performance of operating segments 15 measured sn accordance with HKFRSs Due to the nature of the
group’s structure, the analysis of profits shown below includes intra-segment 1tems between geographical regions with
the eltmunation shown 1n 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 m its two
geographical regions The products and services offered to customers are organised by global businesses

» 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,

» Commercial Banking offers a broad range of products and services to serve the needs of our commercial customers
These include financial services, payments and cash management, international trade finance, treasury and capital
markets, commercial cards, insurance, and onhine and direct banking offerings,

+ Global Banking & Markets provides tailored financial solutions to major government, corporate and institutional
chents and private investors The chient-focused business lines deliver a full range of banking capabilities including
financing, advisory and transaction services, a markets business that provides services 1n credil, rates, foreign
exchange, money markets, secunties services and principal invesiment activities and

» 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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THE HONGKONG AND SHANGHAI BANKING CORPQRATION LIMITED

Notes on the Financial Statements (continued)

45 Segmental analysis {continued)

Total assets
2015 2014
HKYm %% HK$m
Hong Kong 4,934,662 710 4,630,716 673
Rest of Asia-Pacific 2,588,062 3712 2,788,418 405
Intra region (569,041) B {542,388) (18)
6,953,683 1000 6 876,746 1000
Total lrabilnies
2015 2014
HKSm %o HK$m Y%
Hong Kong 4,613,757 730 4,325,607 690
Rest of Asia-Pagific 2,273,081 360 2,485,181 197
Intra region (569,041) (90) (542,388) (87
6,317,757 100 0 6 268 400 1000
Interests in associates and joint ventures
2015 2014
HKSm % HK$m %
Hong Kong 2,403 20 2,316 20
Rest of Asia-Pacific 120,035 980 114 338 980
122,438 1000 116,654 1000
Credit commutments and contingencies (contract amounts)
2015 2014
HKSm % HK$m %a
Hong Kong 1,273,983 533 1,130,366 527
Rest of Asia-Pacific 1,115,941 467 1,014,003 473
2,389,924 1060 2144 369 1000
Addinens to property, plant and equipment and other intangtble assets during the vear
2015 2014
HKSm % HK$m %
Hong Kong 4523 825§ 3,512 196
Rest of Asia-Pacific 960 175§ £98 204
5,483 1009 4,410 1000
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45 Segmental analysis (conitnued)
Consolidated income statement

Rest of Intra-segment

Hong Kong Asia-Paafic elimination Total
HKSm HKSm HKSm HKS$m
2015
Interest income 60,096 66,923 (2,959) 124,060
Interest expense {7,436) (25,206) 2,959 (29,683)
Net interest income 52,660 41,717 - 94,377
Fee income 37322 15,906 (1,302) 51,926
Fee expense (5,002) (25673 1,302 (6,267
Net trading income 13,681 9935 - 23,616
Net income/{expense) from financial instruments .
designated at fair value (3,220) 660 - (2,560)
Gains less losses from finaneial investments 11,290 3zl - 11,611
Dividend income 192 18 - 210
Net insurance premium mcome 45,758 6,835 - 52,593
Other operating income 12,992 1,433 (3,986) 10,439
Total operating income 165,673 74,258 (3,986) 235945
Net insurance claims and benefits paid and movement
in liabiltties to policyholders (45.509) (6,522) - (52,431)
Net operating income before loan impairment
charges and other credit risk provisions 119,764 67,736 (3,986) 183,514
Loan impairment charges and other credit sk provisions (1,199 (3,875) - (5,074)
Net operating income 118,565 63,861 (3,986) 178,440
Operating expenses (45,933) (35,044) 3,986 (76,991)
Operating profit 72,632 28,817 - 101,449
Share of profit 1n associates and joint ventures 240 15,590 - 15,830
Profit before tax 72,872 44,407 - 117,279
Tax expense (10,146) {7,150) - (17,296}
Profit for the year 62,726 37,257 — 99,983
Profit attributable to shareholders 52,448 37,088 - 89,533
Profit attnbutable to non-controlling interests 10,278 172 - 10,450
Net operating tncome
— external 109,739 64,981 - 174,720
— inter-company/finter-segment 8,826 (1,120) (3,986) 3,720
Depreciation and amortisation included in operating
expenses 4,827) (1,155) - (5,982)
Restructunng costs (186) (437} - 623)
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45 Segmental analysis (continued)

Rest of Intra-segment
Hong Kong Asia-Pacific elimination Total
HK$m HK$m HK$m HK$m
2014
Interest income 57,751 72,841 (3,810) 126,782
Interest expense (6.977) (28,508) 3,812 (31,673)
Net interest income 50,774 44313 2 95,109
Fee income 34,708 17,301 (L.347) 50,662
Fee expense (4,712} (2,675) 1,347 (6,040}
Net trading tncome 11,663 8,559 2) 20220
Net income from financial instruments
designated at fair value 3,134 914 - 4,048
Gains less losses from financial investments 2,286 103 - 2,389
Dividend income 1,362 12 - 1,374
Net insurance premium income 50,226 7,081 - 57,307
Other operating income 10,872 1,693 (4,063) 8,502
Total operating income 160,313 77,321 (4,063) 233,571
Net insurance elaims and benefits paid and movement
in biabulines to policyholders {52,916) (7,266) - (60,182)
Net operating income before loan imparment
charges and other credit risk provisions 107,397 70,055 (4,063) 173,389
Loan impairment charges and other credit nsk provisions (2,478) (2,447) - (4.925)
Net operating Income 104,919 67,608 (4,063) 168,464
Operating expenses (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
Tax expense (10,132) (8.880) - (19,012)
Profit for the year 52 834 39,343 - 52177
Profit attributable to shareholders 47,228 39,200 - 86.428
Profit attnbutable to non-controlling interests 5,606 143 - 5,749
Net operating income
— external 95,906 69,459 - 165,365
— Inter-company/inter-segment 9,013 (1,851) (4,063) 3.099
Depreciation and amortisation included in operating
expenses (4,551) (1,227) - (5,778)
Restructuning costs (55) (12) - (67)
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45 Segmental analysis (continued)

Net operating income by global business

Retall
Banlang Global Global
and Wealth Commercial  Banking & Private Inter-
Management Banking Markets Banking Other Segment Total

HK$m HKSm HK$m HKSm HKSm HKS$m HKS$m
Year ended 31 December 2015
External 53,684 39,965 64,563 Z2871 13,637 - 174,720
Intercompany/intersegment 11,309 (371) (8,112) 1,161 6,112 (6,379) 3,720
Year ended 31 December 2014
External 52,7125 41,199 65475 2,735 3,231 - 165,365
Intercompany/intersegment 11,815 (720) (10,867) 1,190 8,225 (6,544) 3,099
Information by country

External net operating income’ Non-current assets’
2015 2014 2015 2014
HKSm HK$m HKSm HKSm

Hong Kong 109,739 95,906 104,503 98,056
Mainland China 16,823 17,085 127,346 121,426
Australia 6,464 7210 822 1.034
India 7,375 7.815 2,203 2,374
Indonesia 2,382 3,962 3A24 3,869
Malaysia 6,497 6,958 762 944
Singapore 9,146 9,493 1,412 1,429
Taiwan 3,193 3,597 2,118 2,174
Other 13,101 13,339 2,584 2716
Total 174,710 165,365 245,174 234 012

| External net operaiing imcome s attributable to countries based on the location of the principal operations of the subsidary or branch
2 Non-current assets constst of property plant and equipment goodwill other intangible assets interests tn assoctates and joint ventures
and certam other assets expected to be recovered more than 12 months afier the reporting date

46 Related party transactions

a Immediate and ultimate holding company

The group 15 wholly-owned by HSBC Asia Holdings B V. HSBC Asia Holdings B V 15 1n turn wholly-owned by
HSBC Asia Holdings (UK) Limuted, which 1s wholly-owned by HSBC Holdings BV HSBC Holdings BV 1s
wholly-owned by HSBC Finance (Netherlands), which 1s wholly-owned by HSBC Holdings ple (incorporated in
England)

The group’s related parties include the parent, fellow substdianes, 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 jontly contrelled by Key Management Personnel or
their close family members

Transactions with the immediate holding company during the year included the 1ssuance of subordinated habilities
Transactions with the ultimate holding company during the year mcluded the redemption of subordinated liabtliues
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46 Related party transactions (continued)

Income and expenses for the year

Immed:ate holding company Ultimate holding company
2015 2014 2015 2014
HKSm HK$m HKSm HK$m
Interest expense' 892 976 534 569
Other operating income - - 577 318
Other operating expenses 7 13 2,433 2,331

| Interest expense represents distribution on preference shares and inierest on subordinated habilities

Balances at 31 December

Immediate holding company Ulumate holding company
2015 2014 2015 2014
HK3Sm HK$m HK$m HKSm
Assets

Other assets - - 102 30
- - 102 30

Liabiligies
Other liabihities 554 525 624 625
Subordimated habilities 1,395 - 18,679 22,185
Preference shares 36,451 36474 - —
38,400 36 999 19,303 22 810
Guarantees - - - -

Share option and share award schemes

The group participates 1n 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 47, the group recognises an expense in
respect of these share options and share awards The cost bomne by the ulumate holding company n respect of
share options 1s treated as a capital contribution and 1s recorded within ‘Other reserves’ In respect of share awards,
the group recognises a hability to the ultimate holding company over the vesting period This liability 1s measured
at the faw value of the shares at each reporuing date, with changes since the award dates adjusted through the
capital contribution account within *Other reserves  The balances of the capital contribution and the Lability as at
31 December 2015 amounted to HK$3,483m and HK$1,769m respecuvely (2014 HK$3,139m and HK$2,186m
respectively)

Pension funds

At 31 December 2015, HK$12 6bn (2014 HK$11 2bn) of pension fund assets were under management by group
companies Total fees paid or payable by pension plans o group companmies for providing fund management,
admimstrative and trustee services amounted to HK$22m for the year (2014 HK$22m)
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46 Related party transactions (continued)

d Fellow subsidiaries

The group entered into transactions with 1ts fellow subsidianies in the normal course of business including the
acceptance and placement of nterbank deposits, correspondent banking transactions and off-balance sheet
transactions The activiies were on substanually the same terms including interest rates and secunty, as for

comparable transactions with third party counterparties

The group shares the costs of certain [T projects with its fellow subsidianes and also used certain processing
services of fellow subsidiaries on a cost recovery basis The Bank also acted as agent for the distnibution of retail
mvesiment 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 ansing 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

Income and expenses for the year

Fellow subsidiaries

2015

HKSm

Interest income 599
Interest expense 341
Fee income 21,604
Fee expense 802
Other operating income 2,729
Other operating expenses’ 7,586

2014
HK$m

384
227
2,404
870
2,756
6,961

1 In 2015 payments were made of HKS! 014m (2014 HK$1,002m) for software costs which were capitalised as mtangible assets in

the balance sheet of the group

Balances ar 31 December

Fellow subsidiartes

2015 2014
HKSm HK$m
Assets

Trading assets 17,051 8,600
Other assets 227,243 183,064
244,294 191 664

Liabilities
Trading hiabulities 10,232 12,633
Financial iabihties designated at fair value 4 4
Other habilities 78,585 99,842
Preference shares 102 108
88,923 112,587
Guarantees 21,400 17,545
Commitments 2341 2,185

Derwative balances

In addition, the group had the following denvative asset and denvative habihity balances with other HSBC Group

entities
2015
HK5m
Denvative assets 101,630
Denvauve habilities 108,317
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46 Related party transactions (continued)

Associates and joint ventures

The group provides certain banking and financial services to associates and joint ventures, including loans,
overdrafis, interest and non-interest bearing deposits and current accounts Details of interests n associates and
Jjomt ventures are given 1n note 21 Transactions and balances duning the year with associates and joint ventures
were as follows

2015 2014
Highest balance Balance at Highest balance Balance at
durmg the year 31 December dunng the year 31 December
HKSm HKS$m HK$m HKS$m
Amounts due from associates
— unsubordinated 32,372 15,614 41,814 32,848
Amounts due from jomnt ventures
- unsubordinated 2 - 1 -
32,374 15,614 41,815 32 848
Amounts due to associates 8,113 713 5038 1,259
Commitments 1 1 11 1

The disclosure of the year-end balance and the hughest balance during the year 1s considered the most meanmngful
mformation to represent transactions during the year

The transactions resulting 1n 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

Key Management Personnel

Key Management Personne! are defined as those persons having authonty and responsibility for planning, directing
and controiling the activities of the Bank and the group It includes members of the Board of Directors and
Executive Commuttee of the Bank and the Board of Directors and Group Managing Directors of HSBC Holdings

plc

The following table shows the expense 1n respect of compensation for Key Management Personnel of the Bank for
services rendered to the Bank

2015 2014

HKSm HK$m

Salaries and other short term benefits 233 209
Retirement benefits

— Defined contribution plans 8 5

— Defined benefit plans 5 5

Share-based payments 179 177

425 356
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46 Related party transactions (continued)

Transactions, arrangements and agreements involving Key Management Personnel

2015 2014
HKSm HKS$m
During the year
Highest aserage assets’ 27536 34,385
Highest average liabthities' 39,743 41,527
Contnbution to the group’s profit before tax 865 1,056
At the year end
Guarantees 4379 4,809
Commitments 2,268 3,483

1| The disclosure aof the highest average balance during the year is considered the most meanngful information to represent
transachtons during the year

Transactions, arrangements and agreements are entered into by the group with companies that may be controlled
by Key Management Personnel of the group and therr immed:ate relatives These transactions are primanly loans
and deposits, and were entered inic in the ordinary course of business and on substantially the same terms,
including 1nterest rates and secunty, as comparable transactions with persons or companies of a simifar standing or,
where applicable, with other employees The transactions did not involve more than the normal risk of repayment
or present other unfavourable features

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 (2014 mil)

The group adheres to Hong Kong Banking Ordimance Section 83 regarding disclosure on 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 Dunng 2015, the Bank provided a facility in which a
non-executive Director of the Bank had a matenal interest Disclosure of this arrangement has been made below,
pursuant to Section 22 of the Companies (Disclosure of Information about Benefits of Directors) Regulation

On 7 January 2015, the Bank provided a HK$45bn bridging loan facility to Cheung Kong Property Holdings
Limuted ( CKPH’} for a term of 364-days CKPH 1s an associated body corporate of Mr Victor L1, a non-executive
Dhrector of the Bank The facility was provided on an arm's length basis

g Loans to directors

Directors are defined as the Directors of the Bank, its ultimate holding company, HSBC Holdings plc and
intermediate companies, as well as companies that are controlled by, and entities that are connected with these
directors Particulars of loans to directors disclosed pursuant to section 17 of the Companies (Disclosure of
Information about Benefits of Directors) Regulation are as follows

Aggregate amount Maximum aggregate amount

outstanding at 31 December outstanding dunng the year
2015 2014 2015 2014
HK$m HK$m HKSm HK$m
By the Bank 3246 2722 4,467 2,819
By subsidianies - - 1 1
3246 2,722 4,468 2,820

These amounts include pnncipal and interest, and the maximum hiability that may be incurred under guarantees
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47 Share-based payments

a Income statement charge

Restricted share awards

Savings-related and other share award option plans

Equity-settled share-based payments
Cash-settled share-based payments

HSBC Share Award and Option Plans

2018 2014
HKSm HKSm
1,303 1,398
78 94
1,381 1492
1,318 1,442
63 50

Award

Restricted

share awards
(including annual
ncentive awards

delivered 1n shares)

and Group
Performance
Shares Plan
{'GPSP*)

Policy

An assessment of performance over the relevant penod
ending on 31 December is used to determine the amount of
the award to be granted

Deferred awards generally require employees to remain
employment over the vesting period and are not subject to
performance conditions after the grant date

Deferred share awards generally vest over a period of three
years and GPSP awards vest after five years

Vested shares may be subject to a retentron requirement
{restniction) post-vesting GPSP awards are retamed until
cessation of employment

Awards granted from 2010 onwards are subject to a malus
PTOVISLON Prior to vesting

Awards granted to Matenal Risk Takers from 2015
onwards are subject to clawback post vetting

Purpose

s To dnive and reward performance consistent
with strategy and ahgn to shareholder
Interests

*  Deferral provides an incentive for a longer-
term commitment and the ability to apply
malus

International
Employee Share
Purchase Plan
(*ShareMaich’)

The plan was first introduced 1n Hong Kong 1n 2013 and
now includes employees based in 12 junisdictions

Shares are purchased in the market each quarter up to a
maximum value of £250 or the equivalent wn local
currency

Matching awards are added at a ratio of one free share for
every three purchased

Matching awards vest subject to conunued employment
and the retention of the purchased shares for a maximum
period of two years and nine months

+ To alhign the interests of all employees with
the creation of shareholder value

Savings-related
share option
plan
(‘Sharesave')

Elgible employees save up to £230 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 anniversanes of the commencement of three-year or
five-year contracts, respectively

The exercise price 15 set at a 20% (2014 20%) discount to
the market value immediately preceding the date of
invitation

+ 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 anniversanes of the
date of grant

* Long-term incentive plan between 2000
and 2005 dunng which certan HSBC
employees were awarded share options

Calculation of fawr values

The fair values of share options are calculated using a Black-Scholes model The fair value of a share award 15

based on the share price at the date of the grant
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47 Share-based payments {continued)

¢ Movement on HSBC share awards

2018 2014
Number Number
(000s) {000s)
Ouistanding at ) January 28,461 25,369
Additions during the year 19,843 19,177
Released during the year (19,444) (18,975)
Forferted duning the year (1,032) 2 890
Outstanding at 31 December 27,828 28 461
Weighted average fair value of awards granted (HK$) 7539 7931
d  Movement on HSBC share option plans
ESQS and GSOP Savings-related option scheme
Number WAFP! Number WAEP'
(000s) £ (000s) HKS
ms
Qutstanding at | January 84 729 8,643 55121
Granted during the year - - 43 48 41
Exercised during the year - - (6,115) 54 62
Forfeited/expired during the year (84) 729 (588) 54 25
Outstanding at 31 December - - 1,983 5708
Exercisable at 31 December - - - -
At 31 December 2015
Weighted average fair value of options granted dunng the year - 8.39
Weighted average share price at the date the options were
exercised - 64 26
Weighted average remaimng contractual hife (years) - 118
2014
Qutstanding at | January 7,258 722 29,358 44 47
Granted dunng the year - - 15 6627
Exercised dunng the year (2) 722 (19,846) 3941
Forfeited/expired duning the year (7,172) 722 (884) 5246
Outstanding at 311 December 84 729 8 643 54 47
Exercisable at 31 December 84 729 86l 4321
At 3] December 2014
Weighted average fair value of options granted during the year - 14 81
Weighted average share price at the date the options were
exercised 613 8276
Weighted average remaining contractual life (years) 030 070

| Werghted Average Exercise Price

During the year, no opuons were granted for schemes with option prices set in Hong Kong dollars, Euros and US
dollars

The exercise price of the savings-related option schemes are primartly set in Hong Kong dollars and pounds
sterting (‘“GBP’) The exercise price range for the scheme with price set in HK$ and GBP are HK$37 88 —
HK$63 99 (2014 HK$37 88 — HK$63 99) and £3 31 ~ £5 47 (2014 £3 31 - £5 47) respectively
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48 Fair values of financial instruments carned at fair value

The accounting policies which determine the classification of financial instruments and the use of assumptions and
estimation 1n valuing them are described in note 2 and note 3 respectively The fair value of financial instruments 15
generally measured on the basis of the individual financial instrument However, in cases where the group manages a
group of financial assets and financial habilities on the basis of its net exposure to either market nsks or credit nsk, the
group measures the fair value of the group of financial instruments on a net basis, but presents the underlying financial
assets and liabihties separately in the financial statements, unless they sausfy the HKFRS offsetting cnitena as
described 1n note 3(m)

Fair value 1s 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 carned at
fair value

Frnancial istruments carried at far value and bases of valuation

Valuaton techniques

With
Quoted Using sigmficant Amounts
market observable unohservable Third with
price inputs nputs party HSBC
Level 1 Level 2 Level 3 total enfities’ Total
HK3Sm HKSm HKSm HKSm HKSm HKSm
At 31 December 2015
Assets
Trading assels’ 158,173 143,611 842 302,626 - 302,626
Derivatives 6,914 271,230 1,181 279325 101,630 380,955
Financial assets designated a1 fair
value 65,883 30,766 2,446 99,095 - 99,095
Available-for-sale investments' 1,015,065 466,129 6,253 1,487,447 - 1,487,447
Liabilities
Trading habilities® 56,291 128,102 7458 191,851 - 191,851
Dernvatives 5,773 253,647 1,682 261,102 108,317 369,419
Financial abilities designated
at fair value - 50,770 - 50,770 - 50,770
At 31 December 2014
Assets
Trading assets’ 210,397 196,464 165 407,026 - 407,026
Dernvatives 9,039 281,764 785 261,588 98,346 389,934
Financial assets designated at fair
value 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
Liabihties
Trading habilities® 63,614 140,045 12,153 215812 - 215812
Denvatives 10,766 248,550 1,108 260,424 106,704 367,128
Financial habilities designated
at fair value - 48 834 - 48,834 - 48,834

1 Ananalysts of available-for-sale investments across balance sheet fines can be found in note 18
2 Amounts with HSBC Group entities are not reflected here
3 Derivanve balances with HSBC Group entittes are largely under Level 2

Transfers between levels of the fair value hierarchy are deemed to occur at the end of the reporting period
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48 Fair values of financial mstruments carried at fair value (continued)
Control framework

Fair values are subject to a control framework designed to ensure that they are ether determined, or vahdated, by a
function independent of the rnisk-taker

For all financial instruments where fair values are determined by reference to externally quoted prices or observable
pricing nputs to models, independent price determination or valrdation 15 utihsed In nacuve markets, direct
observation of a traded pnice may not be possible In these circumstances, the group will source aliernative market
informatron to validate the financial instrument’s fatr value, with greater weight given to information that 1s considered
10 be more relevant and reliable The factors that are considered 1n this regard are, mter alia

¢ the extent to which prices may be expected to represent genuine traded or tradable prices,

e the degree of similarity between financial instruments,

o the degree of consistency between different sources,

¢ the process followed by the pricing provider to derive the data,

¢ the elapsed time between the date to which the market data relates and the balance sheet date, and

» the manner in which the data was sourced

For fair values determimed using valuation medels, the control framework may include, as applicable, development or

vahidauon by independent support functions of (1) the logic within valuation models, (11) the inputs to those models, (1)
any adjustments required outside the valuation models, and (1v) where possible, mode] outputs Valuation models are

subject to a process of due diligence and calibration before becoming cperational and are calibrated against external
market data on an on-going basis

Changes 1n fair value are generally subject to a profit and loss analysis process This process disaggregates changes in
fair value into three high level categories (1) portfolio changes, such as new transactions or maturing transactions, (1)
market movements, such as changes in foreign exchange rates or equity prices, and (111) other, such as changes n fair
value adjustments

To this end, the ultimate responsibility for the determination of fair values lies within the Finance function, which
reports to the Group Finance Director Finance estabhishes the accounting policies and procedures governing valuation,
and 1s 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 pnices for identical 1nstruments 1n 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 simitar instruments in active markets or quoted prices for identical or
similar imstruments 1n nactive markets and financial instruments valued using models where all sigmificant inputs
are observable

(c) Level 3 - Valuation technique with sigmficant unobservable inputs
Financial instruments valued using valuation techniques where one or more significant inputs are unobservable

The best evidence of fair value 1s a quoted price in an actively traded market The fair values of financial instruments
that are quoted 1n active markets are based on bid prices for assets held and offer prices for habilities used Where a
financial instrument has a quoted price 1n an active market, the far value of the total holding of the financsal
nstrument 15 calculated as the product of the number of units and quoted price In the event that the market for a
financial instrument 15 not active, another valuation technique 1s used
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48 Fair values of financial mstruments carried at fawr value (continued)

The judgement as to whether a market 15 active may include, but 1s not restricted 1o, 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/ofTer 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 nstrument requires additional work during the valuation process

Fnancial habilities measured at farr value

Structured notes 1ssued and certain other hybnd nstrument habihties are mcluded within trading liabilibies and are
measured at fair value The credit spread applied to these mstruments 1s dernived from the spreads at which the group
155u€s structured notes

Gains and losses ansing from changes in the credit spread of hiabilines 1ssued by the group reverse over the contractual
life of the debt, provided that the debt 13 not repatd 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 majonity of these adjustments relate to Global Banking and
Markets

Movements n the level of fair value adjustments do not necessanly 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 1n profit
or loss
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48 Fair values of financial instruments carred at faar value (connnued)

Risk-related adjustments
(1) Bid-offer

HKFRS 13 requires use of the price within the bid-offer spread that 1s most representative of fair value Valuation
models will typically generate mid-market values The bid-offer adjusiment reflects the extent to which bid-offer
costs would be incurred :f substantially all residual net portfohio market risks were closed using available hedging
instruments or by disposing of, or unwinding the positton

(u) Uncertamty

Certain model 1nputs 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 1n 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

(nyCredit valuation adiustment

The credit valuation adjustment 1s an adjustment to the valuation of over-the-counter ("OTC’) derivative contracts
1o reflect within fair value the possibihity that the counterparty may default and the group may not receive the full
market value of the transactions Further detatl 1s provided below

{rv)Debit valuation adiustment

The debit valuation adjustment 1s 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 adyustment

The funding fair value adjustment 1s calculated by applying future market funding spreads to the expecied future
funding exposure of any uncollateralised component of the OTC denvauve portfolio This includes the
uncollaterahised component ot collateralised derivatives 1n addition to denvatives that are fully uncollaterahised
The expected future funding exposure 1s calculated by a simulation methodology, where availlable The expected
future funding exposure 15 adjusted for events that may terminate the exposure such as the default of the group ot
the counterparty The funding fair value adjustment and debtt valuation adjustment are calculated independently

Model-related adjustments

(1) Model imnation

Models used for portfelio valuation purposes may be based upon a simplifying set of assumptions that do not
capture all material market charactenstics Additionally, markets evolve, and models that were adequate in the past
may require development to capture all matenal market characterisiics 1n current market conditions In these
circumstances, model mitation adjustments are adopted As model development progresses, model limitations are
addressed within the valuation models and a model limitation adjustment 1s no longer needed

(1) Inceptton profit (Day 1 profit or loss reserves)

Inception profit adjustments are adopted when the fair value esumated by a valuation model 1s based on one or
more sigmficant unobservable puts The accounting for mception profit adjustments 1s discussed n note 3(1) An
analysis of the movement in the deferred Day ! profit or loss reserve 1s provided 1n note 12(c)
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48 Fair values of financial instruments carried at fair value (contrnued)

Credit valuation adustment/ debut valuation adjustment methodology

The group calculates a separate credit valuation adjustment { CVA™) and debut 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, condinional 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 n the event of default Conversely, the group calculates the DVA by applying the PD of the group,
conditonal 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 portfolioc The simulaton methodology includes credit mitigants such as counterparty netting
agreements and collateral agreements with the counterparty A standard loss given default { LGD ) assumpuon of 60%
15 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 denvatives, where the products are not currently supported by the simulation, or for
derivative exposures in smaller trading locations, where the simulation tool 15 not yet available, the group adopts
alternative methodologies These may mvolve mapping to the results for simular products from the simulation too! or,
where the mapping approach 1s not appropnate, using a simplified methodology, which generally follows the same
principles as the simulation methadology The calculation is applied at a trade level, with more limited recognition of
credit mitigants such as netting or collateral agreements than 1s used in the simulation methodology

The methodologies do not, in general, account for *wrong-way nsk  Wrong-way nish anses when the underlying value
of the derivative prior to any CVA 15 positively correlated to the probability of default by the counterparty When there
1s sigmificant wrong-way risk, a trade-specific approach 1s applied 1o reflect the wrong-way risk within the valuation

With the exception of certain central clearing parties, the group includes atl third-party counterparties in the CVA and
DVA calculations and does not net these adjustments across the group enuties The group reviews and refines the CVA
and DV A methodologies on an ongoing basis
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48 Fair values of financial mstruments carned at fair value (continued)

Reconciliation of faur value measurements in Level 3 of the fuir value hierarchy

The following table provides a reconcibiation of the movement between opening and closing balances of Level 3

financial instruments, measured at fair value using a valuation technique with significant unobservable 1nputs

Assets Liabilities
Designated
at fair
value
through
Avalable- Held for profit Held for
for-sale trading orloss Derivatives trading Dervatives
HKS$m HKSm HKSm HKSm HKSm HKS$m
At 1 January 2015 6,712 165 1,911 785 12,153 1,108
Total gains or losses recognised n profit or loss 43 7 276 705 (1,387) 872
— Net trading income excluding net interest
ncome - 7 - 705 (1,387) 872
— Net income from other financial
instruments destgnated at fair value - - 276 - - -
— Gains less losses from financial
investments 43 - - - - -
Total gains or losses recognised in other
comprehensive income {922) 7 (1) 8 (413) (8)
— Available-for-sale investments fair value
losses am - - - - -
~ Exchange differences (145) (7 ) 8) (413) (8)
Purchases 548 992 1,940 - - -
Issues - - - - 4,424 -
Sales (128) (282) (68) - - -
Deposits/settlements - - (807) (75) (3,257 75
Transfers out - 33) (805) 227) (4,435) (247)
Transfers - — — 1 373 32
At 31 December 2015 6,253 842 2,446 1,181 7,458 1,682
Unrealised gans or losses recogmised in profit
or loss relating to those assets and habilities
held at the end of the reporting period’ - 7 101 244 9 (61)
— Trading income excluding net mterest
income - 7 - 244 9 (61)
— Net income from other financial
instruments designated a1t fair value - - 101 - - -
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Assets Liabilities
Designated
at fair value
through
Available- Held for profit Assets held Held for
for-sale trading orloss  Dernvatives for sale trading  Derivatives
HKEm HK$m HK$m HKSm HK$m HK$m HK$m
At | January 2014 11,218 664 1,353 i,12 4,295 17,826 1,445
Total gains or losses recognised
n profit or loss 1,166 3) 291 (124) 3332 {1473) 109
— Net trading mcome excluding
net interest income - (3) - (124) - (1,473) 109
— Net income from other
financial instruments
designated at farr value - - 291 - - - -
- Gans less losses from
financial investments 1,166 - — - 3,332 - —
Total gains or losses recogmsed
in other comprehensive income {29) (24) - (10) (3 458) (331) (6}
— Available-for-sale
nvestments fair value losses 31 - - - (3,458) - -
— Exchange differences {60 (24) - (10) - (331) {6)
Purchases 1,339 421 587 - - - -
Issues — - - - - 4,950 -
Sales (2,419) (630) 45) - (4,169) - —
Deposits/settlements (4,583) - {527 397 - (3,814) 301
Transfers out - (274) - (624) - (5,085) (847)
Transfers in — 1 252 34 — 77 106
At 31 December 2014 6,712 163 1,911 785 — 12,153 1108
Unrealised gains or losses
recogmised n profit or loss
relating 1o those assets and
lhabilities held at the end of the
reporting perod’ {88) (2) 296 47 - 3) (110)
— Net trading mncome excluding
net interest income - (2) - 47 - (3) (110)
- Net income from other
financial instruments
designated at fair value - - 296 - - - -
~ Impaimment charges (88) — — — - - -

1 The amount has been reported on a net basis after talang mto considerahion the iotal gains or losses arising from those transactions
where the risk has been backed out to other HSBC entittes

Transfers between levels of the fair value hierarchy are deemed to occur at the end of the reporting pertod

Transfers out of Level 3 held for trading hiabihiies predominantly resulted from an increase in the observability of
inputs such as correlations in pricing the mstruments

For assets and Lhabiliies classified as held for trading, realised and unreahised gains and losses are presented in the
income statement under *Net trading income

Fair value changes on assets and habihties designated at fair value are presented in the income statement under *Net
income/(expense) from financial instruments designated at fair value

Realised gams and losses from available-for-sale securities are presented under ‘Gains less losses from financial
investments’ in the income statement whale unrealised gains and losses are presented in *Fair value changes taken to
equity within Available-for-sale investments’ in other comprehensive tncome
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48 Fair values of financial instruments carried at fair value {continued)
Effecis of changes in significant non-observable assumptions to reasonably possible alternatives

As discussed above, the farr values of financial instruments are, 10 certain circumstances, measured using valuation
models that incorporate assumptions that are not supported by prices from observable current market transactions n
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 te reasonably possible alternative assumptions

Reflected 1n income statement Reflected 10 other comprehensive
mcome
Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
HKSm HKSm HKSm HKS$m

At 31 December 2015
Denvatives/trading assets/trading liabihities 193 (177 - -
Financial assets designated at fair value 122 (122) - -
Financial investments available-for-sale - - 401 (401)
At 31 December 2014
Denvatives/trading assets/trading lrabilities 329 (322) - -
Financial assets designated at fair value 191 (191) - -
Financial investments avaitable-for-sale - - 672 (674)

Favourable and unfavourable changes are determimed on the basis of sensitvity analysis The sensitivity analysis aims
10 measure a range of fair values consistent with the apphcation of a 95% confidence interval Methodologies take
account of the nature of the valuation techmque employed, as well as the availabihty and reliability of observable
proxy and historical data When the available data 1s not amenable to statisuical analysis, the quantification of
uncertainty 1s judgemental, but remains guided by the 95% confidence interval

When the fair value of a financial instrument 1s 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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48 Fawr values of financial instruments carred at fair value (continued)

Quantitative information about significant unobservable inputs in Level 3 valuatons

At 31 December 2015

Assets- Liabilities- Range of inputs
Valuation techmque Key unobservable inputs farr value fair value Lower Higher
HKS$m HKSm
Structured notes and deposits
Option model Equuty correlation - 1,110 0.35 093
Option model Equuty volatility - 4,602 12% 55%
Option model Interest rate correlation - 869 043 09
Option model Foreign exchange volatility - 125 5% 21%
Corporate bonds
Market comparable approach Bid quotes 1,289 - 99 52 100 54
Private equity including strategic
investments
Market comparable approach Multiple 3373 - 072 3704
Net asset value Equity valuation 656 - nfa n/a
Net asset value Fund valuation 2,559 - n/a n/a
Broker pricing Bid quotes 555 - 041 G42
Other 2,290 1,834
10,722 9,140
At 31 Decemnber 2014
Assets- Liabilittes- Range of tnputs
Valuauon technique Key unobservable inputs fair value fair value Lower Higher
HK$m HKSm
Structured notes and deposits
Option model Equity correlation - 6,342 0627 092
Option model Equity volatihty - 3,354 12% 50%
Option model Interest rate correlation - 791 040 096
Option model Foreign exchange volatility - 1,509 4% 19%
Corporate bonds
Market comparable approach Bid quotes 765 - 97 60 9969
Private equity including strategic
Investments
Market comparable approach Multiple 4,189 - 062 36 66
Net asset value Equity valuation 704 - n/a nfa
Net asset value Fund valuation 2,108 - n/a n/a
Broker pricing Bud quotes 610 - 044 047
Other 1197 1,265
9,573 13 261

Key unobservable inputs to Level 3 financial instruments

The table above lists key unobservable mputs to Level 3 financial instruments, and provides the range of those inputs
as at 31 December 2015 and 2014 A further description of the categories of key unobservable inputs 15 given below

Volatility

Volatility 15 a measure of the anticipated future vanability of a market price Volatility tends to increase n stressed
market conditions, and decrease in calmer market conditions  Volatility 1s an important input in the pricing of options

In general, the hugher the volatlity, the more expensive the option will be This reflects both the hugher probabiluty of
an increased return from the option, and the potentially higher costs that the group may incur in hedging the nsks
associated with the option If option prices become more expensive, this will increase the value of the group s long
option positions (1 e the positions in which the group has purchased options), while the group’s short option positions

(1 e the positions 1n which the group has sold options) will suffer losses
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48 Fair values of financial instruments carried at fair vatue (confinued)

Volaulity varies by undetlying reference market price, and by strike and matunty of the opuon Volauhty also varies
over ime As a result, 1t 1s difficult to make general statements regarding volatiluy levels For example, while it 15
generally the case that foreign exchange volatlities are lower than equity volathties, there may be examples
particular currency pairs or for particular equities where this 15 not the case

Certain volatihiies, typically those of a longer-dated nature, are unobservable The unobservable volatility 15 then
estimated from observable data For example, longer-dated volatilities may be extrapolated from shorter-dated
volatilities

The range of unobservable volatilities quoted 1n the table reflects the wide vanation i volatility inputs by reference to
market price For example, foreign exchange volaulites for a pegged currency may be very low, whereas for non-
managed currencies, the foreign exchange volatihity may be higher As a further example, volatilities for deep-in-the
mongey or deep-out-of-the-money equity options may be significanily higher than at-the-money options For any single
unobservable volatility, the uncertainty in the volatihity determination 1s significantly less than the range quoted above

Correlation

Correlation 15 a measure of the inter-relationship between two market prices Correlation 1s a number between minus
one and one A positive correlation implies that the two market prices tend to move 1n 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 n opposite directions, with a cotrelation of minus one implying that the two market prices
always move n opposite directions

Correlation 1s used to value more complex instruments where the payout 1s dependent upon more than one market
price For example, an equity basket option has a payout that 1s dependent upon the performance of a basket of single
stocks, and the correlation between the price movements of those stocks wiil be an nput to the valuation This 1s
referred to as equity-equity correlation There 15 a wide range of instruments for which correlation 15 an mnput, 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 correlatton) 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 ewvidence,
ncluding consensus pricing services, the group trade prices, proxy correlations and examunation of historical price
relationships

The range of unobservable comrelations quoted n the table reflects the wide vanation n correlation inputs by market
price parr For any single unobservable correlation, the uncenainty 1n the correlation determmation 1s 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 1s estimated on the basis of an analysis of
the investee’s financial position and results, nsk profile, prospects and other factors, as well as by reference to market
valuations for stmilar entities quoted 1n 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, 1t 1s 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 vanables may be correlated This correlation typically reflects the manner i which different markets tend to
react to macro-economic or other events For example, improving economic conditions may lead to a risk on’ market,
mn which prices of risky assets such as equities and high yield bonds will nse, while ‘safe haven’ assets such as gold
and US Treasunies decline Furthermore, the impact of changing market variables upon the group portfolio will depend
upon the group’s net risk pesiton mn respect of each vanable For example, increasing high-yield bond prices will
benefit long high-yield bond positions, but the value of any credit derivative protection held aganst those bonds will
fall
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49 Fair values of financial mstruments not carried at fair value

The classification of financial instruments 1s determined 1n accordance with the accounting policies set out in note 3
Fair values are determined according to the hierarchy set out in note 48

Fair values of financial instruments which are not carried at fair value and bases of valuation

Fair values
Valuation techmiques
With
Using significant
Quoted observable unobservable

Carrying  market price wmputs mpufs

amount Level 1 Level 2 Level 3 Total
At 31 December 2015 HKSm HKSm HKSm HK$m HK$m
Assets
Reverse repurchase agreements — non-trading 212,779 - 205,434 7431 212,866
Placings with and advances to banks 421,221 - 411,044 10,387 421,431
Loans and advances to customers 2,762,290 - 44,348 2,708.923 2,753271
Financial investment debt securities 218599 4,098 231821 - 235919
Liabilities
Repurchase agreements — non-trading 16,158 - 16,158 - 16,158
Deposits by banks 148,294 - 147,826 468 148294
Customer accounts 4,640,076 - 4,640,626 - 4,640,626
Debt secunities in 1ssue 40,859 - 40,898 - 40,898
Subordinated habilities 8,003 - 1,838 5,027 6,865
Preference shares 36,553 - - 36,863 36,863
At 31 December 2014
Assets
Reverse repurchase agreements — non-trading 218,901 - 210,267 8,709 218,976
Placings with and advances to banks 488,313 - 479,348 2,106 488 454
Loans and advances to customers 2.815216 — 22,940 2,780,338 2,803,298
Fmancial investment debt secunties 182,626 4,768 185,968 - 190,736
Liabilities
Repurchase agreements — non-trading 28,379 - 28379 - 28,379
Deposits by banks 226713 - 226,044 &68 226,712
Customer accounts 4,479,992 — 4,479 985 — 4,479 985
Debt securities in 1ssue 45,297 1,129 43,316 880 45,325
Subordinated Liabilities 12,832 - 2267 9,683 11,950
Preference shares 316,582 - - 32,623 32623

The majority of the financial instruments not carried at fatr value are measured at amortised cost The following table
lists those financial mstruments for which their carrymg amounts are a reasonable approximation of fair values
because, for example, they are short term 1n 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 Govemment certificates of indebtedness Hong Kong currency notes n circulation

Items 1n the course of collection from other banks Acceptances and endorsements

Acceptances and endorsements Short-term payables within ‘Other hiabilities”
Short-term recervables within *Other assets’ Accruals

Investment contracts with discrettonary participation features
Accrued income within ‘Liabilities under insurance contracts’
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Valuation

The fair values of financial nstruments that are not carnied 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 [¢ does not
reflect the economic benefits and costs that the group expects to flow from the instruments’ cash flows over therwr
expected future hives Other reporting entities may use different valuation methodologies and assumptions n
determuning 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 far value of loans and advances 15 based on observable market transactions, where available In the absence ot
observable market transactions, farr value 15 estimated using valuation models that mcorporate a range of 1nput
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 pnimary and secondary trades

Loans are grouped, as far as possible, into homogeneous groups and stratified by loans with similar characteristics to
umprove the accuracy of esimated valuation outputs The stratificatton of a loan book considers all matenal factors

The fair value of a loan reflects loan impairments at the balance sheet date For impaired loans, fair value 1s estimated
by discounting the future cash flows over the time pericd they are expected to be recovered
Financial investments

The fairr values of histed financial investments are determined using bid market prices The fair values of unhsted
financial investments are determined using valuation technigques that take into consideration the prices and future
earnings streams of equivalent guoted secunities

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 15 approximated by 1ts carrying value

Debt secunities m 1ssee and subordinated Liabilities

Fair values are estimated by discounting future cash flows using discount rates for the apphcable matunues and taking
own credit spread into account

The fair values tn this note are stated at a specific date and may be significantly different from the amounts which will
actually be pard on the matunity or settlement dates of the instruments In many cases, 1t 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
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50 Structured entities

The group enters into certain transactions with customers 1n 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 when they are established to ensure
appropriate purpose and governance The activities of SEs adminustered by the group are closely monitored by sensor
management The group has involvement with both consolidated and unconsolidated SEs, which may be established
by the group or by a third party Structured entittes are assessed for consohdation n accordance with the accounting
policy set out in note 1(c)

The group s transactions with conschdated and unconsolidated SEs are set out below

Structured credit transactions

The group provides structured credit products to third-party professional and institutional 1nvestors who wish to obtamn
exposure to a reference portfolio of debt instruments

In such structures, the investor recetves returns referenced to the underlying portfolio by purchasing notes 1ssued by
the SEs The group enters into contracts with the SE, including dervatives, in order to pass the required risks and
rewards of the reference portfolios to the SEs

In certain transactions the group 15 exposed to nisk often referred to as gap nisk Gap nisk typically anises in transactions
where the aggregate polential claims aganst the SE by the group pursuant to one or more dersvatives could be greater
than the value of the collateral held by the SE and secuning such derivatives The group often mitigates such gap nisk
by ensuring high quality collateral hedging the nisk, or mncorporating features allowing managed hquidation of the
portfolio

Securitisations by the group

The group uses SEs to securnitise customer loans and advances that it has originated 1n order to diversify 1ts sources of
funding for asset ornigination and for capital efficiency purposes The loans and advances are transferred by the group
to the SEs for cash and the SEs 1ssue debt secunities to investors to fund the cash purchases The group may also act as
a denivative counterparty or provide a guarantee Credit enhancements to the underlying assets may be provided to
obtain mvestment grade ratings on the senior debt 1ssued by the SEs

The group’s exposure 1s the aggregate of any holdings of notes 1ssued 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 41(b)

Thurd-party financing SEs

The group also transacts with third party SEs in the normal course of business for a number ot 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 n third-party established structured
entities by holding notes 1ssued by these entities or entering into dervatives where the group absorbs risk from the
entities

The denvative and lending exposures are generally secured by the SE s assets, with credit enhancement and/or
guarantees provided by third parties The group s nsk in relation to the denvative contracts and trading positions with
these SEs 1s managed within the group’s market nisk framework (see ‘Market Risk’ 1n the ‘Rusk Report’) Credut risk 1s
managed within the group’s credit risk framework (see Credit Risk” inthe Rusk Report )
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50 Structured entities (continued)

Funds

The group has established and managed money market funds and non-money market investment funds to provide
customers with investment opportumities ‘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 1o facihitate both
business and customer needs The majonty of these funds held relate 1o the insurance business When the group 1s
deemed to be acting as a principal rather than an agent in its role as a fund manager, the group controls and hence
consolidates these funds

The risks of umt holding are managed under a trading mandate or the investment nisks asseciated with the insurance
business are managed through matching assets and habihties for non-linked products Investment strategies are set
with the mtention to provide sufficient investment return to satisfy pohcyholders' reasonable expectations
Policyholders bear the market risk for unit-linked products This 1s discussed 1n more detail in ‘Insurance Risk® within
the Risk Report

In addition, the group enters into derivative contracts to facilitate risk management solutions for third party managed
funds Note 12 sets out information in respect of derivatives entered 1nto by the group

Unconsohdated structured entities

The term unconsohdated structured entities refers to all SEs that are not controlled by the group

The table below shows the total assets of unconsolidated SEs 1n 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 1n unconsolidated SEs represents the maximum loss that the
group could mcur as a result of 1ts invelvement with unconsolidated SEs regardless of the probability of the loss being
meurred

For commitments and guarantees, the maximum exposure to loss is the notional amount of potenual future losses

For retained and purchased investments in and loans to unconsolidated SEs, the maximum exposure to loss 1s the
carrying value of these interests at the balance sheet reporting date

The maximum exposure to loss 15 stated gross of the effects of hedging and collateral arrangements entered nto to
mutigate the group’s exposure to loss

Income from unconsolidated SEs includes recurring and non-recurnng fees, interest, dividends, gains or losses on the
re-measurement or derecognition of interests n structured entities, any mark-to-market gains or losses on a net basis
and gains or losses from the transfer of assets and hatulittes to the structured entities
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50 Structured entittes (continued)

Nature and risks associated with the group s interests in unconsolidated structured entities

At 31 December 2015

Total assets

The group’s interest- assets
Trading assets
Financial assets designated at fair value
Dernivatives
Loans and advances to customers
Financial tnvestments
Other assets

Total assets in relation to the group’s interests 1n the
unconsolidated structured entities’

The group's interest- habilities
Denvatives

Total habilities 1n relation to the group’s interests in
the unconsolidated structured entities

The group’s maximum exposure

A1 31 December 20147

Total assets

The group’s interest- assets
Trading assets
Financial assets designated at fair value
Derivatives
Loans and advances to customers
Financial investments
Other assets

Total assets in relation to the group’s interests in the

unconsolidated structured entities'

The group’s interest- habthties
Denvatives

Total liabilities n relation to the group’s interests in the

unconsolidated structured entities

I'he group’s maximum exposure

HSBC Non-HSBC

managed managed
Secunhsatons funds funds Other Total
HKSm HKSm HKSm HKSm HXSm
30,631 622,340 5,527,243 57,366 6,237,580
- 29 - - 99
- 15,506 40,142 - 55,648
- - - 299 299
8,654 - - 6918 15,572
- - 435 - 435
- - - 283 283
8,654 15,605 40,577 7,500 72,336
205 - - 2 207
205 - - 2 207
9,365 15,605 40,598 7946 73,454
19,442 978,979 7,022,209 45,903 8,066,533
- 8 - - 98
- 16,852 40,576 - 57,428
14 - - 187 201
6,270 - - 8645 14,915
- - 325 - 325
- - - 387 387
6284 16,950 40,901 9,219 73,354
111 — - 10 121
111 - — 10 121
7,001 16,950 40,922 9,606 74,479

| Amongst the group s mterests in the assets of the unconsolidated structured entities HK$15 506m (2014 HK$16 853m) of HSBC
managed funds fout of total assets of HK315 605m (2014 HKE16 950m)) and HKS40 547m (2014 HK$40,777m) of non-HSBC

managed funds (out of total assets of HK$40 577m (2014 HK340 90im)) are held by the msurance business
2 Certain 201 4 balances have been re-presented in accordance with current year disclosure convention

Structured entities sponsored by the group

The definition of a sponsor 15 given in note 3{(n) In some cases, the group does not have an interest in the

unconsohdated structured entities that 1t has sponsored at the reporting date

The amount of assets transferred to and mmcome received from such sponsored during 2015 and 2014 was not

significant
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51 Bank balance sheet and statement of changes in equity

Bank balance sheet at 31 December 2015

ASSETS

Cash and sight balances at central banks

ltems in the course of collection from other banks
Hong Kong Government certificates of indebtedness
Trading assets

Dernvatives

Financial assets designated at fair vatue

Reverse repurchase agreements — non-trading
Placigs with and advances to banks

L.oans and advances to customers

Financial investments

Amounts due from Group companies
[nvestments in subsidraries

Interests in associates and joint ventures
Goodwill and intangible assets

Property, plant and equipment

Deferred tax assets

Other assets

Total assets

LIABILITIES

Hong Kong currency notes i circulation
Items 1n the course of transmssion to other banks
Repurchase agreements — non-trading
Deposits by banks

Customer accounts

Trading liabilities

Derivatives

Fiancial habihities designated at fair value
Debt securities in 1ss5ue

Retirement benefit liabilities

Amounts due to Group companies

Other liabilities and provistons

Current tax liabilities

Deferred tax hiabilities

Subordinated hiabihties

Preference shares

Total habilities

EQUITY

Share capital

Other equity instruments
Other reserves

Retained profits

Total equity

Total equity and habilities

Directors .
Stuart Gulhiver -
Peter Wong

2015 2014
HKSm HKS$m
112,427 120,468

18.055 15,388
220,184 214,654
215,109 298,365
360,222 374,876

911 1,257

94,592 116,113

179,109 206,309
1,546,056 1,590,711
950,504 721,983
§07,194 404,136
72,395 70,849
39,830 39,830
4,361 4,307
80,513 76,884
924 664
80,271 94,617
4,382,657 4351911
220,184 214,654

21,960 22,512

6,192 21,033

92,969 174,385

2972413 2,814,510
101,342 98,549
350,281 353,645

8,744 9,180
32,054 32,089

4,465 3,663
141,047 187.935

47,809 47,777
1,451 1,840
6,306 6,435
6,204 9,337

36,451 36,474

4,050,372 4,034,018

96,052 96,052

14,737 14,737

6.558 7,253
214,938 199,851
332,285 317,893

4,382,657 4351911




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (conunueq)
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

52 Legal proceedings and regulatory matters

The group 1s party to legal proceedings and regulatory matters in a number of junsdictions ansing out of its normal
business operations Apart from the matters described below, the Bank considers that none of these matters are
matenal The recognition of provisions 1s determined in accordance with the accounting policies set out 1n note 3(v)
While the outcome of legal proceedings and regulatory matters 15 inherently uncertain, management believes that,
based on the tnformation available to it, appropriate provisions have been made in respect of these matters as at 31
December 2015 Any provision recogrused does not constitute an admission of wrongdoing or legal habihty It 1s not
practicable to provide an aggregate estimate of potential liability for our legal proceedings and regulatory maiters as a
class of contingent hiabihities

Anti-money laundering and sanctions-related matter

In October 2010, HSBC Bank USA entered intc 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 eftective compliance nsk management programme across HSBC's US businesses,
including nsk management related to US Bank Secrecy Act ( BSA ) and anti-money laundering ("AML ) comphiance
Steps continue to be taken to address the requirements of the Orders

In December 2012, HSBC Holdings plc, HNAH and HSBC Bank USA entered into agreements with US and UK
govemment agencies regarding past inadequate compliance with the BSA, AML and sanctions laws Among those
agreements, HSBC Holdings plc and HSBC Bank USA entered into a five-year deferred prosecution agreement with
the US Department of Justice ( Dol ), the US Attorney s Office for the Eastern District of New York, and the US
Auomey’s Office for the Northern District of West Virginia (the *US DPA’), and HSBC Holdings plc consented to a
cease-and-desist order and HSBC Holdings plc and HNAH consented to a civil money penalty order with the Federal
Reserve Board { FRB ) HSBC Holdings plc also entered into an agreement with the Office of Foreign Assets Control
(“OFAC’) regarding historical transactions involving parties subject to OFAC sanctions, as well as an undertaking with
the UK Financial Conduct Authority ( FCA ) to comply with certain forward-looking AML and sanctions-related
obligations In addition, HSBC Bank USA entered into a civil money penalty order with the Financial Crimes
Enforcement Network (‘FinCEN } of the US Treasury Department and a separate civil money penalty order with the
ocCcC

Under these agreements, HSBC Holdings plc and HSBC Bank USA made payments totalling $1 9bn to US authonities
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 An independent comphance monitor (the ‘Momitor’) was appointed in
2013 under the agreements entered into with the Dol and the FCA to produce annual assessments of the effectiveness
of HSBC s AML and sanctions compliance programme Additionally, the Monitor 1s serving as HSBC's independent
consultant under the consent order of the FRB In January 2016, the Monitor delivered his second annual follow-up
review report as required by the US DPA

Under the terms of the US DPA, upon notice and an opportunity to be heard, the Dol has sole discretion to determine
whether HSBC has breached the US DPA Potential consequences of breaching the US DPA could include the

tmposition of additional terms and conditions on HSBC, an extension of the agreement, including its monitorship, or
the crimmal prosecution of HSBC, which could, in turn, entail further financial penalties and collateral consequences

HSBC Bank USA also entered into a separate consent order with the OCC requining 1t to correct the circumstances and
conditions as noted 1in the OCC’s then most recent report of examination, and imposing certain restricions en HSBC
Bank USA directly or indirectly acquiring control of, or holding an nterest in, any new financial subsidiary, or
commencing a new activity 1n its existing financial subsidiary, unless 1t receives prior approval from the OCC HSBC
Bank USA also entered into a separate consent order with the OCC requining 1t 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
lingation related to HSBC s compliance with applicable BSA, AML and sanctions laws or other regulatory or law
enforcement actions for BSA, AML, sanctions or other matters not covered by the various agreements
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53

Legal proceedings and regulatory matters (continued)

Tax investigations

The Bank continues to cooperate with the relevant US and other authonties, including with respect to US-based clients
of the Bank m India

[n addition, varnous tax admimstration, regulatory and law enforcement authorities around the world, including in
India, are conducting investigations and reviews of HSBC Swiss Private Bank and other HSBC entities 1in connection
with allegations of tax evasion or tax fraud, money laundering and unlawful cross-border banking solicitation The
Indtan tax authonty 1ssued a summons and request for information to the Bank in India

With respect to each of these ongoing matters, the Bank and other HSBC companies are cooperating with the relevant
authorities m a manner consistent with relevant laws There are many factors that may affect the range of outcomes
and the resulting financial impact, of these investigations and reviews, which could be significant

In hght of the media atiention regarding these matters, 1t 1s possible that other tax administration, regulatory or law
enforcement authorities will also 1n1tiate or enlarge similar investigations or regulatory proceedings

Foreign exchange rate mnvestigations

Various regulators and competition and law enforcement authonties around the world, including 1in South Korea and
elsewhere, are conducting mnvestigations and reviews into trading by HSBC and others on the foreign exchange
markets The Bank and other HSBC companies have been cooperating with these ongoing investigations and reviews

There are many factors that may affect the range of outcomes, and the resulung financial impact of these
investigations, which could be significant
Hiring practices investigation

The US Secunties and Exchange Commuission (the ‘SEC ) 1s investigaung multiple financial nstitutions, including
HSBC Holdings plc, 1n relation to hirning practices of candidates referred by or related o government officials or
employees of state-owned enterprises 1n Asia Pacific HSBC has received various requests for information and 1s
cooperating with the SEC's investigation

Based on the facts currently known, 1t 1s not practicable at this ume tor HSBC to predict the resolution of this matter,
including the iming or any possible impact en HSBC, which could be significant

Ultimate holding company

54

The ulumate holding company of the Bank 1s HSBC Holdings plc, which 1s incorporated in England

The largest group in which the accounts of the Bank are consclidated 15 that headed by HSBC Holdings plc The
consolidated accounts of HSBC Holdings plc are available to the pubhc on the HSBC Group's web site at
www hsbc com or may be obtained from 8 Canada Square, London E14 SHQ), United Kingdom

Events after the balance sheet date

55

There have been no events after the balance sheet date that would require disclosure in these financial statements

Approval of financial statements

The financial statements were approved and authonsed for issue by the Board of Directors on 22 February 2016

195




© The Hongkong and Shangha Banking Corporation
Limited 2016

Printed by DG3 Asia Limited, Hong Kong, on
Printspeed White (cover) and Innotech White (text
pages} using vegetable oll-based inks Made in
Austria, the cover board comprises 82% virgin fibre,
9% de-inked post-consumer waste and 9%
pre-consumer waste Maden China, the text paper
comprises 76% wirgin fibre, 12% de-inked
post-consumer waste and 12% pre-consumer waste
Pulps used are totally chlorine-free

The FSC™ logo identfies products which contain wood
from weli-managed forests certified in accordance with
the rules of the Forest Stewardship Counci®

MIX

Paper from
responsible sources
FSC

weercoy  FSC™ CO19970

GPS3905




The Hongkong and Shanghal Banking Corporation Limited
HSBC Main Building

1 Queen’s Road Central, Hong Kong

Telephone (852) 2822 1111

Facsimile (852} 28101112

www hsbc com hk




