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Certain defined terms

This document comprises the Arnual Report and Accounts 2014 for The Hongkong and Shangha Banking
Corporation Limited (‘the Bank’} and its subsidiaries (together ‘the group’} References to ‘HSBC’, “the Group’ or
‘the HSBC Group® withm this document mean HSBC Holdings plc together with 1ts subsidiames Within this
document the Hong Kong Special Admimstrative Region of the People’s Republic of China 1s referred to as ‘Hong
Kong® The abbreviations *HK$m" and ‘HK$bn’ represent millions and billions (thousands of nulhons) ot Hong Kong
dollars respectively

Cautionary statement regarding forward-looking statements

This Annual Report and Accounts contamns certain forward-looking statements with respect to the financial condiion,
results of aperations and business of the group

Statements that are not historical facts, including statements about the Bank s beliefs and expectations, are
forward-looking statements Words such as *expects’, anticipates’, “intends , 'plans , believes , "seeks , ‘esumates ,
‘potential and ‘reasonably pessible’, vanations of these words and sumilar expressions are intended to identfy
forward-looking statements These statements are based on current plans, estimates and projections and therefore
undue relsance 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 1n the light of new information or future events

Forward-looking statements involve inherent nsks and uncertanties Readers are cautioned that a number of
factors could cause actual results to differ. in some instances matenally, from those anticipated or imphed in any

forward-looking statement

Chinese translation

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

T
2014 2013

HK$m HK$m
For the year
Nt opcrating mcomc before loan Jmpadmcnt charges 173,38% 202,5%0
Profit before tax 111,189 144,756
Profit attributable to sharcholders 86,428 119,009
At the year-end
Shareholders equity 557,835 480,809
Total equity 608,346 522,224
Total capital 425,037 378,110
Customer accounts 4,479,992 4,253,698
Total assets 6,876,746 6,439,355
Ratios % %
Return on average shareholders’ equity 16.9 259
Post-tax return on average total assets 139 208
Cost efficiency ratio 42.1 339
Net interest margin 191 194
Capital ratios
— Common equity tier | capital 14.4 i41
—Tier | capital 14.4 41
— Total capital 15.7 152

Established 1n Hong Kong and Shanghar in 1865, The Hongkong and Shanghai Banking Corporation Limited 1s the
founding member of the HSBC Group — one of the world’s largest banking and financial services orgamsations It 1s
the largest bank incorporated in Hong Kong and one of Hong Kong's three note-1ssuing 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 1n 20 countries and ternitories in Asta-
Pacific, with the largest network of any international financial institution in the region Employing some 68,000 people,
of whom 37,000 work for the Bank itself

The Hongkong and Shanghai Banking Corporation Limited 1s a wholly owned subsidiary of HSBC Holdings ple,
the holding company of the HSBC Group, which has an international network organised into five geographical regions
Europe, Asta. Middle East and North Africa, North Amertca and Latin America.

The Hongkong and Shanghar Banking Corporation Limzsted

Incorporated in the Hong Kong SAR with limuted liability

Registered Office and Head Office HSBC Main Bullding, 1 Queen’s Road Central, Hong Kong
Telephone (852) 28221111 Facsimile (852) 28101112 Web www hsbe com hk
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Report of the Directors
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Principal Activities

The group provides a comprehensive range of domestuc and international banking and related financial services,
principally 1n the Asia-Pacific region

Asia Strategy

HSBC Group’s aum 1s to be the world’s leading international bank As a subsidiary of the HSBC Group the group
applies a disciphined approach 1n managing its portfolio of businesses to focus on areas where 1t has a clear competitive
advantage The Group has set three interconnected priorities to deliver its strategy (1) grow the business and dividends
by capitalising on our global platform, (1) implement global standards as a competitive advantage and increase quality
of earmings, and (1) further streamline the organisation to fund growth and mvestments in global standards

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

Financial Statements

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

Share Capital

Details of the movements 1n share capital of the Bank during the financial year are set out in notes 35 and 36 to the
financial statements

Reserves and Dividends

Profits attributable to shareholders, before dividends, of HK$86,428m have been transferred to reserves During the
year, a surplus of HK$3,779m, net of the related deferred taxation effect, ansing from professional valuations of
premises held by the Bank and the group was credited to reserves Details of the movements n reserves, including
appropriations therefrom, are set out in the Consolidated Statement of Changes 1 Equity and the Bank Statement of
Changes i Equity The interim dividends paid tn respect of 2014 are set out in note 9 to the financial statements The
Directors do not recommend the payment of a final dividend

Directors

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

Stuart T Gulliver, Chatrman Rose Lee War Mun

Peter Wong Tung Shun, Deputy Chairman & Chief Executive Jennifer L1 Xinzhe*

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

Zia Mody*, Deputy Charrman James Riley*

Graham John Bradley* John Robert Slosar*

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

Dr Raymond Ch"ien Kuo Fung*, GBS, CBE Dr Rosanna Wong Yick-ming*, DBE
Nana L Kidwa Marjone Yang Mun Tak*, GBS

Irene Lee Yun-hen* Tan Sn Dr Francis Yeoh Sock Ping*, CBE

* independent non-executive Director

#
non-executive Director

All the Directors served throughout the year save for John Robert Slosar and Jenmfer L1 Xinzhe who were
appointed on 12 May and 22 September 2014 respectively Christopher D Pratt resigned on 14 March 2014 and
Andreas Sohmen-Pao retired on 19 May 2014
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Report of the Directors (continued)
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Directors’ Interests in Contracts

No contracts of significance to which the Bank, 1ts holding compantes, 1ts subsidiaries or any fellow subsidiary was a
party and 1n which a Direcior had a material interest subsisted at the end of the year or at any time during the year

Directors’ Rights to Acquire Shares or Debentures

To help ahign the interests of employees with shareholders executive Directors are eligible to be granted conditional
awards over ordinary shares 1n HSBC Holdings plc by that company (being the ultimate holding company) under the
HSBC Share Plan 2011, the Group Performance Share Plan (*GPSP’) and the HSBC International Employece Share
Purchase Plan

The GPSP was developed to incentivise seror executives to deliver sustainable long-term business performance
which aligns interests between senor executives of HSBC Group and shareholders  For executive Directors and
Group Managing Directors of HSBC Holdings ple, there 15 further alignment as they are required to hold the shares
once the awards have vested. unul reurement The GPSP 1s a long-term incentive plan under the HSBC Share Plan
2011 The award levels of GPSP are determuned by considening performance up to the date of grant agamnst enduning
performance measures set out n the long-term performance scorecard The GPSP award 1s subject to a five year
vesung period The vesung of conditional deferred awards over shares in HSBC Holdings ple granted to executive
Directors under the HSBC Share Plan 2011 are generally subject to the individual remaiming an employee on the
vesting date

AlY 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 pad or
vested variable pay awards made to Ident:ified Staff and Materal Risk Takers ("MR I's ) will be subject to clawback on
all or part of the award

Generally, the vesting period of conditional deferred share awards 1s staggered over three years Immediately
vested conditional share awards which are subject to retention only are also granted under the HSBC Share Plan 2011
These include the Fixed Pay Allowance (‘FPA ) share awards which are non-forfeitable, immediately vested but
subject to retention, which were introduced as part of a new remuneration policy approved by HSBC Holdings ple
shareholders at 1ts AGM 1in May 2014 For the retention period of FPA shares awards made to executive Directors 1n
2014, 20% of the net shares (net of estimated tax and social secunity obligations) are to be retamed untl March 2015
while 80% of the net shares are to be retained until March 2020

The HSBC Internattonal Employee Share Purchase Plan 1s an employee share purchase plan offered to employees
in Hong Kong since 2013 and has been extended to further countries in the HSBC Group from 2014 For every three
shares 1n HSBC Holdings plc purchased by an employee (‘Investment Shares’), a conditicnal award to acquire one
share 13 granted {‘Matching Shares’} The employee becomes entitled to the Matching Shares subject to continued
employment with HSBC and retention of the Investment Shares until the third anniversary of the start of the relevant
plan year

Share options have previously been granted to executive Directors under the HSBC Holdings Group Share Opuon
Plan (*GSOP”) No options have been granted under the GSOP since 26 May 2005 and the exercise period of the last
option will end 1n 2015

During the year, Stuart T Gulliver, Nama L Kidwa), Rose Lee Wa1 Mun and Peter Wong Tung Shun acquired or
were awarded shares of HSBC Holdings plc under the terms of the HSBC Share Plan 2011, which includes GPSP and
FPA share awards

Apart from these arrangements at no tume during the year was the Bank 1ts holding companies, 1ts subsidiaries or
any fellow subsidiaries a party to any arrangements to enable the Directors to acquire benefits by means of the
acquisition of shares 1in or debentures of the Bank or any other body corporate




Donations

Donations made by the Bank and 1ts subsidianes during the year amounted to HK$212m (2013 HK$184m)

Compliance with the Banking (Disclosure} Hules

The Directors arc of the view that the Accounts and Supplementary Notes for the year ended 31 December 2014,
which w1l be published separately, fully comply with the Banking (Disclosure) Rules made under section 60A of the
Banking Ordinance

Auditor

The Accounts have been audited by KPMG On 2 August 2013, HSBC Group announced its itention to appomnt
PricewaterhouseCoopers LLP as auditor of the HSBC Group companies for the year ending 31 December 2015 Tts
expected that PricewaterhouseCoopers (‘PwC ) will be appointed on 23 February 2015 to fill the casual vacancy that
will ansc from KPMG's resignation following signing of the Auditor s Report on the Accounts A resolution to
appomnt PwC as auditor of the Bank will be proposed at the forthcoming Annual General Meeung

Corporate Governance

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

Board of Directors

The Board, led by the Chairman, provides entrepreneurtal leadership of the Bank within a framework of prudent and
effective controls which enables risks to be assessed and managed The Directors are collectively responsible for the
long-term success of the Bank and delivery of sustainable value to sharcholders 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

Directors

The Bank has a unitary Board T'he authority of cach Director 1s exercised in Board meetings where the Board acts
collectively As at 23 February 20135, the Board comprised the Chairman, Deputy Chairman and Chief Executive, two
Deputy Chairmen who are independent non-executive Directors, two other Directors with executive responsibalitses for
the Bank’s or a subsidiary’s operations, one non-executive Director and another eleven independent non-executive
Dhirectors

Independence of non-executive Directors

Non-executive Directers 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 1n meeting agreed goals and objectives, and monutor the nisk profile and reporting of
performance of the Bank The non-executive Directors bring expenence 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 1s mdependent in character and judgement and that thirteen Directors are independent for the
purpose of notification to the HKMA and under the Corporate Governance Code for HSBC Group Compames In
making this determination 1t was agreed that there are no relationships or circumstances hikely to affect the judgement
of the independent non-executive Directors with any relationships or circumstances that could appear to do so not
considered to be matenal
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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 diviston of responsibilities between leading the Board and the exccutive responsibility for
runming the Bank s business

The Chairman provides leadership to the Board and 1s responsible for the overall effective functioning of the
Board The Chairman 1s responsible for the development of strategy and the oversight of implementation of Beard
approved strategies and direction The Chief Executive 1s responsible for ensuring implementation of the strategy and
policy as established by the Board and the day-to-day running of operations The Chief Executive s chairman of the
Executive Committee and the Asset and Liability Management Commitice 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 senior management The Board and each
Board commuttee have terms of reference to document their responsibilities and governance procedures The key roles
of the commuttees are described in the paragraphs below The chairman of each Board committee reports to each
subsequent Board meeting when presenting the meeting minutes of the relevant committee

Executive Committes

The Executive Commttee meets monthly and 15 responsible for the exercise of all of the powers, authonties and
discretions of the Board n so far as they concern the management, operations and day-to-day running of the group, in
accordance with such policies and directions as the Board may frem time to time determine, with power to sub-
delegate A schedule of items that require the approval of the Board 1s maintained

The Bank's Deputy Charrman and Chief Executive, Peter Wong Tung Shun, 1s Chairman of the Committee The
current members of the Commuttee are Pur Mun Chan (Head of Regulatory Compliance Asia-Pacific), Raymond
Cheng S Hong (Chref Operating Officer Asta-Pacific), Gordon Witham French (Head of Global Banking and
Markets Asia-Pacific), Guy D Harvey-Samuel (Chief Executive Qfficer Singapare), Mukhtar M Hussain (Chief
Executive Officer Malaysial, Sarah C Legg (Chief Financial Officer), Kevin Ross Martin (Regional Head of Retaul
Banking and Wealth Management Asia-Pacific), M T McKeown (Chief Risk Officer, Asia-Pacific), Stuart P Milne
(Chief Executive Officer India), Kenneth Ng Sing Yip (Regional General Counsel Asia-Pacific), Noel P Quinn
(Regional Head of Commercial Banking Asia-Pacific), Bemard James Rennell (Regional Head Global Private
Banlung Asia-Pacific), Jayant Rukhye (Head of Strategy Planning, Asia-Pactfic and Head of international Asia-
Pacificj, Donna Wong Ka Yuk (ffead of Human Resources Asia-Pacific), Helen Wong Pik Kuen (Chief Executive
Officer Chuna} P A Stafford (Cor poration Secretary) 1s the Committee Secretary In attendance are Malcolm Wallis
(Head of Commumecations Asta-Pacific) and Willlam 8 M Tam (Deputy Secretary)

Helen Wong Pik Kuen, currently Chief Executive Officer China, will be appointed Chief Executive Officer of
Greater Chuna, with responsibility for mamnland China, Hong Kong and Taiwan  The new role, subject to regulatory
approval, will be effective from 1 March 2015 She will remain as a member of the Executive Commuttee David Liao
Y1 Chien will, subject to regulatory approval, succeed Helen Wong as Chief Executive Officer China and join the
Executive Committee with effect from the same date

Asset and Liability Management Committee

The Asset and Liability Management Commuttee 1s chaired by the Deputy Chairman and Chief Executive and 1s
responsible for providing direction on and monrtoring the group’s balance sheet composition and capital, hquidity and
funding structure, and structural exposures under normal and stressed conditions The Commuittee consists of semor
executives of the Bank, most of whom are members of the Executive Commuittee

Risk Management Committee

The Risk Management Commuttee 1s chawred by the Chief Risk Officer and 1s responsible for the executive oversight
of the risk management framework of the group The Committce consists of senior executives of the Bank, most of
whom are members of the Executive Committee



Audit Committee

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

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

Governance st ucture

The Audit Committee monitors the integrity of the financial statements and oversees the internal contro! systems over
financial reporting covering all material controls, to review the adequacy of resources, qualfication and experience of
stafT of the accounting and financial reporting function and their traiming programmes and budget, and to review their
cffectiveness The Commuttee reviews the financial statements before subnussion to the Board It also momters and
reviews the effectiveness of the internal audit function and reviews the Bank’s financial and accounting policies and
practices The Commuttee advises the Board on the appomntment of the external auditor and 1s responsible for oversight
of the external auditor As part of the monitoring process, the Committee reviews the minutes of meetings of
subsidianies’ Audit Comnuttees and the Asset and Liability Management Commuttee

Risk Committes

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

Risk governance and culture

All of the Bank s activities mvolve, 10 varying degrees, the measurement, evaluation, acceptance and management of
risk or combimation of risks The Board, advised by the Risk Commuttee, requires and encourages a strong nisk
governance culture which shapes the Bank’s attitude to nisk

The Bank’s nisk governance 1s supported by a clear policy of risk ownership and accountability of all staff for
identifying, assessing and managing risks within the scope of ther assigned responsibilities This personal
accountability, reinforced by the governance structure, experience, mandatory learming and remuneration policy, helps
to foster a disciphned and constructive culture of risk management and control throughout the group

Risk management

The Board and the Risk Commuttee oversee the mamtenance and development of a strong risk management framework
by continually momtoring the nisk environment, top and emerging risks facing the group and mitigating actions
planned and taken The Risk Committee recommends the approval of group’s risk appetite statement to the Board and
momtors performance against the key performance/risk indicators included within the statement  The Risk Commuttee
monttors the risk profiles for all of the risk categonies within the group’s business The Committee also monttors the
effectiveness of the Bank’s nisk management and internal controls, including operational and complhance controls, and
risk management systems

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

Risk appette 15 set out m the group’s Risk Appetite Statement (*RAS"), which describes the types and levels of nsk
that the group 1s prepared to accept in exccuting its strategy It 1s approved by the Board on the advice of the Risk
Comunuee and 15 a key componem of our sk managemem iramework The Risk Management Commuuee, througn
their risk management oversight role, coordinates the process of aligmng nisk appetite and nisk strategy with business
strategy, oversees monitoring, reporting and governance around the risk appetite process, agrees remedial action
should the nisk profile fall outside agreed parameters and communicates risk appetite The risk appetite 1s defined as an
expression of the types and quantum of nisks (both tangible and intangible) which the group 1s willing to accept m
order to achieve 1ts medium and long-term strategic goals Across the group, each country and regional Global
Business 15 required to prepare a RAS The regional Risk function tracks the RAS development and performance
across sites on a regular basis

Quantitative and quahtative metrics are assigned to primary categones mcluding eamings, capital, hquidity and
funding, cost of nsk, mtra-group lending, risk categories and risk diversification and concentration Measurement
against these metrics serves to

¢ guide underlying business activity, ensuring 1t 1s ahgned to RASs,
* determine risk-adjusted remuneration,

* enable the key underlying assumptions to be momtored and, where necessary, adjusted through subsequent
busimess planning cycles, and

¢ promptly wdentify business decisions needed to mitigate risks

Top and emergtng 1 isks

The Board and the Risk Comnuttee oversee the mamtenance and development of a strong risk management framework
by the continual montoring of the nisk environment and top and emerging risks facing the Bank, and mingating
actions planned and taken

The Bank’s businesses are exposed to a vanety of risk factors that could potentially affect the results of operations
or financial condition The approach to :dentifying and monioring top and emerging nisks 15 informed by the risk
factors Certain risks are classified as ‘top’ or ‘emerging” A ‘top nisk” 1s defined as a current, emerged nisk which has
arisen across any risk category, region or global business and has the potential to have a material impact on the Bank’s
financial results or reputation and the sustamability of the long-term business model, and which may form and
crystallise within a one year horizon An ‘emerging nisk’ 1s considered to be one which hag large uncertain outcomes
which may form and crystallise beyond a one-year horizon and, if 1t were to crystallise, could have a matenal effect on
long term strategy Our top and emerging risk framework enables us to focus on current and forward looking aspects of
our risk exposures and ensure our risk profile remams in line with our rnisk appetite and that our appetite remains
appropriate Top and emerging nsks fall under the followmng three broad categories

s nacro-economic and geopolitical nsk,
s macro-prudential, regulatory and legal risks to the Bank’s business model, and

* nisks related to business operations govemnance and mternal control systems

Stress testing

The stress testing and scenario analysis programme 1s central to the monttoring of top and emerging risks The Bank
conducts a range of Group stress-testing scenarios including, but not linrted to, severe global economic downturn,
country, sector and counterparty failures and a varety of projected major operational risk events As a major HSBC
subsidiary, the Bank also conducts regular macroeconomic and event-driven scenario analyses specific to Asia-Pacific
The outcomes of the stress tests are used to assess the potential impacts on the Bank The Bank also participates, where
appropriate, 1n scenano analyses requested by regulatory bodies

Stress testing 18 used across rnisk categones such as market nsk, hqudity and funding nsk and credit nsk to
evaluate the potential impact of stress scenarios on portfolio values, structural long-term funding positions, inceme or
capital




The Bank also conducts reverse stress testing Reverse stress testing 1s a process of working backwards from the
non-viability of the business to 1dentify scenanos that could bring the Bank to that point Non-viabihty might occur
before the Bank's capital 13 depleted, and couid resuit from a variety of events These include 1diosyncratic, systemic
or combinations of events, and/or could mmply fallure of the Bank or one of 1ts major subsidiaries and does not
necessarily mean the simultaneous failure of all the major subsidianes

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

Nomination Committee

The Nommnation Commuttee meets at least twice a year and 15 responsible for leading the process for Board
appowntments and for identifying and nominating, for the approval of the Board, candidates for appointment to the
Board Appomntments to the Board are subject to the approval of the HKMA The Comnuttee considers plans for
orderly succession to the Board and the appropriate balance of skills and experience on the Board

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

attends each meeting of the Commuttee

Chairman’s Committee

A Chairman’s Commuttee was established on 16 February 20135 to act on behalf of the Board either in accordance with
authonty delegated by the Board from time to time or as specifically set out within its terms of reference Between
scheduled Board meetings, the Commuttee can implement previously agreed strategic decisions, approve specified
matters subject to their prior review by the full Board and act exceptionally on urpent matters within 1ts terms of
reference  On formation of the Chairman’s Committee, the powers, authorities and discretions delegated to the
Acquisitions and Disposals Committee were revoked and that Committee was demised

The current members of the Commuttee comprise the Chairman of the Board, the Deputy Chairman and Chief
Executive, the non-executive Deputy Chairmen and the Chairmen of the Audit and Risk Comnuttees

Group Remuneration Committee

The Board of the Bank’s ultimate parent company, HSBC Holdings ple, has established a Group Remuneration
Commitiee comprising mdependent non-executive directors The Committee 15 responsible for deterniming and
approving the Group’s remuneration policy The Committee also determines the remuneration of Directors, other
semor Group employees, employees m positions of significant influence and employees whose activities have or could
have an 1mpact on the Bank s nsk profile and in doing so takes into account the pay and conditions across the HSBC
Group Having a Group Remuneration Committee 1s consistent with the principles set out in the HKMA Supervisory
Policy Manual CG-5 ‘Gudehine on a Sound Remuneration System’

Remuneration policy

The remuneration pohcy for the HSBC Group, approved by the Group Remuneration Comumittee and applicable to the
Bank, aims to reward success, not fallure, and to be properly aligned with the risk management framework and risk
outcomes In order to ensure ahgnment between remuneration and business strategy, individual remuneration 1§
deterrnined through assessment of performance, delivered against both annual and long-term objectives summarised in
performance scorecards, as well as adherence to HSBC Values of being ‘open, connected and dependable’ and acting
with ‘courageous integrity’ Altogether, performance 1s judged not only on what 15 achieved over the short and long
term, but also on how 1t 1s achieved, as the latter contributes to the sustainabihity of the organusation The financiai and
non-financial measures incorporated 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 1ts operatton 15 commuissioned externally and carried
out independently of management The review confirms that the Bank’s remuneration paolicy 15 consistent with the
principles set out 1n the HKMA Supervisory Policy Manual CG-5 ‘Guideline on a Sound Remuneration System
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In accordance with the Guideline on a Sound Remuneration System . details of the remuneration strategy are
contained within the Annual Report and Accounts 2014 and Capital and Rish Management Pallar 3 Disclosures as at 31
December 2014 of HSBC Holdings plc

Banking structural reform and racovery and resolution planning

Globally there have been a number of developments relating 10 banking structural reform and the introducuon of
recovery and resolution regimes

We have mitrated plans 1o minigate or remove critical inter-dependencies o further faciliate the resolution of the
HSBC Group In particular 1n order to remove operational dependencies (where one subsidiary bank provides cnitical
services to another) the HSBC Group has determined 1o transfer such cnitical services from the subsidiary banks to a
separately incorporated group of service compames ( ServCo Group™) The services will then be provided to the
subsidiary banks by the ServCo Group The Serveo Group s owned directly by HSBC Holdings plc

The plans are currently subject to discussion and further planning and 1s ultimately subject to the approval of the
Board of Directors and the apphicable regulators The implementation date for the resolution strategy of the HSBC
Group would depend upon the date on which the final requirements and legislation are agreed

On behalf of the Board
Stuart T Gulhver Charrman
23 February 2015
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Summary of Financial Performance

Results for 2014

Profit before tax for 2014 reported by The Hongkong
and Shangha: Banking Corporation Limited (‘the
Bank™) and its subsidianies (together ‘the group )}
decreased by HK$33,567m, or 23%, to
HKS$111,189m

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

Geographical Regions

The group’s operaung segments are orgamised into
two geographical regions, Hong Kong and Rest of
Asma-Pacific Due to the nawre of the group, the chiet
operating decision-maker regularly reviews operating
aclvity on a number of bases, mncluding by
geographical region and by global business Although
the chief operating decision-maker  reviews
information on a number of bases capital resources
arc allocated and performance assessed primarily by
geographical region and the segmental analysis 1s
presented on that basis In addition, the economic
conditions of each geographical region are influential
n determining petformance across the different types
of business activity carried out m the region
Therefore the provision of segmental performance on
a geographical basis provides the most meaningful
information with which to understand the performance
of the business

Geographical information s classified by the location
of the principal operations of the subsidiary or, 1n the
case of the Bank, by the locaton of the branch
responsible for reporting the results or advancing the
funds

Information provided to the chief operating decision-
maker of the group 1o make decisions about allocating
resources and assessing performance of operating
segments 18 measured 1n accordance with Hong Kong
Financial Reporting Standards (‘HKFRSs®) Due to
the nature of the group’s structure, the analysis of
profits shown below includes infra-segment 1tems
between geographical regions with the elimination
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 n its
two geographical regions The products and services

1

offered to customers are orgamsed by global
businesses

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

+« Commercial Banking ( CMB’) 1s scgmented wnto
Corporate to serve both corporate and mid-market
companies with more sophisticated financiat
needs, and Business Banking, to serve small and
medium-sized enterprises  {‘SMEs™), enabling
differentiated coverage of our target customers
This allows us to provide continuous support to
comparnies as they grow both domestically and
internationally, and ensures a clear focus on
internationally aspirant customers

+ Global Banking and Markets (‘GB&M’) provides
tarlored financial solutions to major government,
corporate and mstituttonal chents worldwide
GB&M operates a long-term relationship
management  approach to  budd a full
understanding of chents’ financial requirements
Sector-focused chient service teams comprising
relationshup managers and product specialists
develop financial soluttons to meet individual
client needs

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



THE HONGKONG AND SHANGHAI BANKING CORPCRATION LIMITED

Financial Review (continued)

Geographical Regions (continued)

Profit before tax by geograptucal region

Intra-
Rest of segment
Hong Kong Asia-Pacific ehimination Total
HKSm HKSm HKSm HKSm
2014
Net interest income 50,774 44,333 2 95,109
Net fee income 29,996 14,626 - 44,622
Net trading income 11,663 8,559 {2) 20,220
Net income from financial instruments designated at fair value 3134 914 - 4,048
Gamns less losses from financial investments 2,286 103 - 2,389
Dividend income 1,362 12 - 1374
Net insurarice premium meome 50,226 1,081 - 57,307
Net loss on reclassification of associates - 251) - {251)
Other operating income 10,872 1,944 (4,063) 8,753
Total operating income 160,313 7732 (4,063) 233,5NM
Net insurance ctaims and benefits paid and movement in
liabilities to policyholders (52,916) (7,266) - (60,182)
Net operating income before loan impairment charges
and other credit risk provisions 107,397 70,055 {4,063) 173,389
Loan impairment charges and other credit risk provistons (2,478) {2,447) - {4,925)
Net operating income 104,919 67,603 {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 m associates and joint ventures 317 15,358 — 15,675
Profit before tax 62,966 48,223 — 111,189
2013
Net interest income 45682 41,729 {46) 87,365
Net fee income 28,794 15,129 (77) 43 845
Net trading mcome 11,156 5375 46 16,577
Net income from financial instruments designated at fair value 2.008 467 - 2475
Garms less losses from financial investments 323 119 - 442
Dividend income 1,165 10 — 1.175
Net insurance premium income 47,173 6,490 - 53,663
Net gain on reclassification of associates - 8,157 - 2157
Gain on sale of Ping An - 34,070 - 34,070
Other operating imncome 13,803 2,186 (4,571) 11,418
Total operating income 150,104 113,732 (4,648) 259,188
Net insurance claims and benefits paid and movement in
habilities to policyholders (50,960) (5,632) — (56,592)
Net operating income betore loan impairment charges
and other credit risk provisions 99,144 108,100 (4,648) 202,596
Loan impatrment charges and other credit nisk provisions (1.032) (2,500 — (3.532)
Net operating income 98,112 105,600 (4,648) 199 064
Operating expenses (38,845) (34,531) 4,648 (68,728)
Operating profit 59,267 71,069 - 130,336
Share of profit in associates and jont ventures 524 13,896 - 14,420
Profit before tax 59,791 84 965 — 144 756
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Geographical Regions (continued)

Hong Kong profit before tax by global business

Retail
Basiuug Giovlmi Globai inira-
and Wealth Commercial Banlung & Private segment Hong Keng
Management Banking Markets Banking Other ¢hinmnation Total
HKSm HKS$m HK$m HK$m HKSm HK$m HKSm
2014
Net 1nterest income/{expense} 25,464 15,367 11,896 782 (2,287) (448) 50,774
Net fee income 16,443 7,568 4,816 1,017 152 - 29,996
Net trading income/(expense) 937 1,429 3,086 310 47 448 11,663
Net income/{expense} from
financial instruments designated
at fair value 3250 (65) (19) - {72) - 3,134
Gauns less losses from financial
nvestments 3 33 1,111 - 1,139 - 2,286
Mvidend income 1 - 6 - 1,355 - 1,362
Net insurance premium 1ncome 46,159 4,067 - - - - 50,226
Other operating 1ncome 3,277 331 572 10 8,616 (1,934) 10,872
Total operating iIncome 95,574 28,730 26,468 2,619 8,856 (1,934) 166,313
Net insurance claims and benefits
paid and movement in habihities
to policyholders (48,370) (4,046) - - - - {52,916)
Net operating income befote loan
impairment charges and other
credit nsk provisions 46,704 24,684 26,463 2,619 8,856 (1,934) 107,397
Loan impairment (charges)/releases
and other credit risk provisions (1,149) (684) {652) 7 - - {2,478)
Net operating mcome 45,555 24,000 25,816 2,626 8,856 (1,934) 104,919
Operating expenses (16,969 (6,445) (11,016) {1,361) (8,413) 1,934 (42,270)
Operating profit 18,586 17,555 14,800 1,265 443 - 62,649
Share of profit 1n associates and
Jjont ventures 31 2 4 - - - 17
Profit before tax 28,897 17,557 14,804 1,265 443 - 62,966
2013
Net interest imcome/(expense) 24,687 13,406 10,380 116 (2,690) (217 45,682
Net fee 1ncome 15,749 7473 5,405 195 62 - 28,794
Net trading income 1,045 1417 $.334 78 66 216 11,156
Net income/(expense) from
financial instruments designated
at fair value 1,965 - 56 - (14) 1 2,008
Gains less losses from financial
investments - - 323 - - - 323
Dividend income 1 7 47 - 1,110 - 1,165
Net insurance premium income 43,530 3,659 - - - {16) 47,173
Other operating tmcome 4799 706 591 ~ 9,856 {2,149) 13,803
Total operating income 91,776 26,668 25,136 299 8,390 (2,165) 150,104
Net insurance claims and benefits
paid and movement in labilities
to policyholders {46,730) (4,230} - — — — {50,960}
Net operating income before loan
impairment charges and other
credit risk provisions 45,046 22438 25136 299 £.390 (2,165) 99,144
Loan impairment (charges)/releases
and other credit risk provisions {1,065) (122) 154 - 1 — {1,032}
Net operating income 43,681 22,316 25,290 299 £,391 (2,165) 98,112
Operating expenses {15,501} (5,955} (10,084) (224) (9,246} 2,165 (38,845)
Operating profit/(loss) 28,480 16,361 15,206 75 (855) - 59,267
Share of profit in associates and
Jjoint veniures 518 2 4 -~ - — 524
Profit/{loss) before tax 28,998 16,363 15210 75 (855) - 59 791
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Geographical Regions (continued)

Hong Kong reported pre-1ax profits of HK$62.966m compared with HK$59,791m in 2013, an increase of 5% The
Increase 1n pre-tax profits was mainly due to disposal gains on our investment in Bank of Shanghai of HK$3,320m and

4t ot nte lTrm 42
Gul JIHCITS ofi PR GIC \.L'ou funds of HKS(I)\‘JJ » par "”' offset "“J the :mp”'"’“‘"" pqurgn agamst our 'nvegtment n

Industnal Bank of HK$2,103m 1n 2014 Bxcludmg thcsc disposal gains and impairment, pre-tax profits increased
marginalty

Reverue mereased by HK$8,253m, or 8%, manly reflecting the full year impact from the acquisition of GPB bustness
and the disposal gains and impairment 1n 2014 as mentioned above Excluding these factors, revenue rose primarily in
CMB and RBWM and., to a lesser extent, in GB&M

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

Revenue in RBWM increased by 4% compared with 2013, drniven by higher net interest income from increased
average lending balances, mainly credit cards and other personal lending, and from growth in average deposit balances,
though the benefit was partly offset by spread compression Net fee income also increased, principally from volume
growth 1n umt trusts, credit card transactions and securities brokerage In our insurance operations, revenue growth
manly reflected higher premium 1ncome, which also contributed to growth in the debt secunities portfolio, although
this was partly offset by less positive movements in the present value of in-force long term insurance business (‘PVIF')
asset in 2014, compared with a larger increase 1n 2013 as a result of favourable interest rate assumption updates

Revenue 1n GB&M increased by 5%, manly in Balance Sheet Management due to portfolio growth and in Capital
Financing from higher average term lending balances This was partly ofiset by lower net fee income in Markets due
to reduced client flows, and in Capital Fmancing reflecting fee compression and fewer large M&A mandates
completed 1n 2014

Loan impaument charges were HK$2,478m compared with HK$1,032m 1n 2013, pnmanly due to a nse n
mdividually assessed impairment charges against a small number of GB&M and CMB customers 1n 2014

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

Rest of Asia-Pacific profit before tax by global business

Retail Rest of
Banking Global Global Intra- Asia-
and Wealth Commernal Banking & Private segment Pacaific
Management Banking Markets Banking Other ebmination Total
HKSm HKSm HKSm HKSm HKSm HKS$m HKSm
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 (1em - 14,626
Net trading income/(expense) 635 1,466 7,384 288 {63) (1,151) 8,559
Net mncome/{expense) from financial
instruments designated at fair value 920 15 ] - (26) - 914
Gains less losses from financial
investments 5 5 79 - 14 - 163
Dividend income s 1 - - [ - 12
Net insurance premium income 4,981 2,115 - - 1 (16) 7,081
Net loss on reclassification of associates - - - - (251) - (251)
Other operating income 724 404 489 3 1,026 (702) 1,944
Total operating income 25,550 19,591 28,941 1,298 2,659 (718) 77,321
Net tnsurance claims and benefits paid and
movement i habilities to policyholders (5,246) (2,032) - - - 12 {7,266}
Net operating income before loan
impairment charges and other credit nisk
provisions 20,304 17,559 28,941 1,298 2,659 (706) 70,055
Loan mmpairment {charges)/releases and
other credit nisk provisions (1,319) (1,080} (50} 1 1 - {2,447)
Net operating income 18,985 16,479 28,891 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 8,20% 19,262 414 1322 - 32,865
Share of profit in associates and joint
ventures 2,042 11,019 2,295 - 2 - 15,358
Profit before tax §,701 19,227 21,5587 414 1324 - 48,223
2013
Net interest income 13328 10,660 14,926 159 1,606 1,050 41,729
Net fee income/(expense) 5411 4,304 5,398 143 (127 - 15,129
Net trading income/(expense) 617 1,467 7811 44 (3,514) (1,050) 5375
Net income from financial mnstruments
designated at fair value 460 2 - - 5 - 467
Gains less losses from financial
investments 8) 4 117 - 6 - 119
Dividend income 3 ] - - & - 10
Net imsurance premium teome 5053 1452 - | - (16) 6,490
Net gain on reclassification of
assoclates - - - - 8,157 - 8,157
Gain on sale of Ping An - - - - 34,070 - 34,070
Other operating tncome 1,119 44 626 3 923 (529) 2186
I otat operating income 25,983 17,934 28,878 350 41,132 (545) 113,732
Net insurance claims and benefits paid and
movement 1n habilities to policyholders {4,531) {1,113) - (1) ~ 13 (5,632)
Net operating income before loan
impaurment charges and other credit nsk
provisions 21,452 16,821 28,878 349 41,132 (532) 108,100
Loan impairment (charges)yreleases and
other credit risk provisions (1,635) (9710 103 - 2 - {2,500)
Net operattng thcome 19,817 15,851 28,981 349 41,134 (532} 105,600
Operating expenses (16.405) (7,938) (9,580) (227) (913) 532 (34,531
Qperating profit 3412 7913 19,401 122 40,221 - 71,069
Share of profit in associates and jont
ventures 1,782 10,323 1,956 - (165) - 13,896
Profit before tax 5,194 18 236 21,357 122 40,056 — 84,965
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)
o i ETT

Geographical Regions (continued}

Rest of Asia-Pacific reported pre-tax profits of HK$48,223m compared with HK$84,965m n 2013, a decrease of

A0/ AnEAnAs
43% The deorease o pre-tan profits reflected a number of events i 2013, mamly the Ping An net dispesal gan of

HK$30.747m, the accounting gain on reclassification of Industrial Bank of HK$8 454m a.nd a net gain of’ I{K$685m
following disposals of our non-core 1nsurance business in Vietnam, South Korea, Taiwan and Singapore

Revenue decreased by HK$38.0435m, or 35% compared to 2013, mamly due to the gains on disposals and
reclassifications of investments as mentioned above Excluding these, revenues increased mainly tn mainland China,
and to a lesser extent India and Austrahia, coupled with the inclusion of full-year financial results from our GPB
business i Singapore, partly offset by a decrease in South Korea from the run-off of the RBWM business

In manland China, we reported higher net interest ncome m GB&M from Balance Sheet Management due to portfolio
growth and higher re-investment rates, coupled with a nise wn average term lending balances Additionally, trading
income 1mproved 1in Rates from higher interest inceme on debt securiues and revaluation gains on trading bonds as
yields fell, and in Foreign Exchange from increased client flows Revenue in RBWM increased mainly from wider
deposit spreads as market interest rates rose in the first half of 2014, while in CMB, revenue growth was mainly driven
by higher average deposit and lending balances

Elsewhere m Asia, revenue in India rose by 7% excluding the efiect of foreign currency primarily in GB&M from
higher Rates trading income, coupled with higher net interest income from portfolic growth in Balance Sheet
Management In Australia, we achteved an increase in revenue of 6% after adjusung for the effect of foreign currency,
predominantly in GB&M from higher trading income 1n Rates and Foreign Exchange This was partly offset by lower
revenue 1 South Korea following the run-off of our RBWM operations in 2013

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

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

Share of profit fiom associates and pownt ventures rose by HK$1,462m, mamly due to the impairment charge of

HK$819m on our banking associate in Vietnam 1n 2013 The increase was also due to a higher share of profits from
Bank of Communications
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Net interest iIncome

2014 2013
HKS$m HKSm
Net interest tncotme 95,109 87 365
Average nterest-earning assets 4,977,727 4,512,319
Net interest margmn % %
Spread 179 181
Contribution from net free funds 012 013
Total 191 194
Neitnterest margin by region
Hong Kong
The Bank 130 134
Hang Seng Bank 216 213
Rest of Asia-Pacific 193 206

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

Average tnterest-eaming assets increased by HK$465bn or 10% compared with 2013 Average customer lending grew
by 12% notably 1n term lending and mortgages, while financial investments increased by 6%

Net interest margin decreased by three basis points to 1 91% compared with 2013 The net interest spread decreased by
two basis points, while the contribution from net free funds dropped by one basis point The decrease in net interest
margin resulted from compressed spreads on customer lending, coupled with an increase 1n the commercial surplus

deployed 1n lower vielding assets following the acquisition of the GPB business in Hong Kong and Singapore n late
2013

In Hong Kong, the Bank recorded a decrease 1n net interest margin of four basis points from reduced asset spreads on
customer lending, notably on term lending, coupled with narrower deposit spreads

At Hang Seng Bank, the net interest margin mcreased by three basis pomts and the net interest spread increased by two
basis points The spread on customer lending improved, mainly on term lending, although the benefit was partly offset
by narrower deposit spreads in Hong Kong 1n a competitive deposit market

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

Financial Review (continued)

Net fee iIncome

2014 2013
HKSm HK$m
Hrokerage 7,857 7,344
Cards 7,082 7,146
Ut trust 6,531 5672
Import/fexport 4,968 4,986
Funds under management 4,193 4,114
Remittances 3,508 3,364
Credit facilities 2.997 3,176
Account services 2,925 2,782
Underwriting 1,949 1,908
Insurance 1,400 1,401
Other 7,412 8,294
Fee income 50,662 50,187
Fee expense (6,040) {6,341)
Net fee income 44,622 43 846
Net trading iIncome
2014 2013
HKS$m HK$m
Dealtng profits 13,674 15,104
Net loss from hedging activities {8) 37
Net interest income on trading assets and Liabilities 5,168 3,859
Dividend mcome from trading securities 1,384 974
Ping An contingent forward sale contract - (3,323)
Net trading income 20,220 16,577
Gains less losses from financial investments
2014 2013
HKSm HK$m
Gam on sale of Ping An - 34,070
Gauns on disposal of available-for-sale securities 4,608 470
[mpairment of available-for-sale equity investments {2,219) (28)
Gains less losses from financial investments 2,389 442

Gains less losses from financial investments 1n 2014 included disposal gain of our investment in Bank of Shangha: and
the profit from ntra-group sale of our interest in private equuty funds

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

2014 2013
HKSm HK$m
Gain on reciassificanon of Indusuial Bak - 8,454
Loss on reclassification of Yanta: Bank - (297}
Loss on reclassification of Techcom Bank (251) -
Net gain/(loss} on reclassification of associates (251) 8,157
Movement in present value of in-force insurance business 3,581 4,735
Gans on mvestment properties 670 1,389
Gain on disposal of property, plant and equipment, and assets held for sale 61 299
Gain on disposal of subsidiaries, associates and business portfolios 104 758
Rental income from 1nvestment properties 422 32
Other 3915 3,925
QOther operating income 8,753 11,418

Insurance Income

Included n the net operating income are the following revenues eamed by the insurance business

204 2013
HKSm HKSm
Net interest inceme 9,439 8,702
Net fee income 2,083 1,864
Net trading loss (512) (349)
Net income from financial instruments designated at fair value 4,159 2426
Net insurance premium income 57,307 53,663
Movement n present value of in-force business 3,581 4735
Other operating income 173 1,052
76,230 72,093
Net insurance claims and benefits paid and movement in hrabilities to pehicyholders (60,182) (56,592)
Total insurance income 16,048 15,501

Net interest income increased by 8% dniven by growth in the debt securities portfoho, reflecting net inflows from new
and renewal msurance business

Net income from financial instruments designated at fair value was HK$4,159m compared with HK$2,426m mn 2013,
reflecting improved equity market performance and increased bond prices To the extent that revaluation 1s attributed
to policyholders, there 1s an offsetting movement reported under ‘Net msurance claims and benefits pard and
movement 1in liabilities to policyholders

Net insurance premium mncome rose by 7% as a result of increases in new business premiums from sales of deferred
annuity products and a ligh net-worth product, as well as renewals These were partly offset by lower unit-linked
insurance premiums The growth 1n premiums resulted in a corresponding increase in ‘Net nsurance claims and
benefits patd and movement in liabilities to policyholders’

The movement in present value of in-force business decreased by HK$1.154m, mainly due to a gain from the
favourable interest rate assumption updates in 2013 Excluding the impact from the annual assumption updates for both
years, the movement n present value of in-force business increased by HK$1,000m from a favourable mvestment
market conditions update and an increase n the value of new business

Other operating income 1n 2013 included the gams on sale of our interests in Bao Viet Holdings and Hana HSBC Life
Insurance Company Limited, offset by the disposal loss on the life insurance business in Taiwan
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THE HONGKONG AND SHANGHA| BANKING CORPORATION LIMITED

Financial Review (continued)
s

Loan impairment charges and other credit nsk provisions

20i4 2013
HK$m HKS$m
ndividually assessed :mparmicnt charges

New charges 4,202 2433
Releases (1,420) (1,426}
Recovernes (156) (198)

2,626 809

Collectively assessed impairment charges 2,272 2,602

Other credit risk provisions 27 121

Loan unpairment charges and other credit nisk provisions 4,925 3,532

Individually assessed mmpairment charges increased in 2014, pnmarly m CMB and GB&M, compnsing charges
against a small number of customers in Hong Kong and mamland China The collectively assessed nnpairment charge
1n 2013 included the impact from the review of our RBWM provisioning models

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

Operating expenses

2014 2013
HK$m HK$m
Employee compensation and benefits 38,894 36,938
General and administrative expenses 18,278 26,127
Depreciation of property plant and equipment 4,107 3,988
Amortisation and impairment of intangible assets 1,671 1,675
72,950 68 728
Of which restructuring costs 67 662
2014 2013
% Y%
Cost efficiency ratio 421 139

Employee compensation and benefits increased by HK$1,956m  Wages and salares increased 1in 2014, reflecting the
full year impact from the acquisition of Global Private Banking business in Hong Kong and Singapore 1n November
2013 (HKS$!1 1bn), together with increased headcounts to support 1T infrastructure, Risk and Comphance initiatives and
bustness growth, coupled with wage inflation  These increases were partly offset by lower restructuring costs
pnmarily due to the provisions relating to the rundown of the RBWM business in South Korean 2013

Generat admimstrative expenses increased by HK$2,151m in 2014, mainly due to hugher marketing expenses, higher
property rental and higher investments in Regulatory programmes and Comphance mitiatives
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Operating expenses {continued)

Staff numbers by region (full time equivalent) At 31 December

2014 2013
Hong Kong
The bank and wholly owned subsidianes 21,153 20,189
Hang Seng Bank Hong Kong 8,215 7,945
Total Hong Kong 19,368 28,134
Rest of Asia-Pacific
Austrahia 1,682 1,654
Mainiand China 9,106 8,711
Malaysia 4,665 4,694
India 4,737 4961
Indonesia 5,496 5,773
Singapore 3,077 3.048
Taiwan 2,320 2,249
Sni Lanka 1,410 1,404
Others 6,433 6,393
Total Rest of Asia-Pacific 38,926 38,887
Total 68,294 67,021

Tax expense

The tax expense 1n the consohidated income statement comprises

2014 2013
HKSm HKSm
Current income tax
Hong Kong profits tax 8,862 8479
Overseas taxation 8,696 8,158
Deferred taxation 1,454 {936)
19,012 15,701

The effective rate of tax for 2014 was 17 1% compared with 10 8% 1n 2013 The lower effective tax rate 1n 2013 was
largely due to non-taxable gains anising from the reclassification of Industnal Bank and the disposal of Ping An

Assets
2014 2013

HKS$m % HK3m Y
Cash and sight balances at central bank 156,475 13 158,879 25
Reverse repurchase agreements — non-trading 218,901 33 150,584 24
Placings with and advances to banks 488,313 73 364,521 90
Loans and advances to customers 2815216 423 2,619,245 42 0
Financial ihvestments 1,456,493 219 1,379,771 2211
Other! 1,526,694 22% 1370 801 220
6,662,092 100 ¢ 6,243 801 100 0

1 Excluding Hong Kong Government certificates of indebtedness

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

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

Financial Review (continued)

it

Customer accounts

2014 2013
Customer accounts by type HKSm HKSm
Current accounts 010343 262,138
Savings accounts 2379651 2,246,618
Other deposit accounts 1,180,998 1,144,942
Total 4,479,992 4,253,698
Customer accounts by region
Hong Kong excluding Hang Seng Bank 2173472 2,067,700
Hang Seng Bank Hong Kong 844,537 765,399
Rest of Asia-Pacific 1,461,983 1416,599
Total 4,479,992 4 253,698
2014 2013
Y %
Advances-to-deposits rato 628 616

Customer accounts mcreased by HK$226bn, notably in Hong Kong, mamland China, Taiwan and Singapore The
group’s advances-to-deposits ratio remained steady at 62 8% at 31 December 2014

Equity
Equity increased by HK$86bn, or 16%, to HK$608bn The increase tn equity was mamly due to the 1ssue of additional
share capital and Basel I1l-comphant additional tier 1 capital mstruments duning the year, together with increases in

retained profits and available-for-sale reserve

The Directors have declared a fourth interim dividend 1n respect of the financial year ended 31 December 2014 of
HK$14,250m (HK$0 37 per ordmary share)
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THE HONGKONG AND SHANGHA| BANKING CORPORATION LIMITED

Risk Report

Risk Management (Unaudited)

All the group’s activities involve the analysis, cvaluation, acceptance and management of some degree of risk or
combination of risks The principal types of nisk faced by the group are credit nsk (which includes country and cross-
border risk), hquidity and funding nisk, market risk, insurance risk, operattonal risk and reputationai risk

The HSBC Group Head Office formulates high-level nsk management policies for the HSBC Group worldwide The
group s risk management policies and procedures are subject to a high degree of oversight and guidance to ensure that
all types of risk are systematically identified, measured analysed and actively managed In addition, internal audit 1s
responsible for the independent review of risk management and the control environment

Qur stress testing and scenario analysis programme 1§ central to our risk management We conduct stress-lesting
scenarios across the group and for individual subsidiaries which reflect our business strategy and resultant nsk
exposures These scenarios include, but are not limited to, adverse macro-economuc events, country, sector and
counterparty failures, and a variety of projected major operational nisk events The results of the stress tests are used to
assess the potential demand for regulatory capital under the vanous scenarios We alse participate, where appropriate,
in scenario analyses requested by regulatory bodies including the Hong Kong Menetary Authority { HKMA') and
other regional regulators

We examined a scenario in 2014 of a significant slowdown in economic activity in Hong Kong and China T'he result
of this stress test demonstrated that the group would remain satisfactorily capitalised after taking account of assumed
management actions

Deseription of risks - banking operations

(Audnted)

Risks Arising from Measurement, monitoring and management of risk
Credit risk

The risk of financial loss if a » Credit nsk anses pnncipally from Credit nsk

customer or counferparty fails to direct lending, trade finance and + 15 measured as the amount which could be lost if a
meei an obliganon under a leasing business, but also from certain  customer or counterparty fails to make repayments In
contract other products such as guarantees and  the case of dervatives, the measurement of exposure

denvatives takes tnto account the current mark to market value of
the contract and the expected potential change in that
value over time caused by movements 1n market rates,
» 1s momtored within limis approved by individuals
within a framework of delegated authorities These
henits represent the peak cxposure or loss to which the
group could be subjected should the customer or
counterparty fail to perform 1ts  contractual
obligations, and
» 15 managed through a robust nsk control framewaork
which outlines clear and consistent policies, pnnciples
and gudance for nisk managers

Liquidity and funding nisk

The risk that we do not have » Liquidity nsk anses from nusmatches Liquidity and funding nisk

sufficient financial resources to in the trming of cash flows * 15 measured usimg intemal metrics including stressed

meet our obligations as they fall due = Funding nisk anses when the liquidity  operatronal cash flow projections, coverage ratio and

or that we can only do so ar needed to fund alliquid asset positions  advances to core funding ratios

excessive cost connot be obtaned at the expected 13 monutored against the Group’s hiquidity and funding
terms and when required nsk framework and overseen by regwonal Asset and

Liabihity Management Commuttees (‘ALCO’s), Group
ALCO and the Risk Management Meeting, and

* 15 managed on a stand-alone basis with no reliance on
any Group entity (unless pre-commutted) or central
bank unless this represents routine established market
practice
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Risk Report {continued)
| ISP 121 VPO

Rusks

Arnsing from

Measurement, momtoring and management of risk

Market risk

The nsk that movements i market
Sartare mrhuding foreign exchange
rates and commodity prices,
wnterest rates, credit spreads and
equity prices, will reduce our
income or the value of our
porifolios

Exposure to market risk 15 separated ito

two portfolios

* Trading portfolios comprise postions
ansmg from markel-making and

warchousing of customer derived
positans
+ Nontrading portfolios  comprnise

positions that primanly anse from the
wnierest rate management of our retail
and commercial banking assets and
labihities,  financial  investments
designated as avadlable-for-sale and
held to maturity, and exposures ansing
from our insurance operations

Market risk

* 15 measured 1n terms of value at nsk, which s used to
estimate potential losses on nisk positions as a result
of movements 1n market rates and prices over a
specified time horizon and to a given level of
confidence, augmented with stress testing to evaluate
the potential mmpact on portfolio values of more
extreme, though plausible, eventis or movements in a
set of financial vanables,

* 15 monitored usmg measures including the sensitivity
of net interest income and the sensivity of structural
foreign exchange which are applied to the market risk
positiens within each nisk type, and

s 1s managed using nisk hmits approved by the Risk
Management Committee for the group These units
are allocated across business hines and to the group’s
operating entities

Operational nsk

The risk of loss resulting from
inadequate or failed internal
processes peaple and systems or
Jrom external events, including
legal nsk

Operauonal nisk anses from day to day
operations or external events, and 15
relevant to every aspect of our business

Operational risk

» 13 measured using both the scenano analysis process
and the risk and control assessment process, which
assess the level of nisk and effectiveness of controls

* 1s monitored using key indicators and other mternal
control activities, and

* 15 prmanly managed by global business and
functional managers They idenuify and assess risks,
implement controls to manage them and monitor the
effectiveness of these controls using the operational
nsk management framework The Global Operational
Rusk function 1s responsible for the framework and for
overseeing the management of operational nisks
within businesses and functions

(ther matenal nsks

Reputational nsk

The risk that iilegal, unethical or
mapprapriate behaviour by the
group itself, members of staff or
clients or representatives of the
group will damage ow reputation,
leading potentrally to a loss of
business, fines or penalties

Reputational nisk encompasses negative
reaction not only to activities which may
be illegal or against regulations but also
to activiues that may be counter to
societal standards, values and
expectations It anses from a wide
varniety of causes, including how we
conduct our busmess and the way in
which chents to whom we provide
financial services, and bodies who
represent us conduct themselves

Reputational nsk

* 1s measured by reference to our reputation as indicated
by our dealings with all relevant stakeholders,
including  media, regulators, customers and
employees,

« 15 monitored through a reputational nsk management
framework, taking nto account the results of the
compliance nisk monitonng activity, and

« 1s managed by every member of staff and 1s covered
by a number of policies and guidelines There 15 a
clear structure of commuttees and individuals charged
with mitigating reputational nisk, including the Group
Reputational  Rusk  Policy  Commuttee  and
regional/business equivalents

24




Our 1insurance manufactuning subsidiartes are separately regulated from our banking operations Risks n the insurance
entitics are managed using methodologies and processes appropriate to msurance manufacturing operations, but
remamn subject to oversight at group level Our insurance operations are also subject to the operational and other
matenal risks presented in relatton to the banking operations, and these are covered by the group’s respective nsk
management processes

Description of risks - insurance manufacturing operations

Risks Arisiong from Metasurement, monitoring and management of risk

Insurance nsk

The risk that over time the cost of The cost of claims and benefits can be Insurance risk

acquring and admimistering an influenced by many factors, including » 15 measured in terms of Iife insurance habilities,
insurance contract and paying mortality and morbidity expenence, lapse » 1s monitored by the Risk Management Committee of
clarms and benefits may exceed the and surrender rates and, if the policy hasa  the Insurance operations, which checks the risk
aggregate amount of premiums savings clement, the performance of the  profile aganst the nsk appetite for insurance
recerved and i estment mcome assets held to support the Liabilities business approved by the group, and

+ 15 managed both centrally and locally using product
design, underwriting, remnsurance and clamse
handling procedures

Financial risks

Qur abiity to effectively match the  Exposure to financial nisks arsses from Financial nsks

trabilires arising under insurance  » market nisk of changes in the fair values » are measured separately for each type of risk

contracts with the asset portfolios of financial assets or their future cash - market risks are measured 1n terms of exposure to

that back them are contingent on flows from fluctuations in variables fluctuations 1n key financial vanables,

the management of financial risks such as interest rates, foreign exchange  — credit risk 1s measured as the amount which coutd

such as market, credit and hquidity  rates and equity prices, be lost 1f a counterparty fails to make repayments,

risks, and the extent to which these » credit nsk and the potential for financial and

risks are borne by the loss following the default of third  — hiquidity nisk 1s measured using mternal metrics

polcyholders parties in meeung therr obligations and including  stressed  operational  cash  flow
» hqudity nisk of entities not being able projections,

Contracts with discrenonary to make payments to polieyholders as o are momtored withun Limits approved by mdividuals

partcipanon features share the they fall due as there are msufficient  within a framework of delegated autherities,

performance of the underlying assets that can be realised as cash within o are managed through a robust nsk control

assets between policyholders and the required timeframe framework which outlines clear and consistent

the shareholder in line with the pohicies, principles and gusdance for nsk managers

type of contract and the specific Subsidianes manufactuning products with guarantees

CORIract terms are usually exposed to falls in market interest rates

and equity prices to the extent that the market
exposure cannot be managed by using any
discretionary participatien (or bonus) features within
the policy contracts they 1ssue and

s can be mitigated through shanng of nsk wath
policyholders under the discretionary participation
features for participating products

Exposure to i 1sks arising from the business activities of global businesses (Unaudited)

The chart below provides a high level guide to how the group’s business activities are reflected in our nisk measures
and i our balance sheet

The assets and liabihties indicate the contribution each business makes to the balance sheet, while risk weighted assets
(‘RWASs") illustrate the relative size of the nsks incurred 1n respect of each business
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| IS R——

The Honzhong and Shau

Global
busisess

Bustiness

activihies

Balance
sheet!

RWAs

Rask
Frofile

Hanking o pocation Limited

RBEW

*  Assets 1290 Assets 1232 *  Assers 4227 Assets 1 2+] Assets 3
+  Customer Customer s Customer Customer Customer
accounts 2,224 unts I ) 207 £(4 accounts. [ 232 accounts : 3
T I

HKSbn HKS$bn HKSbn HK$bn HK$bn
*  Credit nsk 242 Credn nsk 316 e Credi nisk 831 Credit nsk 13 Credit nsk 247
*  Operanonal risk 0 Cownterparty + Counterparty Counterparty Operational rik 1%

credit rish 2 crednn nsk 118 eredrt nsk }

Operational nsk 59 + Operational nsk 147 Operational nsk 5

.

Market nsk 143
I

1

Liquidity and funding risk Reputational risk and
risk_The latter 1 predormnantly in RBWM and CMB
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Credit Risk

{Audited)

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

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

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

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

» Undertaking an objective assessment of nsk All commercial non-bank credit facilities onginated by the group n
excess of designated limits are subject to review prior to the faciliies being commuitted to customers

» Controlling exposures to banks and other financial institutions The group’s credit and settlement nsk hmits to
counterparties in the finance and government sectors are designed to optimise the use of credit ava:lability and
avoid excessive nisk concentration

+ Managing exposures to debt securities by estabhishing controls 1n respect of the hquidity of securities held for
trading and setting 1ssuer limuts for financial investments Separate portfolio limits are established for asset-backed
securtties and similar instruments

¢ Controlling cross-border exposures to manage country and cross-border risk through the imposition of country
hmats with sub-limits by matunty and type of business

¢ Controlhng exposures to selected industries When necessary, restricions are 1mposed on new business, or
exposures 10 the group s operating entilies are capped

e Mamntaiung and developing nisk raungs m order to categonse exposures mecarungfully and facilitate focused
management of the attendant risks Rating methodology 1s based upon a wide range of financial analytics together
with market data-based tools which are core mputs to the assessment of counterparty nsk Although automated
nisk-rating processes are increasingly used for the larger facilities, ulumate responsibility for setting risk grades
rests 1in each case with the final approving executive Risk grades are reviewed frequently and amendments, where
necessary, are implemented prompily

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

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

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

The Risk Commutce also has responsibility for oversight and advice to the Board on risk matters The key
responsibilities of the Risk Commuttee 1n this regard include prepanng advice to the Board on the overall nsk appetite
tolerance and strategy within the group and seeking such assurance as 1t may deem appropniate that account has been
taken of the current and prospective macroeconomic and financia!l environment The Risk Committee 15 also
responsible for the peniodic review of the effectiveness of the internal control and sk management frameworks and
advising the Board on all high level nsk matters The Risk Commuttee approves the appointment and removal of the
group Chuef Risk Officer
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Risk Report (continued)

* in

(1} Credit exposure

Maximum exposure to credit risk
(Audited)

Our credit exposure is spread across a broad range of asset classes, mcluding derivatives. trading assets, loans and
advances to customers, placings with and advances to banks and financial invesiments

The following table presents the maximum exposure to credit nisk from balance sheet and ofi-balance sheet
financial mstruments, before taking account of any collateral held or other credit enhancements (unless such credit
enhancements meet accounting offsetting requirements) For financial assets recognised on the balance sheet, the
maximum exposure o credit nsk equals their carrying amount, for financial guarantees and sumilar contracts
granted, 1t 1s the maximum amount that we would have to pay 1f the guarantees were called upon For loan
commutments and other credit-related commitments that are urevocable over the Iife of the respective facihities, 1t
15 generally the full amount of the commutted facilities

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

The group 2014 2013
HKSm HKSm

Cash and sight balances at central banks 156,475 158,879
Items 1n the course of collection from other banks 21,122 16,346
Hong Kong Government certificates of indebtedness 214,654 195,554
Trading assets 365,846 279,760
Debt securties 231,734 150,145
Treasury and other eligible bills 102,028 109,174
Other 32,084 20,441
Dernvatives 389,934 388,727
Financial assets designated at fair value 17,238 19,900
Debt securities 17,238 19,871
Other - 29
Reverse repurchase agreements — non-trading 218,901 150,584
Placings with and advances to banks 488,313 564 521
Loans and advances to customers 2,815,216 2619245
Personal 1,002,613 963,172
Corporate and commercial 1,704,184 1,580,517
Financial (non-bank financial institutions) 108,419 75,356
Financial investments 1,407,362 1,344,975
Debt secunttes 862,826 819,277
Treasury and other eligible bills 544,536 525,698
Amounts due from Group companies 191,694 161,975
Other assets 82,000 77,895
Acceptances and endorsements 31,200 34,239
Other 50,800 43,656
Financial guarantees and other credit-related contingent habilities 61,666 83 647
Loan commitments and other credit-related commitments' 2,265,453 1,944,536
At 31 December 8,695.874 8,006,544

V' [Includes both revocable and irrevocable commitments
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The Bank 2014 2013

HKS$m HEKS$m

Cash and sight balances at central banks 120,468 112,585
Items in the course of collection from other banks 15,888 10,922
Hong Kong Government certificates of indebtedness 214,654 195,334
Trading assets 257,333 204,069
Debt secunties 166,447 111,588
Treasury and other eligible bills 68,147 82,003
Other 22,739 10,478
Denvatives 374,876 377,183
Financial assets designated at fair value debt secunitics 1,257 1,561
Reverse repurchase agreements — non-trading 116,113 86,601
Placings with and advances to banks 206,309 250918
Loans and advances to customers 1,590,711 1,483,910
Personal 562,034 538,117
Corporate and commercial 956,572 894,856
Financial (non-bank financial institutions) 72,108 50,937
Financtal investments 717,978 755,572
Debt securities 307,966 329,861
Treasury and other eligible bills 410,012 425711
Amounts due from Group companies 404,136 366,889
Other assets 37,400 37255
Acceptances and endorsements 16,625 19,845
Other 20,775 17410
Financial guarantees and other credit-related contingent Liabilities 40,589 41,783
Loan commutments and other credit-related comm itments’ 1,562,132 1,282,148
At 31 December 5,659,844 5,206 950

| fncludes both revocable and irevocable commitments

Total exposure to credit nsk remained broadly unchanged 1n 2014 with loans and advances remaining the largest
element

(i) Credit guality of financial instruments
(Audited)

Four broad classifications describe the credit quality of the group’s lending and debt secunities portfohos Each of
these classifications encompasses a range of more granular, internal credit rating prades assigned to wholesale and
retall lending business, as well as the external ratings attributed by external agencies to debt securities

There 1s no direct correlation between the internal and external ratings at the granular level, except insotar as both
fall within one of the four classifications

Debt securitres/
other bills Wholesale lending and denvatives Retail lending
Interoal eredit Probability of Internal credit Expected loss %
Exteroal rating rating defautt % rating
Quahbty Classification
Strong A-and above CRR1toCRR2 0-0169 EL1toEL2 0-0999
Medum B+ to B, and CRR3ItoCRRS5 0170-4914 EL3to ELS 100019 999
unrated
Sub-standard B- and below CRRGtc CRRS 491599999 EL6to EL S 20 000 - 99 999
Impaired Impaired CRR9to CRR 10 100 EL9to EL 10 100+ or defaulted"

| The EL percentage 1s dertved through a combination of PD and LGD and may exceed 100% in crrcumstances where the LGD 1s
above 100% reflecting the cost of recoventes
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Risk HBpO rt (continued)

T g

Qualnty classification defimtions
(Audited)

» Strong Exposures demonstrate a strong capacity to meet financial commitments with neghgible or low
probability of aefauit anaor iow ievels of capeued loss Retad accounts opcrate witha product parameters and
only exceptionally show any period of delinquency

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

e Sub-standard Exposures require varying degrees of special attention and default risk ot greater concern Retail
portfolio segments show longer delinquency peniods of penerally up to 90 days past due and/or expected losses
are higher due to a reduced abihty to mtigate these through secunty realisation or other recovery processes

¢ Impared Exposures have been assessed, individually or collectively, as impaired The group observes the
convention, reflected in the quality classification definitions above, that all retail accounts delinquent by 90
days or more are considered impaired Such accounts may occur in any retail EL (‘Expected Loss ) grade,
whereby 1n the higher quality grades the grading assignment will reflect the offseting of the impact of
delinquency status by credit risk mitigation tn one form or another

Granular risk rating scales
(Audited}

The CRR (‘Customer Risk Rating') 10-grade scale summanses to a more granular underlying 23-grade scale of
obhgor 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 1l approach adopted tor the exposure

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

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

[mpairment 1s not measured for financtal instruments held 1n trading portfohos or designated at farr value, as assets
n such portfolios are managed according to movements 1n fair value, and the fair value movement 1s taken directly
through the income statement
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Distribution of financial instruments by credit quality

(Audited)
The group

31 December 2014
Items 1n the course of collection
from other banks

Trading assets
— treasury and other
eligible bills
— debt securities
- loans and advances to banks
— loans and advances to
customers

Denvatives

Financial assets designated
at fair value

— debt securities

— loans and advances to
customers

Reverse repurchase agreements
— non-irading

Placings with and advances to
banks held at amortised cost

Loans and advances to
customers held at
amortised cost

— personal

— corporate and
commercial

— financial (non-bank financial
InstifutIons)y

Financial investments

— treasury and other
eligible bills

—debt securities

Other assets

— acceptances and endorsements
— other

Total

Nerther past due nor impaired

Past

Sub- due not Impairment
Strong Medwm'’ standard mmpaired Tmpawred allowances Total
HKSm HKSm HKSm HKSm HK$m HK$m HK$m
19,595 1,527 - - - - 25,122
280,265 85,456 125 — - - 365,846
92,277 9,751 - - - — 102,028
175,655 55,954 125 - - - 231,734
8,589 5,740 - - - - 14,329
3,744 14,011 - - - - 17,755
319,670 69,971 293 - - - 389,934
14,621 2,617 - - - - 17,238
14,621 2,617 - - - - 17,238
152,021 66,880 - - - - 218,901
425,580 60,458 2,273 1 - - 488,313
1,362,131 1,388,858 25,821 33,039 15,887 {10,520y 2815216
863,201 114,637 597 22,339 3,808 (1,969 1,002,613
453,699 1,213,449 24,954 8,545 11,984 (8,447)|| 1,704,184
45,231 60,772 21 2,158 95 (104) 108,419
1,272,781 134,575 - - 6 — 1,407,362
507,519 37,017 - - - - 544,536
765,262 97,558 - — 6 - 862,826
31,720 48,744 1,144 287 105 - 82,000
5,400 24,749 1,002 5 44 - 31,200
26,320 13,995 142 282 61 - 50,800
3,878,384 1,859,086 29,656 33,328 15,998 (10,520 5,805,932

1 Includes HK$126 328m of treaswry and eligible bills and debt securities that have been classified as BBB+ (o BBB- using the
ranngs of Standard & Poor’s

2 The above table does not include \nter-company balances
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Risk Report (continued)

Neither past due nor impaired

31 Necember 2011

Items 1n the course of collection
from other banks

Trading assets
— treasury and other
ehigible bills
— debt securities
- loans and advances to banks
— loans and advances to
customers

Denvatives

Financial assets designated at
fair value

— debt secunities

— loans and advances to
customers

Reverse repurchase agreements
— non-trading

Placings with and advances to
banks held at amortised cost

Loans and advances to
customers held at
amortised cost
— personal
— corporate and
commercial
— financial {non-bank financial
instituttons)

Financial investments

- treasury and other
eligible bills
— debt securrties'

Other assets

— acceptances and endorsements
— other

Total

Past

Sub- due not Impaiment
Strong Medum' standard impaired Impaired  allowances Total
HK$m HKSm HK$m HK$m HK$m HK$m HK$m
14,515 1,829 2 - - - 16,346
230,974 48,032 754 — — — 279,760
95,145 13,994 35 - - - 109,174
124,035 25,391 719 - - - 150,145
8,956 2,941 - - - - 11,897
2,838 5,706 - - - - 8,544
328218 60236 27 - - - 388,727
16,809 3091 - - - — 19,900
16,809 3,062 - - - - 19.871
- 29 - - - - 29
83,353 67 231 - - - - 150,584
489,537 72 361 2537 86 - - 564 521
1,296,748 1,256,461 29,756 32,646 13,135 (9,501) 2619245
857,139 82,358 535 21,425 4,078 (2,163) 963,372
415,314 1,126,041 28,540 9,280 8,450 (1,109 1,580,516
24,295 48 062 681 1,941 607 (229) 75,357
1,223,652 118,552 2,765 - 6 - 1,344,975
493 213 32,157 328 - - - 525,698
730 439 86 395 2437 - 6 - 819,277
23,708 52,813 1,105 216 53 - 77.895
6,393 26,823 1,006 15 2 - 34239
17,315 25,990 99 201 51 - 43,656
3,707,514 1,680,606 37,192 32,948 13,194 (9,501) 5,461,953

| Includes HK$103,258m of treasury and ehgible bulls and debt secunittes that have

ratings of Standard & Poor s

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

Neither past due nor impaired

Past
Sub- due not Impairment
Strong Mediom'  standard impaired lmpaired  allowances Total

31 December 2014 HKSm HKSm HKSm HKSm: HKSm HKSm HKSm
Items 1n the course of collection

from other banks 14,919 969 - - - - 15,888
Trading assets 185,399 71,809 125 - - e 157,333
— treasury and other

eligible ulls 58,398 9.74% - - - - 68,147
— debt secunties 118,315 48,007 125 - - - 166,447
— loans and advances to banks 4,998 263 - - — - 5,261
- loans and advances to

custoimers 1,688 13,790 — — - - 17,478
Derivatives 313,416 61,258 202 — - - 314,876
Financial assets designated at

far vatue
— debt securities - 1,257 — - — - 1,257
Reverse repurchase agreements

— non-trading 32,307 33,806 - - - - 116,113
Placings with and advancesto

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

customers held at amortised

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

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

institutions) 31,44 38,373 270 2,026 94 {103) 72,104
Financial mvestments 621,926 96,046 — — 6 - 717,978
— treasury and other

eligible bulls 378,107 31,905 - - - - 410,012
— debt secunities 241,819 64,141 - - 6 - 307,966
Other assets 13,345 23,151 779 28 97 - 37,400
- acceptances and endorsements 3,255 12,603 Tid 1 44 - 16,625
— other 10,090 10,548 57 27 53 - 20,775
Total 2,182,184 1,101,566 15,516 15,189 9,282 {5,872 3,317,865

1 Includes HK3106 865m of treasury and eligible bilis and debt securties that have been classified as BBB+ w0 BBB- using the
ranngs of Standard & Poor s

2 The above table does not include nter-company balances
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Risk RBpOl‘t {continued)
Neither past due nor imparred
Past
Sub- due not Impawrment
Strong Medium’ standard impaired Impaired  allowances Total

21 Decemher 2013 HK$m HKS%m HK%m HK$%m HK$m HKSm HKSm
Items 1n the course of collection

from other banks 9,485 1,435 2 - - - 10,922
Trading assets 161,204 42682 183 — — ~ 204,069
— treasury and other

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

customers 2827 5679 - - - — 8,506
Denvatives 321,165 55814 204 - - - 377,183
Financial assets designated at

faur value
— debt secunties 555 1,006 - - - - 1,561
Reverse repurchase agreements

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

banks held at amortised cost 215,206 35,537 89 86 - - 250918
Loans and advances to

customers held at amortised

cost 716,398 727,808 22,445 15,346 7,119 (5 206) 1,483,910
— personal 482,802 47,036 245 7441 1,620 {1,027 538,117
— corporate and

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

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

cligible bills 395,977 29,734 - - - - 425,711
= debt securmies 270,013 59,716 126 — [ - 329,861
Other assets 8,472 27,906 804 56 17 - 37,255
- acceptances and endorsements 4,524 14 568 136 15 2 - 19,845
= other 3,948 13338 68 41 15 - 17,410
Total 2,162,414 1,004,300 23,853 15,488 7,142 (5,206) 3,207,991

1 Includes HK386,110m of treaswry and eligible bills and debt securiiies that have been classified as BBB+ to BBB- using the
ratings of Standard & Poor's

2 The aborve table does not mclude mter-company balances




(i} Ageing analvsis of past due but not yet tmpaired financral instruments

(Audited)

The amounts 1n the following table reflect exposures designated as past due but not impared Examples of
capuswes desiguaied as past due but not unparcd melude loans that have masscd the most recent payment date but
on which there 15 no evidence of impairment and short-term trade facilities past due more than 90 days for
technical reasons, such as delays in documentation, but where there 18 no concern over the creditworthiness of the

counterparty

The group
Up te 30-59 60-89 90-180 Over
29 days days days days 180 days Total
HKSm HKS$m HKSm HKSm HK$m HKSm
31 December 2014
Loans and advances to customers
held at amortised cost! 27,445 4,217 1,370 7 - 33,039
— personal 17,433 3,689 1,211 [ - 22,339
- corporate and commercial 7,938 447 159 1 - 8,545
— financial (non-bank financial institutions) 2,074 81 - - - 2,155
Placings with and advances Lo banks
held at amortised cost 2 - - - - 2
Other assets 131 30 26 42 58 187
27,578 4,247 1,396 49 58 33,328
31 December 2013
Loans and advances to customers
held at amortised cost’ 25921 4 968 1,504 160 93 32,646
- personal 16,405 3,899 1,074 46 1 21,425
- corporate and commercial 7,873 173 430 114 90 9,280
— financial (non-bank financial institutions} 1,643 296 = - 2 1,941
Placings with and advances ic banks
held at amortised cost 86 - - - - 86
Other assets 131 24 25 24 12 216
26 138 4,992 1529 184 105 32,948
The Bank
Upte 30-59 60-89 90-180 Over
29 days days days days 180 days Total
HKSm HKSm HK$m HK$m HKSm HKSm
31 December 2014
Loans and advances to customers
held at amortised cost' 12,314 2,291 553 1 - 15,159
— personal 5,701 1,849 455 - - 8,005
- corporate and commercial 4,668 361 98 1 - 5,128
- financial (non-bank financial institutions) 1,945 81 - = - 2,026
Placings with and advances to banks
held at amortised cost 2 - - - - 2
Other assets 16 5 7 - - 28
12,332 2,296 560 1 - 15,189
31 December 2013
Loans and advances to customers
held at amortised cost' 12,067 2,407 758 92 22 15,346
— personal 5562 1510 369 - - 7.441
- corporate and commercial 4,888 609 389 92 20 5,998
— financial (non-bank financial nstitutions) 1,617 288 - - 2 1,907
Placings with and advances to banks
held at amortised cost 86 - - - - 86
Other assets 32 5 10 4 5 56
12,185 2412 768 9% 27 15,4388

I The mayonity of the loans and advances to customers that ave operating within revised terms following restructuring are excluded
Jrom ihs 1able
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() Impaired loans and advances
(Audited}

The group’s policy for recognising and measuring impairment allowances on both individually assessed loans and

3 - I L S SN Topupplguiy | JRpS mVe mmnmmaa et N ~
advanes and ihose which are collectively asscsscd on a portfolio bas.s o5 deseribed in note 3{c}

Analyses of impairment allowances at 31 December 2014, and the movement of such allowances during the year,
are disclosed 1n note 17

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

* wholesale loans and advances classified as CRR 9 or CRR 10 These grades are assigned when the bank
considers that either the customer 15 unlikely to pay its credit obligations n full, without recourse to security, ot
when the customer 1s past due 90 days or more on any material credit obligation to the group,

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

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

e renegotiated loans and advances that have been subject to a change in contractual cash flows as a result of a
concession which the lender would not otherwise consider, and where 1t 1s probable that without the concession
the borrower would be unable to meet 1ts contractual payment obligations in full, unless the concession 15
insignificant and there are no other indicators of impairment Renegotiated loans remain classified as impaired
until there is sufticient evidence to demonstrate a sigmficant reduction n the risk of non-payment of future
cash flows, and there are no other indicators of impairment For loans that arc assessed for impairment on a
collective basis, the evidence to support reclassification as no longer impaired typically comprises a history of
payment performance against the ongmal or revised terms, depending on the nature and volume of
renegetiation and the credit risk characteristics surrounding the renegotiation For loans that are assessed for
impairment on an individual basis, all available evidence 15 assessed on a case by casc basis

(v} Impairment assessment
(Audited}

it 1s the group s policy that each operating entity 1n the group creates impairment allowances for impaired loans
promptly and appropriately

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

The existence of collateral has an impact when calculating impairment on mdividually 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 hemogeneous loans Two methods are used to calculate allowances on a collective basis
a roll rate methodology or a more basic formulaic approach based on historical lesses We continue to review the
impairment allowance methodology used for retail banking and small business portfolios to ensure that the
assumptions used 1n our collective assessment models continue to appropriately reflect the period of time between
a loss event occurning and the account proceeding to delinquency and eventual write-off

¢ The historical loss methodology 1s typically used to calculate collective impairment allowances for secured, or
low default portfolios, until the point at which they are mdividually 1dentified and assessed as impawred 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 recovenes

¢ A roll rate methodology 1s more commonly adopted for unsecured portfolios when there are sufficient volumes
of empirtcal 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 calculatton However, the loss rates used in the collective assessment are adjusted for the
collateral realisation experiences which will vary depending on the LTV composition of the portfolio

For wholesale ceollectively assessed loans and secured personal lending, istorical loss methodologies are apphed
to estimate 1mpairment losses which have been incurred but not individually 1dentified Loss rates are derived 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 experienced after realisation of collateral and receipt of recoveries These
historical loss rates are adjusted by an economic factor which adjusts the histonical averages to better represent
current econonuc conditions affecting the portfolio In order to reflect the hkehhood of a loss event not being
wdentified and assessed, an emergence period assumption 1s apphed This reflects the period between 2 loss
occurring and s identsfication The emergence penod 1s estimated by the group, and in some cases by local
management for each identified portfolio The factors that may influence this estimation include economic and
market conditions, customer behaviour, portfollo management information, credit management techniques and
collection and recovery expenences 1n the market A fixed range for the period between a loss occurring and tts
1dentification s not defined across the group and as it 1s assessed empirically on a pertodic basis, it may vary over
ume as these factors change

Collateral and other credit enhancements
(Audited)

Loans and advances

Although collateral can be an important mitigant of credit risk, 11 1s the group s general practice to lend on the basts
of the custorner’s ability to meet their obligations out of their cash flow resources rather than rely on the value of
security offered Depending on the customer’s standing and the type of product, facilittes may be provided
unsecured However, for other lending a charge over collateral 15 obtained and considered in detetmining the credit
decision and pricing In the event of default, the bank may use the collateral as a source of repayment

Depending on its form, collateral can have a significant financial effect in rmtigating our exposure to credit nisk
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 1n satisfying a debt in the event
of the borrower failing to meet 1ts contractual obhigattons, and can be realised by sale in an established market or
where the collateral 1s cash The collateral valuation in the tables below excludes any adjustments for obtaining and
selling the collateral

We may also manage our nsk by employing other types of collateral and credit nsk enhancements, such as second
charges, other hens and unsupported guaraniees, but the valuation of such mitigants 15 less certam and thewr
financial effect has not been quantified In particular, loans shown n the tables below as not collaterahised may
benefit from such credit miugants
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SR

Personal lending
(dudited)

Residennal morigages including loan comnutments by level of collateral

At 31 December

2014 2013

HKSm HKS$m
Umimpaired loans
Fully collateralised 769,890 762,451
~ Less than 25% LTV 119,091 98 986
— 25% to 50% LTV 348,753 331,186
- 51%10 75% LTV 241,549 166,496
- 76% 10 90% LTV 53,563 53,004
- 91%to 100% LTV 6,934 12,779
Partially collateralised
— Greater than 100% LTV (A) 769 2,807
~ Collateral value on A 625 | 2,379 |
Not collateralised 7 665

171,434 765 923
impaired loans
Fully collateralised 1,987 1,978
— Less than 25% LTV 255 248
— 25%10 50% LTV 754 532
- 51%to 75% LTV 695 746
- 76% t0 90% LTV 249 380
- 91%t0 100% LTV 34 72
Partially collaterahised
— Greater than 100% LTV (B) 52 129
— Collateral value on B I 35 ] | 34 |
Not collaterahised 6 22

2,045 2,129

Total residential mortgages 773475 768,052

The above table shows residenuial mortgage lending including off-balance shect loan commiiments by level of
collateral The collateral included 1n the table above consists of fixed first charges on real estate

The loan-to-value ('LTV ) ratio 1s calculated as the gross on-balance sheet carrying amount of the loan and any off-
balance sheet loan commitment at the balance sheet date divided by the value of collateral The methodologies for
obtaining residential property collateral values vary throughout the group, but are typically determined through a
combination of professtonal appraisals, house price indices or statistical analysis Valuations must be updated on a
regular basis and, as a mimimum, at intervals of every three years Valuations are conducted more frequently when
market conditions or portfolio performance are subject to significant change or where a loan 15 1dentified and assessed
as impaired

Other personal lending

Other personal lending consists primanly of personal leans, overdrafts and credit cards, all of which are generally
unsecured, except lending to private banking customers which are generally secured




Corporate, commercial and finanaat (non-bank financial mstitutions) lending

(Audited}
Collateral held 1s analysed below separately for commercial real estate and for other corporate, commercial and
S L DR P e | R I gy s, PRI ) [ B b L S, P L e B S I s o R i e | P N gy
1liaiivial \llUll'UdJll\} lcuulus 1S TCHICLES UIC ULLICICHCT 1 Lalldicial 11C1d Ol LG IJUll.lUllUb 1 Cavll vado, ulc ldl)’hlb
mcludes off-balance sheet loan commitments, primarily undrawn credit lines
Commei cial real estate loans and advances including loan commuitments by level of collateral
At 3] December
2014 2013
HKSm HK$m
Rated CRR/EL 1 ta 7 341,709 324,558
Not collateralised 125,131 109,827
Fully collateralised 204,177 196,301
Partially collateralised (A) 12,401 18,430
— collateral value on A [ 6,989 | | 13,089 |
Rated CRR/EL 8 233 100
Not collateralised 52 81
Fully collateralised 179 4
— Less than 25% LTV 2 —
~ 25%to 50% LTV - 4
— 51%to 75% LTV 88 -
— 76% to 90% LTV 67 -
- 91%to 100% LTV 22 -
Partially collateralised {B) 2 15
— collateral value on B 1] | 7 ]
Rated CRR/EL 9 to 10 603 130
Not collateralised 365 —
Fully collateralised 11% 39
— Less than 25% LTV 1 1
— 25%to 50% LTV 37 15
— 51%to 75% LTV 17 48
— T76%to 90% LTV 14 20
- 91%to 100% LTV 40 5
Partially collateralised {C) 119 41
— collateral value on C i 41] | 36 |
Total commercial real estate loans and advances 342,545 324 788

The collateral included 1n the table above consists of fixed first charges on real estate and charges over cash for the
commercial real estate sector The table includes lending to major property developers which 1s typically secured by
puarantees or 1s unsecured

The value of commercial real estate collateral 15 determuned through a combination of professional and internal
valuations and physical inspection Due to the complexity of collateral valuations for commercial real estate, local
valuation policies determine the frequency of review based on local market conditions Revaluations are sought with
greater frequency where, as part of the regular credit assessment of the obligor, matersal concerns arise 1n relation to
the transaction which may reflect on the underlying performance of the collateral. or 1n circumstances where an
obligor’s credit quality has declined sufficiently to cause concern that the principal payment source may not fully
meet the obligation (1 ¢ the obligor’s credit quality classification indrcates 1t 15 at the lower end e g sub-standard, or
approaching imparred)
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X

Other corporate, commercial and financial (non-bank} loans end advances rated CRR/EL 8 1o 10 only, mcluding
loan commutments, by level of collateral

{Audited)
At 31 Dacember
2014 2013
HKSm HK3$m
Rated CRR/EL 8 2,617 2006
Not collateralised 1,842 1,432
Fully collateralised 432 395
— Less than 25% LTV - 123
- 25%to 50% LTV 100 168
- 51%10 75% LTV 2 37
- 76%t0 90% LTV 68 63
- 91% to 100% LTV 262 4
Partially collateralised {A) 343 179
— collateral value on A | 132 l | 37 J
Rated CRR/EL 9 10 10 11,177 92,610
Not collateralised 7,239 6,000
Fully collaterahised 1,112 1,246
— Less than 25% LTV 250 59
— 25% 10 50% LTV 279 393
— 51%to 75% LTV 211 158
— T6% to 90% LTV 123 405
- 91% 10 100% LTV 249 231
Partially collateralised (B) 2,326 2,364
— collateral value on B 1314 | | 1165 |
Total 13,794 11,616

The collateral used in the assessment of the above pnmanly includes first legal charges over real estate and charges
over cash 1n the commercial and industral sector and charges over cash and marketable financial mstruments in the
financial sector

It should be noted that the table above excludes other types of collateral which are commonly taken for corporate and
commercial lending such as unsupported guarantees and floating charges over the assets of a customer’s business
While such mitigants have value, often providing rights in insolvency, their assignable value 1s 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 15
undertaken on a similar basis to commercial real estate loans and advances, however, for lending activities that are
not predommantly commercial real estatc-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
deteriorates and 1t 15 necessary to assess the likely performance of secondary sources of repayment should rehance
upon them prove necessary For thus 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 valued at 1ts nominal value and marketable secunties at their fair value




Placings with and advances to banks
(Audtied)

Placings with and advances to banks, icluding loan commitments, by level of collateral

At 31 December

2014 2013
HKSm HK$m
Rated CRR/EL 1 t0 8
Not collateralised 443,004 565,854
Fully collateralised 12,307 10 670
Partially collateralised (A) - 4,346
— collateral value on A i - I l 3,021 |
Total placings with and advances to banks 510,311 580,870

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

Dervatives
(Audted)

The International Swaps and Dernivatives Association (‘ISDA’) Master Agreement 1s our preferred agreement for
documenting dertvauves 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 1if either party defaults or ancther pre-agreed
termination event occurs It 1s common, and our preferred practice, for the parties to execute a Credit Support Annex
{‘CSA ) in coryuncuion with the ISDA Master Agreement Under a CSA, collateral 15 passed between the parties to
mitigate the counterparty nsk wnherent 1n outstanding positions The majonty of our CSAs are with financial
institution clients Please refer to note 45 “Offsetting of financial assets and habilities for further details

Other credit risk exposures
(Auduted}

In addition to collateralised lending described above, other credit enhancements are employed and metheds used to
mitigate credit nisk ansing from financial assets These are described 1in more detail below

Government, bank and other financial institution 1ssued securittes 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 mstitutions include asset-backed secunities (‘ABS’s) and
similar mstruments, which are supported by underlying pools of financial assets Credit nsk associated with ABSs 1s
reduced through the purchase of credit default swap (‘CDS”) protection

The group’s maximum exposure to credit risk ncludes financial guarantees and similar arrangements that it 1ssues or
enters into, and loan commutments o which 1t 1s irrevocably committed Depending on the terms of the arrangement,
the bank may have recourse to additional credit mitsigation in the event that a guarantee 15 called upon, or a loan
commitment 1s drawn and subsequently defaults Further information about these arrangements 1s provided 1n note 42
‘Contingent liabilities and commitments’

The carrying amount of assets obtained by taking possession of collateral held as security, or calling upon other credit
enhancements, 15 as follows

(Audited) The group The Bank
2014 2013 w14 2013
HKSm HKSm HKSm HKSm
Residential properties 80 53 72 20
Commerctal and industral properties 26 16 22 15
Other assets 3 3 - -
109 72 94 35
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s — -

Repossessed assets are made available-for-sale 1n an orderly fashion, with the proceeds used to reduce or repay the
outstanding indebtedness If excess funds anse afier the debt has been repaid, they are made avaslable either to repay
other secured lenders with lower prionity or are returned to the customer The group does not generally occupy
renossessed properties for its own business use

Liquidity and Funding Risk

(Audited)

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

As part of the HSBC Group’s Asset, Liability and Capital Management (' ALCM?) structure, we have established Asset
and Liability Management Committees (* ALCOs") at the group and operating enuty level The terms of reference of all
ALCOs include the momitoning and control of hquidity and funding

The primary responsibility for managing hquidity and funding within the Group s framework and nisk appetite resides
with the lecal operating entity ALCO All operating entities are overseen by the group ALCO with appropriate
escalation of significant 1ssues to the HSBC Group ALCO and the Risk Management Meeting

Operaung entities are predommately 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 in a country are booked across multiple subsidiaries or branches

e an operating entity may be defined as a wider sub-consolidated group of legal entities 1f they are mcorporated in
the same country, liquidity and funding are freely fungible between the entities and permitted by local regulation,
and the defimuion reflects how hguidity and funding are managed locally, or

e an operating entity may be defined more narrowly as a principal office (branch} of a wider legal entity operating 1in
multiple countries, reflecting the local country management of hquidity and funding

The Board 15 ulumately responsible for determining the types and magnitude of hquidity nisk that the group 1s able to
take and ensuring that there 15 an appropnate organisation structure for managing this nsk  Under authonities delegated
by the Board, the group ALCO 1s responsible for managing all ALCM issues including hqudity and funding risk
management

The group ALCO delegates to the group lactical Asset and Liability Management Commuttee (‘TALCO ) the task of
reviewing various analyses of the group pertaining to site liquidity and funding TALCO's primary responsibihties
include but are not limuted to

« reviewing the funding structure of operating entittes and the allocation of Liquidity among them,
s reviewing operating entities st of liquid securities and documented proofthat a deep and liquid market exists, and

 momntoring liqmdity and funding it breaches and to providing direction to those operating entities that have not
been able to rectify breaches on a timely basis
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Comphance with hquidity and funding requirements 1s monitored by local ALCO who report to the group ALCO ona
regular basis This process includes

— mamtaiming compliance with relevant regulatory requirements of the operating entity,

— pryjecung vash flows under vanous 5iiess scenanos and consdening the lovel of liguid assets necessary o relation
thereto,

— monitoring balance sheet hquidity and advances to core funding ratios agamnst internal and regulatory requirements,

— maintaiming a diverse range of funding sources with adequate back-up facilities,

— managing the concentration and profile of debt maturities,

— managing contingent iquidity commitment exposures within pre-determined lumits,

— mamntaiung debt financing plans,

— monitoring of depositer concentration in order to avoid undue rehiance on large individual depositors and ensuring
a satisfactory overall funding mix, and

— mamtaimming hqudity and funding contingency plans These plans 1dentity early indicators of stress conditions and
descnibe actions to be taken in the event of difficulties ansing from systemic or other crises, while mimimising
adverse long-term implications for the business

Liquidity ratio under the Hong Kong Banking Ordinance
(Audited)

The Banking Ordinance requires banks operating in Hong Kong to maintain a munimum hquidity ratio of 25%,
calculated 1n accordance with the provisions of the Fourth Schedule of the Banking Ordinance This requirement
applies scparately to the Hong Kong branches of the Bank and to those subsidiary companies which are Authorised
Institutions under the Banking Ordinance tn Hong Kong

The average hquidity ratios for the year are as follows

{Unaudued)
2014 2013
Yo %
Hong Kong branches of the Bank 352 365

The management of liquidity and funding risk
{Audited)

Inherent hquudity risk categorisation

We place our operating entities into one of three categories (low, medium and high) to reflect our assessment of theur
mmherent hquidity nisk, considering political, economic and regulatory factors within the host country and factors
specific to the operating entities themselves, such as the local market, market share and balance sheet strength The
categorisation involves management judgement and 1s based on the perceived liquidity nsk of an operating entity
telative to other entities in the group The categonsation 1s intended to reflect the possible impact of a hquidity event,
not the probability of an event The categonsation 1s part of our nisk appetite and 1s used to determine the prescribed
stress scenario that we require our operating entities to be able to withstand and manage

Core deposits

A key assumption of our internal framework 1s the classiftcation of customer deposits into core and non-core based on
our expectation of the behaviour of these deposits during periods of hquidity stress This characterisation takes into
account the inherent hquidity risk categonisation of the operating entity ongimnating the deposit, the nature of the
customer and the size and pncing of the deposit No deposit 1s considered to be core m s entirety unless 1t 18
contractually collateralising a loan The core deposit base 1n each operating entity 1s considered to be a long-term
source of funding and therefore ts assumed not (0 be withdrawn in the hquidity stress scenano that we use 1o calculate
our principal hquidity nsk metrics
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The three filters considered 1n assessing whether a deposit in any operating entity 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 Threshotds are estabhished by
considering the business line and inherent hiquidity nsk categonisation, and

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

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

Advances to core funding ratio

Our hqudity and funding nsk management framework employs two key measures to define, menitor and control the
liquidity and funding risk of each of our operating entities The advances to core funding ratio 15 used to momtor the
structural long-term funding position, and the stressed coverage ratio, incorporating Group-defined stress scenarios, 13
used to monitor the resilience to severe hquidity stresses

Core customer deposits are an important source of funds to finance lending to customers, and mitigate against rehance
on short-term wholesale funding Limits are placed on operating entittes to restrict their ability to increase loans and
advances to customers without corresponding growth 1n core customer deposits or long-term debt funding with a
residual maturity beyond one year This measure 1s referred to as the ‘advances to core funding’ ratio

Advances to core funding ratio limits are set by the Risk Management Meeting for the most significant operating
entittes, and by the group ALCO for smaller operating entities, and are monitored by ALCM teams The ratio describes
current loans and advances to customers as a percentage of the total of core customer deposits and term funding with a
remaining term to maturity in excess of one vear In general, customer loans are assumed to be renewed and are
mcluded in the numerator of the advances to core funding ratio, 1rrespective of the contractual maturity date Reverse
repurchase arrangements are excluded from the advances to core funding ratio

Stressed coverage ratios

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

The stressed cash infiows include
¢ nflows {net of assumed haircuts) expected to be generated from the realisation of hiquid assets, and
+ contractual cash inflows from maturing assets that are not already reflected as a use of hquid assets

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

A stressed coverage ratio of 100% or higher reflects a positive cumulative cash flow under the stress scenario being
momitored Group operating entities are required to maintain a ratio of 100% or greater out to three months under the
combined market-wide and HSBC-specific stress scenano defined by the inherent nsk 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 1n the following table based on month end figures

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

2014 2013 2014 2013 2014 2013

% Yo % % %% %

Year-end 799 778 120 2 1221 1142 1163
Maximum 802 831 1221 1319 116 3 1273
Minmum 78 771 1167 1157 1132 1108
Average 796 798 118 4 1212 1143 1155




Stressed scenario analysts

We use a number of standard Group stress scenanos designed to model

¢ combined market-wide and HSBC-specific hquidity crisis scenartos, and
+ market-wide liquidity crisis scenarios

These scenarios are modelled by all operating entities The appropnateness of the assumptions for each scenario 1s
reviewed regularly and formally approved by the Risk Management Meeting and the Board annually as part of the
liquidity and funding risk appetite approval process

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

The three combined market-wide and HSBC-specific scenarios model a more severe scenano than the two market-
wide scenarios The relevant combined market-wide and HSBC-specific stress scenario that an operating entity
manages to 18 based upon its inherent hquidity nisk categonisation

Liguid 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 hawrcut These assumptions are
made based on management s expectation of when an asset 1s deemed to be realisable

Liguid assets are unencumbered assets that meet the Group’s defimtion of hquid assets and are erther held outnight or
as a consequence of a reverse repo transaction with a residual contractual maturity beyond the time horizon of the
stressed coverage ratio being monitored

Our framework defines the asset classes that can be assessed locally as high quality and realisable within one month
and between one month and three months Each local ALCO has to be satisfied that any asset which may be treated as
liquid 1n accordance with the Group’s liquud asset policy wilt remain liquid under the stress scenano being managed to

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

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

Interpal Cash inflow recognised  Asset classes Ehgibility critena
categorisahion
Level | * Within one month + Central goevernment * 0% and 20% risk weighted
s Central bank (includ:ng confirmed withdrawable
reserves)

* Supranationals
Multdateral Development Banks
Coins and banknotes

Level 2 * Within one month but  « Local and regtonal government * 20% nisk weighted
capped * Public sector entities
» Secured covered bonds and pass-through ABSs
+ Gold
Level 3 o From one to three * Unsecured non-financial entity secunties * Internally rated 2 2 CRR or
months * Equities listed on recognized exchanges and better

within iquid indices
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LT RN 1140,

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

The table below shows the estimated hquidity value (before assumed haircuts) of assets categorised as hquid used for

e puspuses ol valvulatng the three-uonth siressed coverage ratos, as defimed wndcr the LIRT

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

Liquid assets are heid and managed on a standalone operating entity basis Most of the liquid assets shown are held
directly by each operating entity s Balance Sheet Management function, priunanly for the purpose of managing
hiquidity nsk, 1n Iine with the LFRF Al assets held within the hiquid asset portfolio are unencumbered

At 31 December

2014 2013
HKSm HK$m

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

Liquid assets mcreased as a result of a rise 1n cusiomer deposits

Wholesale debt monttoring
{Unaudited)

Where wholesale debt term markets are accessed to raise funding, ALCO 15 required to establish cumulative rolling
three-month and 12-month debt maturity limits to ensure no concentration of maturities within these imeframes

Sources of funding
(Unaudited}

Our primary sources of funding are customer current accounts and customer savings deposits payable on demand or at
short notice We also access wholesale funding markets by 1ssuing semor secured and unsecured debt secunttes
(publicly and privately) and borrowng from the secured repo markets against high quality collateral, m order to obtain
funding for non-banking subsidiaries that do not accept deposits, to align asset and habihty matunties and currencies
and to maintain a presence in local wholesale market

Ligqurdity behaviouralisation
{Audited)

Ligumdity behaviouralisation 1s applied to reflect our assessment of the expected petiod for which we are confident that
we will have access to our liabihities, even under a severe hiquidity stress scenario, 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 1s reviewed and approved by local AL.COs in compliance
with policies set by the Risk Management Meeting

Contingent hquudity risk
(Audited)

Operating entities provide customers with commutted and standby facilities These facihitics increase the funding
requirements of the group when customers drawdown The liquidity risk associated with the potential drawdown on
non-cancellable commutted facilities 1s factored mnto our stressed scenarios and himits are set for these facilities

Management of cross-currency hquidity and fundng 115k
{Audited)

Our hiqudity and funding nisk framework also considers the ability of each entity to continue to access foreign
exchange markets under stress when a surplus 1n one currency 1s used to meet a deficit i another currency, for
example, by the use of the foreign currency swap markets Where appropriate, operating entities are required to
monitor stressed coverage ratios and advances to core funding ratios for non=local currencies
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Encombered and unencumbered assets
(Unaudited)

An asset 15 defined as encumbered, from a liquidity perspective, 1f it has been pledged as collateral against an existing
LI I RPN [P Ut SRR P Ny VIR Rty NySIPV (ISR oJRVIge R Sy | PP RS [ RS L RN [
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the funding requirement An asset 1s therefore categorised as unencumbered 1if 1t has not been pledged against an
existing liability

The disclosure 1s not destgned to 1dentify assets which would be available to meet the claims of creditors or to predict
assets that would be available to creditors in the event of a resolution or bankruptcy

The table below presents an analysis of on-balance sheet holdings only, and shows the amounts of balance sheet assets
that are encumbered The table therefore excludes any available off-balance sheet holdings received 1n respect of
reverse repo, stock borrowing or derivatives

Analysis of on-balance sheet encumbered and unencumber ed assets

Unencumbered- cannot be

Encumbered Unencumbered pledged as collateral
Cannot be
pledged as
Reverse collateral
repo/stock and
borrowing amounts
Assets Readily Qther receivables due from
pledged as  reahsable reahsable & derivative Group
collateral assets assets assefs  compames Total
HEK$m HK$m HK$m HKS$e HKSm HKSm
31 December 2014
Cash and sight balances at central banks - 156,474 — - 1 156,475
Items 1n the course of collection from other banks - - - - 21,122 21,122
Hong Kong Government certificates of
indebtedness - - - - 214,654 214,654
Trading assets 23,665 351,229 31,849 283 - 407,026
— ftreasury and other ehgible bills 7,267 94,761 - - - 102,028
— debt securities 13,324 218,410 - - - 231,734
-~ equity shares 3,074 38,058 43 - — 41,180
— placings with and advances to banks - - 14,329 - - 14,329
— loans and advances to customers = - 17,472 283 — 17,755
Dernivatives - - - 389,934 - 389,934
Financial assets designated at fair value - 1,257 - - 96,938 98,195
— treasury and other ehigible bills - - - - - -
— debt securities - 1,287 - - 15,981 17,238
— equity shares - - - - 80,957 80,957
— lecans and advances to customers - - - - - -
Reverse repurchase agreements — non-trading - - - 218,901 — 218,90
Placings with and advances to banks - 147 355,781 5,912 126,473 488,313
Loans and advances to customers 1,187 21,012 2,761,751 9,017 22,249 2815216
Financial investments 58,081  1,123293 5,925 - 269,194 1,456,493
— treasury and other eligible bills 25,151 517,858 - - 1,527 544,536
— debt securities 32,930 562,334 124 - 267,438 862,826
- equity shares - 43,101 5,801 - 229 49,131
Asset held for sale - - 148 - - 148
Other assets - 17,396 39,615 - 69,108 126,119
Current tax assets - - - - 2,418 2,418
Prepayments and accrued tncome - - - - 22,191 22,191
Interest i associates and joint ventures - - 114,456 - 2,158 116,654
Goodwill and intangible assets - - - - 45,078 45,078
Property, plant and equipment - - 97,492 - 7,187 104,679
Deferred tax - - - - 1,436 1,436
Amounts due from Group companies - - - - 191,694 191,694
82,933 1,670,808 3,407,017 624,047 1,091,941 6,876,746
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Unencumbered- cannot be

Encumbered Unencumbered pledged as coltateral
Cannot be
Reverse pledged as
repo/stock collateral
borrowing  and amounts
Assets Readily Cther receivables due from
pledged as realisable realisable & denvative Group
collateral assels assets assets companies Total
HK$m HKS$m HK$m HK$m HK$m HK$m
31 December 2013
Cash and sight balances at central banks — 158,878 - - 1 158,879
Iterns in the course of collection from other banks - - - - 16,346 16,346
Hong Kong Government certificates of
indebtedness - - - - 195,554 195,554
Trading assets 18,144 272,818 20,430 8 - 311,400
— treasury and other eligible bills 4,759 104 415 - - - 109,174
— debt secunties 11,402 138,743 - - - 150,145
- equity shares 1,983 29,657 - - - 31,640
— placings with and advances to banks - - 11,897 - - 11,897
— loans and advances to customers - 3 8533 8 - 8,544
Denvatives - - - 388,727 - 3188 727
Financial assets designated at fair value — 1,561 - - 88,585 90 146
— treasury and other eligible bills — - - - - -
— debt secunties - 1 561 - - 18,310 19871
— equity shares - - - - 70,246 70,246
— loans and advances to customers - = - - 29 29
Reverse repurchase agreements — non-trading - - - 150,584 - 150,584
Placings with and advances to banks - 92 430195 - 134,234 564,521
Loans and advances to customers 2,392 10,775 2 592,862 281 12,835 2,615,245
Financial investments 50,912 1,090,433 7,458 - 230,968 1,379,771
— treasury and other ehigible bills 31,005 492 944 - - 1,749 525698
— debt secunities 19,907 570,095 126 - 229,149 814,277
~ equity shares - 27,394 7,332 - 70 34,796
Asset held for sale - - 4476 - - 4,476
Other assets - 13,267 47,637 - 62,049 122,953
Current tax assets - - - - 2,034 2,034
Prepayments and accrued income - - - - 19,476 19,476
Interest in assoctates and joint ventures - 3 105,816 - 2,033 107 852
Goodwill and intangible assets - - - - 41,882 41882
Property, plant and equipment - 605 94,164 - 6,471 101,240
Deferred tax - - - - 2,254 2,294
Amounts due from Group companies = — - - 161,975 161,975
71448 1,548,432 3 303,038 539 600 976,837 6439 355

Addittonal contractual obhigations
{Unaudited)

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




Liquidity regulation
{Unaudited}

In December 2010, the Basel Committee published the ‘International framework for hquidity risk measurement,
standards and monutoring  The framework comprises two liquidny mewrws e iquidny coverage tato {*LCR’) and
the net stable funding ratio (‘NSFR’) The ratios are subject to an observation period that began in 2011, and are
expected to become established standards by 2015 and 2018, respectively

In January 2013, the Basel Committee announced several changes to the calibration of the LCR which mcluded
reducing the outflow apphed to non-operational non-financial corporate deposits from 75% to 40% and reducing the
outflow applied to commutted liquidity facilities from 100% to 30% In response to the updated Basel standard on
hquidity, the HKMA’s consultation 1n respect of the LCR has been completed and the Banking (Liquidity) Rules were
introduced 1n 2014 and become effective from 2015

In January 2014, the Basel committee 1ssued a further consultation paper in respect of the NSFR and in October 2014
the final NSFR standard was 1ssued

Market Risk

fAudited)

Market risk 1s the risk that movements in market factors, including foreign exchange rates and commoedity prices,
interest rates, credit spreads and equity prices, will reduce our income or the value of our portfolios

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

Exposure to market risk

Exposure to market risk ts separated into two portfolios

¢ Trading porifoltos compnse postiions ansing from market-making and warehousing of customer-denived posttions

e Non-trading portfolios comprise positions that pnimanly anise from the interest rate management of our retail and commercial banking
assets and habihities, financial investments designated as available-for-sale and held to maturity, and exposutes ansing from our insurance
operations

Where appropriate, the group applies similar nsk management policies and measurement techmques to both trading
and non-trading portfolios The group’s objective 1s to manage and control market risk exposures 1n order to optimise
return on risk while marntaining a market profile consistent with the status as one of the world s largest banking and
financial services organsations

The nature of the hedging and nisk mitigation strategies performed across the group corresponds to the market nsk
management 1nstruments available within each operating jurisdiction These strategies range from the use of traditional
market instruments, such as interest rate swaps, to more sophisticated hedging strategies to address a combination of
risk factors arising at portfolio level

Market nisk governance
(Audited)

Market risk 1s managed and controlled through limits approved by the GMB for HSBC Holdings and the various
global businesses These limits are allocated across business lines and to the Group's legal entities The management
of market nsk 1s principally undertaken 1n Global Markets through rnisk hmits Value at nisk (*VaR’™} Limits are set for
portfolios, preducts, and nsk types, with market hquidity and business need being the prnimary factors in determiming
the level of Limits set
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Model nisk 1s governed through Model Oversight Commutiees ( MOC’s) at the regional and Global Wholesale Credit
and Market Risk (*WCMR®) level They have direct oversight and approval responsitnlity for all traded risk models
utihsed for nsk measurement and management and stress testing The MOCs priontise the development of models
methodologies and practices used for traded risk management and ensure that they remain within our nsk appetite and
business plans The Global WCMR MOC reports into the Group MOC, which oversees all nisk types at Group level
Group MOC informs the Group Risk Management Meeting (‘RMM?*) about matenal 18sues at least on a bi-annual
basis The RMM s the Group’s ‘Designated Committee” according to the regulatory rules and it has delegated day-to-
day governance of all traded risk models to the Global WCMR MOC

Our control of market nsk 1n the trading and non-trading portfolios 1s based on a policy of restricting individual
operations to trading within a hist of permissible instruments authorised for each site by the Group Rusk, of enforcing
new product approval procedures, and of restricting trading 1n the more complex derivative products only to sites with
appropriate levels of product expertise and robust control systems

Market nsk measures

(Audited)
Monutoring and hinuting market risk exposures

Our objective 15 to manage and control market risk exposures while maintaining a market profile consistent with our
risk appetite We use a range of tools to momitor and limit market risk exposures including sensitivity analysis, VaR
and stress testing

Sensttivity analysis
(Unaudited)

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

Sensttivity limats are set for portfolios, products and nsk types, with the depth of the market being one of the principal
factors in determining the level of limits set

Value at risk
(Audited)

VaR 15 a technique that estimates the potential losses on nisk positions as a result of movements 1n market rates and
prices over a specified time horizon and to a given level of confidence The use of VaR 1s integrated into market nisk
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 appropniate local rules to capitalise exposures

In addinion, the group calculates VaR for non-trading portfolios in order to have a complete picture of market sk Our
models are predominantly based on historical simulation VaR 15 calculated at a 99% confidence level for a one-day
holding pertod Where VaR 1s not calculated explicitly alternative tools are used

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

The historical simulation models used incorporate the following features

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

» potential market movements utilised 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 period scaled to 10 days

The nature of the VaR models means that an increase 1n observed market volatility will lead to an mcrease 1n VaR
without any changes n the underlying positions
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VaR mode! mutations
Although a valuable gwide to risk, VaR should always be viewed 1n the context of its hmitations  For example

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

¢ the use of a holding penod assumes that all positions can be liquidated or the nisks offset during that period This
may not fully reflect the market risk ansing at tumes of severe illiquidity, when the holding penod may be
msufficient to liquidate or hedge all positions fully,

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

¢ VaR 15 calculated on the basis of exposures outstanding at the close of business and therefore does not necessanly
reflect intra~day exposures, and

¢ VaR 1s unlikely to reflect loss potential on exposures that only arise under significant market movements

Backtesting

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

We would expect on average to see two to three profits, and two or three losses, in excess of VaR at the 99%
confidence level over a one-year period The actual number of profits or losses m excess of VaR over this period can
therefore be used to gauge how well the models are performing To ensure a conservative approach 1n calculating our
nisk exposures, it 15 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 nisk 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 1s designed to capture significant basis risks such as credit default swaps versus bond, asset swap
spreads and cross-currency basis Other basis risks which are not completely covered in VaR, such as the Libor tenor
basis, are complemented by nsk-not-in-VaR {"RNIV’) calculations and are integrated into the capital framewok

The RNIV framework aims to manage and capitalise material maiket risks that are not adequately covered in the VaR
model An example of this 1s Libor-overnight index swap basis nisk for minor currencies In such instances, the RNIV
framework uses stress tests to quantify the capital requirement On average 1 2014, the capital requirement derived
from these stress tests represented 2 9% of the total internal model-based market risk requirement

Riusks covered by RNIV represent 11 7% of market nsk RWAs for models with regulatory approval and include those
resulting from underlying risk factors which are not observable on a daily basis across asset classes and products, such
as dividend risk or do not have long enough data history for stressed VaR calculation

Rusk factors are reviewed on a regular basis and either incorperated directly in the VaR models, where possible, or
quantified through the VaR-based RNIV approach or a stress test approach withun the RNIV framework The seventy
of the scenanos 15 cahibrated to be in line with the capital adequacy requirements The outcome of the VaR-based
RNIV 15 included 1n the VaR back-testing, a stressed VaR RNIV 1s also computed for the nisk factors considered in the
VaR-based RNIV approach
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Stress testing
(Audited)

Stress testing 1s an important tool that 15 mtegrated into cur market nisk management tool to evaluate the potential
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Stress testing 15 implemented at the legal entity, sites and the overall group levels A standard set of scenarios s
utilised consistently across all sites within the group At a group level, a set of scenartos are defined to capture the
relevant events or market movements at each level The risk appetite around potential stress losses for the entity 15 set
and momitored against referral limits

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

+ single nisk factor stress scenanos that are unlikely to be captured within the VaR models, such as the break of a
currency peg,

« technical scenarios consider the largest move in each nsk factor without consideration of any underlying market
correlation,

+ hypothetical scenarios consider potential macroecononuc events, for example, the slowdown m mainland China
and the potential effects of a sovereign debt default, including 1ts wider contagion effects, and

» lustorical scenarios incorporate histonical observations of market movements during previous periods of stress
which would not be captured within VaR

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

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

Market nsk in 2014
{(Unaudited)

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

Tradmg portfoltos
{Audited)
Value at risk of the trading por ifoltos

Trading VaR predominantly resides within Global Markets The VaR for trading activity at 31 December 2014 was
higher than at 31 December 2013 primanily due to increase 1n the nisk profile of the interest rate busmess This leads to
a rise in interest rate VaR and trading VaR
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The daily levels of total trading VaR over the last year 15 set out in the graph below

Daily VaR (trading portfolios), 99% I day (HKSm)
(Unaudited)
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The trading VaR for the year 1s shown in the table below
Trading value at risk, 99% [ da'

(Audited) A ) B o e N o
I' Foreign
exchange and  Interest Credat Portfohio
commodity rate Eqmty spread diversification’
HK$m HKSm HK$m HKS$m HKS$m
At 31 December 2014
Year end 37 151 28 27 (55)
Average 43 124 18 23
Megmem . .72 174 34 40 -
At 31 December 2013
Year end 33 79 18 28 (54)
Average 39 g1 22 27
Maximum 88 120 42 49

1 Trading portfolios comprise positions arising from the market-making and warchousing of customer-derived positions

AV R

IR trading

© v poly S i, M A ot

CS trading
Equity trading

Diversification

Total
HK$m

190
138
-

107
107
189

2 Portfolio diversification 15 the market visk dispersion effect of holding a portfolia containing different risk types It represents the
reduction m unsystematic market risk that occurs when combimng @ number of different risk b pes, for example, interest rafe equity
and foreign exchange together m one portfolio It 15 measured as the difference between the sum of the VaR by mdidual risk type and
the combined total VaR A negative number represents the benefit of porifolie diversification As the maximum and nummum eccur on

different days for different risk types it is not meaningful to calculate a portfolio diersification benefii for these measures

Non-trading portfolios
(Unaudrited)

Market nisk 1in non-trading portfolios anses principally from mismatches between the future yield on assets and their
funding cost, as a result of interest rate changes Analysis of this risk 1s comphcated by having to make assumptions on
embedded optionality within certain 1nvestment product areas such as the incidence of mortgage prepayments, and
from behavioural assumptions regarding the economic duration of liabilities which are contractuzaily repayable on

demand such as current accounts, and the re-pricing behaviour of managed rate products
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In order to manage this nisk eptimally, market risk in non-trading portfolios 1s transferred to Global Markets or to
separate books managed under the supervision of the local Asset, Liability and Capital Management Committee
(FALCQ’) The transfer of market nisk to beoks managed by Global Markets or supervised by ALCO 1s usually
achieved by a senes of internal deals between the business units and these books When the behavioural charactenstics
of a product differ from its contractual characteristics, the behavioural charactenistics are assessed to determuine the true
underlying interest rate nsk Local ALCOs regularly momtor all such behavioural assumptions and interest rate risk
positions, to ensure they comply with interest rate nisk limits established by senior management

As noted above, in certain cases, the non-linear charactenistics of products cannot be adequately captured by the nsk
transfer process For example, both the flow from customer deposit accounts to alternative investment products and the
precise prepayment speeds of mortgages will vary at different interest rate levels In such circumstances, simulation
modelling 18 used to 1dentify the impact of varying scenarios on valuations and net interest income Once market risk
has been consolidated mm Global Markets or ALCO-managed books, the net exposure 15 managed with the Balance
Sheet Management limits or neutralised through the use of interest rate swaps

Sensurvity of net interest income

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

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

Structural foreign exchange exposures
(Unaudited)

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

Exchange differences on structural exposures are recogmised n *Other comprehensive income’

We hedge structural foreign exchange exposures only 1n himited circumstances Our structural foreign exchange
exposures are managed with the primary objective of ensuring, where practical, that our consohdated capital ratios and
the capital ratios of individual banking subsichanies 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 1n a given currency
to nisk-weighted assets denominated in that currency 1s broadly equal to the capital ratio of the subsidiary 1n question

We may also transact hedges where a currency 1n which we have structural exposures 15 considered likely to revalue
adversely, and 1t 15 possible 1n practice to transact a hedge Any hedging 1s undertaken using forward foreign exchange
contracts which are accounted for under IFRSs as hedges of a net investment 1n a foreign operation, or by financimg
with borrowings n 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 foretgn currency positions

The group
LCYm HKSm
equivalent
At 31 Pecember 2014
Renmuntn 158,785 198,584
At 31 December 2013
Renminbt 135,713 172,594

54




Operational Risk

(Audited)
Operational risk management framework

The Operational Rusk function and the operational risk management framework ( ORMF’) assist business management
in discharging their responsibiities The ORMF defines mimmum standards and processes. and the governance
structure for operational risk and intemnal control across the group

Rusk and Control Assessment (*RCA')

Key wdicators (*KI's)

Internal incrdents

External events

Captal Modelling

~ . .
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& RCAs are used 10 inform the evaluation of the effectiveness of controls over top risks

& Kls are used to help momtor the risks and controls

*  Scenmartos provide management with a quantified view of our fop and emerging operational risks

& [nternal incidents are used to forecast expected losses

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

Through articulating our nisk appetite for material operational risks, the ergamsation determines the level of nsk 1t 1s
willing to accept Monitoring operational risk exposure agamnst nisk appetite on a regular basis and either mitigating or
accepting the exposures dnves risk awareness i a more forward-locking manner It assists management in
determming whether further action 1s required

Operational nsk and control assessments are performed by individual business units and functions The risk and
control assessment process 1s designed to provide businesses and functions with a forward-looking view of operational
nisks and an assessment of the effectiveness of controls It also provides a tracking mechamsm for action plans so that
they can proactively manage operational nsk withun acceptable levels Risk and control assessments are reviewed and
updated at least annually

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

Key operational 115ks (Unaudited)

e Fraud and financial crime the threat of fraud perpetrated by or aganst our customers, especially n retail and
commercial banking may increase during adverse economic conditions We have increased monitoring, root cause
analysis and review of internal controls to enhance our defences aganst external attacks and reduce the level of
loss in these areas In addition, Group Secunty and Fraud Risk work closely with global businesses to continually
assess these threats as they evolve and adapt our controls to mitgate them The Bank 15 also exposed to potential
criminal activities and has invested heavily in improving its customer due diligence and transaction monitoring and
screening controls

o Third party risks the Bank has procedures 1n place to conduct due diligence and monitor the performance of third
party suppliers and service providers in so far as they may affect the Bank’s ability service its customers
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e Regulatory compliance our ability to respond to increasing demands or changes n regulatory requirements wn the
markets in which we operate remains a cntical focus for the Bank A Global Standards programme 1s being rolled
out to ensure implementation of cntical regulatory and financial cnme compliance requirements Various conduct
and values imtiatives have also been imtiated to ensure that exposures to nus-selling or market conduct abuses are
mintmised

e Information security the secunity of our information and technology infrastructure 15 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 m 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

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

e People 11sk attracting and retaiming staff with appropnate skills and expertise across the markets in which we
operate remais a challenge Significant investment 1s made in training and management development nitiatives to
equip our staff for the business changes we face and for the implementation of global standards

Reputational Risk

(Unaudited)

Reputational risk 1s the faillure to meet stakeholder expectations as a result of any event, behaviour, action or naction,
either by HSBC 1tself, our employees or those with whom we are associated, that might cause stakcholders to form a
negative view of HSBC

Reputational risk relates to perceptions, whether based on fact or otherwise  Stakcheolders’ expectations are constantly
changing and thus reputational nisk 1s dynamic and vanes 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 m every junsdiction Reputational risk might result in financial or non-financial impacts, loss of
confidence, adverse effects on our ability to keep and attract customers, or other consequences Any lapse 1n standards
of integnity, comphance, customer service or operating efficiency represents a potential reputational risk

A number of measures 1o enhance our anti-money laundering, sanctions and other regulatory compliance frameworks
have been taken and/or are ongoing These measures, which should also serve over ime to enhance our reputational
nsk management, include the following

s  sinplifying our business through the progressive implementation of our Group strategy, including the adoption of
a global financial crime nisk filter, which should help to standardise our approach to doing business in higher nisk
countries,

*  annecrease in reputational risk resources in each region in which we operate and the introduction of a central case
management and tracking process for reputational nsk and client relationstup matters,

» the creation of combined reputational nisk and client selection commitiees within the global businesses wath a
clear process to escalate and address matters at the appropniate level,

¢ the continued roll-out of traiming and communicatton about the HSBC Values Programme that defines the way
everyone tn the Group should act and seeks to ensure that the Values are embedded into our operations, and

¢ the conttnuous development and implementation of the Global Standards around financial cnme comphance,
which underpin our businesses This includes ensuring globally consistent apphcation of policies that govern
AML and sanctions compliance provisions

HSBC has zero tolerance for knowingly engaging 1n any business, activity or association where foreseeable
recputational damage has not been considered and mutigated There must be no barners to open discusston and
escalation of 1ssues that could affect the Group negatively Whule there 15 a level of risk in every aspect of business
aclivity, appropriate consideration of potential harm to HSBC’s good name must be a part of all business decisions
Detecting and preventing 1llicit actors access to the global financial system calls for constant vigilance and we will
continue to cooperate closely with all governments to achreve success  This 15 integral to the execution of our strategy
to HSBC Values and io preserving and enhancing our reputation
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Insurance Risk
(Audited)

Insurance risk 1s the risk, other than financial risk, of loss transferred from the holder of the insurance contract to the
nsurer The principal msurance risk faced by the group is that, over time, the combined cost of claims, benefits,
administration and acquisition of the contracts may exceed the aggregate amount of premiums received and mvestment
mcome The cost of claims and benefits can be mnfluenced by many factors, mcluding mortality and morbidity
expernience, lapse and surrender rates and, 1t the pohey has discretionary participation features or guaranteed cash
benefit, the performance of the assets held to support the liabilities The seventy of the claims and benefits, as well as
the tuming, 15 therefore uncertan Contracts under which the transfer of insurance nisk from the policyholder to the
group 1s not significant are classified as investment contracts

The group manages ts msurance risk through underwriting limits, approval procedures for transactions that involve
new products or that exceed set limits, risk diversification, pricing guidelines, reinsurance and monitoring of emerging
1ssues, taking into account where appropriate local market conditions and any regulatory requirements that apply

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

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

Asset and habihity management (insurance)

A principal toel used by the group to manage its exposure to insurance risk 1s asset and hability matching The group
actively manages 1ts assets using an approach that considers asset quality, diversification, cash flow matching,
hquidity, volatlity and target mnvestment return The goal of the investment process 1s to achueve the target level of
investment return within acceptable parameters The Investment Commiitee reviews and approves strategic asset
allocation on a periodic basis and establishes mvestment gudelines  The asset and hability management process 1s
also overseen by the Asset and Liability Management Commattee 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 restnictions with the aim of achieving the target
mvestment return in the long term

The following table shows the composition of assets and hiabilities for each major msurance product categery 93% of
both assets and liabilities are denved from Hong Kong
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Statement of financial position of insurance manufacturing subsidiaries by type of contract

Non-linked Lanked Other
Contracts' Contracts’ assets’ Total _
HK$m HKSm HKS$m HK$m
At 31 December 2014
Financal assets
- financial assets designated at fair value 47,048 49,343 546 96,937
— dernivatives 173 3 24 200
— finanecial investments 212,417 - 20,353 232,170
— other financial assets 35,891 1,433 321 38,145
Total financial assets 295,529 50,779 21,744 368,052
Reinsurance assets 4,341 1,454 - 5,795
PVIF! - - 32,389 32,389
Other assets 6,053 5 1,695 8,753
Total assets 305,923 52,238 56,828 414,989
Liabilities under investment contracts destgnated at
far value 29,239 7,426 - 36,665
Liabilittes under insurance contracts 265,143 44,439 - 310,182
Deferred tax 225 - 6,021 6,246
Other Liabilities - — 3,571 3,571
Total hatilities 295,207 51,865 9,592 356,664
Total equity = = 58,325 58,325
Total equity and habilities 295,207 51,865 47,937 414,989
Non-linked Linked Other
Contracts' Contracts® assets’ Total
HK$m HK$m HK$m HK$m
At 31 December 2013
Financial assets
— financial assets designated at fair value 43,980 44,061 515 88,556
— denvatives 11 2 41 54
— financial investments 188,480 - 17,042 205,522
— other financial assets 30,825 1,527 1,929 34,281
Total financial assets 263,296 45,590 19,527 328413
Reinsurance assets 2,924 1,700 - 4,624
PVIF* - - 28,916 28,916
Other assets 6,462 5 1,934 8,401
Total assets 272,682 47,295 50,377 370,354
Liabilities under investment contracts designated at
fair value 29,159 7527 - 36,686
Liabiltties under insurance contracts 236,911 39,269 - 276,180
Deferred tax 93 - 4,906 4,999
Other habihties — — 2,886 2 886
Total habilities 266,163 46,796 7,792 320,751
Total equity = = 49,603 49,603
Total equity and hiabihties 266,163 46,796 57,395 370,354

Comprises life non-hinked insurance contracts non-linked investment coniracts and remaining non-life msurance contracts
Comprises life linked insurance contracts and linked investment contracts
Comprises shareholder assets

o =

Present vaiue of in-force long-term msurance business
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Underwriting strategy

The group’s underwriting strategy seeks to achieve a balanced portfolio and 1s based on a large portfolio of similar
risks over a number of years and, as such 1t 1s believed that this reduces the variabihity of the outcomes

Remsurance strategy

The group reinsures a portion of the insurance nisks 1t underwrites 1n order to mitigate its exposures to losses and
protect capital resources The group uses rensurance to manage financial risk arising from guaranteeing minimum
mmvestment performance under a unit-linked 1nsurance product and a traditional non-participating mnsurance product
Although reinsurance provides a means of managing insurance risk, 1t exposes the group to credit risk arising from
default by the reinsurers Management of such credit nisk exposure 18 described on page 63

Nature of risks covered
The following gives an assessment of the nature of risks inherent 1n the group’s main manufactured products
(1} Insurance contracis — non-linked pr oducts

The basic feature of nen-linked nsurance business 15 to provide guaranteed death benefits determined at the time
of policy 1ssue For non-linked insurance products with a savings clement, guaranteed surrender benefit,
guaranteed maturity benefit, credit rating guarantees and/or non-lapse guarantee features may be provided
Discretionary participation features allow policyholders to participate in the profits of the life fund by means of
annual or terminal bonuses The group has complete contractual discretion on the benuses declared 1t 1s the
group s goal to mantain a stable dividend scale based on the long-term rate of return Annual reviews are
performed to confirm whether the current dividend scale 1s supportable

(1) Insurance contracts — unit-linked products

The group wntes umit-linked hife insurance policies, which typically provide policyholders with Life insurance
protection and a choice of investment in a vanety of funds Premiums received are deposited nto the chosen funds
Charges for the cost of msurance and admurustration are deducted from the funds accumulated There 15 a unt-
linked product with significant performance guarantee where the nsk 1s managed through reinsurance

(ui)Investment contracts — refirement funds with guarantees

The group underwrites retirement fund business which gives rise to contracts that are classified as mvestment
contracts Under each retirement scheme, employers and employees are given a chorwce of funds to invest their
centribuiions  The group provides an investment return or capital protection guarantee for some specific funds
Investment strategy 15 set with the objective of providing a return that s sufficient to meet at least the mumum
guarantee

(1v} Investment contracts — retirement funds without guarantees

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

Within the insurance process, concentrations of risk may anise where a particular event or series of events could unpact
heavily upon the group’s hiabilites Such concentrations may anse from a single insurance contract or through a
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The group 1s subject to concentration risk arising from accidents relating to common carriers, conflagration, epidemics,
carthquakes and other natural disasters that affect the lives of the policyholders insured by the group To mihigate these
nsks, catastrophe remsurance arrangements have been made by the group

The policyholders of the insurance contracts 1ssued by the group and 1ts joint venture are mamly residents of Hong
Kong, Macau, mainland China, Singapore, Malaysia and India, with the majority in Hong Kong

To determine the concentration of msurance risks and the remsurance coverage required, scenarto analyses are
performed to investigate the potential financial impact on the group Total loss 1s estimated based on the chosen stress
level Details of the group’s reinsurance strategy are disclosed on page 59

Life business 15 generally long term in nature and frequently involves an element of savings and mnvestment 1n the
contract An analysis of life insurance liabilities 1s therefore an appropriate overall measure of mnsurance exposure,
because provisions for life contracts are typically set by reference to expected future cash outflows relating to the
underlying policies and a range of assumptions which mainly include interest rate and mortality levels The process
used to determine the assumptions 1s intended to result 1n stable and prudent estimates of future outcomes This 1s
achieved by incorporating nsk margins nto best estumate assumptions which can withstand a reasonable range of
fluctuation of actual experience An annual review of the relevant experience 1s performed to assess the adequacy of
margins that exist between the assumptions adopted and the most likely esumate of future outcome Since the group 1s
not exposed to significant insurance risk on investment contracts, they have not been mcluded 1n the 1nsurance nisk
management analysis Details of the analysis of life insurance habilities are disclosed 1n note 32

Financial risks (insurance)

Managing financial assets backing insurance liabilities may result 1n the group assuming financial risks These include
market risk, credit risk and hiquidity nisk Each of these financial risks 1s described below, together with a summary of
the ways in which the group manages these risks ansing from underwriting nsurance business

The group 1s also exposed to investment return guarantee risk for certain investment contracts 1ssued to pelicyholders
The nisk 1s that the yield on the assets held by the group to meet these guarantees may fall short of the guaranieed
return The framework for the management of this risk 1s to invest in fixed income secunities and adopt a matching
approach whereby assets held are managed to meet the liabilities to policyholders Where analysis indicates that, over
the Life of the contracts, the returns from the designated assets may not be adequate to cover the related labihities, a
provision 1s established to provide addiiional coverage

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

Non-
Linked Linked
contracts coptracts Other assets Total

HKSm HKSm HKSm HKS$m
At 31 December 2014
Financial assets designated at fair value
— Debt secunities 15,424 11 546 15,981
— Equity securities 31,624 49,332 - 80,956

47,048 49,343 546 96,937

Financial investments
Held-to-maturity
— Debt securities 163,289 - 19,336 182,625

Available-for-sale
— Treasury bills - - - -

— Debt secunties 49,127 - 793 49,920
— Equity securiues 1 - 224 225
49,128 - 1,017 50,145

Dervatives 173 3 24 200
Other financial assets 35,891 1,433 821 38,145
295,529 50,779 21,744 368,052

At 31 December 2013

Financial assets designated at fair value

— Debt securninies 17,782 i3 518 18,310
— Equity securities 26,198 44 048 - 70,246
43,980 44,061 515 88,556

Fmancial investments
Held-to-matunty

— Debt secunues 162,858 = 16,608 179,466
Available-for-sale
- Treasury bills - - - -
— Debt secuntics 25622 - 365 25,987
— Equuty securities - - 69 68
25,622 - 434 26,056
Denvatives 11 2 41 54
Other financial assets 30,825 1,527 1,929 34,281
263,296 45 590 19,527 328,413

The table demonstrates that for linked contracts the group typically designates assets at fair value For non-linked
contracts the classification of the assets 1s driven by the nature of the underlying contract The assets held to support
linked habilities represented 13 8% of the total financial assets of the group’s insurance manufacturing subsidharies at
the end of 2014 (2013 13 9%} The table also shows that approximately 67 5% of financial assets were invesied in
debt securities at 31 December 2014 (2013 68 1%), with 22 1% (2013 21 4%} invested 1n equity secunties
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Market risk (imsurance)}

Market risk can be sub-categonsed :nto interest rate risk, equity and other price nisks and foreign currency risk Each
of these categones 1s discussed further below

Interest rate risk

The exposure of the msurance busmess te interest rate nisk arises mainly from 1its debt secunties holdings and the
uncertainty of the achhevable interest rate when remvesting the future net cash flows The held-to-maturity 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 penodic reviews of 1ts asset and liability positions Estimates of cash flows,
as well as the impact of interest rate fluctuations relating to the mvestment pertfolio and msurance reserves, are
modelled and reviewed regularly The overall objective of these strategies 1s to hmit the net changes 1n the value of
assets and liabiliies ansing from interest rate movements

For participating products, interest rate nsk can also be mitigated through shaning of sk with pelicyholders under the
discretionary participation mechanism

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

31 December 2014 31 December 2013
Impact on Impact on
profit for Impact on profit for Impact on
the year net assets the year net assets
HKSm HKSm HKEm HK$m
+ 100 basis pomts parallel shift in yield curves 1,463 3,221) 1,179 (1,308)
- 100 basis ponts paralie! shift in yield curves (1,720) 3,973 (1,343) 1,263

The interest rate sensitivities set out above are 1llustrative only and employ simplified scenarios It should be noted that
the effects may not be hinear and therefore the results cannot be extrapolated The sensitivities reflect the established
investment nisk shaning mechanism with policyholders for participating products but do not incorporate other actions
that could be taken by management to mutigate the 1impact of the effect of the interest rate movements, nor do they take
account of any resultant changes 1n policyholder behaviour

Equitv and other price risks

The pertfolio of securiies, mncluding equities and other assets, which the group carries on the balance sheet at fair
value, has exposure to price nsk This risk 1s defined as the potential loss in market value resulting from an adverse
change in prices The nisk 1s mamly mitigated through dynamic asset allocation, portfolio dwversification and sharing
the nsk with pohicyholders through the discretionary participation feature Portfoho charactenstics are analysed
regularly and these risks are regularly reviewed The group’s investment portfolios are diversified across industries and
asset classes, with concentrations 1n any one company, industry or asset class limited by parameters established by
senior management as well as by statutory requirements

The following table iilustrates the impact on the profit for the year and net assets of a 10% variance 1n equity prices

31 December 2014 31 December 2013
Impact on Impact on
profit for Impact on profit for impact on
the year net assels the year net assets
HK3$m HKSm HK$m HK$m
10% increase in equity prices 1,173 1,173 948 948
10% decrease in equity prices (938) (938) (780) (780)

These equity sensitivities are llustrative only and employ simphfied scenanos 1t should be noted that the effects may
not be linear and, therefore, the results cannot be extrapolated The sensitivities reflect the established investment risk
sharing mechamsm with policyholders for participating products but do not allow for the effect of other management
actions which may mutigate the impact of the equity price dechine, nor for any resultant changes in policyholder
behaviour that might accompany such a fall
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Foreign currency risk

Substantial amounts of the assets and habilities are denominated in two man currencies, Hong Kong dollars and
Unmed States dollars The group adopts a policy of predomunantly matching the liabilities with assets in the same
currency, effectively reducing the foreign currency exchange raie exposure Limins are sei w0 ensurc that the uet foregn
currency exposure 1s kept to an acceptable level The group also uses forward exchange contracts and swaps to manage
1ts foreign currency nisk

Credit sk (insurance)

The insurance eperation portfolios of fixed income secunties, and to a lesser extent short-term and other investments,
are subject to credit nsk This nisk 15 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 1n a diversified
portfolio of securities Management has a credit policy in place and limits are established to manage credit quahty and
concentration risk Only assets supporting non-linked liabilities are included 1n the table, as financial rnisk on assels
suppoerting iinked habilities is predominantly borne by the policyholders 89% (2013 88 4%) of the assets included in
the table are invested 1n mvestments rated as ‘Strong’ There were no investments rated as sub-standard or below

As at 31 December 2014 As at 31 December 2013
Neither past due nor Neither past due nor
mmpaired impaired
Strong Medium Total Strong Medum Total
HKSm HKSm HKSm HK$m HK$m HKS$m
Supporting Lhabilities under non-hnked
mnsurance and investment contracts
Financial assets designated
at farr value 14,123 1,301 15,424 15,806 1,976 17,782
— treasury and other
ehgible bills - - - - - -
- debt securies 14,123 1,301 15,424 15 306 1,976 17,782
Financial investments 187,906 24,510 212,416 165,971 22,509 188,480
— treasury and other
eligible bills - - - - - -
~ debt securities 187,906 24,510 212,416 165,971 22,509 188 480
Supporting sharcholders funds'
Financial assets designated
at fair value 499 47 546 448 67 515
— treasury and other
eligible bulls - - - - - -
— debt secunties 499 47 546 448 657 515
Financial investments 18,718 1411 20,129 15472 1,501 16,973
— treasury and other
eligible bills - - - - - -
— debt securities 18,718 1,411 20,129 15,472 1,501 16 973
Financial assets designated
at fair value 14,622 1,348 15,970 16,254 2,043 18,297
— treasury and other
cligible bills - - - - - -
— debt securities 14,622 1,348 15,970 16,254 2,043 18,297
Financial investments 206,624 25,921 232,545 181,443 24,010 205,453
— treasury and other
eligible bills - - - - - -
~ debt secunities 206,624 25,921 232,545 181 443 24 010 205,453

V' Shareholders funds comprise solvency and unencumbered assets
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The group also has insurance and other receivable amounts subject to credit nsk The most sigmificant of these are
remnsurance recoveries To mitigate the risk of the counterparties not paying the amounts due, the group has established
certain busmess and financial guidelines for reinsurer approval, incorporating ratings by major agencies and
considering currently available market information The group also penodically reviews the financial stability of
remsurers and the settlement trend of amounts due from remnsurers The split of habilities ceded to rensurers and
outstanding remsurance recoveries was as follows

Remnsurers’ share of liabilifies under insurance contracts

Newther past due nor impaired

Past
Sub- due not Impairment

Strong Medium standard impaired Impaired allowances Total

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

The group has sold a unit-linked life insurance product which provides guaranteed mmimum death benefits and
guarantced mimmum accumulated benefits which are underwritten by the group but reinsured by a third party The
group has a credit nsk exposure n respect of thus third party’s ability to meet 1ts rewnsurance obligation At
31 December 2014, the exposure to the third party was HK31,441m (2013 HK$1.695m)

Liqudity nsk {insurance)

There are three components of Liquidity risk The first of these anses in normal market conditions and 13 referred to as
funding hiquidity risk, specifically, the capacity to raise sufficient cash when needed to meet payment obligations
Secondly, there 15 market hquidity risk where the size of a particular helding may be sufficiently large that a sale
cannot be completed at or around the market price Finally, there 1s standby liquidity risk which refers to the capacity
to meet payment conditions 1n abnormal conditions

The group has to meet daily calls on 1ts cash resources 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
liabihities when due at a reasonable cost The group manages this nsk by monutoring and setting an appropriate level of
operating funds to settle these habihities Invesiment portfolios are also structured with regard to the hquidity
requirement of each underlying fund, and surrender penalties and market adjustment clauses are used to defray the
costs of unexpected cash requirements




The following table shows the expected maturnity of insurance contract habilities at 31 December 2014

Expected matunty of insurance contract habilities

o _a 3 oo RN R Y Y
LApsLicy CaSu 1w (uiidiStdauni

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

At 31 December 2014
Non-lnked insurance contracts 24,109 91,832 223,103 242,465 581,509
Linked insurance contracts 2479 11,095 51,560 100,679 165,813
26,588 102,927 274,663 343,144 747,322

At 31 December 2013
Non-hnked msurance contracts 28,328 84,543 197,109 226,343 536,323
Linked nsurance contracts 2196 8,078 45,963 89 836 146 073
30 524 92,621 243,072 316,179 682,396

Remaining contractunal maturity of investment contract habilities

Non-linked Linked

mvestment investment
contracts contracts Total
At 31 December 2014 HKSm HKSm HKS$m

Remamtng contractual maturity

— due within | year 34 156 190
- due between 1 and 5 years - - -
— due between 5 and 10 years - - -
— undated' 29,205 7,270 36,475
29,239 7,426 36,665

At 31 December 2013

Remarning contractual maturity

— due wathin | year 45 119 164
— due between 1 and 5 years - - -
— due between 5 and 10 years - - -
- undated' 29,114 7,408 36,522

29,159 7,527 16,686

| In most cases policyholders have the option to terminale their contracts at any time and receive the surrender values of their polictes
The surrender values may be significantly lower than the amounts shown above

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

The lhife insurance business 1s accounted for using the embedded value approach, which, nter alia, provides a
comprehensive framework for the evaluation of insurance and related risks The value of the PVIF asset at 31
December 2014 was HK$32,389m {2013 HK$28,916m), representing the present value of the sharcholders’ interest in
the profits expected to emerge from the book of in-force policies

The valuation of the PVIF asset includes exphicit nisk margins for non-economic risks in the projection assumptions
and exphcit allowances for financial options and guarantees using stochastic methods Risk discount rates are set on
active basis with reference to market risk free yields
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Risk Report {continued}
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PVIF s stress-tested to assess the sensitivity of the value of Life business to adverse movements of different nisk factors
The following table shows the effect on the PVIF as at 31 December 2014 of changes in the mamn economic
assumption

Impact on PVIF
2014 2013
HKSm HKS$m
+ 100 basis points shift in risk-free rate 1357 1,392
- 100 basis pounts shuft in risk-free rate (313) (1,515)

The effects on PVIF shown above are tllustrative only and employ simphfied 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 products but do not incorporate other actions
that could be taken by management to mitigate effects nor do they take account of consequential changes n
polhicyholder behaviour

Non-econonuc assumptions

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

Impact on 2014 resuolts Impact on 2013 results
Profit after tax Net assets Profit after tax Net assets
HKSm HK$m HKS$m HK3$m
10% ncrease 1n mortality and/or morbidity rates (294) (294) {291) (291}
10% decrease 1n montality and/or morbidity rates 301 301 299 299
10% mncrease 1n lapse rates (319) (319) (330) 330y
10% decrease in lapse rates 37 370 384 384
10% increase 1n expense rates (303) (303) {298) {298)
10% decrease 1n expense rates 299 299 289 289

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

Lot S

Capital Management

(Audited)

Our approach to capital management 1s driven by our strategic and orgamsational requirements, taking into account the
tegulatory economic and commercial environment 1n which we operate

It 1s our objective to maintain a strong captital base to support the development of our business and to meet regulatory
capital requirements at all imes To achieve this, our policy 1s to hold capital in a range of different forms and all
capital raising 1s agreed with major subsidianes 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 capital and economic capital measures as the
two primary measures for the management and control of capital

Caputal measures

¢ cconomic capital 1s the mternally 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 1n our annual capital plan which 1s approved by the Board The plan 1s
drawn up with the objective of maintaining both an appropriate amount of capital and an optimal mix between the
different components of capital Each subsidiary manages 1ts own capital to support its planned business growth and
meet 1ts local regulatory requirements within the context of the approved annual group capital plan In accordance with
Capital Management Framework, capital generated by subsicharies in excess of planned requirements 1s returned to the
Bank, normally by way of dividends

The Bank 1s primarily the provider of capital to its subsidharies and these investments are substantially funded by the
Bank’s own capital 1ssuance and profit retentton As part of 1ts capital management process, the Bank seeks to
maintain a prudent balance between the composition of 1ts capital and that of its investment i subsidiaries

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

Externally imposed capital 1equirements
{Audited)

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

(L~ —

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

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

Basel HIf
(Unaudited)

Since December 2010, the Basel Committee has developed a comprehensive set of reform measures covering
additional capital and hiquidity requirements. commonly referred te as ‘Basel I11I°

The Basel 11l capital rules set out the minimum common equity tier 1 (CET1) requirement of 4 5% and a minimum
total capital requirement of 8% from 1 January 2015

In addiien to the critenia detailled n the Basel III proposals, the Basel Committee 1ssued further minimum
requiremnents (n January 2011 to ensure that all classes of capital instruments fully absorb losses at the point of non-
viability before taxpayers are exposed 1o loss Instruments 1ssued on or afier 1 January 2013 may only be included 1n
regulatory capital if 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 1 January 2013

The provisions of the Banking (Capital) {Amendment) Rules 2012 came into effect on I January 2013 to implement
the first phase of the Basel 11l capital standards in Hong Kong (‘Basel [II rules’} The changes in mimimum capital
ratio requirements are phased in from 1 January 2013 to | January 2019

The Banking (Capital) {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 phasing-in from 2016 w0 2019 of the Capital
Conservation Buffer (‘CCB’) which 1s designed to ensure banks build up capital outside periods of stress of 2 5% of
RWAs, the Countercyclical Capital Buffer ('CCyB*) which 1s set on an individual country basis and 1s built up during
periods of excess credit growth to protect aganst future losses, and the Higher Loss Absorbency requirements for
Domestic Systemically Important Banks of up to 2 5% of RWAs On 27 January 2015, the Hong Kong Monetary
Authority announced a CCyB for Hong Kong of 0 625% from | January 2016, under the phase-in arrangements of
Basel 11 equivalent to 2 5% of RWAs in Hong Kong once fully phased in

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

As a consequence of the developments outlined above, thete remains uncertainty over the timmmg and trajectory of
implementation of the full Basel 111 capital requirements and residual uncertainty as to the minimum levels of capital
that the group will be required to hold

Total Loss Absorbing Capacity proposals
(Unaudited)

In November 2014, as part of the ‘too big to tail’ agenda, the Financial Stability Board (‘FSB’) pubhished proposals for
Total Loss Absorbing Capacity ("'TLAC’) for Global Systemically Important Banks (‘G-SIBs’) The FSB proposals
mclude a minimum TLAC requirement 1n the range of 16-20% of RWAs and a TLAC leverage ratio of at least twice
the Base! IIl Tier 1 leverage ratio This 15 to be applied 1n accordance with individual resolution strategies It 1s
expected that a Quantitative Impact Study (*QIS ) will be undertaken 1n 2015, the results of which will inform the final
proposals The conformance peried for the TLAC requirement will also be informed by the QIS, but 1t will not be
before 1 January 2019 Once finahised, it 1s expected that any new TLAC standard should be met alongside the Basel
[l mimmum capital requirement  The proposals are expected to be finahsed 1 2015 and will then need to be
implemented into national legislation




Leverage Ratio
(Unaudited)

Basel 1il introduces a simple non risk-based leverage ratio as a complementary measure to the nsk-based capital
requirements lo 1MLl excessive ieverage on the part of banks The feverage rauo was mwiuoduced mw dic Basel Til
framework as a non-risk-based backstop hmut, o supplement risk-based capital requirements It aims to constrain the
bulld-up of excess leverage n the banking sector, introducing additional safeguards agamnst model nsk and
measurement errors The ratio 1s a velume-based measure calculated as Basel I11 tier | capital divided by total on-and
off-balance sheet exposures

Basel [II provides for a transitional penod for the troduction of this ratio, comprising a supervisory monitoring
period that started i 2011 and a parallel run period from January 2013 to January 2017 The paraliel run will be used
to assess whether the proposed mimmum ratio of 3% 1s appropniate, with a view to migrating to a Pillar 1 requirement
from 1 January 2018

Capital adequacy at 31 December 2014
(Unaudited)

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

The basis of conselidation for financial accounting purposes 18 described in note 1 on the Financial Statements and
differs from that used for regulatory purposes Further information on the regulatory conselidation basis 1s set out in
the Supplementary Notes on the Financial Statements 2014 and a full reconcihation between the group s accounting
and regulatory balance sheets can be viewed 1n the Supplementary Notes Appendices on the Financial Statements 2014
that can be found in the Regulatory Disclosures section of our website www hsbe com hk  Subsidianies not mcluded n
consohdation for regulatory purposes are securities and winsurance companies and the capital mvested by the group i
these subsidiaries 1s deducted from regulatory capital

The Bank and its banking subsidiaries maintain regulatory reserves to sausfy the provisions of the Banking Ordinance
and local regulatory requirements for prudential supervision purposes At 31 December 2014, the effect of this
requirement 15 1o restrict the amount of reserves which can be distnbuted to shareholders by HK$27.959m (31
December 2013 HK$22,563m)

There are no relevant capital shortfalls m any of the group s subsihanes at 31 December 2014 (31 December 2013
Nil) which are not included in 1ts consolidation group for regulatory purposes

Capital ratios

(Unaudited)
At 31 December 2014 At 31 December 2013
% %
Common Equity Tier 1 ('CET(’) capital 144 141
Tier 1 capital 14 4 141
Total capital 157 152

69




THE HONGKONG AND SHANGHAI BANKING

Capital (continued)

Risk weighted assets by risk type
{Unaudited)

Credit nisk

— Standardised approach

— IRB approach

— IRB (securttisation) approach

Counterparty credit nisk

— Standardised approach

— IRB approach

— Central Clearing Counterparty (‘CCP”)
— Credit Valuation Adjustment (‘CVA’)

Market nsk
Operational risk

Total

Rusk weighted assets by global business

(Unaudrted)

Retail Banking and Wealth Management
Commercial Banking

Global Banking and Markets

Global Private Banking

Other

Total

RWA Planning
{Unaudited)

CORPORATION LIMITED

At 31 December 2014

At 31 December 2013

HESm HKE
248,891 221,923
1.811,343 1,656,378
4,453 4,250
6,406 5231
113,801 90,372
8,435 12,999
81,061 82,716
143,199 134,035
290,342 274,450
2,707,931 2,482,354

At 31 December 2014

At 31 December 2013

HKSm HK$m
301,844 283,012
876,596 761,656

1,239,115 1,156,129

24,256 25,756

265,520 255,201
2,707,931 2,482,354

Pre-tax return on RWAs 15 an operational metric by which the global businesses are managed on a day-to-day basis
The metric combinegs return on equty and regulatory capital efficiency objectives RWA targets for each business, in
accordance with the Group’s strategic direction, are included as part of the Bank’s Risk Appetite Statement which 1s

approved annually by the Board

Business performance against the targets 1s monitored through reporting to the Asset and Liability Management
Commuttee of the group The management of capital deductions 15 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 15 employed 1n the RWA monitoring framework to identify the key drivers of movements in 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 1n risk models or regulatory methodology
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Credit IRB RWA movement by key driver
(Unaudited)

At [ January 2014

Foreign exchange movemert

Acquisitions and disposals

Book size

Book quality

Model updates

Methodology and policy
Internal updates
External updates

Total RWA movement
At 31 December 2014

Market nsk RWA movement by key driver
(Unaudited)

At 1 January 2014

Movement in risk levels

Models updates

Methodology and policy
Internal updates
External updates

Total RWA movement

At 31 December 2014

7

Total
HKSm

1,833,716

(27,858)
(31,187)
171,696
6,258
6,104
51,929
3,873
48,056

176,942

2,010,658

RWA
HKSm

134,035

25,894
(23,748)
7,018
1121
5,897

9,164
143,199
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e

Movement 1n total capital in 2014
{Unauduted)

Source and application of total capital

Opening common equity tier I capital
Consolidated profit attributable to shareholders of the parent company
Dividends paid
Ordinary shares 1ssued
[ncrease in allowable nen-controliing interests
Decrease 1n goodwill and intangible assets deducted
increase n significant capital investments in uncensolidated financial sector entities deducted
Increase in regulatory reserve deducted
Decrease mn excess AT] deductions
Other, including regulatory adjustments

Closing common equity tier 1 capital

Opening additional tier 1 capital
Issued perpetual subordinated loans
Redemption of perpetual non-cumulative preference shares
Increase in atlowable non-controlling interests
Decrease i ssgnificant capital investments in uncensohidated financial sector entities deducted
Decrease 1n excess AT deductions

Closing tier 1 capatzl

Opening tier 2 capital
Redempuon of perpetual cumulative preference shares
Issued term subordinated debt net of redemption
Increase tn impairment allowances and regulatory reserve chgible for inclusion in Tier 2 capital
Increase in allowable in non-contrelling interest
Decrease in significant capital investments 1n unconsoltdated financial sector entities deducted
Other, including regulatory adjustments

Closing tier 2 capital

Closing total capital

Capital Base
(Unaudited)

The following table sets out the composition of the group’s capital base under Basel 111 at 31 December 2014 The
position at 31 December 2014 benefits from transitional arrangements which will be phased out
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Yearwo
31 December 2014
HKSm

351,105
86,428
(42,750
10,733

3,507
1,260
(27.991)
(5,396)
12,599
250

389,745

14,737

(5,422)
569
2,715

{12,599)

389,745

27,005
O]
6,399
1,438
2,667
2,400

694

35,292

425,037




Capital adequacy at 31 December 2014

Capital base
{Unaudited)

Common Equity Tier | (*CETT) capital
Shareholders’ equity
Shareholders’ equity per balance sheet
Revaluation reserve captialisation i1ssue
Other equity instruments
Unconsolidated subsidianes

Non-controlling interests
Non-controlling interests per balance sheet
Non-controlling interests m unconschdated subsidiaries
Surplus non-controlling interests disallowed in CET!

Regulatory deductions to CETI capital
Valuation adjustments
Goodwll and intangible assets
Deferred tax assets net of deferred tax hiabihties
Cash flow hedging reserve
Changes tn own credit risk on fair valued habihties
Defined benefit pension fund assets
Sigmificant capital investments 1n unconsolidated financial sector entities
Propenty revaluation reserves'
Regulatory reserve
Excess AT1 deductions

Total CET1 capital

Additiona] Tier 1 (*AT1’) capital

Total AT1 capital before regulatory deductions
Perpetual subordinated loans
Perpetual non-cumulative preference shares
Allowable non-controlting nterests i AT1 capital

Regulatory deductions to AT1 capital
Sigmficant capital investments in unconsohdated financial sector entities
Excess ATl deductions

Total AT1 cepital
Total Tier 1 capital

Tier 2 camtal
Total Tier 2 capital before regulatory deductions
Perpetual cumulative preference shares
Cumulative term preferences shares
Perpetuat subordemnated debt
Term subordinated debt
Property revaluation reserves'
Impairment allowances and regulatory reserve ehigible for inclusion in Tier 2 capital
Allowable non-controlling interests in Tier 2 capitat

Regulatory deductions to Tier 2 capital
Significant capital investments 1in unconsolidated financial sector entities

Total Trer 2 capital

Total capital

T A3 kDuc::clknbe r

At 3] December

2014 2013
HKSm HK$m
491,545 436,529
557,835 480,809
(1,454) (1,454)
(14,137 -
(50,099) (42 826)
27,971 24 464
50,511 41,415
{4,873) (4.237)
(17.667) (12 714}
{129,771) (109,888)
(2,030) (2,473)
(14,683) (15,943)
(1,485) (2 350)
182 (197n
(596) (1,117
(89) a1
(28,866) (875)
(52,657 (30073)
27,959) (22,563)
(1,588) {14,187)
389,745 351,105
48,750 38 866
14,737 -
15,119 30,651
8,784 3215
(48,750) (38,866)
(50,338) (53,053)
1,588 14,187
389,745 351 105
88,302 82,915
3,102 8,413
8,143 8141
9,337 9,346
25,400 19,463
24,350 23,187
14,957 13,519
3,513 846
{53,510) (55.910)
(53,510) ] | _(55.910) |
35,292 27,005
425,037 378,110

| Includes the revaluation surplus on imestment properties which 1s reported as part of relamed profits and adpustments made in

accordance with the Banking (Capttal) Rules 1ssued by the HKMA
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A detailed breakdown of the group s CET1 capital, ATl capital, Tier 2 capital and regulatory deductions can be

viewed 1n the Supplementary Notes Appendices on Financial Statements 2014 that can be found n the Regulatory
Disclosures section of our website www hsbe com hk

The following tabte snows tne pro-forma Basel I end puwit bass posiwon once all wransihional arrangements hav
been phased out based on the Transition Disclosures Template It should be noted that the pro-forma Basel 11l end
point basis position takes no account of, for example, any future profils or management actions In addition, the current
regulations or their apphication may change before full implementation Given this, the final impact on the group s
capital ratios may differ from the pro-forma posiion, which 1s a mechancal application of the current rules to the
balance sheet at 31 December 2014, it 15 not a projection On this pro-forma basis the group’s CET1 ratio 15 10 7%
(2013 10 4%), which 1s above the Basel 11 mimmum requirement, mcluding the capital conservation buffer

ayra
H-4

Reconciliation of capital from transitional basis to a pro-forma Basel 11l end point basts

At 3 December At 31 December

2014 2013
HKS$m HKS$m
CET]1 capital on a transitional basis 389,745 351,105
Transitional provisions
Significant capital investments in unconsolidated financial sector entities (100,676) (106,106)
Excess AT deductions 1,588 14,187
CETI1 capital end point basis E 290,657 259,186
ATI1 capital on a transihonal basis - -
Grandfathered instruments
Perpetual non-cumulative preference shares (25,229 (30,651)
Transitional provisions
Allowable non-comrolling mierests in AT1 capital {5,389) (5.884)
Sigmificant capital investments in unconsolidated financial sector entities 50,338 53,053
Excess ATI1 deductions (1,588) (14,187)
AT1 capital end point basis 18,132 2,331
Tier 2 capital on a transitional basis 35,292 27,005
Grandfathered instruments
Perpetual cumulative preference shares (3,102) (8.413)
Cumulative term preference shares (8,143) (8141
Perpetual subordinated debt (9,337) (9,346)
Term subordmated debt (6,787) (13,260}
Transitional provisions
Signuficant capital investments in unconsohdated financial sector entitres 50,338 53,053
Tier 2 capital end point basis 58,261 40,898
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Capital instruments
(Unaudited)

The following 1s a summary of the group s CETI, AT and Tier 2 capital instruments at 31 December 2014

2014

CET]1 capital mstruments
Ordinary shares
38,420,982,901 1s3ued and fully paid ordinary shares

ATI capital mstruments
Floating rate perpetual subordinated loans, catlable from 2019
Perpetual non-cumulative preference shares

Ther 2 capital 1nstruments
Perpetual cumulative preference shares

Cumulative preference shares due 2024

Primary capital undated floating rate notes

Subordinated loan due 2021

Subordimnated loan due 2022

Subordmated loan due 2023

Subordinated loan due 2024 callable from 219

Floating rate subordinated notes due 2020, callable from 2015

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

2013

CET! capital mstruments
Ordinary shares
34 127,482,901 1ssued and fully paid ordinary shares

ATI caputal instruments
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 2020

Subordinated toan due 2021

Subordinated loan due 2022

Subordinated loan due 2023

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$1,500m
US$3.253m

US$400m

US$1,050m

US$1,200m

US$450m
US$300m
US$500m
US$1,600m
AUD200m
MYRS00m
MYR500m

HK$85 319m

US$3,953m

US$1,085m

US$1,050m

U8$1,200m

USS775m
US$450m
US$300m
1)58500m
AUD200m
MYRS00m
MYRS500m

Amount
recognised in
regulatory
captial
HKSm

94,593

14,737
25,229

3,102
8,143

9,337

3,490
23126
3878
12,409
1,178
1,056
1,063 .

25,400

83 865
30651
8413

8,141

——

9.346

6,010
3489
2326
1877
1,386
1,182
1,193

19,463

A description of the main features, and the full terms and conditions of the group’s capatal mstruments can be found i
the Regulatory Disclosures section of our website www hsbe com hk
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Statement of Directors’ Responsibilities

I'he lollowing statement which should be read in conjunction with the Audttor s statement of their responsibilitics set
out In therr report on page 77 1s made with a vicw to distingmishing for shareholders the respective responsibilities of
the Directors and of the Auditor n relation to the financial statements

The Mhirectors of The Honplong and Shanghar Banhing Corporation Lamited ( the Bank ) are responsible for the
preparation of the Bank s Annual Report and Accounts which comains the consohdated linancial statements of the
Bank and its subsidiaries (logether the group ) n accordance wath applicable law and regulations

The Hong kong Compamies Ordinance requires the Directors to prepare for each finanaial year the consohdated
financial statements for the group and the balance sheet and profit or loss for the Bank

I'he Directors are responsible lor ensuring adeguate accounting records are kept that are sufiicient to show and explaim
the group s transactions  such that the group s finanaial statements give g true and fair view

The Directors are responsible for preparing the consahdated financial statements that give 4 true and fair view and are
in accordance with Hong kong Pinancial Reporiing Standards ( HKFRSs ) 1ssued by the Hong kong Insuaute ot
Certified Public Accountants  The Directors have eleciud to prepare the Bank s balance sheet and profit or loss on the
same basis

The Directors the names of whom are set out in Report of the Directors on page 3 of this Annual Report confirm to
the best of thewr know ledge that

¢ the consohdated financial statements which have been prepared in accordance with HRIRSs have been prepared
in accordance with the applicable set of accounting standards and give a true and fair view of the assets habihties
financial posiion and profit or loss of the group and the undertakings tncluded i the consolidation taken as a
whole and

» the management report represented by the Financial Review and the Risk Report indlude a fair review of the
development and periormance of the business and the position of the group and the undentakings included m the
consohidation taken as a whole together with a deseripuion of the principal nsks and uncertainties that the group
faces

On behalf of the Board

Stuart T Gulliver
Chan man
23 February 2015
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Independent auditor’s report to the shareholder of The Hongkong and Shanghai
Banking Corporation Limited (incorporated in Hong Kong with limited liabihity)

We haye audited the consolidated {inancial statements of The Honghong and Shanghar Banking Corperation Limited
{ the Bank ) and its subsidiaries (together the group ) set out on pages 78 10 224 which comprise the consohdated and
the Bank s balance shects as ai 31 December 2064 the consohdated income statement the consolidated statement of
comprehensive income the consohdated and the Bank s statement of changes n equity and the consolhidated cash flow
statement for the year then ended and a summary of significant accounung pohicies and other explanatery information

Directors’ responsibility for the consolhidated financial statements

The directors of the Bank are responsible for the preparation of consohidated financial statements that give a true and
fair view n accordance with Hong Kong inancial Reporung Standards issued by the Hong Kong Institute ol Certified
Public Accountants and the Hong Kong Compames Ordinance and for such internal control as the dircctors determine
15 necessary to enable the preparation of consolidated financial statements that are free from matenal misstatement
w hether due to fraud or error

Auditor's responsibility

Our responsibility 15 1o express an opimion on these consolidated financial statements based on our audit  This report 1s
made solely to you as a body n accordance with section 80 of Schedule 11 1o the new Hong kong Companies
Ordinance (Cap 622) and for no other purpose We do not assume responsibihity towards or accept habihity to any
other person for the contents of this repont

We conducted our audit 1n accordance with Hong kong Standards on Auditing 1ssued by the Hong Kong Institute of
Cerufied Pubhc Accoumants Those standards require that we comply with etincal requirements and plan and perform
the audit 10 obtamn reasonable assurance as lo whether the consolidated financial statements are free from matenial
missiatement

An audit mvolves performimg procedures 10 obtain audit evidence about the amounts and disclosures 1n the
consolidated financial statements The procedures selected depend on the auditer s judgement including the
assessment of the rishs of material misstatement of the consolidated financial statements w hether due 1o fraud or error
In making those nish asscssments the auditor considers internal controf relevam to the entity s preparation ol
consohdated financial statements that give a true and far view in order to design audut procedures that are appropriate
m the arcumstances but not for the purpese of oxvprossing an opimion on the ctiectiveness of the entity s internal
control  An audnt also meludes evaluating the appropriateness of accounting policies used and the reasonableness of
accountung estimates made by the directors as well as evaluaiing the overall presentation ef the consohdaied Hinancial
statements

We believe that the audit evidence we have obtained 15 sufficient and appropriate to provide a basis for our audn
opinion

Opinion

In our opimion the consohdated finanaial statements give a true and fair view of the state of the affairs of the Bank and
the group as at 31 December 2014 and of the group s profit and cash flows for the year then ended in accordance with
Hong kong Financial Reporting Siandards and have been properls prepared wm accordance with the Hong Kong
Companies Ordinance

Kfémy

KPMG

Cernified Public 4ccountanis
8th Floor, Prince’s Building
10 Chater Road

Central

Hong Kong

23 February 20135
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Consolidated income statement for the year ended 31 Dacember 2014

2014 2013
Note HKSm HK$m
Interest income Ja 126,782 117,039
Interest expense 4b (31,673) (29,674)
Net interest income 95,109 87,365
Fee income 50,662 50187
Fee expense (6,040) (6,341)
Net fee income Jc 44,622 43,846
Net trading income 4d 20,220 16,577
Net income from financial instruments designated at fair value de 4,048 2475
Gains less losses from financial investments 4 2,389 442
Dividend income £/ 1,374 1.175
Net insurance premium mcome 5b 57,307 53,663
Net gain/(loss) on reclassification of associates 4h 251) 3,157
Gain on sale of Ping An - 34070
Gther operating income 4t 8,753 11418
Total eperating income 23357 259188
Net insurance claims and benefits paid and movement in liabilities to pohicyholders Sc (60,182) (56,592}
Net operating income before loan impairment charges
and other credit risk provisions 173,389 202,596
Loan impairment charges and other credit nisk provisions 4 {4.925) {3,532)
Net operating income 168,464 199,064
Employee compensation and benefits 6a {38,3%4) {36,938)
General and admimistrative expenses ELS {28,278} {26,127
Depreciation of property, plant and equipment 24 (4,107} (3,988)
Amortisation and impairment of intangible assets 23c (1,671) (1,675)
Total operating expenses (72,950) {68,728)
Operating profit 95,514 130 336
Share of profit in associates and joint ventures 15,675 14,420
Profit before tax 111,189 144 756
Tax expense 7 (19,012) (15,701)
Profit for the year 92,177 129,055
Profit attributable to shareholders 86,428 119 009
Profit attributable to non-controlling interests 5,749 10,046
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements (continued)

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

2014 2013
HKSm HEKSm
Profit for the year 92,177 129,055
Other comprehensive iIncome/{expense)
Items that will subsequently be reclassified to the income statement
when specific condittons are met
Available-for-sale investments
— fair vatue changes taken to equity 24,365 (6,456)
— fair value changes transferred to the income statement on disposal (4,632) {34,643)
— amounts transfetred to the income statement on 1mpairment 2,140 -
— fair value changes transferred to the income statement on hedged items (311) 2,179
— Income taxes (1,378) 1,097
Cash flow hedges
— fair value changes taken to equity 3,470 5,778
— fair value changes transferred to the income statement (4,429) (5,789)
— Income taxes 189 (6)
Share of other comprehensive income/(expense) of associates and jJoint ventures 326 (698)
Exchange differences (8,033) (5,981)
Items that will not subsequently be reclassified to the income statement
Property revaluation
~ fair value changes taken to equity 4,510 5,687
— Income taxes (731) (949}
Remeasurement of defined benefit
— before income taxes (704) 2281
— Income taxes 41 (374)
Other comprehensive mcome/(expense) for the year, net of tax 15,223 (37.874)
Total comprehensive income for the year, net of tax 107,400 91,181
Total comprehensive income for the year attributable to
— shareholders of the parent company 94,181 81,689
- non-controlling interests 13,215 9,492
107,400 91,181
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Consolidated balance sheet at 31 December 2014

Now
ASSETS
Cash and sight balanccs at central banks i
ltems in the course ot collection {rom other banks
Hong hong Gov ernment certsficates of indebtedness 11
Trading assets 12
Dervatives 13
Fmancial asscts designated at tair v alue 14
Reverse repurchase agreements — nen-trading 15
Placings with and ad ances to banks
Loans and adyances 10 customers 16
T'mancial im estments 19
Amounts due from Group companies
Interests tn associates and jomt ventures 22
Goodwill and intangible assets 23
Propurty plant and equipment 24
Deterred tas assls 7
Other assets 26
Total assets
TIABIITIFS
Hong kong currency notes in circulation I
Tiems in the course ot transmission 1o other banks
Repurchase agreements — non-trading 13
Deposits by banks
Cuslomer accounts a7
Trading liabilitics 28
Dermaines 13
Mmancial abilities designated at tair value 29
Debt securitics in (ssue 30
Reticement bencdit habilitics 6c
Amounts due te Greup companes
Other liabilitees and provisions 317
Liabiliuies under insurance contracts 32
Current tax habilties 7
Dxeforred tax habilitics 7
Subordinated liabilines 34
Pruierince shares 35
Tatal habihties
EQUITY
Share capial 36
Other equity mstruments 37
Other resenes
Retained profits
Proposed tourth interim dividend 9

Total sharcholders cquity
Non-controlling interests

Total cquity

Total equty and hiahlities

Diiector s
Stuart T Gulhiver

Rose W M Lee <
Peter T S Wong
7 .

2014 2013
HhSm HK$m
156,475 158 879
21,122 16 346
214,654 195 354
407 026 311400
389,934 388 727
98,195 90 146
218,901 130 384
188,313 564 321
2,815,216 2619245
1 456,493 137977
191,694 161975
116,654 107 852
15,078 41 882
104,679 101 240
1,436 2294
150,876 148 939
6,876,746 6439 333
214,654 195 554
31,331 34 240
28,379 6312
226,713 231 358
4,479,992 4253 698
215,812 195032
367,128 365052
15,834 41715
15,297 51333
5,606 4 856
135,814 91 797
87,731 88 809
310,182 276 180
2,927 3722
i8,.586 16 031
12,832 13107
36,582 47 314
6,268 400 597131
96,052 85319
14,737 -
107.985 89 564
324,811 200926
14,250 15 Q00
557435 480 809
50.511 41415
608,346 522224
6,876,746 6439 353
VS

Secretary

Paul A Stafford
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Consohdated statement of changes in equity for the year ended 31 Decembaer 2014

2014
Other reserves
Retamed Available- Totl
Other  profits and Propenty for-sake Cash Nlow Forrign share- non-
Share Equity proposed  revaluation 1avertment hedge exchange holders® costralling Total
capitsl [astruments dividend reserve! reserve’ reserve’ Reserve’ Other® equity interests equly
HRSm HhSm 1HKSm HKSm HKSm HKSm HKSm HKSm HKSm HKSm HKSm
AL 1 Jenuary 85319 - 35528 46,336 3280 197 9,619 0,132 430,809 41,415 512,124
Profit foc the vear - - 36428 - - - - - 36,418 5749 92,177
Other camprehenaine income
(et of tax) = = {930) 3540 13 255 (353) (1747 {2} 7,753 7470 15 223
Avmlable-for sale
i estments -1 ] = - 12,931 - - - 12,932 7,252 20,184
Cash flow hedges 1 -1 - - - {363) - - (363) {7 {370)
Propetty ey shustion — - (20 3,540 - - - - 3320 459 3,779
Actuanal losses on defined
benefit plans -] -1 %) - - - - - (715) 52 {663)
Share of other comprebensive
income of assoctates and
Joint ventures e e 5 - 3 - - {2 326 - 326
Eonty e i i _ - - - (3,147 - (LMD (286) (3,033)
Toual comprehensive income
{or the year - - 85,498 3540 13,255 (363) (7,747 {2) 94,181 13,219 107,400
Shares ssued 10,733 - - - - - - - 10,733 - 10 733
Other equity insirements
1zsued® - 14,737 - - - - - - 14,737 - 14,137
Dividends paid - - {42,750) - - - - - (42,750) (3,981} 46 731)
Moy emenl tn respest of
thare-based pavment
arrangements - P (141) - - - - 261 128 5 125
Other mos ernents - - & - [13) - - - 5 {147} {142}y
Transfers’ - - (FATE) (5.395) 3 - - 10,870 - - -
At 31 Decemnber 96.05_1 14,737 339,061 43,431 16.537 (166) 1572 41,261 557838 50,511 08,346

(panujued} SIUBLUBLESS |BIDUBUIY

QILINIT NQILYEOJHOD SNINNYE IVHDNYHS ONY SNONDNQH 3HL




Consolidatad statement of changes in equity for the year ended 31 December 2014 (continued)

2013
Cther reserves
Retuned Ayvmloble- Toad
profity end Property foc-sale Cash flow Forergn share Non

Share propossd  maaliauion imvestment bedpe exchenpe holders controlling Total

capatal dividend resene’ resenne’ resene’ Resene* Other* equity Imerests equity

Hh$m HRSm Hi$m HhS$m HK$m Hi$m HK$m HiSm HhSm Hh$m
At | January 58 969 244 640 43 451 40 380 210 15193 34 3%6 437399 35679 473078
Profit for the vear - 115009 - - - - - 119009 1046 129055
Orher comprehenais ¢ income {net of wx) - 1,451 4,272 {37.293) (13) (5,504) {163) (37,320} (554) (37 874)
Available for sale mvesiments - - - (36 744)| - - - (36 744 ) {1 079} (37813)
Cash flow hedges - - - - {13) - - (L3) 4} {7}
Property revaluauon - {202} 4272 - - - - 4070 663 4738
Actuanal gans on defined benefit plans - 1661 - - - - - 1661 246 1 207
Share of other comprehensive come of

2420C12163 and Joint ventures - {9} - {5126) - - {163y (698} - (698)
Exchenge defferences - ! - (23) - (5574 - (5.596)! (38%) (5.981)
Total comprehensis ¢ income Tor the vear - 120 460 42712 {37.29%) (13) {5 574) (163} 81689 9492 91181
Shares 1xsued 26 350 - - - - - - 26350 - 26,35¢
Dividends paid - {47 01y - - - - - (47 000) {3 8306} {51 836)
Moyement 1 respect of share-based
payment arrangements - {355) - - - - 240 (115) 11 (104

Other movements’ - 7 - (€)1 - - (17 5t4) (17514) 6% {17 445)
Trensfers® - {11,826} {1,387) = - - 13213 = = —
A1 31 December 35319 305 926 46,336 3280 197 9619 30132 430 300 41415 322,224

1 The properly revaluation rescrve represents the difference between the fatr value of the property and its depreciated cost
2 The aualahlefor-sole mvestment reserve includes the cumulotive net change w the fmr volie of available for-sale tvestmants other than impatrments which have been reconised tn the income

statement
The cash flow hedge reserve comprises the effective portion of the cumulative net change i the fair value of cash flow hedging mstruments related 1o hedged transacnons
4 The foreign exchange reserve comprises oll foreign exchange differences ansing from the I of the fi ! of foreign uf as well as from the transiation of liabiiines thar

hedge the Bunk s net tnvestments in foreige operations

8 The other reserves muinly compiisc the shoro-bused puyiment reserve decount purchose premim ariting from transfer of business within the HSBC Group and other non-distriburable reserves The
share based payment reserve account is used to record the amount relating to share options granted to employres of the group directly by FISBU Holdings ple

& Durmng 2014 the Bank ssved new capital enstruments that are included in the group 3 capital base ax Basel i1l-compliant additional ter § capital wnder the Banking (( apual) Rules

7 InNovember 2013 we acquired the Hong Kong and Sangapore branches aof HARC Private Bank (Sursse) S The purchase presuum paid m excess af the net asseis aoquired was chorged o reserves within
the line ttem ‘(ther mavements

& The movwement from Retained profirs io Other reserves includes ihe relevont transfers n assoctates occording to local regulatory requirements




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements {continued)
TR

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

Note
Operating activities
Cash generated from operations 40
Interest received on financial investments
Dividends received on financial investments
Dividends recerved from associates
Taxation paid

Net ¢ash inflow from operating activities

Investng achvities

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 intangible assets

Net cash cutflow 1n respect of the purchase of interests in business portfolios 4ic
Net cash inflow/(outflow) from the sale of interests in business portfohios 4id
Proceeds from the sale of interests in associates

Net cash outflow from mvesting activities

Net cash inflow before financing

Financing

Issue of ordinary share capital

Issue of other equity instruments

Issue of subordinated habihitics

Redemption of preference shares

Repayment of subordinated Liabilities

Ordnary dividends paid g
Dhvidends pand to non-controlling interests

Interest paid on preference shares

Interest paid on subordinated habilities

Net cash ountflow from financing

Increase 1o cash and cash equivalents 4la

2014 2013
HKS$m HK$m
61,780 158,886
14,891 13,222
1,466 1,087
4,765 4,468
(17,546) (16,182)
65,356 161,481
(403,722) (350,187)
385,353 267,382
(2,864) (8,419)
180 1,003
(1,546) (1,502)
- (1,792)
2,882 (2,670)
— 2,840
(19,717) (93.345)
45,639 68,136
10,733 26,350
14,737 -
12,409 -
{10,733) (36,042)
(6,010) (338)
{42,750) (47,000}
(3,981) (3.836)
(1,108) (2,294)
(1,056) (829)
{27,759 {63,589)
17,880 4,147




Bank balance sheet at 31 December 2014

2014 2013
\ore HKSm Hh$m
ASSETS
Cash and sight balances at central banks i 120,468 112 385
Items in the course of collection from other banks 15,888 10 922
Hong hong Government certificates of ndebtedness i 214,654 195 354
Trading assets 12 298,365 2353599
Dernatives 13 374,876 377183
Financial assets designated at fair value 4 1,257 1361
Reverse repurchase agreemants — non-trading 15 116,113 86 601
Placings with and ads ances to banks 206,309 250918
[ oans and advances to customers 16 1.590,711 1 483910
Financial inv estments 19 721,983 758 583
Amounts due from Group companics 404,136 366 8RO
Investments 1n subsidiaries 24 70,849 63272
[nterests 1n associates and joind ventures 22 39,830 10410
CGioodwill and intangible assets 23 4307 4330
Propcrty plant and equapment 24 76,884 80 144
Deterred tax assets 7 664 999
QOther assets 26 94617 38 400
1otal assets 4351 911 4 168 060
LIABILITIES
Honp hong currency notes in curealation H 214 654 195 554
ltems 1n the course of transmission to other banks 22,512 24774
Repurchase agreements — non-trading I 21,033 5951
Depostis by banks 174 385 192025
Customer accounts 17 2814510 2723322
Trading habilsties 28 98.549 82623
Dervatives 13 353 645 354693
Mnancial habihiies designated at farr value 29 9.180 4759
Debt secunties i 1ssue 30 32,089 30 002
Retirement benetit habihties 6 3,663 2689
Amounts due 1o Group companics 187,935 156 144
Other habilinies and provisions 31 47,777 51265
Current 1ax habaliies 7 1,840 2029
Dederred tay habihties 7 6,435 6503
Subordmated habilities 34 9,337 9346
Preterence shares 35 36,474 47 205
Total habilities 4,034,018 3 §88 946
EQUITY
Share capnal 3o 96,052 83319
Other equity instruments i7 14,737 -
Other reserves 7.253 10 337
Retained profits 185,601 168 458
Proposed fourth interim dividend 9 i4.250 150060
Total equity 317893 279114
Total equits and habilities 1351911 4 168 060
Dueciors > Secreran™

Stuart T Gulliver Paul A Stafford
Rose W M Lee Q
Peter T S Wong
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Bank statement of changes in aquity for the year ended 31 December 2014

At Jmyan
Profit for the year

Other comprehens e income (net of )
Araulable-for-sale wvestments

Cash flow hedges

Property revaluation

Actuneial losses on defined benefit plans
Exchange differences

Total comprehensive Lscome

Shares istued

Crher equity instruments issed®

Dnvideads paid

Mor ement i respect of share-based pavnent
arTengements

Other movements

Transfers

At 3] December

1014
Oaher reserves
Retained Avulable
Other profits and Praperty for-eale Cash flow Fortign

Share equity propesed I hedge exchange Totat

capital  instruments dividend reserve! reserve’ reserve’ Reserve Other* equity

HRSm HKSm HKS$m HKSin HKSm HKSm HKSm HK$m HKS$m
85319 - 183,458 18,256 4,561 188 {7127} {15,542y 279,114
- - 59,480 - - - - - 59430
- — {948, 3269 {1,987) (294) (1,698 - (1.656)
_ — - - (1,987) ~ - - (1.987)
- - - - - (294) - - (294)
- - a2 3.269 - - - - 348
- - (825) - - - - - (81%)
- - - - - = {1,698) b {1,698)
- - 534 3269 (1,987 (294) (1,698) - 57824
10733 - - - - - - - 16733
- 14 737 - - - - - - 14737
- - 42,750 - - - - - (42 750)
- - {123} - - - - 218 95
- - 5 (1,865} - - - {1860}
= - 77 m - - - - -
96,052 14,737 199,851 25,933 2,575 (106) (8.825) {15,324) 317,893

{pnuaucd) GJUBLIGIEIS |BIOUBUIY

QILIWIT NQILVHDJIEOD DNDINYR IYHDNYHS ONY ONOYDNOH IHL



48

Bank statement of changes in equity for the year ended 31 December 2014 (continued)

2013
Onher reserves
Retamned Arallable
profits and Property for sale Cash flow Foreign

Share proposed res gluation vestmnent hedge exchange Totat

Capital dividend resene! Teserve? reserve’ Restne* Other® equity

HKS$m HKSm HK$m HK$m HE$m HKSm HKS$m HK$m

At | Januany 58 969 126374 26 876 36118 220 (2 784) 1789 241 562
Profit for the year - 108 678 - - - - - 108 678
Other comprehensive income (net of tax) - 972 2,061 (31,542} (32 (4,343) - (32,384)
Available-for-sale imyesiments - - - (31 520 - - - (31 520,
Cash flow hedges - - - - (32 - - {32
Propety rer aluauon - (18 1061 - - - - 1 945
Actuarial gans on defined benefit plans - 1088 - - - - - 1088
Exchange differences = - - {22 - (4343 - {4 365,
Total comprehensive Income — 109 630 2061 (31 542} {32) {4 343) - 75794
Shares 1ssued 26 350 - - - - - - 26 350
Dnidends pud - (47 (00) - - - - - (47 000}
Mo ement in respect of share based payment arangements - {267) - - - - 183 (84)
Other movements’ - pil - ¢14) - - (17.514) (17 508)
Translers - 681 {681) — — - — -
At 31 December R5 319 183 458 28 236 4 562 188 (7 127) (15 542) 279 114

The property revel: resenv rep the diffe bepwgen the fair value of the propersy and s depreciated cost

The avarlable for-sale mvestment reserve includes the cumulative nes change in the faer value of avanlable-for-sale investments other than impairments which have heer recogmised in the income syatement
The cush flow hedge reserve comprises the effecitve portion of the cumulutve net change i the fair vaiee of cash flow hedgimng msrruments refeaed to hedged runsacnons

The foreign exchange reserve comp all foreign exchange differences ansmg from the f of the fi ! of foreign aperations as well as from the t anslatron of habilities that
hedge the Bank 5 nel investments in foreign operations

b U e -

5 The other reserves mainly comprise the share-based payment reserve account purchase premiim artsing from transfer of business within the HS8C Group and other non-fisirshutable reserves The
share based paymenr reserve account is used ro record the amauni relating 1o share opnons granted ro emplayees of the group direcrly by H3BC Holdings ple

6 During 2014 the Bank issued new caprial instruments that are snchuded in the group s capital base at Basel fl-compliont additional tier | capntal under the Baniing (Caprtal} Rules

7 In November 2013 we acquired the Hong Kong and Simgapore branches of HYBC Prrvare Bank (Swrsse) S The purchase premium pond in excess of the net assers aoquived was charged o reserves within
the fine item 'Other movements




THE HONGKONG AND SHANGHA!I BANKING CORPORATION LIMITED

Notes on the Financial Statements

Basis of preparation

a Comphance with Hong Kong Financial Reporting Standards

Hong Kong Financial Reporting Standards (‘HKFRSs’) comprise Hong Kong Financial Reporting Standards,
Hong Kong Accounting Standards (*“HKASs’) and Interpretations 1ssued by the Hong Kong Institute of Certified
Public Accountants (‘HKICPA™)

The consolidated financial statements of the group and the separate financial statements of the Bank have been
prepared in accerdance with HKFRSs and accounting principles generally accepted 1 Hong Kong These financial
statements also comply with the requirements of the predecessor Hong Kong Companies Ordinance (Cap 32)
which are applicable to the preparation of financial statements This 15 in accordance with the transitional and
savings arrangements for Part 9 of the new Hong Kong Compames Ordinance (Cap 622), *Accounts and Audit
{‘new Companies Ordinance ), ‘Accounts and Audit’, which are set out 1n sections 76 to 87 of Schedule 11 to that
Ordinance

Standards adopted during the year ended 31 December 2014

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

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

New Compamies Ordinance

The new Companies Ordinance came into operation on 3 March 2014 As a result, the concept of authorised share
caprtal no longer exists and the Bank’s ordinary and preference shares no longer have par or nominal values with
effect from 3 March 2014 There was no impact on the Bank s share capital or the number of shares in 1ssue as a
result of this transition

Presentation of information

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

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

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

In the second half of 2013, Global Banking and Markets changed the way 1t managed repo and reverse repo
transactions From 1 January 2014, nen-trading reverse repos and repos are presented as separate lines in the
balance sheet to align disclosure with market practice and provide more meaningful information 1n relation to loans
and advances Previously, non-trading reverse repos were included within  Placings with and advances to banks’
and ‘Loans and advances to customers’, and non-trading repos were included within Deposits by banks’ and
*Customers accounts’

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

‘Placings with and advances to banks’ 1s a new line which combines *Placings with banks with remamning matunty
of one month or less” {previously included under ‘Cash and short term funds’) and *Plactngs with banks maturing
after one month ‘Certificates of deposit™ are now included within *Financial investments’ rather than being shown
scparately on the face of the balance sheet

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

31! December 2013 consolidated balance sheet items

As previously As
disclosed Adjustments re-presented
Assets HKSm HKSm HKSm
Cash and short-term funds 1,132 719 (1,132,719) -
Cash and sight balances at central banks - 158,879 158,879
Reverse repurchase agreements — non-trading - 150,584 150,584
Placings with banks maturing afier one month 216,970 (216,970) -
Placings with and advances to banks - 564,521 564,521
Certificates of deposit 88,207 (88,207) -
Loans and advances to customers 2669238 (49 993) 2619245
Financial investments 765,866 613,905 1,379,771
Liabilities
Repurchase agreements — non-trading - 6,312 6,312
Depostts by banks 236616 (5.258) 231358
Customer accounts 4254752 (1 054) 4,253,698

d Consohdation

The consolidated financial statements compnse the financial statements of The Hongkong and Shanghai Banking
Corporation Limited (“the Bank’) and 1ts subsidiaries (‘the group’) made up to 31 December 2014 The group
controls and consequently consolidates an entity when 1t 1s exposed, or has rights, to vanable returms from its
involvement with the entity and has the abihty 10 affect those returns through 1ts power aver the entity The group
1s considered to have power over an entity when 1t has existing rights that give it the current abihity to direct the
relevant activities of the entity For the group to have power over an entity, it must have the practical ability to
exercise those nghts In situations where potential voting nights exast, these are taken into account if the group has
the practical ability to exercise those rights

Where voting rights are not relevant in deciding whether the group has power over an entity, the assessment of
control 18 based on all facts and circumstances The group may have power over an entity even though 1t holds less
than a majonty of the voting rights, 1f 1t holds addiuonal nights ansing through other contractual arrangements or
substanuive potential voting rights which give it power
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Basis of preparation (continued)

When assessing whether to consolidate investment funds, the group reviews all facts and circumstances to
determine whether the group, as fund manager 1s acting as agent or principal The group may be deemed to be a
principal, and hence controls and consolidates the funds when 1t acts as fund manager and cannot be removed
without cause, has variable returns through significant umit holdings and/or a guarantee, and 1s able to influence the
returns of the funds by exercising its power

Changes 1 a parent’s ownership interest 1n a subsidiary that do not result in a loss of control are treated as
transactions between equity holders and are reported in equity

Entities that are controlled by the group are consolidated from the date the group gains control and ceases 1o be
consolidated from the date the group loses control of the entities

The group performs a re-assessment of consolidation whenever there 15 a change 1n the facts and circumstances
relevant to determining the contro! of entities

All intra-group transactions are eliminated on consolidation

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

Future accounting developments

At 31 December 2014, a number of standards and interpretations, and amendments thereto, had been 1ssued by the
HKICPA, which are not effective for the group’s consolidated financial statements as at 31 December 2014 In
addition to the projects o complete financial mstrument accounting discussed below, the HKICPA 15 working on
projects on insurance and lease accounting which could represent significant changes to accounting requirements in
the future

In July 2014, the HKICPA 1ssued HKFRS 15 ‘Revenue from Contracts with Customers® The standard s effective
for annual periods beginning on or after 1 January 2017 with early adoption permitted HKFRS 15 provides a
principles-based approach for revenue recogmition, and mtroduces the concept of recognising revenue for
obligations as they are satisfied The standard should be applied retrospectively, with certaun practical 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 lLabilities, impairment of financial assets and hedge
accounting

Classification and measurement

The classification and measurement of financial assets will depend on the entity’s business model for their
management and their contractual cash flow characteristics and result 1n financial assets being classified and
measured at amortised cost, fair value through other comprehensive income (*FVOCI’) or fair value through profit
or loss In many nstances, the classification and measurement outcomes will be sumilar to HKAS 39, although
some differences will arise For example, since HKFRS 9 docs not apply embedded denivative accounting to
financial assets, equity securities will be measured at fair value through profit or loss or, in limited circumstances,
at fair value through OCl 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 habilities 1s essentially unchanged,
except that, for certain habilities measured at farr value, gains or losses relating to changes n the entity’s own
credit risk are to be included i OCI
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Basis of preparation (continued)

Impairment

The mopairrment requirements apply to financial asseis measured at amortised cost, FVQCI, lease recetvables,
certain loan commitments and financial guarantee contracts At initial recognition, allowance (or provisien in the
case of commitments and guarantees) 1s required for expected credit losses {‘ECL’) resulting from default events
that are possible within the next 12 months (‘12 month ECL’) In the event of a significant increase 1n credit risk,
allowancc (or provision) 1s required for ECL resulting from all possible default events over the expected life of the
financial mstrument (‘hifetime ECL’)

The assessment of whether credit nisk has mncreased sigmificantly since iitial recognition 1s performed for each
reporting period by considering the probability of default occurring over the remamming life of the financial
instrument, rather than by constdering an increase in ECL

The assessment of credit risk, as well as the estimation of ECL, are required to be unbrased, probability-werghted
and should incorporate all available information which 1s relevant to the assessment, 1ncluding 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 tme value of money As a
result, the recognition and measurement of impairment is intended to be more forward-looking than under HKAS
39 and the resulting impairment charge will tend to be more volatile It will also tend to result n an increase n 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 hitehme ECL applies 1s hkely to be larger than the population for which
there 1s objective evidence of impairment 1n accordance with HKAS 39

Hedge accounting

The general hedge accounting requirements aim to simplify hedge accounting, creating a stronger link between 1t
and risk management strategy and permiting the former to be applied to a greater variety of hedging instruments
and risks The standard does not explicitly address macro hedge accounting strategies, which are being considered
in a separate project To remove the risk of any conflict between existing macro hedge accounting practice and the
new general hedge accounting requirements, HKFRS 9 includes an accounting policy choice to remain with HKAS
39 hedge accounting

The classification and measurement and impairment requirements are apphed retrospectively by adjusting the
opening balance sheet at the date of mitial application, with no requirement to restate comparative perniods Hedge
accounting 1s generally applied prospectively from that date

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

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 1n place since 2012, but due to the complexity of the classification and
measurement, impairment, and hedge accounting requirements and their inter-relationships, 1t 15 not possible at this
stage 1o quantufy the potential effect

New Compantes Ordinance

Part 9 “Accounts and Audit’ of the new Companies Ordinance will be effective for annual periods beginning on or
after 3 March 2014 It will primanly affect the presentation and disclosure of information 1n the group s financial
statements The group 1s 1n the process of making an assessment of the impact on the consolidated financial
statements Currently we do not expect the changes in the new Compames Ordinance to have a material impact on
the consohidated financial statements of the group
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2  Cntical accounting eshimates and judgements in applying accounting policies

The resuits of the group are sensitive 10 the accounting policies, assumptions and estimates that underlie the
preparation of our consolidated financial statements The sigmficant accounting policies are described in note 3 on the
financral statements

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

Loan impeatrment

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

For individually sigmificant 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 impairment loss that 1s recorded

For collectively assessed loans judgement 1s mvolved in selecting and applying the criteria for grouping together loans
with ssmilar credit charactenistics, as well as n setecting and applying the statistical and other models used to estimate
the losses icurred for each group of loans 1n the reporting pertod 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 1dentifying changes that may be required, but the process 1s inherently one of
estimation

Vaiuation 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 tn active markets are based on bud prices for assets held and offer prices for liabilities
1ssued Where a financial instrument has a quoted price 1n 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 15 active may include, but 1s not restricted to, the consideration of factors such as the magnitude and
frequency of trading activity, the availability of prices and the size of bid/offer spreads The bid/offer spread represents
the difference in prices at which 2 market participant would be willing to buy compared with the price at which they
would be willing to seil Valuation techmiques may incerporate assumptions about factors that other market
participants would use in their valuations, including

s the likebhood and expected timing of future cash flows on the instrument fudgement may be required to
assess the counterparty’s ability to service the mstrument (n accordance with its contractual terms Future
cash flows may be sensitive to changes in market rates,

e selecting an appropriate discount rate for the instrument Judgement 15 required to assess what a market
participant would regard as the appropnate spread of the rate for an instrument over the appropniate nsk-free
rate,

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

A range of valuation techniques 1s employed, dependent on the instrument typc and available market data Most
valuation techniques are based upon discounted cash flow analyses, in which expected future cash flows are calculated
and discounted to present value using a discounting curve Prior to considening credit nisk, 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, (f available In option models, the probability of different potential future outcomes must be considered In
addition, the value of some products are dependent on more than one market factor, and in these cases 1t will typically
be necessary 1o consider how movements in on¢ market factor may affect the other market factors The model mputs
necessary to perform such calculations include interest rate yvield curves, exchange rates, volatlities, correlations,
prepayment and default rates For interest rate dernivatives with collateralised counterpariies and in sigmificant
currencies, the group uses a discounting curve that reflects the overmight interest rate (‘OIS discounting )
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2 Cntical accounting estimates and judgements i applying accounting pelicies (continued)}

The majonty of valuation techniques employ only observable market data. However, certain financial istruments are
valued on the basis of valuation techmiques that feature one or more sigmificant market inputs that are unobservable,
and for them the measurement of fair value 1s more judgemental An instrument 1n its entirety 15 classified as vatued
using significant unobservable mputs 1f, 1 the opinion of management. a sigmificant proportion of the instrument’s
inception profit or greater than 5% of the instrument’s valuation 1s driven by unobservable inputs ‘Unobservable’ in
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 likely to occur It generally does not mean that there 1s no data available at all upon
which to base a determenation of fair value (consensus pricing data may, for example, be used} All farr value
adjustments are included within the levelling determination

The group’s accounting pohcy for valuation of financial instruments 18 included in note 3(1) and 1s discussed further in
note 49 ‘Fair value of financial instruments carried at tair value®

Interests 1n associates

Determining whether an investment m another entity should be classified as an investment in an associate requires
Judgement Management considers all aspects of the relationship between the investor and the investee in order to
determine whether the group has significant influence over the investee Sigmificant influence 15 the power to
participate 1n the financial and operating policy decisions of the mnvestee but 1s not control or joint controt of those
policies Where significant influence exists, an investment 15 classified as an associate and 1s accounted for using the
equity method, while an investment in an entity which 1s not an associate. joint venture or subsidiary 15 accounted for
etther at fair value through profit and loss, or as an available-for-sale mvestment

Under the equily accounting method, investments m associates are imtially stated at cost, and are adjusted thereafier
for the post-acquisition change 1n the group’s share of the net assets of the associate  An nvestment in an associate 1§
tested for impairment when there 15 an indication that the investment may be impaired At 31 December 2014, the far
value of the group's investment in Bank of Commumications Co , Ltd (*BoCom’) had been below the carrying amount
for approximately 32 months, apart from a short period 1n 2013 The conclusion of the impairment test, based on the
assessment of the value 1n use, was that the investment 1s nol impatred The measurement of value 1n use involves
significant judgements 1n estimating the present values of cash flows expected to anse from continung to hold the
investment Note 22 of the Financial Statements includes detarled mformation on the group's investment in BoCom [t
provides a description of the key assumptions used 1n estimating value n use, the sensitivity of the value 1n use
calculation to different assumptions and a sensitivity analysis that shows the changes i key assumptions that would
reduce the excess of value in use over the carrying amount (“headroom’) to mil

Liabilities under 1nvestment coniracts

Estimating the habilities for long-term nvestment contracts where the group has guaranteed a mumimum return
involves the use of stauistical techmques The selection of these techniques and the assumptions used about future
Interest rates and rates of return on equities, as well as behavioural and other future events, have a significant impact
on the amount recogmsed as a hability
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2 Cntical accounting estrmates and judgements in applying accounting policies (continued)
Insurance contracts
Present value of in-force long-term mmsurance busmess (‘PVIE’)

The value of PVIF, which 1s recorded as an intangible asset, depends upen assumptions regarding future events These
are described m more detail 1n note 23(b) The assumptions are reassessed at each reporting date and changes in the
estimates which affect the value of PVIF are reflected in the income statement

Insurance habilities

The estimation of insurance habilities mvolves selecting statistical models and making assumptions about future
events which need to be frequently calibrated against experience and forecasts

3  Summary of sigmficant accountmmg policies

a Interest income and expense

Interest income and expense for all financial instruments, except those classified as held for trading or designated
at fair value (except for debt securities 1ssued by the group and dervatives managed in comjunciion with those debt
securities) are recogmsed in ‘Interest income” and ‘Interest expense’ In the income statement using the effective
interest rate method The effective interest rate method 15 a way of calculating the amortised cost of a financial
asset or a financial habiity (or groups of financial assets or financial liabilities) and of allocating the nterest
ncome or interest expense over the relevant period

The effective interest rate 15 the rate that exactly discounts estimated future cash payments or receipts through the
expected hife of the financial mstrument or, where appropriate, a shorter pertod, to the net carrying amount of the
financial asset or financial hability

Interest on impaired financial assets 1s recogmsed using the rate of interest used to discount the future cash flows
for the purpose of measuring the impairment loss
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3 Summary of sigmficant accounting policies (continued)
b Non interest income

Fee income 15 camed from a diverse range of services provided by the group to its customers Fee income 1s
accounted for as follows

* 1mncome eamed on the executton of a sigmficant act 1s recogmsed as revenue when the act 15 completed (for
example, fees aristng from negotiating. or participating n the negotiation of, a transaction for a third-party,
such as an arrangement for the acquisition of shares or other securities),

+« income camed from the provision of services 1s recognised as revenue as the services are provided (for
example, asset management, portfoho and other management advisory and service fees), and

+ ncome which forms an integral part of the effective interest rate of a financial instrument 1s recognised as an
adjustment to the effective interest rate (for example, certain loan commitment fees) and recorded in ‘Interest
mcome (note 3(a))

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

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

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

* all gains and losses from changes n the fair value of derivatives thait are managed in conjunction with financial
assets and habilities designated at fair value through profit or loss, and

* nterest income, intcrest expense and dividend income 1n respect of

— financial assets and financial habilities designated at fair value through profit or loss, and
-~ denvatives managed 1n conjuncuion with the above,

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

Dividend mcome 15 recognised when the nght to receive payment 1s established This 1s the ex-dividend date for
listed equity securities, and usually the date when shareholders have approved the dividend for unlisted equity
securities

¢ Operating segmenits

The group has a matrnix management structure The group’s chief operating decision-maker regularly reviews
operating activity on a number of bases including by geography and by global business The group considers that
geographical operating segments represent the most appropriate nformation for the users of the financial
statements to best evaluate the nature and financial effects of the business activities in which the group engages,
and the economic environments 1n which it operates T'his reflects the importance of geographic factors on business
strategy and performance, the allocation of capital resources, and the role of geographical regional management 1n
execuling strategy As a result, the group’s operating segments are considered to be geographical regions

Measurement of segmental assets, habiliies, income and expenses 15 1n accordance with the group’s accounting
policies Segmental income and expenses include transfers between segments and these transfers are conducted on
arm s length terms and conditions Shared costs are included in segments on the basis of the actual recharges made
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3 Summary of significant accounting policies {connnued)
d Loans and advances to banks and customers

These include loans and advances onginated by the group which are not classified as either held for trading or
designated at fair value They are recognised 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 substantially all the nisks and rewards of
ownership are transferred They are imtially recerded at fair value plus any directly attnbutable transaction costs
and are subsequently measured at amortised cost using the effective interest rate method, fess any reduction from
unpairment or uncoliecubility Where exposures are hedged by denvatives designated and qualifying as fair value
hedges, the carrying value of the loans and advances so hedged includes a fair value adjustment relating only 1o the
hedged risk

Loans and advances are reclassified to ‘Assets held for sale’ when they meet the critena presented 1n note 3{ad),
however, therr measurement continues to be measured in accordance with this policy

The group may commit to underwrite loans on fixed contractual terms for specified periods of time Where the
loan ansing from the lending commitment 1s expected to be held for trading, the commitment to lend 1s recorded as
a derivative On drawdown, the loan 1s classified as held for trading Where the group intends to hold the loan, a
provision on the loan commitment 15 only recorded where 1t 1s probable that the group will incur a loss On
mception of the loan, the loan to be held 1s recorded at its fair value and subsequently measured at amortised cost
For certain transactions, such as leveraged finance and syndicated lending activitigs, the cash advanced may not be
the best evidence of the fair value of the loan For these loans where the 1mmtial fair value 1s lower than the cash
amount advanced the difference 1s charged to the income statement 1n other operating income The write-down
will be recovered over the life of the loan, through the recognition of interest income, unless the loan becomes
impaired

e Impairment of loans and advances

Losses for impaired loans are promptly recogmised when there 15 objective evidence that impairment of a loan or
portfolio of loans has occurred Impairment allewances are calculated on individual loans and on groups of loans
assessed collectively Impairment losses are recorded as charges to the income statement The carrying amount of
mmpaired loans on the balance sheet 1s reduced through the use of impairment allowance accounts Losses which
may anse from future events are not recogmsed

Individually assessed loans and advances

The factors considered i determining whether a loan 1s individually significant for the purposes of assessing
impairment include the size of the loan, the number of loans i the portfolio, and the importance of the individual
loan relationship, and how this 1s managed

Loans that meet the above criteria will be individually assessed for impairment, except when volumes of defaults
and losses are sufficient to justify a collective assessment
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3 Summary of significant accounting policies {continued)

Loans constdered as individually significant are typically to corporate and commercial customers, are for larger
amounts and are managed on an dividual basis These loans are assessed individually at each balance sheet date
to dentify whether objective evidence of imparrment exists based on the following criteria

* known cash flow difficulties experienced by the borrower,
* contractual payments of either principal or interest bemg past due for more than 90 days,
s the probability that the borrower will enter bankruptcy or other financial realisation,

s 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 1s
not insignificant, and

e there has been deterioration tn the financial condition or outlook of the borrower such that 1ts ability to repay 1s
considered doubtful

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

+ the group’s aggregate exposure to the customer,

e the viability of the customer’s business model and their capacity to trade successfully out of financial
difficulties and generate sufficient cash flow to service debt obligations,

+ the amount and tmmg of expected recetpts and recoveries,
« the likely dividend available on liqudation or bankruptcy,

* the extent of other creditors” commitments ranking ahead of, or pari passu with, the group and the hikelithood of
other creditors continumng to support the company,

o the complexity of determming the aggregate amount and ranking of all creditor claims and the extent to which
legal and msurance uncertainties are evident,

s the realisable value of secunity (or other credit mitigants) and likelthood of successful repossession,
s the likely deduction 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 if not denominated 1n local
currency, and

+ when available, the secondary market price of the debt

The realisable value of security 15 determined based on the current market value when the impairment assessment
1s performed The value 1s not adjusted for expected future changes in market prices, however, adjustments are
made to reflect local conditions, such as forced sale discounts

Impairment losses are calculated by discounting the expected future cash flows of a loan, which includes expected
future receipts of contractual nterest, at the loan’s ongmnal effective interest rate and comparing the resultant
present value with the loan’s current carrying amount The impairment allowances on individually sigmficant
accounts are reviewed at least quarterly and more regularly when circumstances require Individually assessed
impairment allowances are only released when there 1s reasonable and objective evidence of a reduction in the
established loss estimate
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3 Summary of sigmficant accounting policies (continued)

Collectively assessed loans and advances

Impairment 15 assessed collectively to cover losses which have been incurred but have not yet been denufied on
loans subject to individual assessment or for homogeneous groups of loans that are not considered individually
significant

Incurred but not yet identified tmpairment

Individually assessed loans for which no evidence of impairment has been specifically 1dentified on an individual
basts are grouped together according to their credit nisk charactersstics for a collective impairment assessment
These credit risk charactenstics may include country of origination, type of bustness involved, type of products
offered, security oblained or other relevant factors [his assessment captures impairment losses that the group has
ncurred as a result of events occurming before the balance sheet date, which the group 15 not able 1o identify on an
mndividual loan basts, and that can be reliably estimated When information becomes available which 1dentifies
losses on individual loans withun the group, those loans are removed from the group and assessed individually

The collective imparrment allowance 15 determined after taking into account

+ histonical loss experience 1n portfolios of similar credit nisk characteristics (for example, by industry sector,
loan grade or product),

e the estimated period between impairment occurring and the loss being identified and ewvidenced by the
establishment of an appropriate allowance against the individual loan, and

e management’s experienced judgement as to whether current economic and credit conditions are such that the
actual level of inherent losses at the balance sheet date 15 likely to be greater or less than that suggested by
historical experience

The period between a loss occurning and its :dentification 15 estimated by local management for each 1dentified
portfolio based on economic and market conditions, customer behaviour, portfolio management information, credit
management techniques and collection and recovery expenences in the market The esumated period between a
loss occurring and 1ts identification may vary over time as these factors change

Homogeneous groups of loans and advances

Statistical methods are used to determine collective impairment losses for homogeneous groups of loans not
considered individually sigmficant Losses in these groups of loans are recorded individually when individual leans
are removed from the group and wnitten oft The methods that are used to calculate collective allowances are

* When appropriate empirical information 1s available, the group utihses roll-rate methedology, which employs
statistical analyses of historical data and experience of delinquency and default to reliably estimate the amount
of loans that will eventually be wniten off as a result of the events occurring before the balance sheet date and
which the group 1s not able to identity individually Individual leans are grouped using ranges of past due days,
statistical analysis 1s then used to estimate the likelthood that loans 1n each range will progress through the
various stages of delinquency and become irrecoverable Additionally individual loans are segmented based on
their credit characteristics as desctibed above In applying this methodology, adjustments are made to estimate
the periods of ume between a loss event occurring and its discovery, for example through a missed payment,
{known as the emergence period) and the period of time between discovery and write-off (known as the
outcome penod} Current economic conditions are also evaluated when calculating the appropnate levet of
allowance required to cover inherent loss The estimated loss 15 the difference between the present value of
expected future cash flows, discounted at the ongmal effective interest rate of the portfolio, and the carrying
amount of the portfolio In certain highly developed markets, sophisticated models also take into account
behavioural and account management trends as revealed n, for example, bankruptcy and rescheduling
statistics

»  When the portfolio size 15 small or when information 15 insufficient or not reliable enough to adopt a roll-rate
methodology, the group adopts a basic formulaic approach based on historical loss rate expenence, or a
discounted cash flow model Where a basic formulaic approach 1s undertaken, management esumates that
typically 1t takes between s1x and twelve months between a loss occurring and 1ts identification
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3 Summary of significant accounting pohicies (coniinued)

The 1nherent loss within each portfolio 1s 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 economic, regulatory or behavioural conditions are not fully reflected in the
statistical models, they are taken into account by adjusting the impairment allowances dernived from the statistical
models to reflect these changes as at the balance sheet date Roll rates, loss rates and the expected timing of future
recovenies are regularly benchmarked against actual outcomes to ensure they remain appropriate

Write-off of loans and advances

Loans (and the related impairment altowance accounts) are normally written off, either partially or 1n full, when
there 18 no realistic prospect of recovery Where loans are secured, this 1s generally after receipt of any proceeds
from the realisation of secunty In circumstances where the net realisable value of any collateral has been
determined and there 1s no reasonable expectation of further recovery, write-off may be earlier

Reversals of impairment

If the amount of an impatrment loss decreases 1n 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 1n the mcome statement

Assets acquired in exchange for loans

Non-financial assets acquired 1n exchange for loans n order to achieve an orderly realisation are recorded as assets
held for sale and reported in ‘Other assets’ 1f the carrying amounts of the assets are recovered principally through
sale, the assets are available-for-sale in their present condition and their sale 1s highly probable The asset acquired
15 recorded at the lower of its fair value less costs to sell and the carrying amount of the loan (net of wnpairment
allowance amounts) at the date of exchange No depreciation 1s charged 1n respect of assets held for sale Any
subsequent write-down of the acquired asset to fair value less costs to sell 1s recorded as an impairment loss and
included within *Other operating income’ 1n the income statement Any subsequent increase 1n the fair value less
costs to sell, to the extent this does not exceed the cumulative impairment loss, 1s recognised as a gain 1 ‘QOther
operating income 1n the income statement, together with any realised gains or losses on disposal Debt securities
or equities acquired n debt-to-debl/equity swaps are included 1n ‘Financial investments and are classified as
available-for-sale

Renegotiated loans

Loans subject to collectve impairment assessment whose terms have been renegotiated are ne longer considered
past due, but are treated as up to date loans for measurement purposes, once the minmmum number of payments
requured under the new arrangements has been received Loans subject to collective impatrment assessment whose
terms have been renegotiated are segregated from other parts of the loan portfolio for the purposes of collective
impairment assessment, to reflect their risk profile Loans subject to individual impairment assessment, whosc
terms have been renegotiated, are subject to ongoing review to determine whether they remamn impaired The
carrying amounts of loans that have been classified as renegotiated retamn this classification until maturity or
derecognition

A loan that 1s renegotiated 15 derecogmsed 1f the existing agreement 15 cancelled and a new agreement made on

substantially different terms, or if the terms of an existing agreement are modified, such that the renegotiated loan
15 substantially a different financial instrument
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3 Summary of significant accounting pohicies (continued)
f Trading assets and trading llabilities

Treasury ills, loans and advances to and from customers, placings with and by banks, debt secunities, structured
deposits, equity shares. own debt 1ssued and short positions in securities which have been acquired or incurred
principally for the purpose of selling or repurchasing in the near term, or are part of a portfoho of identified
financial instruments that are managed together and for which there 1s evidence of a recent actual pattern of short-
term profit-taking, arc classified as held for trading Financial assets and financial irabilines are recognised on trade
date, when the group enters into contractual arrangements with counterparties to purchase or sell the financial
mstruments, and are normally derecogmsed when either sold (assets) or extinguished {habiliies) Measurement 1s
mtially at far value. with transaction costs taken to the income statement Subsequently, the fair values are
remeasured and gains and losses from changes therein are recogmsed in the income statement within ‘Net trading
income’

g  Financial imstruments designated at fair value

Fiancial instruments, other than those held for trading, are classified in this category 1t they meet the critenia set
out below and are so designated irrevecably by management on irutial recogmtion The group may designate
financial instruments at fair value when the designation

e elimnates or sigmficantly reduces measurement or recognition inconsistencies that would otherwise anse from
measuring financial instruments, or recognising the gamns and losses different bases from related posttions
Under this criterion, the main classes of financial instruments designated by the group are

Long-term debt wssues The interest payable on certain fixed-rate long-term debt securities 1ssued has been
matched with the interest on ‘receive fixed/pay vanable’ interest swaps as part of a documented interest rate
risk management strategy An accounting mismatch would anse 1f the debt securities 1ssued were accounted for
at amortised cost, because the related derivatives are measured at fair value with changes 1n the fair value
recogmsed n 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 in the income statement,

Financial assets and financial habilities under unit-linked msurance and unit-hnked imvestment
contracts Liabihties to customers under linked contracts are determined based on the fair value of the assets
held in the linked funds, with changes recogmsed i the income statement If no designation was made for the
assets relating to the customer liabilities they would be classified as available-for-sale and the changes in fair
value would be recorded i other comprehensive income These financial instruments are managed on a farr
value basis and management information 15 also prepared on this basis Designation at fair value of the
financial assets and hiabiliies under investment contracts allows the changes in fair values to be recorded 1n the
income statement and presented n the same line,

» applies to a groups of financial instruments that are managed and their perforinance evaluated, on a fair value
basis, in accordance with a documented nsk management or investment strategy., and where information about
that groups of financial instruments 1s reported to management on that basis For example, certan financial
assets are held to meet habilities under non-linked insurance contracts, the group has documented nsk
management and investment strategies designed to manage and monitor market risk of those assets on net basis,
after considenng non-linked liabilities Fair value measurement 1s also consistent with the regulatory reporting
requirements under the appropnate regulations for these insurance operations, and

s relates to financial instruments containing one or more non-closely related embedded derivatives

Designated financial assets are recognised at fair value when the group enters into contracts with counterparties,
which 1s generally on trade date, and are normally derecognmised when sold Subsequent changes in fair values are
recogmised 1n the income statement 1n “Net income from financial instruments desighated at fair value’
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3  Summary of sigmficant accounting poheies (continued)
h  Funancial investments

Treasury hills, debt sccurities and equity shares intended to be held on a conunuing basis, other than those
designated at faur value, are classified as available-for-sale or held-to-maturity They are recogmised on trade date
when the group enters into contractual arrangements to purchase those instruments, and are normally derecogmsed
when either the securities are sold or redeemed

Avarlable-for-sale

Available-for-sale financial assets are imtially measured at fair value plus direct and incremental transaction costs
They are subsequently remeasured at tair value and changes therein are recognised in other comprehensive income
unttl they are either sold or become impaired When available-for-sale financial assets are sold, cumulative gamns or
lasses previously recogmised 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 securities using the effective interest rate method,
calculated over the asset’s expected ife Premiums and/or discounts arising on the purchase of dated investment
securities are imncluded 1n the calculation of their effective interest rates Dividends are recognised in the income
statement when the night to recerve payment has been wrrevocably estabhished

Al each balance sheet date an assessment 1s made of whether there 1s any objective evidence of impairment 1n the
value of a financial asset Impairment losses are recogmsed if, and only 1f, there ts objecuve evidence of
impairment as a result of one or more events that occurred after the initial recogmtion of the financial asset (a ‘loss
event’) and that loss event (or events) has an impact on the estimated future cash flows of the financial asset and
can be rehiably estimated

If the available-for-sale financial asset 1s impaired, the difference between the financial asset’s acquisition cost (net
of any principal repayments and amortisation) and the current farr value, less any previous impairment loss
recognised in the income statement, 15 removed from other comprehensive income and recogmsed o the mceme
statement

Impairment losses for available-for-sale debt securities are recognised within ‘Loan impairment charges and other
credit risk provisions’ in the income statement and impairment losses for available-for-sale equity securities are
recognised within ‘Gains less losses from financial investments’ in the income statement The impairment
methodologies for available-for-sale financial assets are set out 1n more detait below

Available-for-sale debt securities

When assessing available-for-sale debt securities for objective evidence of imparrment at the reporting date, the
group considers all available evidence, including observable data or information about events specifically relating
to the secunities which may result in a shortfall in recovery of future cash flows These events may include a
sigmficant financial difficulty of the 1ssuer, a breach of contract such as a default, bankruptcy or other financial
reorganisation, or the disappearance of an active market for the debt secunity because of financial difficulues
relating to the 1ssuer

These types of specific event and other factors such as informaton about the 1ssuers’ hiquidity, business and
financial nisk exposures, levels of and trends in default for similar financial assets, nanonal and local economic
trends and conditions, and the fair value of collateral and guarantees may be considered individually, or n
combination, to determne 1f there 1s objective evidence of impairment of a debt secunty

In addition, when assessing available-for-sale asset-backed securities (*ABS s) for objective ewvidence of
impairment, the group considers the performance of underlying collateral and the extent and depth of market price
declines Changes m credit ratings are considered but a downgrade of a secunty s credit rating 1s not, of itself,
evidence of impairment The primary indicators of potenual impairment are considered to be adverse fair value
movements and the disappearance of an active market for a security
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3 Summary of significant accounting pohcies (continued)
Available-for-sale equity securities

Objective evidence of impairment for available-for-sale equity securities may include specific information about
the 1ssuer as detailed above, but may also include information about sigmificant changes in technology, markets,
economucs or the law that provides evidence that the cost of the equity securities may not be recovered

A sigmficam or prolonged decline in the fair value of the asset below 1ts cost 1s also objective evidence of
impairment In assessing whether it 1s significant, the decline in fair value 1s evaluated against the original cost of
the asset at initial recogmtion In assessing whether it 1s prolonged, the decline 1s evaluated against the period in
which the fair value of the asset has been below its original cost at imtial recognition

Once an impairment loss has been recognised on an available-for-sale financial asset, the subsequent accounting
treatment for changes wn the fair value of that asset differs depending on the nature of the available-for-sale
financial asset concerned

o for an available-for-sale debt security, a subsequent decline 1n the fair value of the instrument 1s recogmsed 1n
the income statement 1if, and only 1if, there 15 objective evidence of impairment as a result of further decreases in
the estimated future cash flows of the financial asset Where there 1s no further objecuve evidence of
impatrment the decline in the fair value of the financial asset 1s recogmsed directly 1in other comprehensive
income If the fair value of a debt secunity increases 1n a subsequent period, and the increase can be objectively
related to an event occurring after the impairment loss was recognised 1n the income statement, the imparment
loss 15 reversed through the income statement to the extent of the increase n fair value If there 1s no longer
objective evidence that the debt secunity 1s impaired, the impairment loss 1s also reversed through the income
statement,

e for an available-for-sale equity security, all subsequent tncreases in the fair value of the instrument are treated
as a revaluation and are recognised directly in other comprehensive income Impaiment losses recogmsed on
an equity securnty are not reversed through the income statement Subsequent decreases in the fair value of the
available-for-sale equity security are recognised in the income statement, to the extent that further cumulative
tmpairment losses have been incurred 1n relation to the acquisition cost, less cumulative imparment to date, of
the equity security

Held-to-maturity investments

Held-to-matunity mvestments are non-derivative financial assets with fixed or determinable payments and fixed
maturities that the group posttively intends and 1s able to hold untill maturity Held-to-maturity investments are
mtially recorded at fair value plus any directly attributable transaction costs, and are subsequently measured at
amortised cost, less any impairment losses

v Valuation of financial instruments

All financial instruments are recognised itially at fair value Fair value 1s the price that would be recerved o sell
an asset or paid to transfer a hability in an orderly transaction between market participants at the measurement date
The fair value of a financial instrument on mtial recogmition 1s generally 1ts transaction price (that 1s, the fair value
of the consideration given or received) However, sometimes the far value will be based on other observable
current market transactions n the same mstrument, without modification or repackaging, or on a valuation
technique whose vanables include only data from observable markets, such as interest rate yield curves, option
volatilities and currency rates When such evidence exists, the group recogmses a trading gain or loss on day 1,
being the difference between the transaction price and the fair value When sigmificant unobservable parameters are
used. the entire day 1 gam or toss 1s deferred and 1s recogmsed n the income statement over the life of the
transaction until the transaction matures 1s closed out, the valuation inputs become observable, or when the group
enters nto an offsetiing transaction

The fair value of financial instruments s generally measured on an mdividual basis However, 1n cases where the
group manages a group of financial assets and habilities according to 1its net market or credit nsk exposure, the
group measures the far value of the group of financial instruments on a net basis but presents the underlying
financial assets and liabilities separately n the financial statements, unless they satisty the HKFRS offsetung
criteria as described 1n note 45
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3 Summary of significant accountmg policies (continued)

]

Sale and repurchase agreements (including stock lending and borrowmg)

When securities are sold subject to a commitment to repurchase them at a predetermined price, they remain on the
balance sheet and a hability 1s recorded 1n ‘Repurchase agreements - non-trading’ or “‘Trading liabihties* for the
consideration received  Securities purchased under commitments to re-sell are not recogrused on the balance sheet
and the nght to recerve back the imtial consideration paid 1s recorded in ‘Reverse repurchase agreements - non-
trading’ or ‘Trading assets’ as appropriate

Securities lending and borrowing transactions are generally secured against cash or non-cash collateral Secunities
lent or borrowed do not normally result in derecegnition or recognition on the balance sheet Cash collateral
advanced or recerved 15 recorded as an asset or a liability respectively

Securities borrowed are not recognused on the balance sheet If they are sold on to third parties, an obligation to
return the secunties 1s recorded as a trading hability and measured at fair value, and any gains or losses are
mcluded in ‘Net trading income’

Dervatrve financial instruments and hedge accounting

Denvatives are imtially recognised, and are subsequently remeasured, at farr value Fair values of derivatives are
obtained either from quoted market prices or by using valuation techniques Dernvative assets and liabilities arising
from different transactions are only offset for accounting purpeses 1f the offsetting criteria are met

Embedded derivatives are treated as separate derivatives (*bifurcated ) when their economic characteristics and nisks
are not clearly and closely related to those of the host non-derivative contract, their contractual terms would otherwise
meet the definition of a stand-alone derivative and the combined contract 1s not held for trading or designated at fair
value The bifurcated embedded derivatives are measured at fair value with changes therein recognised in the income
statement

Denvatives are classified as assets when thewr fair value 1s positive, or as habilities when their fair value 1s negative
Denvative assets and habilities ansing from different transactions are only offset if the transactions are with the same
counterparty, a legal nght of offset exists, and the parties intend to settle the cash flows on a net basis

Gains and losses from changes m the fair value of derivatives, including the contractual interest, that do not qualify for
hedge accounting are reported in ‘Net trading income’ except for denivatives managed 1n conjunction with financial
mnstruments designated at fair value, where gains and losses are reported i “Net income from financial nstraments
designated at far value® together with the gans and losses on the economically hedged items Where the denvatives
are managed with debt securities in 1ssue, the contractual interest 1s shown n ‘Interest expense’ together with the
interest payable on the 1ssued debt

When derwvatives are designated as hedges, the group classifies them as erther (1) hedges of the change 1n fair value ot
recogmsed assets or hiabilities or firm commtments (‘fawr value hedges”), (u} hedges of the variabihty in highly
probable future cash flows attributable to a recognsed asset or hability, or a forecast transaction (‘cash flow hedges’),
or {1} a hedge of a net investment 1n a foreign operation (‘net investment hedges’)

Hedge accounting

At the mception of a hedging relationship, the group documents the relationship between the hedging instruments and
the hedged items, its nisk management objective and 1ts strategy for undertaking the hedge The group requires
documented assessment, both at hedge inception and on an ongomg basis, of whether or not the hedging instruments
are highly effective mn offsetting the changes attributable to the hedged nisks 1n the fair values or cash flows of the
hedged items
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3 Summary of significant accounting pohicies (continued)

Fair value hedge

Changes n the fair value of denvatives that are designated and quahfy as far vaiue hedging nstruments are
recorded 1n the income statement, along with changes in the fair value of the hedged assets, habilities or group that
contain the hedged nisk If a hedging relationship no longer meets the cntena for hedge accountung, the hedge
accounting 15 discontinued the cumulative adjustment to the carrying amount of the hedged 1tem 1s amortised to
the income statement on a recalculated effective interest rate over the residual period (o maturity, unless the hedged
item has been derecogmised

Cash flow hedge

The effective portion of changes 1n the fair value of derivatives that are designated and qualify as cash flow hedges
1s recognised 1n other comprehensive income Any gaiwn or loss in fair value relating to an mneffective portion 1s
recogmsed immediately 1n the income statement

The accumutated gains and losses recognised 1n other comprehensive income are recycled to the inceme statement
n the periods 1n which the hedged item will affect profit or loss However, when the forecast transaction that 1s
hedged results (n the recogmtion of a non-financial asset or a non-financial Liabilhity, the gains and losses previously
recogmsed 1n other comprehensive income are removed from equity and included n the imtial measurement of the
cost of the asset or hability

When a hedging instrument expires or ts sold, or when a hedge no longer meets the critena for hedge accounting,
any cumulative gain or loss existing in other comprehensive income at that time remains i eqguity until the forecast
transaction 1s eventually recognised in the income statement When a forecast transaction 1s no longer expected to
occur, the cumulative gain or loss that was recognised in other comprehensive income 1s immediately reclassified
to the income statement

Net investment hedge

Hedges of net investments 1n foreign operations are accounted for sumilarly to cash flow hedges A gain or loss on
the effective portion of the hedging instrument 15 recognised 1n other comprehensive income, the residual change
in fair value 1s recognised immediately 1n the income statement CGains and losses previously recognised in other
comprehensive income are reclassified to the income statement on the disposal, or part disposal, of the foreign
operation

Hedge effectiveness testing

To qualify for hedge accounting, the group requires that at the inception of the hedge and throughout 1ts life, each
hedge must be expected to be highly effective both prospectively and retrospectively. on an ongoing basis

The documentation of each hedgmng relationship sets out how the effectiveness of the hedge 15 assessed and the
method adopted by an entity to assess hedpe effectiveness will depend on is risk management strategy For
prespective effectiveness the hedging instrument must be expected to be highly effective in offsetting changes n
fair value or cash flows attributable to the hedged risk during the period for which the hedge 1s designated, with the
effectiveness range being defined as 80% 1o 125% Hedge mefTectiveness 1s recogmsed n the income statement 1n
‘Net trading income’

Derwatrves that do not qualify for hedge accounting

Non-quahfying hedges are economic hedges entered into as part of documented interest rate management strategies
for which hedge accounting 1s not apphed Changes in fair value of non~qualifying hedges do not alter the cash
flows expected as part of the documented management strategies for both the non-qualifying hedge instruments
and the related assets and Liabiliies
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3 Summary of sigmficant accounting policies (continued)
1 Derecogrition of financial assets and habilities

Financial assets are derecogmsed when the nghts to receive cash flows from the assets have expired. or where the
group has transferred 1ts contractual rights to receive the cash flows of the financial assets and has transferred
substanuially all the risks and rewards of ownership, or where both control and substanually all the nisks and
rewards are not retained

Financial habilhities are derecogmsed when they are extinguished. 1 ¢ when the obligatton 1s discharged, cancelled
OT expires

m Offsetting financial assets and financial habilies

Financial assets and liabilities are offset and the net amount reported 1n the balance sheet when there 1s currently a
legally enforceable rnght to offset the recognised amounts and there 1s an intention to settle on a net basis, or realise
the asset and settle the Liability stmultaneously

n  Subsidiaries, associates and joint ventures

The group classifies investments m entittes which 1t controls as subsidiaries Investments in which the group,
together with one or more parttes, has joint contrel of an arrangement set up to undertake an economic acuvity are
classified as joint ventures The group classifies investments in entitzes over which it has significant influence, and
that are neither subsidiaries nor joint ventures, as associates

Investments in associates and wnterests in joint ventures are recognised using the equity method Under this method,
such investments are mtially stated at cost, including attributable goodwill, and are adjusted thereafier for the post-
acquistiion 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 i the respective associates or jomnt ventures Losses are also ehminated to the extent of the group s
mterest in the assoctates or joint ventures unless the transaction provides evidence of an impairment of the asset
transferred

The Bank’s investments in subsidiaries, associates and joint ventures are stated at cost less any impairment losses
An impairment loss recogmised i prior penieds shall be reversed through the income statement if, and only 1if, there
has been a change in the estimates used to determine the recoverable amount of the investment since the last
impairment loss was recognised

In order to deterrmine whether an impairment test under HKAS 36 ‘Impairment of Assets’ 1s required 1n respect of
an interest in an associate or a joint venture, it 18 necessary to consider the indicators in HKAS 39 ‘Financial
Instruments Recognition and Measurement’ Where the review of the ndicators suggests that the interest in an
assoclate or jownt 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 simmlar rights are not the dominant factor 1n
deciding who controls the entity, for example when any voting nights relate to admunstrative tasks only, and key
activities are directed by contractual agreement Structured entities often have restricted acivities and a narrow and
well-defined objecuive Examples of structured entities include investment funds, securiisation vehicles and asset
backed financings Involvement with consohdated and unconsolidated structured entities 1s disclosed 1n note 51

The group 15 considered to sponsor another entity if, 1n addition to ongoing 1involvement with the entity, it had a
key role in estabhishing that entity or in 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 1f the only involvement
with the entity 1s merely administrative in nature
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3 Summary of significant acconnting policies (continued)

o Goodwill and intangible assets

{1} Goodwll anses on the acquisition of subsidiaries, when the aggregate of the fair value of the consideration
transferred, the amount ot any non-controlling interest and the fair value of any previously held equity interest
in the acquiree exceed the amount of the identifiable assets and habihutes acquired If the amount of the
identifiable assets and Labilities acquired 1s greater, the difference 1s recogmised immediately in the income
statement  Goodwill anises on the acquisition of 1nterests in jomnt ventures and associates when the cost of
investment exceeds the group’s share of the net fair value of the associate’s or jomt venture’s 1dent:fiable
assets and habilities

Intangible assets are recogmsed separately from goodwill when they are separable or anse from contractual or
other legal nights, and their tair value can be measured reliably

Goodwill 1s allocated to cash-generating units {{CGU’) for the purpose of imparment testing, which is
undertaken at the lowest level at which goodwill 1s monitered for internal management purposes Impairment
testing 1s performed at least annually, and whenever there 1s an 1ndication that the CGU may be impatired, by
comparing the recoverable amount of a CGU with the carrying amount of its net assets, including attributable
goodwill The recoverable amount of an asset 1s the higher of 1ts fair value less cost to sell, and 1ts value 1n use

Value 1n use 1s the present value of the expected future cash flows from a CGU If the recoverable amount of
the CGU 1s less than the carrying value, an impairment loss 1s charged to the income statement Any write-off
mn excess of the carrying value of goodwill 1s limited to the fair value of the individual assets and liabilities ot
the CGU Goodwill 1s stated at cost less accumulated impairment losses, 1f any

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

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

Goodwill 15 included n a disposal group 1f the disposal group 18 a CGU to which goodwil! has been allocated
or 1t 13 an operation within such a CGU The amount of goodwill included in a disposal group 1s measured on
the basis of the relative values of the operation disposed of and the portion of the CGU retained

(1) Intangible assets include the present value of in-force long-term insurance business, operating rights, computer
software and, when gcquired 1n a business combination, trade names, customer relationships and core deposit
relationships  Intangible assets that have an imdefimite useful hfe, or are not yet ready for use are tested for
impairment annually

Intangible assets that have a finite useful hife, except for the present value of n-force long-term msurance
business, are stated at cost tess amortisation and accumulated impairment losses and are amortised over their
estimated useful lives Estimated useful life 1s the lower of legal duration and expected economic hfe

Intangible 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 nsurance busimess 1s set out 1 note 3(x)
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3 Summary of significant accounting pohicies (continued)

p Property, plant and equipment
(1} Land and buiidings

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 deprecitation 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 matenially from the fair value Surpluses ansing on
revaluation are credited firstly to the income statement, to the extent of any deficits arising on revaluation
previously charged to the income statement 1n respect of the same land and buildings, and are thereafter taken
to the ‘Property revaluation reserve’ Deficits amsing on revaluation are first set off against any previous
revaluation surpluses included 1n the ‘Property revaluation reserve’ in respect of the same land and buildings,
and are thereafter recogmsed 1n the income statement

Buildings held for own use which are situated on leasehold land where 1t is possible to reliably separate the
value of the building from the value of the leasehold land at inception of the lease are revalued by prefessional
qualified valuers, on a depreciated replacement cost basis or surrender value, with sufficient regularity to
ensure that the net carrying amount does not differ materially from the fair value

Depreciation on land and buildings 1s calculated to wnite off the assets over ther estimated useful lives as
follows

e frechold land 15 not depreciated,

e leasehold land and buildings ate depreciated over the shorter of their unexpired terms of the leases or their
remaiming useful hives, and

» frechold buildings and improvements thereto are depreciated at the greater of 2% per annum on a straight
line basis or over the unexpired terms of the leases or over the remarmng useful Iives of the bulldgs

(1) Investment properties

The group holds certain properties as investments to carn rentals, or for capital appreciation, or both
Investment properties are stated at fair value with changes in fair value being recogmsed in *Other operating
income Fair values are determined by independent professional valuers based on the lughest and best use of
the property, pnmanly using the capitalisation of net incomes with due allowance for outgoings and
reverstonary mcome potential Property interests which are held under operating leases to earn rentals, or for
capital appreciation, or both, are classified and accounted for as investment properties on a property-by-
property basis Such property interests are accounted for as if they were held under finance leases (see note

3(a»

(i) Leasehold land and land use rights

The Government of Hong Kong owns all the land in Hong Kong and permits its use under leasehold
arrangements Simular arrangements exist in mainland China At inception of the lease, where the cost of land 15
known or can be reliably determined and the term of the lease 1s less than S0 years, the group records its
interests in leasehold land and land use nights as operating leases

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

Where the cost of the land 1s unknown or cannot be rehably determined, and the leasehold land and land use rights
are not clearly held under an operating lease, they are accounted for as land and buildings held for own use
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(v)Other plant and equipment

Equipment, fixtures and fittings (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 usetul lives, which are generally between 5 and 20 years

Property. plant and equipment 1s subject to review for impairment 1f there are events or changes in circumstances
thiat indicate that the carrying amount may not be recoverable

q Finance and operating leases

(1) Assets leased to customers under agreements which transfer substantially all the risks and rewards associated
with ownership, other than legal title, are classified as finance leases Where the group 1s a lessor under finance
leases the amounts due under the leases, after deduction of uneamed charges, are included in *Loans and
advances to customers’ as appropniate Finance income receivable s recognused over the peniods of the leases
s0 as to give a constant rate of return on the net investment in the leases

{11) Where the group 15 a lessee under finance leases. the leased assets are capitalised and included in  Property
plant and equipment” and the corresponding hability to the lessor 1s included in ‘Other habilities’ The finance
lease and corresponding habilhity are recognised imitially at the fair value of the asset or, 1f lower, the present
value of the mimimum lease payments Finance charges payable are recogmsed over the periods of the leases
based on the interest rates imphcit 1n the leases so as to give a constant rate of interest on the remaimning balance
of the hability

(1Al other leases are classified as operating leases Where the group 1s the lesser, the assets subject to the
operating leases are included in ‘Property, plant and equpment’ and accounted for accordingly Impairment
losses are recognised to the extent that the carrying value of equipment 1s 1mparred through resideal 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 receivable under operating leases are accounted for on a straight-line basis over the period
of the leases and are included 1in ‘General and admunstrative expenses  and 'Other operating income  respectively

{v) Leaschold land 1s included under ‘Other assets in the balance sheet 1if such land 1s considered to be held under
operating leases and ts stated at cost less amortisation and imparrment losses Amortisation 1s calculated to
write off the cost of the land on a straight-line basis over the terms of the leases

r [Income tax

(1) Income tax for the year compnses current and deferred tax I[ncome tax 1s recognised n the income statement
except to the extent that 1t relates to items recogmised directly 1n the statement of comprehensive income, n
which case 1t 15 recognised 1n the statement of comprehensive income

(u) Current tax 15 the expected tax payable on the taxable income for the year, calculated using tax rates enacted or
substantively enacted at the penod end date, and any adjustment to tax payable i respect of previous years
The group provides for potential current tax habilities that may arise on the basis of the amounts expected to be
paid to the tax authornities Current tax assets and Liabihities are offset when the group intends to settle on a net
basis and the legal right to offset exists
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3 Summary of significant accounting pehcies (continued)

(in) Deferred tax s recogmsed on temporary differences between the carrying amount of assets and habilities in the
balance sheet and the amount atiributed to such assets and hahihties for tax purposes Deferred tax habilities
are generally recognised tor all taxable temporary differences and deferred tax assets are recognised to the
extent 1t 1s probable that future taxable profits will be available against which deductible temporary difierences
can be used

Deferred tax 1s calculated using the tax rates that have been enacted or substantively enacted at the period end
date and are expected to apply in the periods 1n which the assets will be realised or the habihties settled
Deferred tax assets and habihities are offset when they arise in the same tax reporting group, relate to mncome
taxes levied by the same taxation authonty, and a legal nght to offset exists 1n the entity

Deferred tax relating to actuarial gans and losses arising from post-employment benefit plans which are
recogmsed 1n the statement of comprehensive mncome 1s also credited or charged to the statement of
comprehensive income Deferred tax relating to share-based payment transactions 1s recogmsed directly n
equity to the extent that the amount of the estimated future tax deduction exceeds the amount of the related
cumulative remuneration expense

Deferred tax relating to changes in the fair value of available-for-sale investments and cash flow hedges, which
are charged or credited directly to the statement of comprehensive income, 15 also credited or charged directly
to the statement of comprehensive income and 15 recognised in the income statement when the fair value gain
or loss 15 recogmsed m the income statement

Penston and other post-employment benefits

The group operates a number of pension and post-employment plans which include both defined benefit and
defined contribution plans

Payments to defined contribution plans and state-managed retirement benefit plans, where the group’s obligations
under the plans are equivalent to a defined contribution plan, are charged as an expense as they fall due

The costs recogmsed for funding defined benefit plans are determined using the projected unit credit method, with
annual actuarial valuations performed on ¢ach plan The net charge to the income statement mawmnly comprises the
service cost and the net interest on the net defined benefit liability and 18 presented 1n operating expenses Service
cost comprises current service cost, past service cost, and gain or loss on settlement

The past service cost which 1s charged immediately to the income statement 15 the change in the present value of
the defined benefit obligatton for employee service m prior periods, resulting from a plan amendment (the
mtroduction or withdrawal of, or changes to, a defined benefit plan) or curtailment (a significant reduction by the
entity in the number of employees covered by a plan) A settlement 1s a transaction that ehminates 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 in the terms of the plan and included n the
actuaral assumptions

Remeasurements of the net defined benefit hability, which comprise actuarial gamns and losses, return on plan
assets (excluding interest) and the effect of the asset ceiling (if any, excluding interest), are recognised immediately
in other comprehensive income

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

The defined benefit hiability recognised on the balance sheet represents the present value of defined benefit
obligations reduced by the fair value of plan assets Any net defined benefit surplus 1s limited to the present value
of available refunds and reductions in future contributtons to the plan
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3 Summary of significant accounting policies (continued)

t

Share-based payments

The cost of share-based payment arrangements with employees 1s measured by reference to the fair value of equity
instruments on the date they are granted. and 1s recogmsed as an expense on a straight-line basis over the vesting
period The fair value of equity mstruments that are made available immediately with no vesting period attached to
the award, are expensed immediately

HSBC Holdings 1s the grantor of its equity instruments for all share awards and share options across the group The
credit o ‘Other reserves’ over the vesting pertod on expensing an award represents the effective capial
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 1s recorded within *Other habilities”

Fair value 15 determined by using market prices or appropriate valuation models, taking into account the terms and
conditions upon which the equity instruments were granted Market performance conditions are taken mnto account
when estimating the far value of equity mstruments at the date of grant, so that an award 1s treated as vesting
irespective of whether the market performance condition 1s satssfied, provided all other conditions are satisfied

Vesting conditions, other than market performance conditions, are not taken mto account 1n the imtial estimate of
the fair value at the grant date They are taken into account by adjusting the number of equity instruments included
m the measurement of the transaction, so that the amount recognised for services received as consideration for the
equity instruments granted shall be based on the number of equity wnstruments that eventually vest On a
cumulative basis, no expense 1s recogmsed for equity instruments that do not vest becausc of a failure to satisfy
non-market performance or service conditions

Where an award has been modified, as a mimimum, the expense of the ongmal award continues to be recognised as
if 1t had not been modified Where the effect of a modification 1s to increase the fair value of an award or increase
the number of equity struments, the meremental farr value of the award or mcremental fair value of the extra
equily mmstruments 1s recogmised 1 addiuen to the expense of the onginal grant, measured at the date of
modification, over the modified vesting period

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

Fore.rgn currencies

Items included in each of the group’s entities 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 in Hong Kong dollars which 1s also the Bank’s functional currency

Transacttons in foreign currencies are recorded 1n the functional currency at the rate of exchange prevailing on the
date of the transacuon Monetary assets and habilities denominated 1n foreign currencies are translated into the
functional currency at the rate of exchange ruling at the balance sheet date Any resulting exchange differences are
included i the income statement Non-monetary assets and liabilities that are measured i terms of historical cost
in a foreign currency are translated into the functional currency using the rate of exchange at the date of the imtial
transaction Non-monetary assets and habihties measured at fair value 1n a foreign currency are translated into the
functional currency using the rate of exchange at the date the fair value was determined

The results of branches, subsidiaries and associates not reporting 1in Hong Kong dollars 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 retranslavion of
the result for the reporting penod from the average rate to the exchange rate prevailing at the period-end are
accounted for in a separate foreign exchange reserve in the consohdated financial statements

Exchange differences on a monetary item that 1s part of a nel investment 1n a foreign operation are recognised 1n
the income statement of the separate subsidiary’s financial statements [n the consohdated financial statements,
these exchange differences are recognised in the foreign exchange reserve in shareholders’ equity On disposal of a
foreign operation exchange differences relaung thereto previously recogmised in reserves are recognised in the
income statement
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3 Summary of significant accounting policies {continued)
v Provisions

Provisions for labihittes and charges are recogmsed when 1t 1s probable that an outflow of economic benefits will
be required 1o settle a present legal or constructive obligation ansing from past events and a reliable estimate can
be made of the amount of the obhgation

Coentingent habilities, which mclude certain guarantees and letters of credit pledged as collateral security, are
possible obligations that arise from past events whose existence will be confirmed only by the occurrence, or non-
occurrence, of one or more uncertan future events not wholly within the control of the group, or are present
cbligations that have arisen from past events but are not recognised because 1t 1s not probable that settlement will
require the outflow of economic benefits, or because the amount of the obligations cannot be reliably measured
Contingent habihtigs are not recogmsed 1n the financial statements but are disclosed unless the probability of
settlement 1s remote

w Financial guarantee contracts

Liabilities under financial guarantee contracts which are not classified as insurance contracts are recorded nitially
at their fair value, which 1s generally the fee received or receivable Subsequently, financial guarantee habihties are
measured at the hgher of the wmtial farr value, less cumulative amortisation, and the best esumate of the
expenditure required to settle the obligations

x Insurance contracts

Through 1ts insurance subsidiaries, the group 1ssues contracts to customers that contamn insurance risk, financial
risk or a combination thereof A contract under which the group accepts significant insurance risk from another
party, by agreeing to compensate that party on the occurrence of a specified uncertain future event, 1s classified as
an msurance contract An insurance contract may also transfer financial risk, but 15 accounted for as an insurance
contract 1f the mmsurance risk 1s significant

Insurance contracts are accounted for as follows

Premmums

Premiums for hife insurance contracts are accounted for when recetvable, except in umt-hnked msurance contracts
where premiums are accounted for when liabihities are estabhished

Remsurance prermuwms are accounted for in the same accounting penod as the premiums for the direct insurance
contracts to which they relate

Present value of in-force long-term msurance business

The value placed on msurance contracts that are classified as long-term insurance business or long-term 1nvestment
contracts with discretionary participating features (‘DPF’) and are 1n 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 nsurance business and long-term nvestment contracts with DPF, referred
to as ‘PVIF , 1s determined by discounting the equity holders interest in future profits expected to emerge from
business currently in force using appropriate assumptions in assessing factors such as future mortality, lapse rates
and levels of expenses and a risk discount rate that reflects the nisk premium attritbutable to the respective contracts
The PVIF incorporates allowances for both non-market risk and the value of financial options and guarantees The
PVIF asset 1s presented gross of attributable tax in the balance sheet and movements n the PVIF asset are included
n ‘Other operating income’ on a gross of tax basis
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3 Summary of significant accounting pelicies (continied)

Insurance claims and reinsurance recoveries

Gross msurance claims for life insurance contracts reflect the total cost of claims ansing durmg the year, including
claim handhing costs and any policyholder bonuses allocated 1n anticipation of a bonus declaration

Matunty ¢laims are recogmsed when due for payment Surrenders are recognised when paid or at an carlier date on
which, following notification, the policy ceases to be included within the calculation of the related nsurance
habilities Death clamms are recognised when notified

Reinsurance recoveries are accounted for in the same period as the related claim

Liabilities under msurance contracts

Liabilities under non-linked hife 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 1s entitled to additional payments whose amount and/or timing 1s at the discretion of the 1ssuer The
discretionary element of these contracts 1s included in *Liabilities under insurance contracts

Liablities under urut-hnked life insurance contracts are at least equivalent to the surrender or transfer value which
18 calculated by reference to the value of the relevant underlying funds or indices

A hability adequacy test 18 carried out on mnsurance habilities to ensure that the carrying amount of the habilities 1s
sufficient 1n the light of current estimates of future cash flows When performing the liabihity adequacy test, all
contractual cash flows are discounted and compared with the carrying value of the liability When a shortfall 1s
wdentified 1t 1s charged immediately to the income statement

Investment contracts

Customer Liabilities under linked and certain non-hinked mnvestment contracts without discretionary participation
features and the corresponding financial assets are designated at fawr value Movements 1n fair value are recognised
in Net income from financial mstruments designated at fair value’ Deposits recetvable and amounts withdrawn
are accounted for as increases or decreases 1n the hability recorded m respect of investment contracts

Liabilities under linked investment contracts are at least equivalent to the surrender or transfer value which 1s
calculated by reference to the value of the relevant underlying funds or indices

Investment management fees recervable are recogmised 1n the income statement over the period of the provision of
the investment management services, in ‘Net fee income’

Dwvidends

Dividends proposed, or declared afier the balance sheet date are disclosed as a separate component of shareholders’
equity

aa

Debt secut tties tn 1ssue and subordinated habilities

Financial liabilities are recognised when the group enters into the contractual provisions of the arrangements with
counterparties, which 1s generally on trade date, and imually measured at farr value, which 1s normmally the
consideration received, net of directly attributable transaction costs incurred Debt securities 1ssued for trading
purposes or desighated at fair value are reported under the appropnate balance sheet captions Other debt securities
in 1ssue and subordnated liabilities are measured at amortised cost using the effective interest rate method and are
reported under ‘Debt securities n 1ssue’ or ‘Subordinated habilities’
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3 Summary of sigmficant accounting policies (continued)
ab Cash and cash equivalents

For the purpose of the cash flow statement, cash and cash equivalents include highly hquid investments that are
rcadily convertible to known amounts of cash and which are subject to an insignificant risk of change in value
Such investments comprise cash and balances with banks maturing within one month, and treasury bills and
certificates of deposit with less than three months’ maturity from the date of acquisition

ac Share capital and other equuty instrumenis

Shares and other financial instruments are classified as equity when the group has the unconditional right to avoid
transferring cash or other financial assets to the holder

ad Assets held for sale

Assets and liabilities of disposal groups and non-current assets are classified as held for sale {HFS") when their
carrying amounts will be recovered principally through sale rather than through continuing use HFS assets are
generally measured at the lower of their carrying amount and fair value less cost to sell

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

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

a [nterest income
2014 2013
HK$m HK$m
Interest income on listed secunties 15,802 6,539
[nterest tncome on unlisted securities 13,812 19,946
Other interest income 106,820 98 969
136,434 125454
Less interest income classified as ‘Net trading mcome” (note 4(d}) (9,617) (8,352)
Less interest income classified as ‘Net income from financial instruments
designated at fair value (note 4(e)) {3%) (63)
126,782 117 039
Included in the above 1s interest income accrued on impaired financial assets of HK$215m (2013 HK$128m)
b interest expense
2014 2013
HKS$m HK$m
Interest expense on subordinated lLiabilites other debt secunties in 1ssue
customer accounts and deposits by banks matuning after five years 505 525
Interest expense on preference shares 976 1,591
Other wnterest expense 34,641 32,068
36,122 34 184
Less interest expense classified as ‘Net trading income’ {note 4(d)) {4,449) (4,493)
Less interest expense classified as ‘Net income from financial instruments
designated at far value’ (note 4(e)) — (17
31,673 29674
¢ Net fee tncome
2014 2013
HKSm HK$m
Net fee income includes the following
Net fee income, other than amounts included 1n determining the effective
interest rate, ansing from financial assets or financial labilities that are
not held for trading or designated at fair value
— fee income 15,273 15,596
— fee expense (1,821) {1,833)
13,452 13,763
Net fee income on trust and other fiduciary activities where the group holds
oF Invests assets on behalf of 1ts customers
- fee ncome 8,626 8,607
- fee expense (944) (981)
7,682 7,626
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4 Operating profit (continued)

d Net trading mcome

2014 2013
HKSm HK$m
Dealing profits 13,674 15,104
- Foreign exchange 10,761 15,317
— Interest rate 887 217
— Debt securities 1,513 (1,462)
= Equities and other trading 513 1,032
Loss from hedging activities {6) 37
Farr value hedges
- Net gain/{loss) on hedged items atiributable o the hedged risk 408 (1,977
— Net gain/(loss) on hedging mnstruments (419) 1,938
Cash flow hedges
— Net hedging gain 5 2
Interest on trading assets and labilities 5,168 3,859
— Interest income (note 4(a)) 9617 8,152
- Interest expense (note 4(b)) (4,449) {4.493)
Dividend 1ncome from trading secunties 1,384 974
- Luisted investments 1,359 815
— Unhsted investments 25 159
Ping An contingent forward sale contract - (3.323)
20,220 16,577
Net income from financial instruments designated at farr vatue
2014 2013
HKSm HKS$m
[ncome on assets designated at fair value which back
thsurance and investment contracts 5,025 3,589
[ncrease 1n fair value of hiabilities to customers under investment contracts (807) (1,050)
4,218 2,539
Net change in fatr value of other financial assets/liabilities designated at fair vatue' (205) {110}
[nterest on financial assets and habilittes desrgnated at fair value
— Interest income {note 4(a)) 35 63
— Interest expense (note 4(b}) - (17
4,048 2475

| Gains and losses from changes n the Jair value of the group s issued debt securuties include those arising from changes in the

group 5 own credit risk. In 2014 the group recogmised a HK335m loss on changes n the faur value of these msiruments arising

Jrom changes in own credit risk (2013 HK318m loss)
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4 Operating profit (continued)

f  Gains less losses from financial investments

2014 2013

HKSm HK$m

Gans on disposal of available-for-sale securities 4,608 470
Impairment of available-for-sale equity investments (2,219) {28)
2,389 442

Gamns on disposal of available-for-sale securities 1n 2014 included the dispesal of our investment in Bank of
Shanghai and the intercompany sale of private equity funds

In 2014, we recorded an imparrment of HK$2,103m on our investment in Industnal Bank

There were no gains or losses on the disposal of held-to-maturity investments in the year (2013 nil)

g  Dvidend income

2014 2013

HKSm HK$m

Listed investments 1,204 1,008
Unhsted investments 170 167
1,374 1,175

h Net gan/(loss) on reclassification of associates

2014 2013

HK$m HK3$m

Gain on reclassification of Industnal Bank - 8,454
Loss on reclassification of Yanta Bank - {297)
Loss on reclassification of Techcom Bank (251) -
(251) 8,157

v Other operating income

2014 2013

HKSm HK$m

Movement in present value of in-force insurance business 3,581 4,735
Gains on nvestment properties 670 1389
Gam on disposal of property, plant and equipment and assets held for sale 61 299
Gain on disposal of subsidianies, associates and business portfoltos 104 758
Rental income from investment properties 422 312
QOther 3,915 3,925
8,753 11418

Other includes net gans on loans and recervables of HK$197m (2013 HK$388m) There were no gains or losses
on the disposal of financial liabilities measured at amortised cost during the year (2013 ml)
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]

Loan imparrment charges and other credit risk provisions

2014 2013
HK$m HK$m
Individually assessed tmpairment charges
~— New allowances 4,202 2433
— Releases (1,420) (1,426}
— Recoveries (156) (158}
2,626 809
Collectively assessed impairment charges 2,272 2,602
Other credit risk provisions 27 121
Loan impairment charges and other credit nisk provistons 4,925 3,532

There were no impairment charge against available-for-sale debt secunties mcluded i other credit nisk provisions
(2013 ml) There were no impairment losses or provisions relating to held-to-maturity investments (2013 ml}

General and admimustrative expenses

2014 2013
HKSm HK$m

Premises and equipment
— Rental expenses 3,546 3,428
— Amortisation of prepaid operating lease payments 18 18
— Other premises and equipment expenses 4,143 3953
7,707 7,399
Marketing and advertising expenses 3,983 3,565
Other administrative expenses 16,588 15,163
28,278 26,127

Included in operating expenses were direct operating expenses of HK$24m (2013 HKS3$25m) ansing from
investment properties that generated rental income during the year Direct operating expenses ansing from

investment properties that did not generate rental income amounted to HK$4m (2013 HK$im)

Included n operating expenses are mummum lease payments under operating leases of HK$3,553m (2013

HK$3,404m)

Auditors’ remuneration

Auditors remuneration amounted to HK$73m (2013 HK$74m), of which HK$30m (2013 HK$29m) related to

the Bank
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5 Insurance income

Included i the consolidated tncome statement are the tollowing revenues earmned by the imsurance business

a Insurance income

2014 2013
HKS$m HK$m
Net interest income 9,439 8,702
Net fee income 2,083 1,864
Net trading loss {512) {349)
Net mncome from financial instruments designated at fair value 4,159 2426
Net insurance premium income (note 5(b)) 57,307 53,663
Movement 1n present value of in-force business 3,581 4,735
Other operating income 173 1,052
76,230 72,093 |
Net mnsurance claims and benefits paid and movement in habilities to policyholders (note 5(c)) {60,182) (56,592) !
Net operating mncome 16,048 15,501
b Net insurance premium income
Non-linked Linked
Isurance msurance Total
HKSm HK$m HKSm
2014
Gross insurance premium income 50,882 8,271 §9,153
Reinsurers’ share of gross insurance premium income (1,831) (15) (1,846)
Net insurance premium income 49,051 8,256 57,307
2013
Gross insurance premium tncome 43,376 12,088 55464
Reinsurers’ share of gross msurance premium mcome (1,783) (18) (1,801)
Net insurance premium tngome 41,593 12,070 53,663
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Insurance mcome (continued)

<

Net insurance claims and benefits pavd and movement in habihities to policyholders

2014

Gross claims and benefits pad and movement 1n hiabilities to
policyholders

Claims, benefits and surrenders paid

Movement in provision

Remsurers’ share of claims and benefits pard and movement 1n habilities
to policyholders

Remnsurers’ share of claims, benefits and surrenders paid

Remnsurers’ share of movement in provision

Net insurance claims and benefits paid and movement in habtlities to
palicyholders

2013

Gross claims and benefits pard and movement 1n habilities to
policyholders

Claims, benefits and surrenders paid

Movement in proviston

Remsurers’ share of claims and benefits paid and movement in habihties
10 policyholders

Remsurers’ share of claims, benefits and surrenders paid

Reinsurers’ share of movement 1n provision

Net insurance claims and benefits paid and movement in Liabilities to
pohicyholders
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Non-hnked Linked
insurance msurance Total
HKSm HKSm HKSm
53,104 3,339 61,443
23,761 2,921 26,682
29,343 5418 34,761
(1,611) 350 (1,261)
(204) (644) (848)
{1,407) 994 (413)
51,493 8,689 60,182
46,731 10,530 57,261
20,370 4898 25,268
26,361 5,632 31,993
{1,683) 1,014 (669)
(201) (3,26T) (3,468)
{1,482) 4,281 2,799
45,048 11,544 56,592




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

NPT |01

6 Employee compensation and benefits

a  Employee compensation and benefits

2014 2013

HKS$m HK$m

Wages and salaries 35,476 33,761

Social security costs 1,046 970
Retirement benefit costs

— Defined contribution plans 1,350 1,115

— Defined benefit plans (note 6(c)(1)} 1,022 1,092

38,394 36,938

b Directors’ emoluments

The aggregate emeluments of the Directors of the Bank disclosed pursuant to section 78 of Schedule 11 to the
Hong Kong Companies Ordinance (Cap 622), which requires comphance with section 161 of the predecessor
Hong Kong Compantes Ordinance (Cap 32), were HK$101m (2013 HK$71m) This comprises fees of HK$9m
{2013 HK$9m) and other emoluments of HK$92m (2013 HK$62m) which mcludes pension benefits of HKS Im
{2013 HK$1m)

¢ Refrement benefit pension plans
(1) Total defined benefit expense recognised m the income statement

Included within *Employee compensation and benefits® are components of the expense related to the group’s
defined benefit pension plans, as follows

2014 2013
HK$m HK$m
Defined benefit pension plan

Current service cost 903 1,023

Net interest cost on the net defined benefit habihity/asset 120 74
Past service cost and gains on settlements (6) (10}

Administrative costs and taxes pawd by plan 5 S

Total expense 1,022 1,092

(1) Cumulative actuarial gains/(losses) recognised tn other comprehensive income in respect of defined benefit

plans
The group The Bank
2014 2013 i 2014 ' 2013
HK$m HK$m HKSm HK$m
At | January (6,937) (9,218) (4,276) (5,573)
Actuarial gains/(losses) recognised i other
comprehensive income (704) 2,281 907) ' 1,297
At 31 December (7,641) (6 937) {5,183) {4 276)

The group operates 85 (2013 86} retirement benefit ptans, with a total cost of HK$2,372m (2013 HK$2,207m),
of which HK$619m (2013 HKS$605m) relates to overseas plans and HK$13m (2013 HK$14m) to a plan
sponsored by HSBC Asia Holdings BV

Progressively the HSBC Group has been moving to defined contnbution plans for all new employees

In Hong Kong, the HSBC Group Hong Kong Local Staff Retirement Benefit Scheme (*the Principal Plan®)
covers employees of the Bank and certain other local employees of HSBC Group The Principal Plan comprises
a funded defined benefit scheme (which provides a lump sum on retirement but 1s now closed to new members)
and a defined contribution scheme The latter was established on 1 January 1999 for new employees Since the
defined benefit section of the Principal Plan 1s a final salary lump sum scheme, 1ts exposure to longevity risk
and interest rate risk 1s hmited
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6 Employee compensation and benefits (conrtnued)

The trustee assumes the overall responsibility for the Princtpal Plan but a management committee and a number
of sub-committees have also been established These committees have been established to breaden the
governance and manage the concomitant 1ssues The finance and investment sub-committee manages the
various 1ssues n relation to both assets and habilities of the Principal Plan

The Principal Plan 1s predominantly a funded plan with assets which are held 1n trust funds separate from the
group The Principal Plan 1s reviewed at least on a trienmal basis or 1 accordance with local practice and
regulations The actuanal assumptions used to calculate the defined benefit obligations of the Principal Plan

vary according to the economic conditions

The Principal Plan maimnly invests in bonds with a smaller portion in equities and each investment manager has
been assigned a benchmark applicable to their respective asset class The target asset allocations for the
portfolio are as follows Bonds 65% and Equity 35%

Defined benefit pension plans

The group

Net defined benefit hability
At 1 January 2014

Current service cost
Pasi service cost and gans from settlements'

Service cost

Net interest income/(cost) on the net
defined benefit ability
Remeasurement effects recognised 1n other
comprehensive mcome
— Return on plan assets (excluding interest income)
— Actuarial losses from changes iy
demographic assumptions
— Actuarial losses from changes in
financial assumptions
- Actuanal losses from experience

Exchange differences and other movements
Contributions by the group

Contributions by employees

Benefits paid

At 31 December 2014

Retirement benefit habilities recognised
on the balance sheet

Retizement benefit assets recognised on the
balance sheet {within ‘Other assets’)

Present value of defined benefit obligation relating
to

- Actives

— Deferreds

— Pensioners

(1) Net asset/(liability) under defined benefit pension plans

Present value of

Fair value of defined benefit Effect of the Net defined
plan assets obhigations asset ceailling benefit hability
HK$m HKS$m HKSm HKSm
14,505 {19,207) 1) (4,703)
- (903) - {903)
- 6 - [
- {897) - {397).
345 {465) - {120)
319 (1,023) — {704)
319 - - 319
- (16} - {16}
- (634) - (634)
- {373} - (373)
(31) 68 - 37
835 - - 835
2 2) - —
{1,195) 1,176 — 65
14,870 (20,356) {1) (5,487)
{5,606)
119 ¢
(20,115)
“
— U X V)

1 Gains from seitlements arise as the difference berween assets distributed and habilittes exungrshed on settiements
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6 Employee compensation and benefits (continued)

The group
Present value of
Fair value of defined benefit Effect of the Net defined
plan assets obligations asset celling benefit habihity
HK$m HK$m HKSm HK$m
Nes defined benefit hability
At | January 2013 14,576 (21,239 (1) (6,664}
Current service cost - (1,023) - {1,023)
Past service cost and gains from settlements' - 12 - 12
Service cost - (1,011) = (1,011
Net interest income/{cost) on the net
defined benefit Liabihity 135 {209) - (74)
Remeasurement effects recognised m other
comprehensive income 276 2,005 - 2,281
— Return on plan assets (excluding interest income) 276 - - 276
- Actuanal gains from changes in
demographic assumptions - 30 - 30
— Actuanal gains from changes 1n
financial assumptions - 2,092 - 2092
— Actuanal losses from experience - (117) - (117)
Exchange differences and other movements 32 36 - 68
Contributions by the group 598 - - 598
Contnbutions by employees 2 2} - -
Benefits paid {1,114) 1,213 — 99
At 31 December 2013 14 505 (19,207) (1) {4 703)
Retrement benefit habilities recognised
on the balance sheet (4.858)
Retirement benefit assets recognised on the
balance sheet (within ‘Other assets’) 153
Present value of defined benefit obligation relating
to
- Actives (18,954)
= Deferreds 5)
— Pensioners (248)

| Gauns from settlements anse as the difference bens een assets distnbuted and habihties extinguished on settlements
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6 Employee compensation and benefits (continued)

The Bank

Net defined benefit habihty
At 1 January 2014

Current service cost

Net interest income/(cost) on the net
defined benefit Liability
Remeasurement effects recognised in other
comprehensive income
— Retumn on plan assets {(excluding interest income)
— Actuanal losses from changes in
demographic assumptions
— Actuanal losses from changes in
financial assumptions
~ Actuanal losses from experience

Exchange differences and other movements
Coniributions by the bank

Contributions by employees

Benefits paid

At 31 December 2014

Retirement benefit liabihties recognised
on the balance sheet

Retirement benefit assels recoghised on the
balance sheet (within ‘Other assets’}

Present value of defined benefit obligation relating
to

— Actives

— Deferreds

- Pensioners

Present value of

Fair value of defined benefit Effect of the Net defined
plan assets obligations asset cealing benefit habihity
HKSm HKSm HKSm HKSm
9,210 {11,828) {n (2.619)
- (587) - (587)
235 (308) - (73)
313 (1,220 - (907)
33 - - 313
- 8} - 8
- (750) - {750)
- (462) - (462)

254 (230 - 23
510 - - 510

1 ) -~ -
(584) 632 — 48
9,939 (13,543) (1) (3.605)
(3,663}

58

(13,479)
)
(60)_
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6 Employee compensation and benefits (continued)

The Bank

Present value of

Fair value of defined benefit Effect of the Net defined
plan assets obligattons asset ceilng benefit hability
HK$m HK$m HK$m HK$m
Net defined benefit Lability
At | January 2013 9,329 (13,015) o {3.687)
Current service cost - (647) - (647)
Past service cost and pans from settlements' - 10 - 10
Service cost - (637) - 637
Net interest income/{cost) on the net
defined benefit Liability 100 (149) - (49)
Remeasurement effects recognised in other
comprehensive income 86 1211 — 1,297
— Retum on plan assets (excluding interest income) 86 - - 86
— Actuaniat losses from changes in
demographic assumptions - (1} - 48]
— Actuanal gans from changes in
financial assumptions - 1,410 - 1410
— Actuarial losses from expenence — {198) - {198)
Exchange differences and other movements 40 (6) - 34
Contributions by the bank 353 - - 353
Benefits paid {698) 768 = 70
At 3] December 2013 9,210 {11,828) (1) (2,619)
Retirement benefit liabilities recognised
on the balance sheet (2,689)
Retirement benefit assets recognised on the
balance sheet (within ‘Other assets’) 70
Present value of defined benefit obligation relating
to
— Actives (11,762)
— Deferreds (5}
— Pensioners (61)

1 Guwns from settlement arise as the difference between assets disinbuted and labilities exunguished on settlements

The group expects to make HK$744m of contributions to defined benefit pension plans during 2015
Contributions to be made by the Bank are expected to be HK$436m

(1v) Benefits expected to be paid from the Principal Plan

Benefits expected 1o be paid from the Principal Plan to retirees over each of the next five years, and in

aggregate for the five years thereafier are as follows

i
2020-2024 .

2015 216 2017 2018 2019
HKSm HKSm HKS$m HKSm HR$m HK$m
HSBC Group Hong Kong Local Staff
Retirement Benefit Scheme L. 5% M2 807 865 _ 987  _5133:
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6 Employee compensation and benefits (continued)

{v) Fair value of plan assets by asset classes

The group
2014 2013

Quoted Quoted

market market
price 1o Thereof price in Thereof
Value achve market HSBC Value active market HSBC
HKS$m HKSm HKSm HK$m HKS$m HK$m
Farr value of plan assets 14,870 14,870 257 14,505 14,505 156
- Equities 5,251 5,251 81 4750 4,750 109
- Bonds 8,318 8,328 - 8,573 8,573 -
— Denvatives 1 1 - (1) (4] -
- Other' 1,290 1,290 176 1,183 1,183 47

The Bank
2014 2013

Quoted Quoted

market market
price in Thereof price in Thereof
Value active market HSBC Value active market HSBC
HKSm HKSm HKSm HK$m HK$m HK$m
Fair value of plan asscts 9,939 9,939 196 9,210 9,210 62
— Equities 3,464 3,464 20 2,369 2,369 54
— Bonds 6,069 6,069 - 6279 6,279 -
- Other' 406 406 176 562 562 3

1 Orher mainly consists of cash and deposits

(vi) The Principal Plan’s principal actuarial financial assumptions

The latest actuarial valuation of the Principal Plan was made on 31 December 2013 and was performed by
Wing L, Fellow of the Society of Actuaries of the United States of America, of Towers Watson Hong Kong
Limited, an external consultant At that valuation date, the market value of the defined benefit scheme’s assets
was HK$8428m On an on-going basis, the value of the Principal Plan’s assets represented 99 9% of the
actuanal present value of the benefits accrued to members, afler allowing for expected future increases n
salanes On a wind-up basis the Principal Plan’s assets represents 107% eof the members’ vested benefits,
based on current salanes, and the resulting surplus amounted to HK$527m The attamed age methed has been
adopted for the valuation and the major assumptions used in this valuation were a discount rate of 5% per
annum and long-term salary increases of 4% per annum The recommended employer contribution rate as a
percentage of scheme salaries 15 16 1% (local staff category) and 20% (senior staff category) for 2014 and 2015
No additional special contributions have been recommended

The determinations for actuarial funding valuation purposes are based on different methods and assumptions
from those used for financial reporting purposes and as a result should neither be compared nor related to other
determinations included 1o these financial statements

The present value of the Principal Plan s obhgation was a final lump sum salary of HK$11,534m (2013
HK$10,284m) The principal actuarial assumptions used to calculate the group s obhigations for the Principal
Plan for each year, and used as the basis for measuring the expenses in relation to the Principal Plan, were as
follows
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6 Employee compensation and benefits {conttnied)

Principal actuarial assumptions for the Principal Plan

2014 2013

% pa %pa
Discount rate 175 215
Rate of pay increase 40 40
Mortality table HKLT2011! HKLT2011’

1 HKLT20!1- Hong Kong Life Tables 2011

The group determines the discount rates to be applied to 1ts obligations n consultation with the plans local
actuaries, on the basis of current average yields of high quality (AA rated or equivalent) debt instruments, with
maturities consistent with those of the defined benefit obligations In countries where there is not a deep market
1n corporate bonds, government bond yields have been used, and this 1s the case for the Principal Plan in Hong
Kong

(w1} Actuarial assumption sensitivities

The discount rate and rate of pay increase are sensitive to changes in market condiions ansing during the
reporting peried The following table shows the effect of changes 1n these on the Pnincipal Plan

The effect of changes in key assurmptions on the Principal Plan

HSBC Group Hong Kong Local Staff
Retirement Benefit Scheme

2014 2013

HKSm HK$m
Discount rate
— Change m pension obligation at year end from a 25bps increase (234) (195}
— Change n pension obligation at year end from a 25bps decrease 242 201
~ Change n 2014/2013 pension cost from a 25bps increase an [¢3)
— Change 1n 2014/2013 penston cost from a 25bps decrease 11 8
Rate of pay increase
- Change in penston obhgation at year end from a 25bps increase 227 207
— Change in pension obhigation at year end from a 25bps decrease (221) {202)
— Change in 2014/2013 pension cost from a 25bps increase 10 14
— Change 1n 2014/2013 pension cost from a 25bps decrease (1% (14)

7 Tax expense

a

The Bank and 1ts subsidiaries in Hong Kong have provided for Hong Kong profits tax at the rate of 16 5% (2013
16 5%) on the profits for the year assessable in Hong Kong Overseas branches and subsidianies have simularly
provided for tax 1n the countries in which they operate at the appropriate rates of tax ruling in 2014 Deferred
taxation 1s provided for in accordance with the group’s accounting policy 1n note 3(r)

The charge for taxaiion 1n the income statement comprises

2014 2013
HKSm HK$m
Current income tax
— Hong Kong profits tax — on current year profit 9,039 8,643
— Hong Kong profits tax — adjustments i respect of prior years (177 {164)
— Qverseas taxation — on current year profit 8,542 8,964
— Overseas taxation — adyustments 1n respect of prior years 154 (806)
17,558 16,637
Deferred tax
~ Ongnation and reversal of temporary differences 1,462 (1,385)
— Effect of changes 1n tax rates 19 4))]
— Adjustments 1n respect of prior years 27 450
1,454 {936)
19,012 15,701
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7 Tax expense (continued)

b The components of deferred tax assets and habilities recogmsed 1n the balance sheet and the movements during the
year are as follows

(1) Deferred tax assets

The gioup
Impairment
Accelernted Insurance allowances
capital technical Expense  onfinancial  Revaluation
allowances provisions provisions assets  of properties Other Total
HK$m HKSm HKSm HKSm HKSm HKSm HK3m
2014
At 1 January 154 - 852 669 (743) 1,362 2,294
Exchange and other
adjustments 49) - (245) 8) 490 (142) 46
Crediv/(charge) to
income statement 1 - 6 (432) 4 (87) (508)
Charge to reserves - — - - {26} {370) {396}
At 31 December 106 —~ 613 229 (275) 763 1,436
2013
At 1 January 109 - 1,093 894 (800) 1,333 2,629
Exchange and other
adjustments 35 - {324) (284) 142 (50) (481)
Credi{charge) to
income statement 10 - 83 59 3 (298) (143)
Credit/(charge) to
reserves = - - - (88) 377 289
At 3] December 154 — 852 669 {743) 1362 2,294
The Bank
Impairment
Accelerated Insurance allowances
capital techmcal Expense  on financial  Revaluation
allowances provisions provisions assets  of propernes Other Total
HKS$m HKSm HKSm HKSm HKSm HKSm HKSm
2014
At | January 36 - 357 487 (686) 805 999
Exchange and other
adjustments {32) - (64) (317) 4380 13 80
Credit/{charge} to
ncome staternent {6) - 9 (148) 2 (91 (234)
Charge to reserves - - - - (16) (165) (181)
At 3] December (2) — 302 22 {220) 562 664
2013
At 1 January 5 - 380 586 (730} 1,092 1,333
Exchange and other
adjusiments 24 - {18) {180} 91 (106) (189)
Credit/(charge) to
Income statement 7 - (5) 81 2 (401) {316)
Credit/(charge) to
reserves - = ~ = (49) 220 171
At 31 December 36 - 357 487 {686) 805 999
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7 'Tax expense (continued)

(1) Deferred tax habilities

The group
Impawrment
Accelerated Insurance allowances
capital techmeal Expense  onfinancial  Revaluation
allowances  provisions  provisions assets  of properties Other Tatal
HKSm HKSm HKSm HKSm HKSm HKSm HKSm
2014
At | fanuvary 568 4,796 (314) “43) 10,549 495 16,051
Exchange and othet
adjustments (36) 1) (177) 2 441 (145) 84
Charge/(credit) to
mcome statement 204 595 25 (14) (242) 378 946
Charge to reserves - — - - T05 300 1,505
At 31 December 736 5,390 (466) (55) 11,453 1,528 18,586
2013
At 1 January 402 4,041 (16) {262) 9,804 2,954 16,923
Exchange and other
adjustments 47 (11) (290) {188) 65 14 (363)
Charge/(credit) to
income statement 119 T66 (8) 407 (181) (2 182) (1,079
Charge/(credit) to
Teserves = - - - g6l (291) 570
At 31 December 568 4,796 {314) (43) §0 549 495 16,051
The Bank
imparment
Accelerated Insurance allowances
capital techmical Expense  onfinancial  Revaluation
allowaunces provisions provisions assets  of properties Other Tutal
HKS$m HKSm HKS$m HKSm HKSm HK$m HKSm
2014
At | January 461 - {1) (208) 6,084 167 6,503
Exchange and other
adjustments 34) - (25) 314) (190) 29 (534)
Charge/(credit) to
income statement 125 - - 12 (119) (224) (206)
Charge to reserves - - — = 610 62 672
At 31 December 552 — (26) {510) 6,385 34 6,435
2013
At | January 323 - (8} (230) 5,805 304 6,194
Exchange and other
adjustments 23 - 1 (139) 16 {52) (151)
{Credit)/charge to
income statement 115 - 6 161 (114) (198) (30)
Charge to reserves - - ~ - I 113 490
At 31 December 461 — {1) (208} 6,084 167 6,503
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7 Tax expense (conitnued)

(1) Net deferred tax habiities

Deferred tax habilhibies recognised
on the balance sheet

Deferred tax assets recogmised
on the balance sheet

The group The Bank
2004 2013 2014 2013
HK$m HK$m HK$m HKSm
18,586 16,051 6,435 6,503
{1,436 (2,294} (664) (999)
17,150 13,757 5,771 5,504

The amount of unused tax losses for which no deferred tax asset 15 recogmsed in the balance sheet 1s
HK$2,617m (2013 HK$2.951m) Of thus amount, HK$1,890m (2013 HKS$1.955m) has no expiry date and the

remaining will expire within 10 years

Deferred tax of HK$732m (2013 HK$156m) has been provided in respect of distnibutable reserves or post-
acquisition reserves of associates that, on distribution or sale, would attract withholding tax

Deferred tax 1s not recognised in respect of the group’s investments in subsidiaries and branches where
remittance or other realisation 1s not probable, and for those associates and interests in joint ventures where 1t
has been determined that ne additional tax will anse

¢ Prowsions for taxation
The group The Bank

24114 2013 2014 2013

HKSm HK$m HKSm HK$m

Current tax habilities 2,927 3,722 1,840 2,029
Deferred tax liabilities 18,586 16,051 6,435 6,503
21,513 19,773 8,275 8,532

d Reconciliation between taxation charge and accounting profit ar applicable tax rates

2014 2013

HK3m HK$m

Profit before tax 111,189 144,756

Notional tax on profit before tax, calculated at the rates

apphcable to profits in the countnies concerned 21,184 26 788
Adjustments in respect of prior years (50) (520)
Deferred tax temporary differences previously not recognsed (15 {19y
Effects of profits in associates and joint ventures {2,586) {(2,380)
Non taxable income and gains (2,980) (9,068)
Permanent disallowables 1,653 1,757
Change 1n tax rates 19 ()
Local taxes and overseas withholding taxes 1,267 1,248
(hers 520 (2,104)

19,012 15,701
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8

Profit attributable to shareholders

The consolidated profit attributable to shareholders includes a profit of HK$59,480m (2013 HK$108.678m) which has
been dealt with 1n the accounts of the Bank

9 Dmvidends
2014 2013
HKS HK$
per share HKS$m per share HK$m
Ordinary dividends paid
— fourth interim dividend in respect of the
previous financial year approved and
paid during the year 044 15,000 085 20,000
- first interim dividend paid 027 9.250 038 9.000
- second nterm dividend paid 024 9,250 038 9.000
— third interim dividend paid 024 9,250 038 9,000
119 42,750 199 47,000
The Directors have declared a fourth interim dividend 1n respect of the financial year ending 31 December 2014 of
HK$14,250m (HK$0 37 per ordinary share)
10 Cash and sight balances at central banks
The group The Bank
2014 2013 2014 2013
HKSm HK$m HK$m HK$m
Cash i hand 16,223 17,982 8,958 9,625
Sight balances at central banks 140,252 140,897 111,510 102,960
156,475 158,879 120,468 112,585
At 31 December 2014, the total amount placed with central banks by the group, included within cash and sight
balances at central banks, reverse repurchase agreements - non-trading. and placings with and advances to banks,
amounted to HK$277.377m (2013 HK$321.433m) Placings with central banks made by thc Bank amounted to
HK$155,761m (2013 HK$169.767m)
11 Heng Kong Government certificates of indebtedness

Hong Kong currency netes n circulation are secured by the deposit of funds in respect of which the Hong Kong
Government certificates of indebtedness are held

130



12 Trading assets

The group The Bank

2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Debt secunities 231,734 150,145 166,447 111,588
Equity shares 41,180 31,640 41,032 31,530
Treasury and other ehgible bills 102,028 109,174 68,147 82,003
Other 32,084 20441 22,739 10 478
407,026 311,400 298,365 235 599

Trading assets
~ which may be repledged or resold by counterparties 4,718 2421 4,718 2421
— not subject to repledge or resale by counterparties 402,308 308,979 293,647 233,178
407,026 311,400 298,365 235 599

The amount of listed treasury and other ehigible bills amounted to HK$8 421m at both group and Bank level as at 31
December 2014 (2013 HK$1,296m) ‘Other’ trading assets primarily includes settlement accounts with banks and
customers

a Debt secut mes

The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Listed
— listed in Hong Kong 25,104 16,908 15,275 13,125
— listed outside Hong Kong 134,650 31 681 97,881 31,512
159,754 48,589 113,156 44,637
Unlisted 71,980 101,556 53,291 66,951
231,734 150,145 166,447 111,588
Issued by public bodies
— central governments and central banks 163,680 111,721 111,882 81,818
— other public sector entities 8,551 4,620 8,551 4294
172,231 116,341 120,433 86,112
Issued by
— banks 26,745 15,343 22,743 11239
— corporate entities 32,758 18 461 23,271 14,237
231,734 150,145 166,447 111,588

During 2014 certain exchanges have been regarded as recognised exchanges, causing more securities to be classified
as hsted

b Equty shares

The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HKSm
Listed
~ listed 1n Hong Kong 22,807 13,149 22,767 13,120
— listed cutside Hong Kong 17,600 14,686 17,600 14 686
40,4067 27,835 40,367 27,806
Unlisted 773 3,805 665 3724
41,180 31,640 41,032 31,530
Issued by
— banks 10,346 3,945 10,346 3,945
— corporate entities 30,834 27,695 30,686 27,585
41,180 31,640 41,032 31,530

During 2014, certain exchanges have been regarded as recognised exchanges, causing more securities to be classified
as histed
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3 ¥

Denivatives

Derivatives are financial instruments that derive their value from the price of underlying items such as equittes, bonds,
interest rates, foreign exchange rates. credit spreads, commodities and equity or other indices Derivatives enable
users to increase, reduce or alter exposures to credit or market risks The group makes markets in denivatives for its
customers and uses dervatives to manage 1ts exposures to credit and market risks

Denvatives are carried at far value and shown in the balance sheet as separate totals of assets and Labiliies A
description of how the fair value of derivatives 1s derived 15 set out 1n note 49

Derivative assets and liabilities are only offset and reported net in the balance sheet when there 1s a legally enforceable
nght to offsel and the cash flows are intended to be settled on a net basis Changes in the values of denivalives are
recogmised (n accordance with the group’s accounting policy as described 1n note 3(k)

Use of dervatives

The group transacts derivatives for three primary purposes to create nisk management solutions for chients. to manage
the portfolio nsk ansing from client business, and to manage and hedge the group’s own risks Dernvatives (except for
denivatives which are designated as effective hedging instruments) are held for trading Within the held for trading
classification are two types of denivative mstruments those used in sales and trading activities. and those used for risk
management purposes but which for vanous reasons do not meet the qualifying criteria for hedge accounting The
second category includes derivatives managed in conjunction with financial mstruments destgnated at fair value These
activities are described more fully below

The group’s derivative activities give rise te significant open positions in portfohos of denivatives These positions are
managed constantly to ensure that they remamn within acceptable nsk levels When entening into denvative
transactions, the group employs the same credit nsk management framework to assess and approve potential credit
exposures that it uses for traditional lending

a  Trading dervatives

Most of the group’s dervative transactions relate to sales and trading activittes Sales activities include the
structuring and marketing of dernivative products to customers to enable them to take transfer, modify or reduce
current or expected nsks Trading activities include market-making and sk management Market-making entails
quoting bid and offer prices to other market participants for the purpose of generating revenues based on spread
and volume Risk management activity 1s undertaken to manage the nisk arising from chent transactions, with the
principal purpose of retaming client margin

Other denvatives classified as held for trading include non-qualifying hedging denvatives and neffective hedging
derivauives and the components of hedging denvatives that are excluded from assessing hedge effectiveness Non-
qualifying hedging denivatives are entered into for nsk management purposes but do not meet the cnteria for hedge
accounting Trading denvatives also include derivatives managed in conjunction with financial instruments
designated at fair value
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13 Dervatives (continued)
Contract amounis and fair values of assets and liabslties 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 nisk

The group
2014 2013
Contract Contract
amounts Assets Liabihtes amounts Assets Liabilitres
HKSm HKSm HKS$m HK$m HK$m HK$m
Trading derivatives
Exchange rate contracts 14,880,218 221,590 203,420 11,953,908 196,420 183,644
— spot, forward and future 10,060,892 112,297 104,108 7,847,361 99,121 96,534
— swaps 3,422,916 96,769 86,955 3,303,017 93,128 83,819
- options purchased 684,251 11,693 416 398 079 3,185 261
— options written 712,159 831 11,941 405 451 286 3,030
Interest rate contracts 18,254,624 164,071 161,746 18 258,980 162,048 158,252
— forward and future 448,799 41 39 383,180 59 40
— swaps 17,593,936 160,827 158,539 17,669,570 159,024 155,739
~ options purchased 77,354 1,677 205 66,425 1,354 12
— options written 70,790 71 2,137 87,884 8¢ 1,583
— other 63,745 1,455 826 51,921 1,531 378
Equity denvatives 1,084,221 37,562 38,247 1,227,483 50 308 51,597
Credit denvatives 259,298 1,644 1,659 232,812 1,904 1,906
Commeodity and other 134,482 5,737 6,211 140 496 2,511 2131
Total held for trading 34,612,843 430,604 411,283 31,813,679 413 19) 397,530
Trading dertvatives managed in
conjunction with financial
instruments designated at fair
value
Exchange rate contracts - - - 546 4 -
Interest rate contracts 8,140 86 6 5061 18 41
§,140 86 6 5,607 22 41
Cash flow hedging derivatives
Exchange rate contracts 45,047 5,055 595 48,904 9,115 97
Interest rate contracts 54,040 14 122 19,402 45 68
99,087 5,129 717 68,306 9,160 165
Fair value hedging derivatives
Interest rate contracts 150,960 297 1,304 140,952 963 1,925
Gross total derivatives 34,871,030 436,116 413,310 32,028,544 4213356 399 461
Netting - {46,182) (46,182) - (34,609 {34.609)
Total 34,871,030 389,934 367,128 32,028,544 388 727 365 052
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13 Derwvatives (continued)
The Bank
2014 2013
Contract Conltract
amounts Assets Liabilihes amounts Assets Liabilitres
HKSm HKSm HKSm HK$m HKSm HKSm
Trading dervatives
Exchange rate contracts 13,488,148 207,658 191,881 10,677,757 188,003 177,012
- spot, forward and future 9,053,650 102,754 36,773 6 789 558 92 340 90711
— swaps 3,350,950 95,410 85,744 3,342,242 91,965 83,444
— options purchased §27,138 8,633 395 269,883 2,784 262
— oplions wiitten 556,410 861 8,969 276074 914 2,595
Interest rate contracts 17,746,898 163,078 160,763 17,857,951 159413 155,688
— forward and future 447,376 39 74 387455 59 38
— Swaps 17,057,069 159,652 157,661 17,267.281 156,386 153,203
— options purchased 79,489 1,676 84 65,139 1,359 102
— options written 71,008 71 2,140 85,565 BO 1,515
— other 91,956 1,640 809 52,511 1,529 830
Equity derivatives 1,104,132 38,301 38,268 1,251,970 51010 51,673
Credit denvatives 261,283 1,646 1,660 232,812 1,904 1,906
Commodity and other 122,921 5,525 6,121 131,786 2,629 2011
Total held for trading 32,723,382 416,208 398,698 30 152 276 402 959 388,290
Trading derrvatives managed 1n
conjunchon with financtal
1nstruments designated at fair
value
Exchange rate contracts - - - 546 4 -
Interest rate contracts 4,032 68 - 5,061 18 30
4,032 68 - 5,607 22 30
Cash flow hedging dervatives
Exchange rate contracts 40,715 4,564 585 45,441 8,448 92
Interest rate contracts 30,964 60 19 8930 26 24
71,679 4,624 604 54,371 8,474 116
Fair value hedging denvatives
Interest rate contracts 95,329 158 525 75,280 337 368
Gross total derivatives 32,894,422 421,058 399,827 30,287,534 411,792 389,304
Netting - (46,182) (46,182} - (34,609) (34,609)
Total 32,894,422 374,876 353,645 30,287,534 377,183 354,695
Hedging dervatives

The group uses derivatives (principally interest rate and currency swaps) for hedging purposes in the management
of 1ts own asset and lrability portfolios and structural positions This enables the group 10 optimise the overall costs
to the group of accessing debt capital markets, and to mutigate the market risk which would otherwise anse from
structural imbalances in the matunty and other profiles of its assets and habilities

The accounting treatment of hedging transactions vares according to the nature of the instrument hedged and the
type of hedging transaction Denvatives may quahfy as hedges for accounting purposes if they are fair value

hedges cash flow hedges, or hedges of net investments n foreign operations
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13 Derivatives (continued)
Fair value hedges

The group’s fair value hedges principally consist of interest rate swaps that are used to protect against changes in
the fair value of fixed-rate long-term financial instruments due to movements 1 market interest rates For
quahfying fair value hedges, all changes in the fair value of the derivative and in the fair value of the item n
relation to the risk being hedged are recognised 1n the income statement If the hedge relationship 1s terminated, the
fair value adjustment to the hedged 1tem continues to be reported as part of the basis of the item and 1s amortised to
the income statement as a yield adjustment over the remainder of the hedging penod

Gans or losses arising from far value hedges

2014 2013
HK$m HK$m
Gamns/(losses)
On hedging instruments (419) 1,938
On the hedged items attributable to hedged risk 408 (1977
(11} (39

Cash flow hedges

The group’s cash flow hedges consist principally of interest rate and currency swaps that are used to protect against
exposures to variability in future interest and prineipal cash flows on non-trading assets and habilities which bear
mterest at vanable 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 1nterest flows, are projected for cach portfolio of financial
assets and hiabiliies on the basis of their contraciual terms and other relevant factors including estimates of
prepayments and defaults The aggregate principal balances and interest cash flows across all portfolios over time
form the basis for identifying gains and losses on the effective portions of denvatives designated as cash flow
hedges of forecast transactions Gains and losses are imtially recognised n other comprehensive income, and
accumulated in the cash flow hedging reserve, and are transferred to the income statement when the forecast cash
flows affect the income statement

Amount transferred to the income statement n respect of cash flow hedges include a loss of HK$99m (2013
HK$239m gain) taken to “Net interest income” and a gain of HK$4,401m (2013 HK$5,381m gain) taken to “Net
trading income” The group does not have any qualifying cash flow hedges that involve non-financial assets or
non-financial habilhities (2013 none)

The gains and losses on meffective portions of such derivatives are recogmised immediately in “Net trading
income™ During the year to 31 December 2014, an msigmficant amount was recogmsed due to hedge
meffectiveness and termupation of forecast transactions (2013 nsignificant amount)

The schedule of forecast principal balances on which the expected interest cash flows anse as at 31 December 2014

15 as follows
More than 3 5 years or less
3 months months but less but more than
or less than 1 year 1 year
HKS$m HKSm HKS$m
At 31 December 2014
Cash inflows from assets 38,841 72,498 48,135
Cash outflows from habilities {9,043) {19,424) (18,445)
Net cash inflows 29,798 53,074 29,690
At 31 December 2013
Cash inflows from assets 21,698 38,271 18,252
Cash outflows from labilites (3,813) (14,957} {14,680)
Net cash inflows 15,885 23,314 3,572
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13 Derrvatives (continued)

[

Unobservable inception profits

Any imual gain or loss on financial instruments where the valuation 1s dependent on unobservable parameters 1s
deferred over the hfe of the contract or until the nstrument 15 redeemed, transferred or sold or the fair value
becomes observable All denvatives 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 in the income statement

at the beginning and end of the year with a reconciliation of the changes during the year

The group
2014 2013
HKSm HK$m
Balance at 1 January 74 124
Deferrals on new transactions 3 2t
Reduction due to amortisation {103) (109)
Reduction due to redemption/sale/transfer/improved observability/risk hedged (194) (142)
Exchange differences and others (1) (13
Balance at 31 December 167 74
The Bank
2014 2013
HKSm HKS$m
Balance at 1 January 69 110
Deferrals on new transacuons 298 180
Reduction due to amortisation (93) (84)
Reduction due 1o redemption/sale/transfer/improved observability/risk hedged (180) (133)
Exchange differences and others 1) (4)
Batance at 31 December 93 69
14 Fmancial assets designated at fair value
The group The Bank
2014 2013 2014 2013
HKS$m HK$m HKSm HK$m
Debt secunties 17,238 19,871 1,257 1561
Equity shares 80,957 70,246 - -
Other - 29 - -
98,195 90,146 1,257 1,561
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14 Financial assets designated at fair value (continued)

a Debt securities

The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Listed
— histed n Hong Kong 2,388 1,707 437 555
- hsted outside Hong Kong 7,485 4,855 820 1,006
9,873 6,562 1,257 1,561
Unlisted 7,365 13,309 - -
17,238 19,871 1,257 1,561
Issued by public bodies
— central governments and central banks 1,194 2160 - 555
— other public sector entities T84 1,243 - -
1,978 3,403 - 555
Issued by other bodies
— banks 6,272 7,846 - -
— corporate entities §,988 8,622 1,257 1,006
17,238 19,871 1,257 1561
b  Equity shares
The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Listed
— histed in Hong Kong 8,788 7,723 - -
— hsted outside Hong Kong 37,274 31,106 - -
46,062 38 829 - -
Unlsted 34,898 31417 - -
80,957 70,246 - -
Issued by
- banks 390 3815 - -
— corporate entities 77,047 66,431 - -
80,957 70 246 = -
15 Non-trading reverse repurchase and repurchase agreements
Non-trading reverse repos and repos with customers and banks are set out below
The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Assets
Banks 176,945 100,591 103,056 67,260
Customers 41,956 49,993 13,0587 19,341
218,901 150,584 116,113 86,601
Liabilities
Banks 26,751 5,258 19,753 5258
Customers 1,628 | 054 1,280 693
28,379 6312 21,033 5951
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16 Loans and advances to customers

a Loans and advances Lo customers

The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Gross loans and advances to customers 2,825,736 2,628,746 1,596,583 1,489,116
Impairment allowances (note 17(a)) (10,520) {9,501) (5,372) (5,206)
2,815,216 2,619,245 1,590,711 1,483,210

b Analysis of loans and advances to customers based on categories used by the HSBC Group

The following analysis of loans and advances to customers is based on the categories used by the HSBC Group.,
including the group, 1o manage associated risks

The group
Rest of

Hong Kong Asia-Paaific Total
2014 HKSm HK3m HK$m
Residential mortgages' 439 451 283,042 122,493
Credit card advances 54,943 24,863 79,808
Other personal 122,613 79,670 202,283
Total personal 617,007 387,575 1,004,582
Commercial, industnal and international trade 416,759 440,967 857,726
Commercial real estate 01,103 75,631 276,734
Other property-related lending 203,850 62,810 266,660
Government 6,613 2,654 9,267
Other commercial 150,314 151,930 302,244
Total corporate and commercial 978,639 733,992 1,712,631
Non-bank financial istitutions 61,264 42,747 104,011
Settlernent accounts 3,887 625 4,512
Total financial 65,151 43372 108,523
Gross loans and advances to customers 1,660,797 1,164,939 2,825,736
Individually assessed impairment allowances (2,411) (3,888) (6,299)
Collectively assessed impairment allowances (2,103) (2,118) (4,221)
Net loans and advances to customers 1,656,283 1,158,933 2,815,216
2013
Residenuial morigages' 416,857 296,860 713,717
Credit card advances 49,843 29,824 79,667
Other persenal 133,593 68,558 172,151
Total personal 570293 395,242 965 535
Commercial, industnal and intemational trade 423,536 432,984 856,520
Commercial real estate 196,621 71,348 267,969
Other property-related lending 151,554 58 937 210491
Government 5,728 2,190 7918
Other commercial 112,939 131,788 244727
Total corporate and commercial 890 378 697,247 1 587,625
Non-bank financtal institutions 41,578 31,460 73038
Settlement accounts 1,989 559 2,548
Total financial 43,567 32,019 75,586
Gross loans and advances to customers 1,504,238 1,124,508 2,628 746
Indvidually assessed impairment allowances (1,349} {3,658) (5,007)
Collectively assessed impatrment allowances {2,131} {2,363) {4,494)
Net loans and advances to customers 1 500,758 1,118,487 2,619,245

1 Residennal morigages include Hong Kong Government Home Ownership Scheme loans of HK326,671m (2013 HK$25,040m)
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16 Loans and advances to customers (continued)

The Bank
Rest of

Hong Kong Asn-Pacific Total
2014 HKS$m HKSm HK$m
Residenual mortgages’ 269,301 105,145 374,446
Credit card advances 30,662 10,439 41,1n
Other personal 48,265 49,079 147,344
Total personal 398,228 164,663 562,891
Commercial, industnal and intermational trade 185,161 198,976 484,137
Commercial real estate 128,110 28,394 156,504
Other property-related lending 83,835 29,907 113,742
Government 6,209 1,948 8,157
Other commercial 113,182 85,763 198,945
Total corporate and commercial 616,497 344,988 961,485
Non-bank financial mstitutions 54,211 17,747 71,958
Settlement accounts — 249 249
Total financial 54,211 17,996 72,207
Gross loans and advances to customers 1,068,936 517,647 1,596,583
Individually assessed impairment allowances {1,896) 1,577 (3.473)
Collectively assessed impairment allowances {1,383) (1,016) {2,399)
Net loans and advances to customers 1,065,657 525,054 1,590,711
2013
Residential mortgages’ 254,465 113,548 368,013
Credit card advances 28,343 11,446 39,789
Other personal 82,949 48,393 131,342
Total personal 365,757 173,387 539,144
Commercial, industrial and intemattonal trade 208,895 195,114 494 009
Commercial real estate 130,123 29710 159,833
Other property-related lending 64,171 23,652 87,823
Government 5,462 1,460 6,922
Other commercial 81,482 68,743 150,225
Total corporate and commercial 580,133 318,679 898,812
Non-bank financial institutions 35,730 15,181 50,911
Settlement accounts — 249 249
Total financial 315,730 15,430 51,160
Gross loans and advances to customers 981,620 507,496 1,489,116
Individually assessed impaicment allowances (808) (1,774) (2,582)
Collectively assessed impairment allowances (1,521} {1,103) {2,624)
Net loans and advances to customers 979,291 504,619 1,483,910

The geographical information shown above has been classified by the location of the principal operations of the
subsidiary or, 1n the case of the Bank, by the location of the branch responsible for advancing the funds

| Residential morigages include Hong Kong Government Home Ownership Scheme loans of HK$10 961m (2013 HK$10 588m)
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16 Loans and advances to customers (cortinued)

¢ Loans and advances to customers melude equipment leased to customers under finance leases and hire purchase
contracts having the characteristics of finance leases

The group
2014 2013
Present Present
value value
of the Unearned Total of the Unearned Total
mmnnum future minmun mInmum future minmum
lease finance lease lease finance lease
payments mcome payments payments Income payments
HKSm HKSm HKS$m HK$m HK$m HK$m
Amounts receivable
-~ Within one year 2,756 689 3,445 2982 697 3,679
— After one year but within
five years 8,743 2,012 10,755 9,184 2,107 11,291
— After five years 16,663 2,545 19,208 14 893 2,236 17,129
28,162 5,246 33,408 27,059 5,040 32 099
Imparrment allowances (43) (39)
Net investment in finance leases
and hire purchase contracts 28,119 27,020
The Bank
2014 2013
Present Present
value value
of the Unearned Taotal of the Unearmed Total
nunImnumn future mimimum minumum future minimum
lease finance lease lease finance lease
payments mncome payments payments mcome payments
HKSm HKSm HKSm HK$m HK$m HK$m
Amounts recervable
— Within one year 1,578 369 1947 1,643 344 1,987
— After one year but within
five years 4,347 1,145 5,492 4218 1,042 5,260
— After five years 12,673 2,102 14,775 11,700 1,878 13,578
18,598 3,616 22,214 17,561 3,264 20,825
[mpairment allowances ) (6)
Net investment in finance leases
and hire purchase contracts 18,591 17,555
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17 Impairment allowances agamnst loans and advances to customers

a  Impairment allowances against leans and advances to customers

The group
Individually Collectively
assessed assessed
allowances allowances Tofal
2014 HK$m HKSm HKSm
At 1 January 5,007 4,494 9,504
Amounts wnitten off {1,366) (3,356) (4,722)
Recoveries of loans and advances written off 1n previous years 156 1,029 1,185
Net charge to income statement (note 4(3)) 2,626 2,272 4,898
Unwinding of discount of loan impairment {136) (79) {215)
Exchange and other adjustments 12 (139) {127)
Al 31 December (note 16{a)) 6,299 4,221 10,520
2013
At 1 January 5,245 4,526 9,771
Amounts written off (856) (3,495) (4,351)
Recoveries of loans and advances wnitten off 1n previous years 198 1089 1,287
Net charge to income statement (note 4(3)) 809 2,602 3,411
Unwindmng of discount of loan impatrment (51) 7 (128)
Exchange and other adjustments (338) {151) (489)
AL 31 December (note 16(a)) 5,007 4,494 9,501
The Bank
Individually Collectively
assessed assessed
allowances allowances Total
2014 HKSm HKSm HKS$m
At 1 January 2,582 2,624 5,206
Amounts wnitten off (365) (1,746} 2,111)
Recoverntes of loans and advances written off in previous years 39 458 497
Net charge to income statement 1,268 1,141 2,409
Unwinding of discount of loan impairment &0 (44} (141)
Exchange and other adjustments 46 (34) 12
At 31 December (note 16(a)) 3,473 2,399 5,872
2013
At 1 January 2,897 2,652 5,549
Amounts written off’ {454) (1,664) (2,118)
Recoveries of loans and advances wnitten off in previous years 67 479 546
Net charge to income statement 357 1,228 1,582
Unwinding of discount of loan impairment 7 (35) (72)
Exchange and other adjustments (248) (33) {281)
At 31 December {note 16(a}} 2 582 2,624 5206
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17 Impawrment atlowances agamst leans and advances to customers (continued)
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 unlikely Individually assessed allowances are made after taking
into account the value of coltateral in respect of such loans and advances

The geographical information shown below has been classified by the location of the principal operations of the
subsidiary or 1n the case of the Bank, by the location of the branch responsible for advancing the funds

The group
Rest of
Hong Kong Asia-Paafic Total
HKS$m HK$m HKS$m
At 31 December 2014
Gross loans and advances to customers
Individually assessed impatred gross loans and advances 5,297 9,218 14,515
Collectively assessed 1,655,500 1,155,721 1811221
= Imparred loans and advances 602 770 1,372
— Non-imparired 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 2,825,736
Impairment allowances {4,514) (6,006) (10,520)
— Indimidually 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 2,815,216
Fair value of collateral which has been taken mnto account in respect
of individually assessed impaired loans and advances to customers 1,767 3,373 5,140
Individually assessed impaired gross loans and advances as a
percentage of gross loans and advances to customers 03% 08% 05%
Total allowances as a percentage of total gross loans and advances 03% 05% 94%
At 31 December 2013
(Gross loans and advances {o customers
Individually assessed tmpaired gross loans and advances 2,928 8,867 11,795
Collectively assessed 1501 310 1,115,641 2,616,951
— Imparired loans and advances 524 glé 1,340
~ Non-impaired loans and advances 1,500,786 1,114,825 2615611
Total gross loans and advances to customers 1,504 238 1,124,508 2,628,746
Impairment allowances (3,430) (6,021) (9,501)
— Indvidually assessed (1.349) {3,658) {5,007
- Collectively assessed (2,131) (2,363) {4 .494)
Net loans and advances 1,500,758 1118487 2619 245
Fair value of collateral which has been taken into account in respect
of individually assessed impaired loans and advances to customers 1,433 3619 5052
Individually assessed imparred gross loans and advances as a
percentage of gross loans and advances to customers 02% 08% 04%
Total ailowances as a percentage of total gross loans and advances 02% 05% 04%
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17 Impairment allowances against loans and advances to customers (continued)

The Bank

At 31 December 2014
Gross loans and advances to customers
Individually assessed impaired gross loans and advances

Collectively assessed
— Impaired leans and advances
— Non-impaired loans and advances

Total gross loans and advances to customers
Impairment allowances

- Individually assessed
— Collectively assessed

Net loans and advances

Fair value of collateral which has been taken into account in respect
of individually assessed impaired Joans and advances to customers

Individually assessed impaired gross loans and advances as a

percentage of gross loans and advances to customers

Total allowances as a percentage of total gross loans and advances

At 31 December 2013
Gross loans and advances to customers
Individually assessed impaired gross loans and advances

Collectively assessed
— Impaired loans and advances
— Non-impaired loans and advances

Total gross loans and advances to customers
Imparrment allowances

- Individually assessed
— Collectively assessed

Net loans and advances

Fair value of collateral which has been taken into account 1n respect
of individually assessed impaired [oans and advances to customers

Individually assessed impaired gross loans and advances as a

percentage of gross loans and advances to customers

Total allowances as a percentage of totat gross loans and advances

143

Rest of
Hong Kong Asig-Pacific Total
HK$m HKSm HK$m
4,158 4,281 8,439
1,064,778 523,366 1,588,144
450 290 740
1,064,328 523,076 1,587,404
1,068,936 527,647 1,596,583
{3,279) (2,593) {5,872)
(1,896} (L,S77) (3473
(1,383) (1,016) (2,399)
1,065,657 525,054 1,590,711
1 1,202 1,214 2416
[
|
0 4% 08% 0.5%
. . 0.3% . 05% 04%,
1,965 4,468 6433
979,655 503,028 £ 482,683
370 315 685
979,285 502,713 1,481,998
981,620 507,496 1,489,116
(2,329) (28771 (5 206)
(308) (1,778 (2,582)
(1,521) (1,103) (2 624)
979,291 504,619 1438910
1,058 1,093 2,151
02% 09% 0 4%
02% 06% 03%
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17 Impairment allowances against loans and advances to customers (confinued)

For individually assessed customer loans and advances where the industry sector comprises not less than 10% of
the group’s total pross loans and advances to customers, the analysis of gross impaired loans and advances and
allowances by major industry sectors based on categories and defimtions used by the HSBC Group 15 as follows

The group
Total gross Gross Indvidually  Collectively Net new Advances
foans and mpaired assessed assessed  impairment wrtten-off
advances advances allowances allowances allowances n year
HK$m HKS$m HKS$m HBKSm HKSm HKSm
At 31 December 2014
Residential mortgages 722,493 2,030 (288) (70) 70 131
Commercial, industnal and
mnternattonal trade 857,726 6,951 {3,820) 2,182) 1,583 664
Other commercial 302,244 3,756 (1,470) {211} 800 57
At 3] December 2013
Residential mortgages 713,717 2,121 {363) (77) (12) 58
Commercial, industnal and
international trade 856,520 6,264 {3,194) (2,050) 1,061 567
Other commercial 244 727 1,345 (522) (372) 182 125
The Bank
Total gross Gross  Individually  Collectively Net new Advances
loans and mmpaired d d pairment wntten-off
advances advances allowances allowances allowances m year
HKS$m HK$m HKS$m HKSm HKSm HK$m
At 31 December 2014
Residential mortgages 374,446 613 (60) (21) 17 54
Commercial, industrial and
nternational trade 484,137 3,643 (1,539) (1,299) 350 189
Other commercial 198,945 3,006 {1,108) {144) 648 43
At 3] December 2013
Residential mortgages 368,013 607 (98) {22) 6 10
Commercial, industrnial and
international trade 494,009 3,757 {1,814) (1,267) 622 327
Other commercial 150,225 980 (351 (262) 86 85

Collectively assessed allowances refer to impaimment allowances which are assessed on a collective basis for those
individually assessed loans and advances where an individual impairment has not yet been identified
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17 Impairment allowances against loans and advances to customers (coniinued)

¢ Overdue and rescheduled loans and advances to customers

The group
Hong Kong Rest of Asia-Pacific Total
HKSm % HK$m % HKSm %
At 31 December 2014
Gross amounts which have been
overdue with respect to either
principal or interest for
— more than three months but
less than six months 624 00 2,023 02 2,647 01
— more than s1x months but
less than one year 452 00 764 01 1,216 [1X1]
— mere than one year 2,024 01 2,185 02 4,209 02
3,100 01 4,972 05 8,072 03
Individually assessed impairment
allowances made in respect of
amounts overdue (1,235) {2,265) (3,500)
Fair 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 0t
At 31 December 2013
Gross amounts which have been
overdue with respect to either
principal or interest for
— more than three months but
less than six months 402 00 1,836 02 2,238 01
— more than six months but
less than one year 223 [+11] 1 300 01 1,523 01
— more than one year 1,956 01 2,449 02 4,405 02
2,581 01 5,585 05 8,166 04
Indivrdually assessed impairment
allowances made in respect of
armounts overdue (1,132} (2.698) (3,830)
Faur value of collateral held in
respect of amounts overdue 914 2,429 3,343
Rescheduled loans and advances te
customers 464 00 1,928 02 2,392 01

145




THE HONGKONG AND SHANGHA| BANKING CORPORATION LIMITED

Notes on the Financial Statements (conunued)
——— ——

17 Impawrment allowances aganst loans and advances to customers {continued)

The Bank
Hong Konp Rest of Asia-Pacific Total
HKSm % HKSm % HKSm %
At 31 December 2014
Gross amounts which have been
overdue with respect to either
principal or interest for
— more than three months but
less than six months n 00 436 01 808 00
— more than six months but
less than one year 363 00 265 01 628 00
— more than one year 1,491 01 1,088 02 2.57% 02
2,226 0} 1,789 04 4,015 02
Individually assessed imparrment
allowances made 1n respect of
amounts overdue (795) (774) (1,569)
Fanr value of collateral held in
respect of amounts overdue 810 369 L,17%
Rescheduled loans and advances to
customers an 00 1216 01 1,557 01
At 31 December 2013
Gross amounts which have been
overdue with respect to either
principal or nterest for
— more than three months but
less than six months 297 00 602 01 899 01
— more than six months but
less than one year 176 [113] 430 01 606 00
~ more than one year 1,433 01 968 02 2,401 02
1,906 01 2 000 04 3,906 03
Indivedually assessed impairment
allowances made in respect of
amounts overdue (671) (966) (1,637)
Fair value of collateral held in
respect of amounts overdue 742 512 1,254
Rescheduled loans and advances to
customers 340 00 647 01 987 01

Rescheduled loans and advances to customers are those loans and advances which have been restructured or
rencgotiated because of deteroration in the financial position of the borrower or because of the inability of the
borrower to meet the onginal repayment schedule Rescheduled loans and advances te customers are stated net of
any loans and advances which have subsequently become overdue for more than three months and which are
included in the overdue amounts shown above

18 Impairment and rescheduled amounts relating to placings with and advances to banks and other assets

There were no significant impatred or rescheduled placings with and advances to banks nor overdue or rescheduled
other assets as at 31 December 2014 and 31 December 2013 Information relating to overdue balances can be found 1n
Risk Report
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19 Financial investments

The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HK3$m
Treasury and other eligtble bills
~ available-for-sale 544,536 525,698 410,012 425,111
Diebt secunties, excluding certuficates of deposut
— held-to-matunity 169,277 167 242 - -
- available-for-sale 595,378 563,828 304,925 319,849
Certificates of deposit
- held-to-matunty 13,349 12,223 - -
— available-for-sale 84,822 75,984 3,041 10,012
Equity shares
— available-for-sale 49,131 34,796 4,005 3,011
1,456,493 1379 771 721,983 758,583
Financial investments
— which may be repledged or resold by counterparties 2,091 1,641 1,585 1,545
— not subject to repledge or resale by counterparties 1,454,402 1,378,130 720,398 757,038
1,456,493 1,379,771 721,983 758,583
Treasury and other eligible bills are largety unlhisted
a  Held-to-maturity debt securities, including certificates of deposit
The group
Book value Fair value
2014 2013 2014 2013
HK$m HK$m HKSm HK$m
Listed
- listed in Hong Kong 7,961 4715 8,348 4,850
— listed outside Hong Kong 38,870 43 172 41,7585 43,848
46,831 47,887 50,103 48,698
Unhsted 135,795 131,578 140,632 131,417
182,626 179,465 190,735 180,115
Issued by public bodies
— central governments and central banks 5336 4,653 6,039 4,753
~ other public sector entities 17,115 2i,917 18,067 22,714
22,451 26,570 14,106 27,467
Issued by
— banks 77,303 71,770 80,468 72,827
— corporate entities 82,872 81,125 86,161 79,821
182,626 179,465 190,738 180,115

Durning 2014, certain exchanges have been
as listed

regarded as recogmsed exchanges, causing more sccuritics to be classified
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19 Financial Investments (continued)

b Available-for-sale debt securities including certificates of deposit

The group The Bank
2014 2013 2014 2013
HK$m HK$m HKSm HK$m
Listed
- listed in Hong Kong 20,774 16,779 8,750 4,791
— listed outstde Hong Kong 428,835 215,434 235,596 171,915
449,609 232,213 241,346 176,706
Unhisted 230,591 407,599 66,620 153,155
680,200 639,812 307,966 329,861
Issued by public bodies
— central governments and central banks 463,659 415,728 209,827 215,121
~ other public secter eniities 58,3838 71,762 40,635 47,721
522,047 487490 250,462 262 842
issued by
- banks 108,692 117,705 51,826 57,965
~ corpotate entities 49 461 34617 5,678 9,054
630,200 639,812 307,966 329,861

During 2014, certain exchanges have been regarded as recognised exchanges, causing more secunities ¢ be classified
as histed

c  Available-for-sale equity shares

The group The Bank
2014 2013 2014 2013
HK$m HK$m HK$m HK$m
‘ Lasted

- hsted in Hong Kong 360 446 - -
| — histed outside Hong Kong 42,736 26,959 - 5%
43,096 27 405 - 59
Unlisted 6,035 7,391 4,005 2,952
49,131 34,796 4,005 3,011

Tssued by
- banks 44,167 27,528 610 17
— corporate enlities 4,964 7,268 3,395 2,994
49,131 34,796 4,005 3,011
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20 Assets transferred, assets charged as security for habilities, and collateral accepted as secunity for assets

Transferred financial assets not qualifying for derecognition or full derecognition and associated financial habilities

The group
2014 2013
Carrymng Carrying Cammying Carrying
amount of amount of amount of amount of
transferred associated transferred associated
assets Labihties assets habilities
HKSm HKSm HK$m HK$m
Repurchase agreements 18,194 18,100 10 287 11 146
Securnties lending agreements 5,165 34 3431 2,088
23,359 18,134 13 718 13 234
The Bank
2014 2013
Carrying Carrying Carrying Carrying
amount ol amount of amount of amount of
transferred assoctated transferred associated
assets habilities assets habilities
HKSm HKSm HKSm HK$m
Repurchase agreements 14,625 14,689 10,986 11,786
Securities lending agreements 4,659 34 3,335 2,088
19,284 14,723 14,321 13,874
Financial assets pledged to secure lrabilities
The group The Bank
4 2013 2014 2013
HK$m HK$m HKSm HK$m
Assets pledged to secure habilitres
Financial assets' pledged to secure labilities 119,845 106 077 86,729 79,490
Collateral accepted as security for assets
Fair value of the collateral permatted to sell
or repledge 1n the absence of default’ 320,998 224 360 263,491 200,803
Farr value of collateral actually sold or repledged 68,146 35,486 37,483 37,725

1 Francral assets comprise treasury bills debt securines, equities and deposits
2 These wansactions are conducted under terms that are usual and customary to standard securittes borrowing and reverse repurchase

agreements

The table above shows assets where a charge has been granted to secure liabtliies on a legal and contractual bas:s

These transactions are conducted under terms that are usual and custemary to collateralised transactions including,
where relevant, standard securities lending and repurchase agreements

The financial assets shown above include amounts transferred that de not qualify for derecognition, notably debt
securities held by counterparties as collateral under repurchase agreements and equity securities lent under secunties
lending agreements As the substance of these transactions 1s secured borrowings, the asset collateral continues to be
recogmised in full and the related hiabihity reflecting the Group s obligation to repurchase the transferred assets for a
fixed price at a future date 1s recognised on the balance sheet As a result of these transactions the Group 15 unable to
use, sell or pledge the transferred assets for the duration of the transaction The Group remains exposed to interest rate
nisk and credit nisk on these pledged instruments The counterparty’s recourse 15 not limited to the transferred assets
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21 Investments in subsidiaries

The Bank
2014 2013
HK$m HK$m
Investments 1n subsidiaries
Unlisted investments 43,004 62,407
Listed 1nvestment 7,845 865
70,849 63,272
The principal subsidiaries of the Bank are
The group’s
mterest i
Class of 1ssued share
Place of Prinapal  share / registered capital/ registered
meorporation actvity  or charter capital  or charter capital
Hang Seng Bank Limited Hong Kong Banking Ordinary 62 14%
HSBC Bank (China) Company Limited PRC! Banking  Registered Capital 100%
HSBC Bank Malaysia Berhad Malaysia Banking Ordinary 100%
HSBC Bank Australia Limited? Australia Banking Ordinary 100%
HSBC Bank (Tarwan) Limited® Taiwan Banking Ordinary 100%
HSBC Insurance (Asia} Limited? Hong Kong Insurance Ordinary 100%
HSBC Life (International) Limted? Bermuda Retirement Ordinary 100%
benefits and
hfe insurance
HSBC Bank (Vietnam) Lid Vietnam Banking Charter Capital 100%

1 People s Republic of China
2 Heldindwrectly

All the above subsidianes are included in the group’s consolidated financial statements All these subsidiaries make
therr financial statements up to 31 December

The principal places of business are the same as the places of ncorporation except for HSBC Life (Interational)
Limited which operates mainly in Hong Kong

The proportion of voting rights held 1s the same as the proportion of ownership interest held

The principal substdiartes are regulated banking and 1insurance entities and, as such, are required to maintain certain
mumum levels of capital and Liquid assets to support their operations The effect of these regulatory requirements 1s
to limut the extent to which the subsidiaries may transfer funds to the Bank in the form of repayment of shareholder
loans or cash dividends

During the year, the Bank extended a perpetual subordinated loan to a subsidiary which is recognised as an equity
investment for accounting purposes

Subsidiary with mater 1al non-conirolling interest

2014 2013
Hang Seng Bank Linmited
Ownership mterest and voting rights held by non-controlling interests 37.86% 3786%
HKSm HK$m
Profit attributable to non-controlling interests 5,730 10,100
Accumulated non-controlling interests of the subsidiary 50,057 40,807
Dividends pawd to non-controlling nterests 3,981 31836
Summansed financial information (before intra-group eliminations})
— Assets 1,263,990 1,143,730
— Liabilities 1,124,797 1,035,952
-~ Net operating income before loan impairment 28,579 37,589
— Profit for the year 15,131 26,678
— Other comprehensive income 19,804 {1,120)
— Total comprehensive income 34,935 25,558
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22 Interests in associates and joint ventures

The group

1014 2013

HKSm HK$m

Share of net assets 112,283 103,435

Goodwnil 4,236 4,720

Intangible assets 194 688
Deferred tax on intangible assets (48) (172}
Impayment (11 (819)

116,654 107,852

At 31 December 2014, the group’s interests in associates amounted to HK$116,134m (2013 HK$107,384m)

The Bank
2014 2013
HKSm HK$m
Listed investments 39,824 39,824
Unlisted investments 6 586
39,830 40,410
Associate
(1 Principal associate
Principal The group's interest in
Place of meerporation achivity Class of share 1ssued share capatal
Bank of Communications Co , Ltd People’s Republic of China Banking Ordinary 1903%

Bank of Communications Co, Ltd 1s listed on recognised stock exchanges The fair value represents valuation based
on quoted market price of the shares held (Level | 1n the fawr value hierarchy) and amounted 1o HK$101,918m a1 31
December 2014 (2013 HK$77,181m}

Bank of Communications Co , Limited (‘BoCom’)

The group’s investment 1n BoCom was equity accounted with effect from August 2004 The group’s significant
influence i BoCom was established as a result of representation on the Board of Directors and, in accordance with the
Techmcal Cooperation and Exchange Programme the group is assisting 1n the mamtenance of financial and operating
policies and a number of staff has been seconded to assist in this process

Impairment testing

At 31 December 2014, the fair value of the group s investment 1n BoCom had been below the carrying amount for
approximately 32 months, apart from a short period in 2013 As a result, the group performed an impairment test on
the carrying amount of the mvestment in BoCom The test confirmed that there was no impairment at 3§ December
2014 The recoverable amount was HK$121 7bn (2013 HK$108 9bn), an excess of HK$7 9bn over the carrying
amount (‘headroom’} at 31 December 2014 (2013 HK$4 3bn) The increase in headroom 15 due to the improved
capital position of BoCom

At 31 December 2014 At 31 December 2013
Carrymg Fair Carrying Fair
YIU amount value viu amount value
HKSbhn HKShn HKSbn HKS$bn HKS$bn HK$bn
Bank of Communications Co , Lumated 121.7 1138 1019 1089 1046 772
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22 Interests in associates and joint ventures (continued)

Basis of recoverable amount

The impairment test was performed by comparing the recoverable amount ot BoCom, determined by a value in use
(*VIU") calculation, with its carrying amount The VIU calculation used discounted cash flow projections based on
management’s estimates of earmings Cash flows beyond the short to medium-term were then extrapolated
perpetuity using a long-term growth rate An imputed capinal mamtenance charge (‘{CMC’) 15 calculated to reflect
expected regulatory capital requirements, and is deducted from forecast cash flows The principal inputs to the CMC
calculation include estimates of asset growth, the ratio of nsh-weighted assets to total assets, and the expected
regulatery capital requirements Management judgement 1s required i estimating the future cash flows of BoCom

Key assumptions in ViU calculation

Long-term growth rate the growth rate 1s 5% (2013 5%) for peniods after 2018 and does not exceed forecast GDP
growth in China

Discount rate the discount rate of 13% (2013 13%) 1s denved from a range of values obtamned by applying a Capatal
Asset Pricing Model {({CAPM’) calculation for BoCom, using market data Management supplements this by
companing the rates derived from the CAPM with discount rates available from external sources, and the group’s
discount rate for evaluating investments i mainland China The discount rate used 15 within the range of 11 4% to
14 2% (2013 10 5% to 15 0%) indicated by the CAPM and external sources

Loan impairment charge as a percentage of customer advances the ratio used ranges from 0 73% to 1% (2013 0 64%
10 1%) m the short 1o medium-term The long-term ratio 15 assumed 1o revert to a histoncal rate of (0 65% (2013
0 64%) The rates are within the shoert to medium-term range forecasts of 0 51% and 1 08% (2013 0 55% and 1 20%)
disclosed by external analysts

Risk-weighted asscis as a percentage of total assets the ratio used ranges from 70% to 72% in the short 1o medium-
term The long-term ratio reverts to a rate of 70% (2013 68 7%)

Cost-income ratio the ratio used ranges from 40 0% to 42 4% (2013 39 7% to 43 2%) n the short to medium-term
The ratios were within the short to medium-term range forecasts of 37 2% to 44 5% (2013 38 0% to 44 2%) disclosed
by external analysts

Sensitivity analyses were performed on each hey assumption to ascertain the impact of reasonably possible changes in
assumptions The following change to each key assumption used on 1ts own 1n the VIU calculation would reduce the
headroom to nil

Key assumption Changes to key assumption to reduce headroom to mi
+ Long-term growth rate s Decrease by 43 basis points

« Discount rate + Increase by 53 basis points

» Loan impairment charge as a percentage of customer advances  » Increase by 8 basis points

» Risk-weighted assets as 2 percentage of total assets * Increase by 3 3%

o (ost-income ratio * Increase by 1 6%
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22 Interests i associates and joint ventures {continued)

The following table further illustrates the impact on VIU of reasonably possible changes 1o key assumptions This
reflects the sensitivity of VIU to each key assumption on its own and 1t 1s possible that more than one favourable
andfor unfavourable change may occur at the same time

As at 31 December 2014

HKSbon
Carrying amount 113 8

Long-term growth rate
VIU
Increase/(decrease) in VIU

Discount rate
ViU
Increase/(decrease) in VIU

Loan impairment charge as a percentage of
customer advances
VIU
Increase/(decrease) in VIU

Risk-weighted assets as a percentage of total
assets
ViU
Increase/{decrease) in VIU

Cost-income ratio
ViU
Increase/(decrease) in VIU

As at 31 December 2013

HK3bn
Carrymng amount 104 6

Long-term growth rate
VIU
Increase/(decrease) in VIU

Discount rate
ViU
Increase/(decrease) in VIU

Loan impairment charge as a percentage of
customer advances
VIU
Increase/(decrease) in ViU

Rusk-wetghted assets as a percentage of total
assets
VIU
Increase/{decrease)} in VIU

Cost-income ratio
VIU
Increasef{decrease) 1n VIU

Favourable Unfavourable
change Current model change
+50bp +100bp 500% -50bp -100bp
1320 1439 12t 7 1125 1043
103 222 82) (17 4)
-S0hp ~-100bp 13 00% +50bp +100bp
1302 140 1 1217 1142 107 6
85 184 75 (14 1)
0 65% throughout 2004 -~2018 073% to1 00% 1 00% from 2014 to 2018
2019 cnwards 065% 2019 onwards 0 65%
1285 1217 1158
38 59
2014 - 2018 70% to 72%
-100bp -200bp 2019 onwards 70% +100bp +200bp
1239 126 4 1217 1192 1168
22 47 29 (49)
2014 - 2018+ 40 0% to 42 4%
-50bp -100bp 2019 onwards 42 4% +50bp +100bp
124 1 1267 1217 1192 116 8
24 50 _ 25y 49
Favourable Unfavourable
change Current model change
+50bp +100bp 500% -50bp -100bp
1193 1313 108 9 99 7 915
104 224 (92) (174}
-50bp -100bp 13 00% +50bp +100bp
1207 134 4 1089 987 898
18 255 {102) (191
( 64% throughout 2013 -2018 0 64% 101 00% 1 0% from 2014 to 2018
2019 onwards 064% 2019 onwards 0 64%
1145 108 9 1039
56 (50)
-100bp ~200bp 68 7% throughout +100bp +200bp
1114 1140 1089 1062 1036
25 51 2N (53)
2013-2018 39 7% 043 2%
-50bp -100bp 2019 anwartds 43 2% +50bp +160bp
12 1138 108 9 i06 4 1039
23 49 25 (50)
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22 Interests 1n associates and joint ventures (continued)

Selected financial information of BoCom

The statutory accounting reference date of BoCom 15 31 December For the year ended 31 December 2014, the group
included the assoctate s results on the basis of financial statements made up for the 12 months to 30 September 2014,
but taking into account the financial effect of sigmificant transactions or events in the period trom 1 October 2014 to 31
December 2014

At At
30 September 30 September
2014 2013
HK$m HKSm
Selected balance sheet information of BoCom
Cash and balances at central banks 1,165,846 1,102,661
Loans and advances to banks and other financial institutions 620,206 682,714
Loans and advances to customers 4,248,285 4,002,207
Other financial assets 1,387,509 1,283 423
Other assets 353,438 270,034
Total assets 7,775,284 7341039
Deposits by banks and other financial institutions 1,628,358 1325248
Customer accounts 5,148,337 5,176,342
Other financial liabilities 223,852 159 446
Other habilities 196,712 152405
Total habilities 7,197,259 6,813,441
lotal equity 578,025 527,598
Total equity attnbutable to
~ shareholders 575,424 525,195
— non-controlling interests 2,601 2,403
Reconcihiation of BoCom's net assets to carrying amount wn the group’s consolitated
financial statements
The group’s share of net assets 109,529 99,969
Add Goodwill 4,122 4,191
Add Intangible assets 145 476
Carrying amount 113,796 104,636
For the 12 months ended
30 September
2014 2013
HKSm HK$m
Selected mcome statement information of BoCom
Net interest income 170,833 161,092
Net fee and commission income 37,157 31,101
Loan impairment charges (27,209) (21,807)
Depreciation and amortisation (7,136) 6,277)
Tax expense (24,055) {21,895)
Profit for the year 82,405 78,541
Other comprehensive income/ (loss) 1,681 (2,909)
T'otal comprehensive mcome 84,086 75,652
Dividends received from BoCom 4,629 4,264
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22 Interests in associates and jont ventures (conithued)

(1) Other associates

Summarised aggregate financial information in respect of associates not indrvidually materal

2014
HKSm
Carrying value 2,338
The group’s share of
— Assets 2,704
— Liabilitres 366
— Profit or loss from continuing operations n
— Other comprehensive imcome -
— Total comprehensive income 311
Other expense related to investment 1n an associate
— Impaiment of an associate i1

At 31 December 2014, the group s share of associates’ contingent habilittes ncurred relating to the group’s

interest in associates was HK$359,524m (2013 HK$361,129m)

The group’s invesiment tn Vietnam Technological & Commercial Joint Stock Bank (‘TechCom Bank ) was
equity-accounted since Octlober 2007 due to the group’s representation on the Board of Directors and involvement
in the Technical Support and Assistance Agreement The terms of the group’s nominated directors expired 1n
April 2014 and the Techntcal Support and Assistance Agreement expired at the end of June 2014 As a result of
these and other factors. the group considers that 1t 1s no longer 1n a position to exercise significant influence over
TechCom Bank and ccased to account for the investment as an associate from the end of June 2014 Thereafter,
the holding in TechCom Bank of 19 41% 1s classified as an available-for-sale financial investment The loss

ansing from this reclassification was HK$251m
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2013
HK$m

2,748

13,524
11,229
659

9

668
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23 Goodwul and intangible assets

Goodwill and intangible assets includes goodwill ansing on business combinations the present value of in-force long-
term insurance business, and other intangible assets

The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HKS$m
Goodwll 6,379 6,362 1,152 1,181
Present value of in-force long-term insurance business 32,389 28916 - -
Other intangible assets 6,310 6,604 3,155 3,349
45,078 41,882 4,307 4,530
a Goodwill
The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Cost at | January 6,362 7,237 1,181 1,180
Exchange and other movements 17 {875) 29 1
Net book value at 31 December 6,379 6,362 1,152 1,181
Segmental analysis of goodwill
The group The Bank
2014 2013 2014 2013
HK$m HK$m HKSm HKSm
Hong Kong = Commercial Banking 24 24 24 24
Hong Kong — Global Banking and Markets 750 750 498 498
Hong Kong — Pnivate Banking 82 82 82 82
Rest of Asia-Pacific - Retait Banking and Wealth
Management 1,302 1,180 76 80
Rest of Asia-Pacific — Commercial Banking 3337 3,408 - -
Rest of Asia-Pacific = Global Banking and Markets 884 918 472 497
Total goodwll in the CGUs histed 6,379 6 362 1,152 1,181
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23 Goodwill and intangible assets (continued)

During 2014 there was no mparmen of goodwill (2013 mil) Impairment testing in respect of goodwill s
performed annually by comparing the recoverable amount of cash generating unns (*CGUs’), determuned at 1 July
2014 based on a value n use calculation, with the carrying amount of the CGUs That calculatton uses cash flow
estimates based on management’s cash flow projections, extrapolated in perpetuity using a nominal long-term
growth rate based on current Gross Domestic Product for the countries within which the CGU operates Cash flows
are extrapolated 1n perpetuity due to the long-term perspective within the group of business units making up the
CGUs The discount rate used (s based on the cost of capital HSBC allocates to investments 1n the countries in
which the CGU operates

The cost of capital assigned to an individual CGU and used to discount its future cash flows can have a sigmficant
effect on 1ts valuation The cost of capntal (s generally denved from an appropnate capital asset pricing model.
which itself depends on inputs reflecting a number of financial and economic vanables including the risk-free rate
in the country concerned and a premium to reflect the inherent risk of the business being evaluated These varables
are established on the basis of management yudgement

Management judgement 1s required in estimating the future cash flows of the CGUs These values are sensitive to
the cash flows projected for the periods for which detailed forecasts are available, and to assumptions regarding the
long term sustainable pattern of cash flows thereafter While the acceptable range within which underlying
assumpticns 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 necessarily and appropriately
reflect management s view of future business prospecis

Two key assumptions upon which management has based its determination of the recoverable amount of the CGUs
are the discount rate and the nominal long-term growth rate The discount rates used in the impairment test in 2014
were 1n the range of 11% to 14% across different CGUs The nominal long-term growth rates used in the
impairment test in 2014 for Hong Kong and Rest of Asia-Pacific were 6 7% and 7 9% respectively

b The present value of in-force long-term mnsurance business ("PVIF')
(1 PVIF specific assumptions

The following are the key assumptions used in the computation of PVIT for Hong Kong. bemng the man hfe
Insurance operation

2014 2013
Rusk free rate 186% 231%
Rusk discount rate 742% 741%
Expenses inflation 3 00% 3 00%
(1} Movement in PVIF for the year ended 31 Decembei
The group
2614 2013
HKSm HK$m
At 1 January 28,916 24,425
Value of new business written duning the year 5317 5075
Movements arising from in-force business
— expected return {1,781) (1,358)
— eXperence variances {60) (33)
= changes tn operating assumplions {731) 1,499
[nvestment return variances (88) (75)
Changes in tnvestment assumptions 891 (387)
Other adjustinents 33 14
Changes 1n PVIF 3,581 4,735
Exchange differences and other {108) {244)
At 31 December 32,389 28,916
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23 Goodwill and mtangible assets (continued)

C

Other mtangible assets

The group

Cost

At 1 January

Additions

Disposals/amounts written-off
Exchange and other movements

At 31 December

Accumulated amortsation and impaiwrment

At | January

Amortisation charge for the year
Impairment

[hsposals/amounts written-off
Exchange and other movements

At 31 December

Net book value at 31 December

Cost

At 1 January

Additions

Disposals/amounts written-of T
Exchange and other movements

At 31 December

Accumulated amortisation and impairment
At 1 January

Amortisation charge for the year
Impairment

Disposals/amounts written-off’

Exchange and other movements

At 31 December

Net book value at 31 December

BANKING CORPORATION LIMITED

2014
Customer/
Computer merchant
software relationships Other! Total
HKSm HKSm HK$m HKSm
12,645 1,606 2,288 16,539
1,546 - - 1,546
(161) - (63) (224)
(66) on 122y 279)
13,964 1,515 2,103 17,582
8,818 1,033 84 9,935
1,483 120 11 1,614
36 - 21 57
(156) - (63) {219)
{50) {65) - {115)
10,131 1,088 53 11,272
3,833 427 2,050 6,310
2013
Customer/
Computer merchant
software relationships Other' Total
HK$m HK$m HKS$m HK$m
11,521 1,842 2,367 15,730
1 502 - - 1,502
(295) - (3) (308)
(83) (236) (66) (385)
12,645 1,606 2,288 16,539
7,653 1039 66 8,758
1,440 128 15 1,583
71 - 21 92
(287) - (14) (301}
(59} (134) 4) (197)
3,818 1,033 84 9,935
3,827 573 2,204 6,604

1 'Other includes operanng licenses which were recogmsed during the acquisinon of the assets, labiliies and operanons of The

Chinese Bank in Tarw an in 2008 These have an indefinite useful life as there are no ecomomuc or legal restrictions to inut their use

The carrying value of this intangible asset was allacated lo relevant business umis in Tarwan
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23 Goodwll and intangible assets (continued)

The Bank
2014
Customer/
Computer merchant
software relationships Other Total
HKSm HKSm HKS$m HKSm
Cost
At | January 10,020 1,145 79 11,244
Additions 1,196 - - 1,196
Disposalsfamounts written-off {9%) - - [h2)]
Exchange and other movements {12) (83} {2) %7)
At 31 December 11,108 1,062 77 12,244
Accumulated amortisation and imparment
At 1 January 7,113 737 45 7,895
Amortisation charge for the year 1,222 93 3 1,323
Impairment 36 - 2 38
Disposals/amounts written-off’ 99) - - [12)]
Exchange and other movements (3] {58) (2) (68)
A1 31 December 8,264 772 53 9,089
Net book value at 31 December 2,841 290 24 3,155
2013
Customer/
Computer merchant
software relationships Other Total
HK$m HK$m HK$m HK$m
Cost
At 1 January 9,049 1,286 78 10,413
Addmiens 1,140 - — 1,140
Disposalsfamounts written-off (173) - - {173)
Exchange and other movements 4 (141) 1 {136)
At 31 December 10,020 1,145 79 11,244
Accumulated amertisation and impairment
At | January 6,079 719 30 6,828
Amortisation charge for the year 1,169 99 8 1,276
Impairment 32 - 6 38
Disposals/famounts written-off {172) - - (172)
Exchange and other movements 5 (81) | {(75)
At 31 December 7,113 737 45 7,895
Net book value at 31 December 2907 4038 34 3,349

The above intangible assets are amortised over their finite useful hves as follows

Computer software from 3 years to 5 years
Customer/merchant relattonships from 3 years to 10 years
Other (excluding operating licenses} from 3 years to 10 years
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23 Goodwill and intangible assets (continued)

An impairment test was carried out 1n respect of the operating licenses in Tatwan as at 1 July 2014 The result
confirmed that there was no impairment The impatrment test was performed by comparing the recoverable amount
of the relevant cash generating units { CGUs }, determined by a value in use calculatton with the carrying amounts
of the CGUs The calculation uses cash flow estimates based on management’s cash flow projections extrapolated
in perpetulty using a tong-term growth rate applicable to the banking industry in Tarwan The discount rate used 15
based en the cost of caprtal the group allocates to Taiwan

Two key assumptions upon which management has based its determination of the recoverable amount of the CGUs
are the discount rate and the long-term growth rate The discount rate used dunng 2014 was 10% to 12% across
different CGUs The long-term growth rate used duning 2014 was 3%

14 Property, plant and equipment

a Property, plant and equipment

The group The Bank
Land and Investment Land and Investment
bmldings properties Equipment buildings properfies Equipment
HKSm HKSm HKSm HKSm HKSm HKSm
Cost or valuation
At ] January 2014 85,306 11,392 22,686 76,945 473 14,465
Exchange and other adjustments (366) |} {290) {4,938) (481) 93
Addiuons 376 - 2,488 375 - 1,630
Disposals (14) - (1,087) ) - (520)
Elminatuon of accumulated
depreciation on revalued
land and burldings (2,300) - - {2,634) - -
Surplus on revaluation 4,511 670 - 3,778 99 -
Reclassifications {760) 721 (1) {476) 463 —
At 31 December 2014 86,753 12,784 23,826 73,046 554 15,482
Accumulated depreciation
At 1 January 2014 921 - 18,053 164 - 11,575
Exchange and other adjustments {2) - (215) @) - ()]
Charge for the year 2,294 wa 1,813 2,547 - 1,135
Disposals (1) - (1,030) ) - (513)
Ehmination of accumulated
depreciation on revalued
land and buildings {2,300) - - {2,634) - -
Reclassifications {(8) - (1) (6) - -
At 31 December 2014 74 - 18,610 68 — 12,130
Net book value at
31 December 2014 86,679 12,784 5.216 72,978 554 3,352
Total at 31 December 2014 104,679 76,884
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14 Property, plant and equipment {continued)

‘The group The Bank
Land and Investment Land and Investment
buildings properties Equipment buildings propertics Equipment
HKS$m HK$m HK$m HK$m HE$m HK$m
Cosl or valuation
At 1 January 2013 80 104 5,282 22,228 50,895 197 13,872
Exchange and other adjustments (188) - (402) (156) - (202)
Additions 1,743 4,868 1,808 25,060 251 1,300
Disposals (1) - (973) - - (530)
Elimmation of accumulated
depreciation on revalued
land and bu:ldings (2,048) - - (1,238) - -
Surplus on revaluation 5687 1,389 - 2,370 25 -
Reclassifications 19 (147) 27 14 — 25
At 31 December 2013 85,306 11,392 22 686 76,945 473 14,465
Accumulated depreciation
At 1 January 2013 60 - 17,375 57 - 11,055
Exchange and other adjustments 4) - (303) (4) - (156)
Charge for the vear 2084 - 1,904 1,349 - 1,174
Disposals - - (944) - - (519)
Elimmation of accumulated
depreciation on revalued
land and buildings {2,048) - - (1,238) - -
Reclassifications {1} - 21 - - 21
At 31 December 2013 91 — 18,053 164 — 11,575
Net book value at
31 December 2013 85,215 11,392 4,633 76,781 473 2,890
Total a1 31 December 2013 101,240 80 144

b The carrying amount of land and burldings, had they been stated at cost less accumulated depreciation, would
have been as follows

The group The Bank
2014 2013 2014 2013
HKSm HK$m HK$m HK$m
Cost less accumulated depreciation 19,387 19,998 34,544 38477

¢ An analysis of land and butldings carried at valuation or cost (before deduction of accumulated depreciation) ts as

Joliows
The group The Bank

2014 2013 2014 2013
HKSm HK$m HKS$m HKS$m
Land and buildings carmed at valuation 86,743 85,296 73,046 76,945
(Other land and buildings stated at cost 10 10 - -

Land and buildings before deduction of
accumulated depreciation 86,753 $5,306 73,046 76,945
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24 Property, plant and equipment (continued)

d  The net book value of land and buldings and investment properties comprises

The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
In Hong Kong
Long leaseholds (over fifty years) 37356 36,988 33,234 33,028
Medium-term leaseholds
(between ten and fifty years) 50,698 48,407 36,495 35,265
Short leaseholds (less than ten years) 39 63 39 63
88,093 85,458 69,768 68 356
Qutside Hong Kong
Freehold 4,625 4522 3474 3451
Long leaseholds (over fifty years) 145 158 127 129
Medium-term leaseholds
(between ten and fifty years) 6,580 6444 143 5,293
Short leaseholds (less than ten years) 20 25 20 25
11,370 11,149 3,764 8,898
99,463 96,607 73,532 77,254
Analysed as follows
Land and bulldings 86,679 85,215 72,978 76,781
Investment properties 12,784 11,392 554 473
99,463 96,607 73,532 77254

The group’s land and buildings and investment properties were revalued in November 2014 and updated for any
material changes at 31 December 2014 The basis of valuation for land and buildings and investment propetties
was open market value, depreciated replacement cost or surrender value as noted 1n note 3(p) The resultant values
would mainly be categorised as Level 3 in the fair value luerarchy 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 bulldings’ includes HK$12,368m (2013 HK$11,731m) 1n respect of properties which were valued
using the depreciated replacement cost method or surrender value

The surplus en property revaluation was HKS$5,181m (2013 HK$7,076m) Amounts of HK$3,292m (2013
HK$4,073m) and HK$671m (2013 HK$1,38%m) were credited to the property revaluation reserve and the income
statement respectively The amount credited to the property revaluation reserve of HK$3,292m (2013 HK$4,073m)
15 stated after deduction of non-controlling interests of HK$552m (2013 HK$796m) and deferred tax of HK$666m
(2013 HKS$818m) The amount credited to the income statement comprises the surplus of HK$670m (2013
HK3$1,389m) on revaluation of investment properties and HK$1m (2013 nul) relaung to the reversal of previous
revaluation deficits that arose when the value of certain land and buildings fell below depreciated hustorical cost

Land and buildings and investment properties in Hong Kong, Macau and mainland China, representing 96% by
value of the group’s properties subject to valuation, were valued by DTZ Debenham Ie Leung Limited who has
recent experience in the location and type of properties The valuations were cammed out by qualified valuers who
are members of the Hong Kong Institute ot Surveyors Properties in eleven countnies, which represent 4% by value
of the group’s properties, were valued by different independent professionaily qualified valuers
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15

Property, plant and equapment (conninued)
e Propernes leased to customers

The group’s investment properties are rented out under operating leases The leases typically run for a period of
2-3 years and may contamn an option to renew and the terms will then be renegotiated During the current year
HK$422m (2013 HK$312m) was recogmsed as rental income n the income statement 1 respect of operating
leases

The total future minimum lease payments receivable under non-cancellable operating leases are as follows

The group The Bank
2014 2013 2014 2013
HKSm HKSm HKSm HK$m
Within one year 411 303 183 20
After one but within five years 147 190 12 7
Over five years - 1 - -
558 494 30 27

Leasehold land and land use nghts

The net book value of the group’s interests in leaschold land and land use mights that have been accounted for as
operating leases 15 analysed as follows

The group ‘The Bank
2014 2013 2014 2013
HKSm HK$m HK$m HK$m
In Hong Kong
Medium-term leaseholds (between ten and fifty years) 277 295 71 73

The above amounts were ncluded within ‘Prepayments and accrued income’ in *Other assets’ (note 26)

26 Other assets

The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HKS$m
Current tax assets 2418 2034 2,041 1,723
Assets held for sale 148 4476 100 4330
Prepayments and accrued income 3,821 3,578 2,077 1,721
Accrued miterest receivable 18,370 15 8938 6,452 5,794
Acceptances and endorsements 31,200 34,239 16,625 19,845
Other 94,919 88,714 67,322 64,987
150,876 148,939 94,617 98,400

Other assets include HK$82,000m (2013 HK$82,190m) of financial assets, the majonty of which are measured at
amortised cost

Asset held for sale at 31 December 2013 mainty represented our investment :in Bank of Shanghai
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27 Customer accounts

The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Current accounts 919,343 862,138 556,327 526,698
Savings accounts 1,319,651 2246 618 1,669,924 1,571,836
Other deposit accounts 1,180,998 1,144,942 588,259 624,788
4,479,992 4,253,698 2,814,510 2,723,322

28 Trading habilities

The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Certificates of deposit in 155ue 3,470 4,261 - 198
Other debt securities in 1ssue 19418 18,104 16,022 16,922
Short positions in securittes 66,063 53,889 38,120 29,228
Deposits by banks 6,301 6,558 6,212 4918
Customer accounts 120,560 112,220 38,195 31,357
215,812 195 032 98,549 82,623

29 Fmanaal habilities designated at fawr value

The group The Bank
2014 2013 2014 2013
HXSm HK$m HKSm HK$m
Deposits by banks 196 222 1%6 222
Debt securities in 1ssue 11,973 4,807 8,984 4,537
Liabalthies to customers under investment contracts 36,665 36,686 - -
48,834 41,715 9,180 4,759

At 31 December 2014, the carrying amount of the above liabilities was HK$108m higher than the contractual amount
at maturity (2013 HK$12m) At 31 December 2014, the accumulated loss n fair value attributable to changes in credit
risk was HK$60m (2013 HK$29m)

30 Debt securities 1n 1ssue

The group The Bank
2014 2013 2014 2013
HKSm HK$m HK$m HK$m
Certificates of deposit 7,530 16,319 7,229 11,782
Other debt secunities 37,767 316,015 24,860 18,280
45,297 52,334 32,089 30,062
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Other habilities and provisions

32

Accruals and deferred income

Provisions for liabihities and charges {note 33)

Acceptances and endorsements

Share based payment hability to HSBC Holdings ple

Other Liabilities

The group The Bank
2014 2013 2014 2013
HKSm HK$m HK$m HK$m
26,435 26,021 14,643 15,144
1,141 1723 1,041 1,260
31,200 34,239 16,625 19,845
2,186 2,303 1,823 1,900
26,769 24,523 13,645 13,116
87,731 §8,809 47,777 51,265

Other liabihities include HK$78,498m (2013 HK$79,540m) of financial habilities which are measured at amortised

cost

Liabihities under msurance contracts

2014

Non-linked msurance contracts'

At 1 January

Benefits paid

Increase in habilittes to policyholders
Foreign exchange and other movements

At 31 December

Linked insurance contracts

At 1 January

Benefits patd

Increase 1n habilities to pohicyholders
Foreign exchange and other movements

At 31 December

Total liabilities to pohcyholders

2013

Non-linked insurance contracts'

At 1 January

Bencfits pad

Increase 1n liabilities to policyholders
Foreign exchange and other movements

At 31 December

Linked msurance contracts

At 1 January

Benefits pad

Increase 1n habilities to poheyholders
Foreign exchange and other movements

At 31 December

Total hiabiltties to policyholders

1 Includes habihities under non-life insurance contracts

Remnsurers’
Gross Share® Net
HKSm HKSm HKSm
236,911 (2,836) 234,075
(23,761) 204 (23,557
53,104 {1,611) 51,493
(511} 61 {450)
265,743 {4,182) 261,561
39,269 {1,695) 37,874
(2,921) 644 2,270
8,339 350 8,689
(248) (740) (988)
44,439 (1,441) 42,998
310,182 (5,623) 304,559
210,973 (1,389) 209,584
{20,370) 201 (20,169)
46,731 {1,683) 45,048
(423) 35 (388)
236,911 {2,836} 234,075
33,948 £3,103) 30,845
(4,898) 3267 (1,631)
10,530 1,014 11,544
(31D (2.873) (3,184)
39,269 {1,695) 37,574
276,180 {4,531) 271,649

2 Amounts recoverable from remsurance of habilittes under insurance contracts are ncluded m the consolidated balance sheet in Other

assets
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33 Provisions for habihties and charges

34

Provisions for labdities and charges

At | January

Additional provisions/increase in provisions

Provisions used
Amounts reversed

Exchange and other movements

At 31 December

Ofwhich provisions for restructuring costs

At | January

Additional provisions/increase in provisions

Provisions used
Amounts reversed

Exchange and other movements

At 31 December

The group The Bank
2014 2013 2014 2013
HKSm HK$m HKS$m HK$m
1,723 2,144 1,260 1266
218 909 109 465
(1,013) (325) (621) {269)
{195) (720) arn (322)
408 (285) 420 120
1,141 1,723 1,041 1,260
The group The Bank
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
225 287 145 256
55 133 41 52
(108) (165) (73) (136)
(67) n (28) {n
8 (29) (5) (26)
113 225 80 145

Included in the above are amounts of HK$842 million relating to ongotng regulatory investigations There 1s mherent
uncertainty as to the amounts at which such matters will be settted in future, which could be mgher or lower than the
amounts provided Included in Amount due from Group companies 1s an amount of HK$653 mullion that 1s

recoverable from another Group company relating to an ongoing regulatory investigation

Subordinated habilities

Subordinated habilities consist of undated primary capital notes and other loan capital having an onginal term to
matunty of five years or more, raised by the Bank and the group for the development and expansion of 1ts business

The Bank
US$1,200m

The group
AUD200m
MYRS500m
MYRS500m

Undated floating rate primary capital notes

Floating rate subordinated notes due 2020, callable from 2045

Fixed rate (4 35%) subordinated bonds due 2022, callable from 2017
Frxed rate (5 05%) subordinated bonds due 2027, callable from 20222

2014 2013
HKSm HK$m
9,337 9,346
9,337 9,346
1,271 1,386
1,108 1,182
1,116 1,193
12,832 13,107

| The mterest rate on the MYR500m 4 35% callable subordinated bonds due 2022 will increase by 1% from June 2017
2 The muerest rate on the MYRS00m 5 05% callable subordinated bonds due 2027 will increase by 1% from November 2022
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33 Preference shares

Authorised

At 31 December 2013, the authonsed preference share capital of the Bank was US$13,450 5m compnising 3,750 5m
cumulative redeemable preference shares of USS$1E each, 7,500m non-cumulative irredeemable preference shares of
USS$1 each and 2,200m cumulative iredeemable preference shares of US$1 each

As discussed 1n note 1(a), in Hong Kong, the concept of authorised share capital has been abolished with effect from 3
March 2014

At a group level, there was INR&70m (2013 INR870m) of authorised preference share capital comprising 8§ Tm
compulsonily convertible preference shares of [INR100 each in the share capital of a subsidiary

The group The Bank
2014 2013 2014 2013
HKS$m HK$m HKSm HK$m
Issued and fully pmid
Redeemable preference shares 8,143 8,141 8,143 8,141
Irredeemable preference shares 28,439 39,173 28,331 39,064
36,582 47,314 36,474 47,205

1.056m cumulative redeemable preference shares were 1ssued in 2009, which have a mandatery redemption date of 2
January 2024 but may be redeemed at the Bank's option on or after 2 January 2019 subject to 30 days’ notice in
wniting to shareholders and to the consent of the Hong Kong Monetary Authority 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 2014 was 1,050m (2013 1,050m) No cumulative
redeemable preference shares were 1ssued during the year (2013 mnil)

The non-cumulative irredeemable preference shares were 1ssued at nomunal value, and may be cancelled subject to
30 days’ notice 1n writing to shareholders and with the prior consent of the Hong Kong Menetary Authority In the
event of cancellation, holders of the shares shall be entitled to receive the 1ssue pnice of USS1 per share held together
with any unpaid dividends for the period since the annual dividend payment date immedsately preceding the date of
cancellation, subject to the Bank having sufficient distributable profits 700m non-cumulative wrredeemable preference
shares were cancelled on 26 June 2014 at the 1ssue price of US$1 each The number of i1ssued non-cumulative
irredeemable preference shares at 31 December 2014 was 3,253m (2013 3,953m) No non-cumulative irredeemable
preference shares were 1ssued during the year (2013 nl)
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36

Preference shares (continued)

The cumulative uredeemable preference shares were tssued at nominal value, and may be cancelled subject to 30 days’
notice m writing to shareholders and with the prior consent of the Hong Kong Monetary Authonity 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 period since the annual dividend payment date immediately preceding the date of cancellation
685m cumulative wredeemable preference shares were cancelled on 26 June 2014 at the i1ssue price of US$1 each The
number of 1ssued cumulative wredeemable preference shares at 31 December 2014 was 400m (2013 1,085m) No
cumulative irredeemable preference shares were 1ssued during the year (2013 mul)

The holders of the above preference shares are entitled to one vote per share at shareholder meetings of the Bank

8 7Tm compulsorily convertible preference shares (*CCPS’) were 1ssued by HSBC InvestDirect Securities (India)
Private Limited {(‘HSBC InvestDirect’) 1in 2009 at a nominal value of INRIOD each These shares may be converted
mnte fully paid equity shares of HSBC InvesiDirect at any time after one year from the date of allotment of the CCPS
by written notice The conversion shall be made at par or premium as may be determined by the Board of HSBC
InvestDirect at the time of the conversion The CCPS shall carry a fixed dividend of 0 001% of the face value per
annum After ten years following the allotment of the CCPS all outstanding CCPS shall be converted at par or
premium as may be determined by the Board of HSBC InvestDirect at the time of the conversion

HSBC InvestDirect did not convert any CCPS during 2014 (converted 2m CCPS into 5,882,352 equity shares of
INR1G each at 2 premuum of INR24 per share amounting to INR200m dunng 2013)

Share capital

Authorised

The authorised ordinary share capital of the Bank at 31 December 2013 was HK$100,000m divided into 40,000m
ordinary shares of HK$2 50 each

As discussed 1n note 1(a), in Hong Kong, the concept of authonsed share capital has been abolished with effect from 3
March 2014

Issued and fully paid
The group and the Bank
2014 2013
HKSm HK3$m
Ordinary share capital 96,052 85,319
The group and the Bank
2014 2014
Ordinary shares Number HK$m
At 1 January 34,127,482,901 85,319
Issued duning the year 4,293,500,000 10,733
At 31 December 38,420,982,901 96,052

4,293 5m new ordmary shares were issued during 2014 (2013 10,540m) at an 1ssuc price of HK$2 50 each for general
corporate purposes and to further strengthen the capital base

The holders of the ordinary shates are entitled to receive dividends as declared from time to time, rank equally with
regard to the Bank’s residual assets and are entitled to one vote per share at shareholder meetings of the Bank
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37 Other equaty instruments

Other equity instruments compnise additional uer 1 capital instruments

Additional tier 1 capifal instruments in 1ssue which are accounted for in equity

The group and the bank
2014 2013
HKSm HKSm

USS$1,000m  Floating rate perpetual subordinated loan, callable from Dec 2019 7,756 -
US$900m  Floating rate perpetual subordinated loan, callable from Dec 2019 6,981 ~

14,737 —

| Interest rase at one year US dollar LIBOR plus 3 84%

During 2014, the Bank 1ssued new capital instruments to its ultimate holding company that are included in the group's
capital base as Basel 111 compliant additional tier 1 capital under the Banking (Capital) Rules The net proceeds of the
issuances will be used for general corporate purposes and to further strengthen the capital base

The additional tier 1 capital instruments are perpetual subordinated loans on which coupon payments may be cancelled
al the sole ciscretion of the Bank The subordinated loans will be wnitten down at the point of non-viability on the
occurrence of a trigger event as defined in the Banking (Capital) Rules They rank higher than ordinary shares n the
event of a wind-up
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38 Matunty analysis of assets and Labihities

The following 15 an analysis of assets and kabilinies by remaining contractual materties at the balance sheet date

The group

014

Assels

Cash end sight balances at central
banhs

Items i the course of collection
from other banks

Hong Keng Government certificates
of indebiedhess

Trading msscls

Dervatiyes

Financial assets dessghaied a1
faar vatue

Debt securiues

Equity shares

Reverse repurchase agreements —
nons-trading

Placings with and adv ances to banks

Loans end sdvances to customers

Financial mesiments

Treasury and other eligible bulls

Cerulicate of deposut

Debt secunties held to matunty

Debt securities as milable-for-sale

Equits thares 8y ailsble-for-sale

Amounts duc from Group
compaes

Interests 10 associnies and
Joint « entures

Goodwll and mtangible asscts

Property plzit and equipment

Defomed tax assets

Onber asscts

Total assets

Theb Dueb Due b No

Due within Lead3 3and 12 land$ Due after  contractual Fradmg  Nontrading
On demznd 1 month months montha yeary 5 years msturiey insiruntents denvatives Total
HKSm HEKSm HKSm HKSm HKSm HKIm HK®m HK3m HK$m HKSm
156475 - - - - - - - - 156475
- 21,122 - - - - - - - 2L122
214654 - - - - - - - - 214,654
- — . - - - 407026 - 407,026
- - - - - - 384,508 546 a9 9M
= 224 404 2458 10,230 3,922 86,957 o - 8,195
| —|| mll «u” 1458 10,230 | 39:1” -H - - 17.238
- - - - l - - 80 951 - - 7
17138 146,738 15,959 6474 22,544 - - - - 21390}
219.21M4 116293 187527 37,885 27119 - - - 483313
149,788 343342 33,097 533,851 776,135 {10,520) - - 13815216
2 161,154 315,078 405,194 358914 49,5438 - - 1,456 493
53 117,183 253,137 174123 - - - - 544,536
- 6018 18411 56,374 13,762 - - - 98,171
- 359 143 7,157 64,770 - - - 169277
- 37684 42084 187540 150,342 a7 - - 595,378
- = - = - 49131 - - 49 131
23,005 64,891 28,687 3,193 2,983 305 - 8,500 - 191,694
- - - - - - 116,654 - - 116,654
- - - - - - 45078 - - 45078
- - - - - - 104679 - - 104,679
- - - - - - 1436 - - 1436
1918 23,562 28 906 15534 7357 2,443 61,153 - = 150,876
722,379 371333 839,658 1,004,589 1,205,291 872,950 443,935 800,134 SAi 5,876,745

(Penunuco) STUGLUSIELS |EIIUBUIY BL) UO SBION
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The group

2014
Leabilites
Hong Kong cumrency noics
1n ciculation
Trema i the course of transmussion,
10 other banks
Repurchase agrecments —
non trading
Deposils by banks
Customer accounts
Tradiung liababitses
Dematines
Financia! habilities designated
al far value
Diebt steurities 1n Lssue
Retrement benelit ltabiliues
Amounts due ta Croup companies
Other habiliies and provisions
Lusbiliues under nsurance contracis
Current tx habibues
Deferred tax habiliues
Subordmated habikities
Preference shares

Total habdrties

38 Matunity analysis of assets and habilities (contmed)

Due between  Due between  Due between No

Due withan 1and3 Jand 12 1and5 Due after  contractual Trading  Nortrading
On demand 1 month months moathy yeary Syears matunty sirements denvatives Total
HKS$m HKS® HKSmn HKSm HEKSm HEKSm HKSm HKSm HKSm Hh$a
214,654 - - - - - - - - 214,654
- 31,94 - - - - - - - 31,331
2497 25,882 - - - - - - - .3
163,504 S06M4 213 1291 4,013 140 - - - 226,713
1,361,396 575,631 169,802 231,562 4134 77 - - - 4479991
- - - - - - - 215812 - 215812
- - - - - - - 348 107 2,021 367,128
190 - - 195 11,632 251 38,566 - - 45,334
30 2055 6,985 3575 18968 3,684 - - - 45247
- - - - - - 5,606 - - 5606
35179 63,853 1,200 39 46 21264 - 12633 - 135814
6,150 281N 12,073 16 003 35N 544 £179 - - 877
1320 - - - - - 308,842 - - 3o 182
179 £9 202 2468 3 - - - - 1917
- - - - - - 18,586 - - 18,586
- - - 121 1,168 1116 9337 - - 11,832
- — - — 107 LA 2823 - - 36,582
3,790,199 177,616 307,393 256,908 90127 36,420 453,567 593,582 2001 6265400
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The Bank

2014

Agsets

Cash and sight balances at central
banks

Tiems 10 the course of collection
frem other banks

Hong hong Govemnment certificates
of mdebtedness

Trading asscis

Densatives

Financinl asscts designated at
fate value

Debt secunues

Equity shares

Reserxe repurchase agreements ~
won-trading

Placings with and ads ances to banks

Losns and advances i customers

Financial ins estments

Treasuny and other cligible bilis

Cemficates of deposu

Dbt secunities held 10 matrit

Debt secunties avadable-for-sale

Equity shares available-for sale

Amounls duc from Group
companics

[nvestments in subsidianes

[nterests 1n associztes and
Joant ventures

Goodwill and intangible agsets

Propeity plant and equapment

Deferred tax asscis

Orher nsscts

Total assets

38 Maturity analysis of assets and habilities {coniimued)

|

Dute b Due b Due b Ne

Due mithin 1snd23 3and 12 1and$ Due after  contractusl Trading  Nontrading
On detaznd 1 month manths months yean 5 years mataraty mstruments denvatives Tatal
HEKSm HKSm HKSm HKSm HKSm HKSm HKSa HKSm HKSm HK3m
110463 - - - - - - - - 120463
- 15,835 - - - - - - - 15,838
214654 - - - - - - - - 214,654
- p - - - - - 298,365 - 298,365
- - - - - - - 370094 4,782 34 B8
- - - 233 1,014 - - - - 1,257
| N | B | | N | U ) | |
4349 53,241 14,005 5474 21,544 - - - - 116,113
63,998 62,942 43,381 12,416 21,654 1407 - - - 206,309
104,059 215426 180,693 17529% 462,517 358591 (5,372) - - 1,590,711
93 104 918 22 170 111,835 170,623 18,286 4,057 - — 711933
23 93458 185,149 131,112 - - - - - 410,012
- 1,351 1119 196 375 - - - - 3,041
- 18,110 5,70 BOA27 170,248 18186 51 - - 304,915
_ _ - - - - 4,008 - - 4,005
74 982 168 433 73,390 28,194 24277 12,169 - 1260 - 404,136
- - - - - - 70,849 - - 70 849
- - - - - - 39,830 - - 39830
- - - - - - 4307 - - 4307
- - - - - - T6.534 - - 76,834
- - - - - - 654 - - 664
1347 10 006 20,7718 4978 1,767 365 S4 876 - = 94,617
584 550 £35 855 554,918 539 436 704406 390819 245595 691 150 4 TSL 4351 911
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3% Matunity enalysis of assets and habihtes {connned)
The Bank

Due between  Due between  Due between No
Due witiha land 3 3and 12 1and5 Due after  contractual Trading  Non-trading
On demand 1 month maznths wonths years 5 years maturty mstruments denvatives Total
HKS5m HKSm HKSm HK$n HK$m HKSm HKS$m HKSm HKSm HKSm
2014
Laabilaties
Hong Keng curency notes
n gureulation 214,654 - - - - - - - e 214,654
Items m the course of transmission
to other banks - 22,512 - - - - - - - 22,512
R h - trading 658 20,375 - - - - - - - 21,033
Deposits by banks 124378 44,233 2,055 1107 2472 140 - - - 174,385
Customer accounts 2267449 F45.695 96,569 89811 14,879 107 - - - 2814510
Trading habiliies - - - - - - - 98,549 - 98,549
Denvatrves - - - - - - - 352,516 1,129 353,645
Financial habaliues designated
at fait value - - - 195 894 - 61 - - 9,180
Debu secunuies 1n 1ssue 30 03 6,267 1,929 21,194 1,760 - - - 31,089
Retirerment benefit habiitres - - - - - - 3,663 - - 3663
Amounts due to Group companies 66439 58,773 15,519 1,191 47 2,720 - 13,246 - 187,935
Other Liabilitses and provisions 2,150 15,788 16,557 $412 1,249 367 4234 - - 4777
Current tax liabiliues 178 - 190 1472 - - - - -~ 1,840
Defemred tax habiliues - - - - - - 6435 - - 6,435
Subordinated lrabiliies - - - - e - 9337 - - 9,337
Preference shares - - - - - 8,143 18331 - ~ 36,474
Total habihies _2.675 936 508,285 137,157 102,137 49,765 33,1;17_ 52,061 474311 1,129 4,034 018
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38 Matunty analysis of assets and habilities (contrmed)

The group
Ducbetween  Ducbetween  Due between No
Duc within land 3 3and 12 land 5 Due afler contractual Trading Non-irading
‘Ons demand 1 month months months years 5 vears maturtty mnstruments dern atives Total

2043 HKS$m HK3m HKSm HKSm HESm HKSm HKSm HKSm HK3m HK3m
Assets
Cash and sipht balances at centeal

banks 158879 - - - - - - - - 158 879
Iiems 1p the course of collection

fram other banks - 16 346 - - - - - - - 16 346
Heng khong Government certificates of

indebtedness 195 554 - - - - - - - - 195 554
Trading assets - - - - - - - 311400 - 311400
Dematnes - - - - - - - 3T 1124 3727
Financial assets designated at

far value — 203 632 3,792 16,500 4,773 70,246 - - 90,146
Debt secunbies - 203 632 3763 10 500 4773 - - - 1971
Ecqty shares - - - - - - 70 246 - - 70 246
Other - - - 29 - - - - - 29
Ren erse repurchase agreements —

noa-trading 34172 92784 22932 377 319 - - - - 150584
Placings with and advances to banks 128 948 237497 136 062 30773 21 639 %602 - - - 564 521
Loans and advances (o customers 138555 325338 309 941 484179 714044 656 389 {9501) - - 2619245
Financial imvesiments. - 178 597 301,060 412 056 314,164 138 182 35672 - = 1399771
Treasury and other eligible bulls - 143354 217209 165 135 - - - - - 525698
Certaficates of deposit - 7380 22 981 45723 8028 4078 17 - - 88207
Debt secuntics held to matunity - 1497 5976 14 600 56487 88 682 - - - 167 242
Debt secunues mvailable for sale - 26 366 54 894 186638 249 649 45422 859 - - 563828
Equity shares avmlable-for-sale - = - = = = 34,796 - - 34,796
Amounts due from Group

companies 60639 69 830 21 833 L 757 L 558 1714 - 4644 - 161 975
Interasts in assoctates and

Jonl venlures - - - - - - 107 852 - - 107 852
Goodwill and intangible assets - - - - - - 41 882 - - 41 882
Property plant and equipment - - - - - - 191 240 - - 101244
Deferred 1ax assets - - - - - - 2794 - - 2294
Other assets 3428 24,763 25,563 20223 5,539 4070 60 353 - - 148 93¢
Total assets 724 975 045,358 818023 953 197 1 067 763 415 230 410 038 694 647 10124 6 439 355
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33 Maturity analysis of assets and hiabilities (confititied)

The group

2003
Lauabihues
Hong Kong currency notes
n curcuttion
Ttetne i the course of ransmisuon
10 other banks
Repurchase agrecments — non-trading,
Deposits by banks
Customer accounts
Tracing Lisbilsnes
Dervatives
Financtal habidiues designated
at furvalue
Debrt secunues i 1ssue
Reurement benefit habiliues
Amounis duc to Group companes
Other babihues and proy 1sons
Laabilnees under msurance contracts
Current tax habihties
Deferred 1ax habilitiea
Subordinated Liabiliues
Preference shares

Total kabiliues

Due between  Due between Due between Ne

Due aithin land3 lend 12 1and § Due after  cortractual Trading Non-trading
On desnand 1 month months months years 5 yoars maturity nstruments demy atives Total
HKSm HKS$t HKSm HKS$m HK$m HK$m HKSm HESm HK$m HKSm
195 534 - - - - - - - - 195,554
- 34.240 - - - - - - - 3a.240
- 6312 - - - - - - - 6312
140.201 80,524 1850 3992 4 563 218 - - - 231358
3166 759 574572 268 174 208 687 35411 L] - - - 4253692
- - - - - - - 195032 - 195032
- - - - - - - 362963 2,089 365052
164 - - - 4752 269 36 530 - - L L]
- 4829 692 6373 29333 4317 - - - 52334
- - - - - - 4 856 - - 4856
SL477 10.2% 2014 1,346 9 15391 - 10364 - 91797
4897 8792 27 367 16 750 3104 363 7536 - - B8 %09
1310 - - - - - 274870 - - 276 180
204 366 185 2767 - - - - - 31122
- - - - - - 16051 - - 16 051
- - - - 2568 1193 9346 - - 13 107
- - = - - R 141 39.173 - - 47314
3.560 566 739,801 306,712 139915 79 790 31007 388 362 568 799 2089 5917131




T4 )

The Bank

2013

Assets

Cash and sight batances a1 cetitial
banks

Ttems 1a the course of collecuon
from other banks

Heng hong Government cerulicues
of indebtedness

Teading assets

Dem atives

Financral assets destgnated a1
faar vatue

Debt secunues

Equty chares

Cnher

Reverse repurchase agreements
non-trading

Plactngs with and ad ances 1o banks

Loans and advances to custonmers

Financial 1oy cstmenis

Treasury and other elegible bills

Certtlicates of deposit

Debt secuntes held to matunty

Debt securities availeble for-sale

Eqmty sharcs m atlable-for-sale

Amounts duz from Group
companies

Iin ¢stments i subsichancs

Intereste in assoctates and
Jount ytitures

Goodwill and intangible assels

Property plant and equipment

Deferred tax assets

Other assets

Total asscts

38 Matunity analyss of assets and hab:lities {continmed)

Dut between Ducbetween Duc between No

Due within land 3 Jand 12 1and 5 Duc after  contractual Teading Non-trading
On demand 1 month months months years 5 years matunty fStuIe s deratines Total
HKSm HKSm HKS$m HK$m HKSm HK$m HKSm HKSm HK$m HK$m
112,586 - - - - - - - - 112,586
- 1y 922 - - - - - - - 10922
195,554 - - - - - - - - 195,354
- - - - - - - 235599 - 235 399
- - - - - - - I68 372 REE! 377183
- - - 555 1,006 - - - - 1,561
- - - 555 1006 - - = - 1,561
32074 36 348 17 484 i 318 - - - - &6 60H
99008 12409 45992 17 244 1509% 1166 - - - 250 917
94 738 200 800 151 865 271 965 420 195 348 853 {5 206} - - 1483 91¢
- 123 650 194,047 263,759 155,119 18605 3403 - - 748,983
- 112491 169 908 143312 - - - - - a5 711
- 3279 4299 1434 - - - - - 14012
- 7380 18 840 14013 155119 18605 392 - - 319849
- - - - - - 3611 - - 3,011
65 294 166 578 47 962 344 19525 21262 - 11 420 - 366 889
- - - - - - 61272 - - 63172
- - - - - - 40410 - - 46410
- - - - - - 4530 - - 4530
- - - - - - &0 144 - - k0 144
- - - - - - 999 - - [
1514 11,716 16,541 11,454 1,783 394 34,998 - - 98,400
600 768 622 423 473 891 599 302 &lid 444 389930 242 550 615301 3811 4 164 D60
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38 Maturity analysis of assets and habilites (contirmec)

The Bank

Due between Ducbetween Duc between No
Due wihm Tand3 Jand 12 1 and § Ducafier  contractual Trading Non-rading
On demand 1 month months months years 5 years maturity nstruments dernatives Total
HKSm HK$m HK$m HK$m HKSm HK$m HKSm HK$m HKS$m HK$m
2013
Lasbihities
Heng Kong cumency notes
tm cLreulation 195,554 - - - - - - - - 195 554
lvzrns in the covrse of {ransmission
to other banks - 24714 - - - - - - - 24774
Repuschase agreements — non-trading. - 5951 - - - - - - - 5931
Deposits by banks 112 683 70 a0% 1800 3894 3011 228 - - - 192 025
Customer accounts 2139 58 379056 96 352 92 688 15610 36 - - - 2713322
Trading habulities - - - - - - - 82623 - 82 623
Deavatnes - - - - - - 53712 o83 354 695
Funancial babilues designated
at fair vatue - - - - 4751 - g - - 4759
Debt secunties i 1ssue - 4216 2979 268 19758 1841 - - - 30062
Reurement benefit liabilies - - - - - - 2639 - - 24689
Amounts due to Group companes 65 741 42158 10 185 1 056 701 16,286 - 19977 - 156 134
Other liabilisies and pron 1sions 2918 16347 16525 8270 2072 155 4978 - - 51265
Current tax habihities 204 12 151 L 462 - - - - 2029
Deferred tax babilibies - - - - - 6 503 - - 6503
Subordinated Liabiliuez - -~ - - - - Y 346 - - 9,346
Preference shares = = - — - % 141 39 064 - ~ 47 205
Total habilities 2 516,680 542923 128 192 108,678 45 903 26 687 67 588 456 312 983 3 888 946




THE HONGKONG AND SHANGHAI BANKING CORPQRATION LIMITED

Notes on the Financial Statements (continued)

39 Analysis of cash flows payable under financial habihties by remamning contractual matarities

The group
Due between  Due between
On Due within 3 and 12 land 5 Due after
demand 3 months months years S years Total
HKSm HKSm HE$m HKSm HK$m HKS$m
At 31 December 2014
Hong Kong currency notes
1n circulation 214,654 - - - - 214,654
Items 1n the course of transmission
to other banks - 31,331 -_ - - 31,331
Repurchase agreements
-non-trading 2,498 25916 - - - 28,414
Deposits by banks 158,511 52,777 1,302 4,060 159 226,809
Customer accounts 3,361,476 848,561 238213 45,513 283 4,494,046
Trading habilities 215,812 - - - - 215,812
Denvatives 365,353 274 450 1,163 104 367,344
Financial habiltties designated at
far value 190 45 362 12,169 36,768 49,534
Debt securities 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
Subordinated liabikities - 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
Financial guarantee and credit risk
related guarantee contracts 61,666 — — — - 61,666
5,852,179 1,547,082 272,318 116,664 123,965 7,912,208
At 31 December 2013
Hong Kong currency notes
1n errculation 195,554 - - - - 195,554
Items 1n the course of transmission
to other banks - 34,240 - - - 34,240
Repurchase agreements
-non-trading - 6,326 - - - 6,326
Deposits by banks 140,204 82,391 4,009 4 606 256 231,466
Customer accounts 3,167,882 845213 212.681 39,244 181 4265201
Trading hiabilities 195,032 - — - — 195,032
Denvatives 362,908 242 666 1,536 108 365,460
Financial habilities designated at
fair value 164 22 83 5073 36,848 42,190
Debt securities in 15sue — 12,183 1.026 31,052 5,130 55,391
Amounts due to Group companies 62,341 12,309 1,543 1,492 16,568 94,253
Other financtal liabihities 5,073 50,754 15,020 2,010 241 73,098
Subordinated habilities — 125 375 4345 14,233 19,078
Preference shares ~ 512 607 4.477 57,070 62,606
4,129,158 1,044,317 242,010 93,835 130 635 5,639,955
Loan commitments 1,177,323 501,252 g£914 14,244 - 1,701,733
Financial guarantee and credit nisk
related guarantee contracts 83,647 - - ~ - 83,647
5390,128 1,545,569 250,924 108,079 130,635 7425335
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39 Analysis of cash flows payable under financial liabthties by remaiming contractual matunties (continued)

The Bank

Due between  Due between

On Due withm 3and 12 land S Due after
demand 3 months months years 5 years Total
HK$m HKS$m HK$m HKSm HKSm HK$m
At 31 December 2014
Hong Kong currency notes
1n ¢irculation 214,654 - - - - 214,654
[tems n the course of transmission
to other banks - 22512 e - - 22,512
Repurchase agreements
-non-trading 659 20,401 - - - 21,060
Deposits by banks 124,381 46,295 1,116 2,509 159 174,460
Customer accounts 2,267,510 443,184 91,256 16,126 107 2,818,183
Trading liabilities 98,549 - - - - 98,549
Derivatives 352,779 140 325 566 53 353,863
Financial habilities designated at
fair value - 17 279 9,118 - 9414
Debt secunties 1n 1ssue 30 7,385 2,426 22,175 1,929 33,945
Amounts due to Group comparies 89,725 14,434 1,601 2,392 24,393 193,045
Other financial liabilities 2,096 28,706 5,499 1,565 350 38,215
Subordinated habihities - 120 204 1,295 12,545 14,164
Preference shares - 475 389 3,457 43,5638 47,386
3,150,383 643,669 103,095 59,203 83,601 4,039,951
Loan commitments 925,132 361,943 4,441 4,990 266 1,300,772
Financial guarantee and credit nsk
related guarantee contracts 40,589 - = - - 40,589
4,116,104 1,005,612 107,536 63,193 83,867 5,381,312
At 31 December 2013
Hong Kong currency notes
n cwculation 195,554 - - - - 195,554
Items 1n the course of transmission
to other banks - 24,774 - - - 24,774
Repurchase agreements
-non-trading - 5,965 - - - 5,965
Deposits by banks 112,686 72218 3,909 3,054 256 192,123
Cuslomer accounts 2,139.622 476,108 94,222 17,375 114 2,727,441
Trading habilities 82623 - - - - 82623
Dernvatives 353,651 74 354 995 42 355,116
Financial habihities designated &t
fair value - 18 72 5017 - 5,107
Debt secunties 1n 1ssue - 7,399 1,782 21,089 2,048 32318
Amounis due to Group companies 85,789 52,380 1,287 2,184 16,962 158,602
Other financial habilities 3,333 26,430 7,696 1,644 90 42,193
Subordinated hiabilities - g1 243 1,295 12,542 14,161
Preference shares - 512 607 4477 57.070 62,666
2973258 668,959 110,172 57,130 89,124 3,898,643
Loan commitments 710,995 420,068 3,766 10,687 - 1,145,516
Financial guarantee and credit risk
related guarantee contracts 41,783 - - ~ - 41,783
3,726,036 1,085,027 113,938 67,817 89,124 5,085,942
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (conunuea)
c——

39

40

Analysis of cash flows payable under financial habilities by remaiming contractual maturities (continued)

The balances in the above tables will not agree directly with the balances in the consolidated balance sheet as the table
incorporates, on an undiscounted basis, all cash flows relating to principal and future coupon payments {except for
trading labilies and trading denvatives) In addition, lcan commitments and financial guarantee contracts are
generally not recognised on the balance sheet Trading liabilities and trading derivatives have been included in the On
demand time bucket, and not by contractual maturity, because trading habilities are typically held for short pertods of
time The undiscounted cash flows payable under hedging derivative hiabilities are classified according to theiwr
contractual matunty The undiscounted cash flows potenually payable under loan commitments and financial
guarantee contracts are classified on the basis of the earliest date they can be called

Cash flows payable in respect of customer accounts are primartly 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 hquidity risk 1s set out in the Risk Report

Reconcihation of operating profit to cash generated from/(used in) operations

2014 2013
HKSm HXS$m
Operating profit 95,514 130,336
Net interest income (95,109) (87,365)
Dividend income (1,374) {1,175)
Depreciation and amortisation 57178 5,663
Amortisation of prepard operating lease payments 18 18
Loan mmparment charges and other credit nsk provisions 4,925 3,532
Loans and advances written off net of recoveries 3,537 (3,064}
Gther provisions for Liabilities and charges 45 120
Provisions used {1,013) (325)
Surplus ansing on property revaluation (L} -
Gams on investment properties {670) (1,389)
Gam on disposal of property, plant and equipment and assets held for sale (61) (299)
Gain on disposal of subsidianes, associates and business portfolios (104) (758)
Net {gam)/loss on reclassification of associates 251 8,157
Impairment on interests In assotiates and joint ventures I8 1,378
Gains less losses from financial investments (2,389) (34,512)
Share-based payments granted cost free 1,442 1185
Movement tn present value of in-force business {3.581) (4,735)
Interest recerved 109,364 103,050
Interest paid {28,598) (27,794)
Operating profit before changes in worlung capital 30,911 75 709
Change in treasury bills with ongenal term to matunty of more than three months (24,883) (37,399)
Change 1n placings with and advances to banks 15,290 (18,554)
Change in certificates of deposit wath original term to matunty of more than three months (10,446) 4,920
Change n repos and reverse repos 2,148 (56,490)
Change in trading assets (89,784) 187,015
Change n trading habihties 20,780 13,521
Change in derivative assets {1,207) 1,118
Change 1nn derivative liabilities 2,076 (32,849)
Change int financial assets designated as fair value (3,04%) (20,976}
Change 1n financial habihiics designated as fair value 7,119 (2,412}
Change i financial investments held for backing liabilities to long-term policyholders (23,657) (11,721}
Change 1n loans and advances to customers (199,317) (204 ,608)
Change 1n amounts due from Group companies (29,719) 13,823
Change 1n other assets (22,540) (16,518)
Change 1 depostts by banks (4,645) (2,889)
Change 1n customer accounts 226,294 167,912
Change tn amounts due to Group companies 38,307 (14 473)
Change i debt securities In 1ssue (7,037) (22,313)
Change 1 habilities under insurance contracts 34,002 32,385
Change i other habilities 43,418 87,183
Exchange adjustments 13,219 6,502
Cash generated from operations 61,780 158,886
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41 Analysis of cash and cash equivalents

a Change in cash and cash equivalents during the year

2014 2013
HKSm HKS$m
Balance at | January 687,596 707,186
Net cash inflow before the effect of foreign exchange movements 17,880 4147
Effect of foreign exchange movements (25,806) {23,737)
Balance at 31 December 679,670 687 596
Analysts of balances of cash and cash equivalents in the consolidated balance sheet
2014 2013
HK$m HKSm
Cash 1n hand and sight balances with central banks 156,475 158,379
[tems in the course of ¢ollection from other banks 21,122 16 346
Reverse repurchase agreements — non-trading 130,093 81,697
Placings with and advances to banks 319,758 378,340
Treasury bills 77,667 80,419
Certificates of deposit 4,133 4,206
Other ehigible bills 1,753 1,949
Less items in the course of transmission fo other banks (31,331) (34,240)
679,670 687,596
Acquisttion of subsidiaries and business pos tfolios
There was no acquisition of subsidiaries and businesses in 2014
2013
Private banking
businesses
HK$m
Assets
Placing with banks maturing after one month 2,548
Trading assets 86,886
Denivatives 1,222
Loans and advances to customers 79,401
Ftnancial investments 3,225
Amounts due from Group companies 4,797
Goodwill and intangible assets 88
Property, plant and equipment 17
Other assets 51,615
Total assets excluding cash and cash equivalents 229,799
Liabihities
Deposits by banks 392
Customer accounts 230,592
Derivatives 1,166
Reuirement benefit habilities &
Amounts due to Group companies 12,274
Other habilities and provisions 1,033
Current tax habilities 56
Total habilities 245521
Aggregate net liabilities at date of acquisition, excluding cash and cash equivalenis 15,722
Premium on purchase under common control {17,514
Purchase price (1,792)
Satisfied by
Cash and cash equivalents paid {15,23%)
Cash and cash equivalents bought 17,447
Cash consideratton paid up to 31 December 2013 (1,792)
Cash still 10 be received/(pard}) at 31 December 2013 -
Total cash consideration { 1,792)
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)
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41 Analysis of cash and cash equvalents (continued)

d  Dusposal of subsidiaries and business portfolios

2014
Banking
busmesses Other Total
HK$m HK$m HKS$m

Assets
Loans and advances to customers 2,179 611 2,790
Other assets 15 - 15
Total assets excludig cash and cash equivalents 2,194 611 2,805
Labilities
Other habilities and provisions 38 — 33
Total liabilities 33 — 38
Aggregate net assets at date of disposal, excluding cash and cash equivalents 2,156 611 2,767
Gamn on disposal including costs to sell 84 20 104
Add back costs to sell 11 - 11
Selling price 2,251 631 2,882
Satisfied by
T'otal cash consideration 2,251 631 2,882
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41 Analysis of cash and cash equivalents (continued)

d  Disposal of subsidiaries and business (continued)

Assets

Short-term funds

Placing wrth banks maturtng afier one month
Trading assets

Dernvatives

Financial assets designated at fair value
Loans and advances to customers
Financial investments

Amounts due from Group compantes
Interests i associates and jont ventures
Goodwill and intangible assets
Property, plant and equtpment

Deferred tax assets

Other assets

Total assets excluding cash and cash equivalents

Liabihties

Deposits by banks

Customer accounts

Trading liabilittes

Detvatives

Financial liabilities designated at fair value
Amounts due to Group companies
Liabilities under ingurance contracts
Current tax habilities

Other habilities

Total habilities

Aggregate net assets/(habilities) at date of disposal,
excluding cash and cash equivalents

Ga/ (loss) on disposal including costs to sell

Add back costs to sell

Selling price

Satisfied by

Cash and cash equivalents received

Cash and cash equivalents sold

Cash consideration received/(paid) up to
31 December 2013

Cash still to be paid at 31 December 2013

Total cash consideration

2013
Banking Insurance
businesses businesses Cnher Total
HK$m HK$m HKS$m HK$m
8214 - - 8214
3674 - - 3,674
1,643 - - 1 648
333 - - 333
- 309 - 309
5918 - - 5918
1,702 670 - 2,372
5,003 - - 5,003
- 231 - 231
1 541 — 542
9 - - 9
18 - - 18
175 1,636 671 2482
26 695 3387 671 30,753
4,615 - - 4,615
19,107 - - 19107
1,829 - - 1,829
416 - - 416
- 143 - 143
2,619 - - 2619
- 1,126 - 1126
42 - - 42
1,311 153 19 1,483
29,939 1,422 19 31,380
(3.244) 1,965 652 (627)
(2) 763 3) 758
— 26 - 26
(3,246) 2754 649 157
1,576 2,886 662 5,124
(4,822) {132) - {4,954)
(3,246) 2,754 662 170
- - (3) (3)
(3,246) 2,754 649 157
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42 Contingent habihities and commitments

a  Off-balance sheet contingent habiities and commutments

The group The Bank
2014 2013 2014 2013
HK$m HKSm HKS$m HK$m
Contingent habhties and financial guarantee contracts
Guarantees and irevocable letters of credit pledged
as collateral security 246,332 254,147 174,049 166,884
Other contingent habilities 1,798 652 1,722 660
248,127 254,799 175,771 167,544
Commtments
Documentary credits and short-term trade-related
transactions 37,874 37,693 30,989 27,539
Forward asset purchases and forward forward deposits
placed 1,717 5218 442 2,570
Undrawn formal standby facihities, credit lines and other
commuiments to lend 1,856,651 1,658,822 1,269,341 1,115,409
1,896,242 1,701,733 1,300,772 1,145 518

The above table discloses the nominal principal amounts of commutments excluding capital commutments,
guarantees and other contingent liabilities, which are mainly credit-related insiruments including both financial and
non-financial guarantees and commitments to extend credit Contractual amounts represent the amounts at risk
should contracts be fully drawn upon and clients default The amount of the loan commitments shown above
reflects, where relevant, the expected leve! of take-up of pre-approved facihities Since a significant portion of
guaraniees and commitments are expected to expire without being drawn upon, the total of the contractual amounts
15 not representative of future Liquidity requirements

Guarantees (including financial gua antee contracts)

The group provides guarantees and simular undertakings on behalf of both third party customers and other entities
within the group These guarantees are generally provided 1n the normal course of the banking business The
principal types of guarantees provided, and the maximum potential amount of future payments which the group
could be required to make, were as follows

The group The Bank

2014 2013 2014 2013
HK$m HK$m HKS$m HK$m

Guarantees in favour of thard parties
Financial guarantees ' 54,827 80943 36,631 36,833
{hher guamnteesz 173,960 164,653 124,062 118,430
228,787 245,596 160,693 155,263

Guarantees in favour of

other HSBC Group entities 17,545 8,551 13,356 11,621
246,332 254,147 174,049 166,384

1 Financial guarantees are contracts that require the 1ssuer fo make specified payments to reimburse the holder for a loss imcurred
because a specified debtor farls to make payment when due n accordance wuth the original or modified terms of a debt instrument
The amaunis in the above lable are nomnal principal amounts

2 Other guaraniees include re-insurance letlers of credit related to particular transactions, trade-related letters of credit issued
without provision for the issung entity to retamn title to the underlying shipment, performance bonds bhid bonds standby letiers of
credit and other transacton-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 guarantees are captured and managed 1n
accordance with HSBC’s overall credit nsk management policies and procedures Guarantees are subject to
HSBC s annual credit review process
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43 Capital commitments

The group The Bank
2014 2013 2014 2013
HK$m HK$m HKSm HKSm
Expenditure contracted for 4,855 2.440 3,062 1,952
Expenditure authonised by the Directors
but not contracted for 77 376 73 368
4,932 2816 3,135 2,320

Capttal commitments manly relate to the commutment for purchase of premises

44 Lease commitments

The group leases certain properties and equipment under operating leases The leases normally run for a penod 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 mimimum lease payments under non-cancellable
operating leases are as follows

The group The Bank
2014 2013 2014 2013
HKSm HKS$m HKSm HK$m
Premses
Amounts payable within
— one year or less 2,893 2,931 1,334 1,342
— five years or less but over one year 4,345 4,761 2,475 2,463
— over five years 9237 320 344 555
8,175 8,512 4,153 4,360
Equipment
Amounts payable within
— one year or less 49 64 13 8
— five years or less but over one year 21 42 8 13
70 106 21 21
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45 Offsetung of financial assets and financial habilities

Financial assets subject to offsetting, enforceable master netting arrangements and similar agreements

Amounts not set off in the
balance sheat

Gross Grass
amounts of  amounts set Amounts
recogmsed offin the  presented in Cash
financial balance the balance Financial collateral
assets sheet sheet  instruments' recerved  Net amount
HKS$m HKSm HKSm HKSm HKSm HKSm

At 31 December 2014
Derivatives® 436,116 (46,182) 389,934 196,580 25,204 68,150
Reverse repurchase securtties borrowing

and simular agreements classified as

— Trading assets 283 - 283 201 - 82
— Placings with banks 244,831 - 244,831 219,583 12 25,236
— Loeans and advances to customers

at amortised cost 78,637 - 18,637 77,876 - 761

Other loans and advances held at
amortised cost
— To customers 15,044 {15,044} - - - —

774,911 {61,126) 713,685 394,240 215,216 94,229

At 31 December 2013
Derivatives? 423,336 (34 609) 388 727 286,782 34 721 67,224
Reverse repurchase securities borrowing

and s:milar agreements classified as

— Trading assets 8 - 8 - - 8
— Placings with banks 179,748 - 179 748 158 775 95 20,878
— Loans and advances to customers
alamortised cost 60,655 - 60,655 60,324 2 329
Other loans and advances held at
amortised cost
— To customers 15,039 (15,039) - — - —
678,786 {49,648) 629,138° 505,881 34 818 88,439

1 Inclues non-cash collateral
Includes amounts that are both subgect to and not subject 1o enforceable master neiting agreements and simlar agreements
3 Amounis presented im the balance sheet includes HK187.985m (2013 HK3177.875m) which represent balances due from Group

companies
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45 Offsetting of financial assets and financial habithties (continued)

Financial iabiliies subject to offsenting, enforceable master netiing arrangements and similar agreements

Amounts not set off 1n the
balance sheet

Gross Gross
amounts of  amounts set Amounts
recognised off in the  presented m Cash
financial balance the balance Fimagcial collateral
hablitres sheet sheet 1nstruments’ pledged  Net amount
HKSm HKS$m HKS$m HKSm HKSm HKSm

At 31 December 2014
Denvatives® 413,310 (46,182) 367,128 302,619 22,527 41,982
Repurchase, secunties lending and similar

agreements classified as

~ Trading habilities 494 - 494 470 - 24

— Deposits by banks 40,913 - 40,913 30,958 32 9,923

— Customer accounts 42,671 - 42,671 41,513 - 1,158
Other deposits by banks at amortised cost - - - - - -
Other customer accounts at amorused cost 15,044 {15,044) - - - -
512,432 {61,226} 451,206’ 375,560 22,559 53,087

At 31 December 2013
Derivatives?® 399,661 (34,609) 365,052 289076 247719 51,197
Repurchase, securities lending and similar

agreements classified as

— Trading habiliies 470 - 470 411 - 59

— Deposits by banks 7,741 - 7741 5703 - 2,038

— Customer accounts 24,695 - 24,695 23,474 - 1,221
Other deposits by banks at amortised cost 2 - 2 - - 2
Other customer accounts at amortised cost 15,039 {15 039) - - - —
447,608 {49.,648) 397,960° 318,664 24 7719 54,517

1 Includes non-cash coilateral
Includes amounts that are both sulbyect to and not subyect to enforceable master netting agreements and similar agreements
3 Amounts presented wn the balance sheet mcludes HKS161 310m (2013 HK3122 327m) which represent balances due to Group

companies

Financial assets and financial habilities are offset and the net amount 15 reported in the balance sheet when there 15 a
legally enforceable night to offset the recogmised amounts and there 1s an intention to settle on a net basis, or reahise the
asset and settle the habihity simultaneously (‘the offset cnteria™)

Denvatives and reverse repurchase/repurchase, stock borrowing/lending and other similar agreements included 1n
amounts not set off in the balance sheet relate to transactions where

» the counterparty has an offsetting exposure with the group and a master netting or similar arrangement 1s in place
with a nght of set off only 1n the event of default, insolvency or bankruptcy, or the offset criteria are otherwise not
satisfied, and

» cash and non-cash collateral received/pledged in respect of the transactions descrnibed above

The group offsets certain loans and advances to customers and customer accounts when the offset criteria are met and
the amounts presented above represent this subset of the total amounts recogrused in the balance sheet Of this subset,
the loans and advances to customers and customer accounts mncluded in amounts not set off in the balance sheet
primanly relate to transactions where the counterparty has an offsetting exposure with the group and an agreement 1s
in place with the night of offset but the offset critena are otherwise not satisfied
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46 Segmental analysis

The group's operating segments are orgamised mto 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
geographical region are highly influential in determining performance across the different types of business acuvity
carried out n the region Therefore, provision of segment performance on a geographical basis provides the most
meanmngful information with which to understand the performance of the busmess

Geographical information 1s classified by the location of the principal eperations 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 chuef operating decision-maker of the group to make decisions about atlocating resources
and assessing performance of operating segments 1s measured 1n accordance with HKFRSs Duc to the nature of the
group’s structure, the analysis of profits shown below includes intra-segment items between geographical regions with
the elimination shown in a separate column Such transactions are conducted on an arm’s length basis Shared costs are
included 1n segments on the basis of actual recharges made

Products and services

The group provides a comprehensive range of banking and related financial services to its customers in 1l two
geographical regions The products and services offered to customers are organised by global businesses

s Retall 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, msurance, global asset
management services, wealth management and local and international payment services,

+ Commercial Banking product offerings include the provision of financial services, payments and cash management,
international trade finance, treasury and capital markets, commercial cards, mnsurance, and onhne and direct
banking offerings,

s Global Banking & Markets provides tailored financial solutions to major government, corporate and institutional
clhients and private investors worldwide The chent-focused busmess hnes deliver a full range of banking
capabilities including financing, advisory and transaction services, a markets business that provides services In
credit, rates, foreign exchange, money markets, secunties services and principal investment 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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46 Segmental analysis (continued)

Total assets

Hong Kong
Rest of Asia-Pacific
Intra region

Total habilities

Hong Kong
Rest of Asia-Pacific
Intra region

Interests in assocrates and}mn! veniures

Hong Kong
Rest of Asia-Pacific

Credit computments and contingencies (contract amounis)

Hong Kong
Rest of Asia-Pacific

Additions to proper ty, plant and equipment and other intangible assets during the year

Hong Kong
Rest of Asta-Pacific

2014 2013
HKSm % HK$m %
4,630,716 673 4362910 678
2,788,418 405 2,611,188 40 5
(542,388) (78) (534,743) (83)
6,876,746 100 0 6439 355 1000
2014 2013
HKS$m % HK$m %
4,325,607 690 4,069,805 688
2,485,181 397 2,382 069 403
(542,388) @7 (534,743) 91
6,268,400 100 0 5917,131 1000
2014 2013
HKSm % HK$m %
2316 240 2,136 20
114,338 98 0 105,716 980
116,654 100 ¢ 107,852 100 0
2014 2013
HKSm Yo HKS$m %
1,130,366 527 975 565 499
1,014,003 47 3 980,967 501
2,144,369 100 0 1956,532 1000
2014 2013
JIIKSm %a HK$m %
3,512 796 9,163 924
398 204 758 76
4,410 100 0 9,921 100 G
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46 Segmental analysis (continued)

Consolidated income statement

Rest of Intra-segment
Hong Kang Asia-Paaific chmination Total
HKS$m HK$m HK$m HKSm
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 44,333 2 95,109
Fee income 34,708 17,301 (1,347) 50,662
Fee expense (4,712) (2,675) 1,347 (6,040)
Net trading income 11,663 8,559 {2) 20,220
Net income from financial instruments
designated at fair value 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 7081 - 57,307
Net loss on reclassification of associates - {251) - {251)
QOther operating income 10,872 1,944 (4.063) 8,753
Total operating income 160,313 77,321 (4,063) 233,571
Net insurance claims and benefits paid and movement
1n habilities to policyholders (52,916) {7,266) - {60,182)
Net operating 1ncome before loan impairment
charges and other credit nsk provisions 107,397 70,055 (4,063) 173,389
Loan impairment charges and other credit nsk provisions (2,478) (2,447) - {4,525)
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 jomnt ventures 7 15,358 - 15,675
Profit before tax 62,966 43,223 - 111,189
Tax expense (10,132) (8,880) — (19,012)
Profit for the year 52,834 39,343 — 92,177
Profit attnibutable 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
— mter-company/inter-segment 9,013 (1,851) (4,063) 3,099
Depreciation and amortisation included 1n operating
expenses {4,551) {1,227) - (5,778)
Restructuring costs (55) (12) - (67)
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46 Segmental analysis (conithued)

2013
[nterest income
Interest expense

Net interest ncome

Fee income

Fee expense

Net trading income

Net income from financial instruments
designated at fair value

Gains less losses from financial investments

Dividend income

Net Lnsurance premium income

Net gain on reclassification of associates

Gain on sale of Ping An

Other operating income

Total operating income
Net insurance clarms and benefits paid and movement
10 hiabilittes to pohicyholders
Net operating income before loan impairment
charges and other credit nisk provisions
Loan impairment charges and other credit nisk provisions

Net operating income
Operating expenses

Operating profit
Share of profit in associates and joint ventures

Profit before tax
Tax expense

Profit for the year
Profit attributable to shareholders
Profit attnbutable to non-contrelling interests

Net operating income
- external
= inter-company/inter-segment

Deprectatton and amortisation included 1n operating
expenses

Restructuning costs

Rest of intra-segment
Hong Kong Asia-Pacific elimnation Total
HK$m HKS$m HK$m HK$m
52 190 67,956 (3 107) 117,039
{6,508) (26,227) 3,061 {29.674)
45,682 41,729 (46) 87,365
33,542 18,0594 (1,449) 50,187
{4,748) (2,965) 1,372 {6,341)
11,156 5,375 46 16,577
2,008 467 - 2475
323 119 - 442
1,165 10 - 1,175
47,173 6450 - 53,663
- 8,157 - 8,157
- 34,070 - 34070
13,803 2,185 (4,571) 11,418
150,104 113,732 {4,648) 259,188
(50,960) (5,632) - {56,592}
99,144 108,100 (4.648) 202,596
(1,032) (2,500) - (3,532)
98112 105,600 (4,648) 199,064
(38,845) (34.531) 4,648 (68,728)
59,267 71,069 - 130,336
524 13,896 - 14,420
59,791 84,965 - 144 756
{9,659 (6,042) - (15,701)
50,132 78,923 — 129 035
43,688 75321 - 119,009
6,444 3,602 - 10,046
89,322 106,563 - 195,885
8,790 (963) {4,648) 3,179
4.271) (1,392) ~ (5,663)
(43) (619) - (662)
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46 Segmental analysis (continued)

Net operating tncome by global business

Retail
Banking Glebal Global
and Wealth Commercial  Banking & Private Inter-
Management Banking Markets Banking Other Segment Total
HKSm HKS$m HKSm HKSm HKSm HKSm HKSm
Year ended 31 December 2014
External 52,715 41,199 65,475 2,135 3,231 - 165,365
Intercompany/intersegment 11,815 720y {10,867 1,190 8,225 (6,544) 3,099
Year ended 31 December 2013
Externat 52,213 38 304 62,749 362 42257 - 195,885
Intercompany/intersegment 11,585 (137) {8,646) 286 7,205 (7,114} 3,179
Information by country
Net external operating income’ Non-current assets”
2014 2013 2014 2013
HK$m HK$m HKSm HKS$m
Hong Kong 95,906 89,322 98,056 94,525
Maintand China 17,085 52,948 121,426 112,024
Austrahia 7210 7,347 1,034 1,212
India 7815 7697 2314 2,152
Indonesia 3,962 4617 3,869 4012
Malaysia 6,958 7,025 944 1,002
Singapore 9,493 8233 1,429 1,548
Taiwan 3,597 3,311 2,174 2,352
Other 13,339 15,385 2,716 3,232
Total 165,365 195 885 234,022 222,059

1 Net external operanng mcome 13 attributable io countries based on the location of the principal operations of the subsidhary or branch
2 Non-current asseis consist of property plant and equipment, goodwill other intangible assets, interesis in associates and joint ventures
and cettain other assets expected to be recavered more than 12 months afier the reporting date
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47 Related party transactions

a2 Immediate and uittmate holding company

The group 15 wholly owned by HSBC Asia Holdings BV HSBC Asia Holdings BV 15 mn turn wholly owned by
HSBC Asia Holdings (UK) Limited, which 1s wholly owned by HSBC Holdings BV HSBC Holdings BV 1s
wholly owned by HSBC Finance (Netherlands), which 15 wholly owned by HSBC Holdings ple (incorporated n
England}

The group s related parties include the parent, fellow subsidiaries, associates, joint ventures pest-employment
benefit plans for the benefit of the group s employees, Key Management Persennel, close family members of Key
Management Personnel and entities which are controlied or jointly controlled by Key Management Personnel or
theur close family members

Transactions with the immediate holding company included the redemption of preference shares These are
classified as llabilities on the balance sheet Information relating te preference shares can be found in note 35

Transactions with the ultimate holding company inctuded the issuance of subordinated lLiabihities These are
classified as liabilities on the balance sheet There was also the 1ssuance of other equity instruments [nformation
relating to other cquily instruments can be found n note 37

fncome and expenses for the year

Immediate holding company Ulumate holding company
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Interest expense’ 976 1,591 569 305
Other operating income - - 318 274
Other operating expenses 13 14 233 1,757

| Interest expense pmd to the immediate holding company represents interest on preference shares Interest expense paid to the
ultimate holding company represents interest on subordinated liabthtes

Balances at 3! December

The group
Immedsate holding company Ultimate holding company
2014 2013 2014 2013
HKSm HK$m HKS$m HKSm
Assels
Other assels —~ — 30 160
- - 30 160
Laabilities
Other Liabilihes 525 657 625 415
Subordinated habihities - - 22,185 15,788
Preference shares 36,474 47,205 - —
36,999 47,862 22,810 16,203
Guarantees - - - 370
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47 Related party transactions (continued)

The Bank
Immediate holding company Ultimate holding company
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Assels

Other assets - - 28 160
— — 28 160

Liabilities
Other liabilities 525 657 469 237
Subordinated habilities - - 22,185 15,788
Preference shares 36,474 47,205 - -
36,999 47 862 22,654 16,025

b Share option and share award schemes

The group participates tn various share option and share plans operated by HSBC whereby share options ot shares
of HSBC are granted to employees of the group As disclosed 1n note 48, the group recognises an expense n
respect of these share options and share awards The cost borne by the ultimate holding company in 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 helding company over the vesting period This hiabulity 1s measured
at the fair value of the shares at cach reporting date, with changes since award date adjusted through the capital
contribution account within Other reserves’ The balances of the capital contribution and the habihty as at 31
December 2014 amounted to HK$3,139m and HK$2,186m respectively (2013 HK$2,877m and HK$2,303m
respectively)

¢ Pension funds

At 31 December 2014, HKS$11 2bn (2013 HKS$13 7bn} of pension fund assets were under management by group
compames Total fees paid or payable by pension plans to group companies for providing fund management,
admimstrative and trustee services amounted to HK$22m for the year (2013 HK$5!m)

d  Subsidiaries and fellow subsidiaries

The group entered mto transactions with its fellow subsidianies in the normal course of business, including the
acceptance and placement of interbank deposits, correspondent banking transactions and off-balance sheet
transactions The activities were on substantially the same terms, including interest rates and security, as for
comparable transactions with third party counterparties

The group shares the costs of certamn Il projects with its fellow subsidianes and also used certain processing
services of fellow subsidianies on a cost recovery basis The Bank also acted as agent for the distribution of retail
investment funds for fellow subsidianes and paid professional fees for services provided by fellow subsidiaries
The commussions and fees in these transactions and services are priced on an arm s length basis

The aggregate amount of income and expenses arsing from these transactions during the year and the balances of
amourits due to and from the relevant parties at the year end are as follows
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47 Related party transactions (corninued)

Income and expenses for the year

Fellow subsidianes

2014 2013

HK$m HK$m

Interest income 384 431
[nterest expense 227 281
Fec income 2,404 3232
Fee expense 8§70 876
Other operating income 2,756 2,73%
Other operating expenses' 6,961 5,942

| In 2014 payments were made of HK$1 002m (2013 HK3946m) for sqftware costs which were capralised as mtangrble assets in the
balance sheet of the group

Balances at 31 December

The group
Fellow subsidiaries
2014 2013
HKSm HK$m
Assets
Trading assets 8,600 4,644
Other assets 183,064 157 171
191,664 161 8§15
Liabihties
Irading liabilities 12,633 10,804
Financial habilities designated at fair value 4 1
Other liabilities 99,842 64 132
Preference shares 108 109
112,587 75,046
Guarantees 17,545 8 551
Commitments 2,185 1,930
The Bank
Subsidianes Fellow subsidiaries
2014 2013 2014 2013
HKSm HK$m HKSm HK$m
Assets
Trading assets 14,257 6,869 8.434 4,551
Financial investments 7,497 11,401 - -
Other assets 213,521 208 056 160,399 135,852
235,275 226 326 163,833 140,403
Liabilities
Trading habilities 10,753 9244 12,493 16,733
Other Liabilies 98,415 81,163 43,095 38,322
109,168 90 407 55,588 49,055
Guarantees 3971 4,399 9,385 7222
Commitments 42,563 34,719 1,866 1,563
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47 Related party transactions (continued)

Derwative balances

In addition, the group and the Bank had the following denvative asset and derivative hability balances with other

HSBC Group entities

The Bank

The group
2014
HKSm
Derivative assets 98,346
Derwvative liabilities 106,704

2013
HKSm

88,350
96,203

2014
HKSm

103,572
107,967

2013
HKS$m

92,296
98 439

e 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 in associates and
Joint ventures are given n note 22 Iransactions and balances dunng the year with associates and jownt ventures

were as follows

The group
2014 2013
Highest balance Balance at Highest balance Balance at
during the year 31 December dunng the year 31 December
HKSm HKS$m HK$m HKSm
Amounts due from associates
— unsubordinated 41,814 32,848 41 397 35,348
Amounts due from jomnt ventures
— subordinated - - 6 -
— unsubordinated 1 - 2 1
41,815 32,548 41,405 35,349
Amounts due to associates 5,038 1,259 9,083 2,226
Amounts due to joint ventures — - - -
5,038 1,259 9 083 2226
Commitments 11 1 543 133
The Bank
2014 2013
Highest balance Balance at Highest balance Balance at
daring the year 31 December during the year 31 December
HKSm HK$m HK$m HK$m
Amounts due from associates
— unsubordinated 20,958 14,139 19,222 18,999
Amounts due from joint ventures
— unsubordinated 1 - 2 1
20,959 14,139 19,224 19 000
Amounts due 1o associates 2,556 837 1,929 1,929
Amounis due to joint ventures — - - -
2,556 837 19529 1929
Commitments t 1 251 10
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47 Related party transactions (continued)

The disclosure of the year-end balance and the highest balance during the year 1s considered the most meaningful
information to represent transactions during the year

The transactions resulting in amounts due to and from associates and joint ventures arose in the ordinary course of
business and on substantially the same terms, including interest rates and security, as for comparable transactions
with third party counterpartics

Key Management Personnel

Key Management Personnel are defined as those persons having authonty and responsibility for planming, directing
and controlling the activities of the Bank and the group It includes members ot the Board of Directors and
Executive Committee of the Bank and the Board of Directors and Group Managing Directors of HSBC Holdings
plc

The following table shows the expense in respect of compensation for Key Management Personnel of the Bank for
services rendered to the Bank

2014 2013

HKSm HK$m

Salanes and other short term benefits 209 200
Retirement benefits

— Defined contribution plans 5 5

- Defined benefit plans 5 3

Termination benefits - 3

Share-based payments 177 102

396 313

Transactions, arrangements and agreements involving Key Management Personnel

Transactions, arrangements and agreements are entered into by the group with companies that may be controlled
by Key Management Personnel of the group and their immediate relatives These transactions are primanly loans
and deposits

2014 2013
HK$m HK$m
During the year
Highest average assets' 34,385 27,428
Highest average labtlities' 41,527 30,281
Contribution 1o the group’s profit before tax 1,056 808
At the year end
Guarantees 4,809 6,721
Commitments 3,483 2,622

| The disclosure of the highest average balance durmg the year is considered the most meammngful informaton to represent
transaciions during the year

The above transactions were entered mnto in the ordinary course of business and on substantially the same terms,
including interest rates and security, as comparable transactions with persons or companies of a sumilar standing or,
where applicable, with other employees The transactions did not involve more than the normal nisk of repayment
or present other unfavourable features

The group adheres to Hong Kong Banking Ordinance Section 83 regarding lending to related parties, this includes
unsccured lending to Key Management Personnel, their relatives and companies that may be directly or indirectly
influenced or controlled by such individuals

No impairment losses have been recorded against balances outstanding during the year with Key Management
Personnel, and there are no specific impairment allowances on balances with Key Management Personnel at the
year end
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47 Related party transactions (continued)
g Loans to aofficers

Officers are defined as the Board of Directors, Executive Commutice members and the Secretary of the Bank and
the Boards of Directors of the ultimate holding company, HSBC Holdings plc, and intermediate holding companies
Particulars of loans to officers disclosed pursuant to section 78 of Schedule 11 to the Hong Kong Companies
Ordinance (Cap 622). which requires compliance with section 161B of the predecessor Hong Kong Companies
Ordinance (Cap 32)are as follows

Aggregate amount of loans Maximum aggregate amount of

outstanding at 31 December loans outstanding during the year
2014 2013 2014 2013
HKSm HK3$m HKSm HKS$m
By the Bank 17 272 184 286
By subsidianes 10 8 11 11
181 280 195 297

48 Share-based payments
a Income statement charge

2014 2013
HKSm HKSm
Restricted share awards 1,398 1,090
Savings-related share awards and option plans 94 160
1,492 1,250
Equity-settled share-based payments 1,442 1,185
Cash-settled share-based payments S0 65

The above charge was computed from the fair values of the share-based payment transaction when contracted, that
arose under employee share awards made 1n accordance with HSBC's reward structures
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48 Share-based payments (continued)

b HSBC Share Award and Option Plans

Award Policy Purpose
Restncted ¢ Vesung of awards genenally subject to continued o  Rewards employee performance, potential and
share awards employment with HSBC retention of key employees

(including Group
Performance Share
Plan}

Vesting often staggered over three years GPSP
awards vest after five years

Certain shares subject to a retention requirement
post-vesting In the case of GPSP awards retention
applies until cessaton of employment

Awards generally not subject to performance
conditions

Awards granted from 2010 onwards are subject to
clawback provision pnior to vesting

To defer vanable pay

Savings-related
share award plan
{"HSBC
International
Employee Share
Purchase Plan’)

A new broad-based employee plan which was
offered to ehgible employees in Hong Kong in
2013 The plan was offered to six more countries
within the group 1n 2014

Eligible employees make contributions up to the
local equivalent of £250 per month which are
apphed 1n the purchase of shares on a quarterly
basis For every three shares purchased, the
employee 15 granted a matching award by HSBC of
one share

The maiching award vests subject to continued
employment with HSBC and retention of the
purchased shares tn the plan until the third
anmversary of the start of the relevant plan year

To ahgn the nterests of all employees wath the
creation of shareholder value

Savings-related
share option
plans

Ehgible employees save up to £250 per month (or
its equrvalent in US dollars, Hong Kong dollars or
Euros), with the oplion to use the savings to
acquire shares  The last grant of options under this
plan was 1n 2012

Exerctsable within six months following either the
thard or fifth anniversaries of the commencement of
three-year or five-year contracts, respectively

The exercise price 1s set at a 20% (2012 20%)
discount to the market value 1mmediately
preceding the date of invitation {except for the one-
year opttons granted under the US sub-plan where
a 15% discount s apphed)

I'o align the interests of all employees with the
creation of shareholder value

Executive Shate
Option Scheme
{‘ESOS’) and
Group Share
Option Plan
{‘GSOP’)

Plan ceased in May 2005
Exercisable between third and tenth anmiversaries
of the date of grant

Long-term 1ncentave plan between 2000 and 2005
duning which certain HSBC employees were
awarded share opttons

To align the interests of those higher performing
employees with the creaion of shareholder vatue

Calculation of farr values

The fair values of share options at the date of grant of the options are calculated using a Black-Scholes modet The

fair value of a share award 15 based on the share price at the date of the grant
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48 Share-based payments (continued)
¢ Movement on HSBC share awards

LIMITED

The group Restricted share awards
2014 2013
Number Number
(000s) (000s)
Qutstanding at | January 25,369 36,040
Additions during the year 19,177 9,481
Released in the year (18,975) (20,672)
Iransferred in the year 3,654 2,949
Lapsed n the year {764) (2,429)
Outstanding at 31 December 28,461 25,369
Weighted average fair value of awards granted (HK$) 79 31 7799
d HSBC Share Option Plans
Sigrificant weighted average assumptions used 1o estimate the fair value of options granted
3-year Savings- S-year Savings-
Related Share Related Share
Option Ophon
Schemes Schemes
2014
Rask-free interest rate’ (%) 14 19
Expected hfe? {years) 3 5
Expected volatility® (%) 20 20
Share price at grant date (£) 652 652
2013
Rusk-free interest rate’ (%) 09 17
Expected hfe? (years) 3 3
Expected volatitity” (%) 20 20
Share price at grant date (£) 6 89 689

1 The risk-free rate was deternuned from the UK gifts vield curve A stmilar vield curve was used for the International Savings-

Related Share Opnion Plans

2 The expected life of options depends on the behaviour of option holders which is incorporated into the option model on the basts of

historical observable data and is not a single imput parameter but a function of various behavioural assumptions

3 Expected volaniy is estimated by considering both historic average share price volaniny and imphed volaniiry derived from traded

options over HSBC shares of similar maturtty 1o those of the employee options

The expected US dollar denominated dividend yield was determined to be 4 5% per annum 1n line with consensus

analyst forecasts (2013 4 5%) which vested in subsequent years
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48 Share-based payments (continued)

Movement on HSBC share option plans

The group

2014

Qutstanding at | January
Granted dunng the year
Forfeited/expired 1n the year
Exercised during the year
Transferred in the year

Cutstanding at 31 December

Exercisable at 31 December

At 31 December 2014
Weighted average fair value of

options granted duning the year
Weighted average share price at the
date the options were exercised

Weighted average remaining
contractual life {years)
Exercise price range

2013

Qutstanding at | January
Granted duning the year
Forfeited/exptred in the year
Exercised during the year
Transferred in the year

Qutstanding at 31 December
Exercisable at 31 December

At 31 December 2013
Weighted average fair value of

ophiens granted during the year
Weighted average share price at the
date the options were exercised

Weighted average remaining
contractual hife (years}
Exercise price range

1 Weighted Average Exercise Price

Savings-related option
scheme with exercise price

Savings-related option
scheme with exercise price

ESOS and GSOP set 1n GBP sef 10 HKS
Number WAEP' Number WAEP' Number wakp!
{000s) £ (000s) £ (000s) HKS
7,258 722 5,469 388 23,889 4327
- - 15 519 - -
(7,219) 722 (335) 444 (621) 50 32
2) 722 (3.079 349 (16,767) 3846
47 724 75 479 1 5203
84 729 2,141 438 6,502 54 97
84 729 388 360 473 4295
- 116 -
613 6 40 8295
030 067 071
729 331-547 37886399
11,203 683 9,058 408 30,532 45 54
- - 18 547 - -
(1,831} 618 (952) 4325 (1,332) 5017
(2,297 616 {2.894) 444 (5.75) 5395
183 725 239 416 440 46 59
7,258 722 5469 388 23,889 4327
7,258 722 109 557 103 66 82
- 120 -
706 705 8503
034 098 090
722-754 331-504 37889259

Durning the year. no options were granted for schemes with option prices set in euros and US dollars
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49 Fair value of financial instruments carred at fair value

The accounting policies which determine the classification of financial instruments and the use of assumptions and
estimatton 1n valuing them are described n note 2 and note 3 The fair value of financial instruments 1s generally
measured on the basis of the indrvidual financial instrument However, 1n cases where the group manages a group of
financial assets and financial habilities on the basis of 1ts net exposure to either market risks or credit nisk, the group
measures the fawr value of the group of financial instruments on a net basis, but presents the underlying financial assets
and lLiabilitics scparately in the financial statements, unless they sausfy the HKFRS offsetting criteria as descnibed in
note 3(m}

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 following table sets out the financial instruments carried at
fair value

Financial instruments car ried at fair value and bases of valuation

The group
Valuation techmques
With
Quoted Using significant Amounts
market observable unobservable Third with
price mputs nputs party HSBC
Level 1 Level 2 Level 3 total entities Total
HKSm HKSm HK$m HKSm HKSm HKSm
At 31 December 2014
Assets
Trading assets® 210,397 196,464 165 407,026 - 407,026
Dernvanves 9,039 281,764 785 291,588 98,346 389934
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 Liabilities® 63,614 140,045 12,153 215,812 - 215,312
Denvatives 10,766 248,550 1,108 260,424 106,704 367,128
Financial liabilties designated
at fair value - 48,834 - 48,834 — 43,834
At 31 December 2013
Assets
Trading assets® 145,520 165216 664 311,400 - 311,400
Derivatives 14,295 284,970 1,112 300,377 88,350 388,727
Financial assets designated at fair
value 63,781 25012 1,353 90,146 - 90,146
Available-for-sale investments' 739,792 449 296 11,218 1,200,306 - 1,200,306
Assets held for sale - - 4,295 4295 - 4,265
Liabilities
Trading Liabiliues? 53,138 124,065 17,829 195,032 - 195,032
Derivatives 15,125 252279 1445 268 849 96,203 365,052
Financial liabilities designated
at fair value - 41,715 - 41,715 — 41,715

1 Ananalysis of avarlable-for-sale invesiments across balance sheet lines can be found m note 19
2 Amounts with HSBC Group entities are not reflected here
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49 Fair value of financial instruments carried at faiwr value (conttnued)

The Bank
Valuation techniques
With
Quoted Using sigmificant Amounts
market observable uncbservable Third with
price mputs Laputs party HSBC
Level 1 Level 2 Level 3 total entities Total
HKSm HKS$m HKSm HKSm HKSm HKSm
At 31 December 2014
Assets
Trading assets’ 174,729 123,579 57 298,365 - 298,365
Derivatives 8,450 262,205 649 271,304 103,572 374,876
Financtal assets designated at faur
value - 1,257 - 1,257 - 1,257
Available-for-sale investments' 543,146 173,944 4,893 721,983 - 721,983
Liabihities
Trading liabihues® 35,671 59,669 3,209 98,549 - 98,549
Denvatives 10,513 234,116 1,049 245,678 107,967 353,645
Financial labiliies designated
at fair value - 9,180 - 9,180 - 9,180
At 31 December 2013
Assets
Trading assets® 121,136 113,880 583 235,599 - 235,599
Derivatives 13,809 270,543 534 284,886 92,297 377,183
Financial assets designated
at fair value - 1,561 - 1,561 - 1,561
Avatlable-for-sale investments' 582,340 169,370 6873 758,583 - 758,583
Assets held for sale - - 4,295 4,295 - 4,295
Liabihities
Trading lizbilities® 28,348 49 140 5,135 82,623 - 82,623
Derivatives 15,010 240,233 1,013 256,256 98,439 354,695
Financial habtliies designated
at fair value - 4,759 - 4,759 - 4,759

1 Ananalysis of avarlable-for-sale im estments across balance sheet fines can be found in note 19
2 Amounts with HSBC Group entiiies are not reflected here

Transfers between levels of the fair value hierarchy are deemed to occur at the end of the reporting period
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49 Fair value of financial instruments carried at fair value (continued)
Control framework

Fair values are subject to a control framework designed to ensure that they are either determined, or validated, by a
funcuion independent of the nsk-taker

For all financtal instruments where fair values are determined by reference to extemally quoted prices or observable
pricing inputs to models independent price determination or validation 15 utibsed In mactive markets, direct
observation of a traded price may not be possible In these circumstances. the group will source alternative market
information te vahdate the financial instrument’s farr value, with greater weight given to information that 1s considered
to be more relevant and reliable The factors that are conssdered 1n this regard are, inter alia

+ the extent to which prices may be expected to represent genuine traded or tradable prices,

the degree of ssmilanty between financial instruments,

* the degree of consistency between difierent sources,

+ the process followed by the pricing provider to denive the data,

» the elapsed ime between the date to which the market data relates and the balance sheet date, and

+ the manner in which the data was sourced

For farr values determined using valuation models, the control framework may include, as apphcable, development or

validation 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, model outputs Valuation models are

subject to a process of due diligence and calibration before becoming operational and are cahbrated agamnst externat
market data on an on-going basis

Changes in fair value are generally subject to a profit and loss analysis process This process disaggregates changes m
fair value 1nto three high level categonies (1) portfolio changes, such as new transactions or maturing transactions, (1)
market movements, such as changes in foreign exchange rates or equity prices, and (11) other, such as changes n farr
value adjustments

To this end, the ulumate responsibility for the determination of fair values hes within the Finance function, which
reports functionally to the Group Finance Director Finance establishes the accounting policies and procedures
governing valuatton, and 1s responstble for ensuring that these comply with all relevant accounung standards
Determination of fawr value

Fair values are determmed according to the fellowing hierarchy

(a) Level 1 — Valuation technique using quoted market price

Financial instruments with quoted prices for identical instruments 1n active markets that the group can access at the
measurement date

{b) Level 2 — Valuation technique using observable inputs

Financral instrumenis with quoted prices lor similar instruments 1n active markets or quoted prices for identical or
sumilar nstruments 1n machive markets and financial instruments valued using models where all significant inputs
are observable

(c} Level 3 — Valuation technique with significant unobservable inputs
Financial instruments valued using valuation techniques where one or more significant inputs are unobservable

The best evidence of fair value 1s a quoted price in an acuvely 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 abilities used Where a
financial instrument has a quoted price in an active market, the fair value of the total holding of financial instrument 15
calculated as the product of the number of units and quoted price In the event that the market for a financial
instrument 18 not active, another valuation techmque 1s used
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49 Fair value of financial instruments carried at fair value (continued)

The judgement as to whether a market 15 active may nclude. but 1s not restricted to, the consideration of factors such
as the magmtude 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 price at which they would be willing to sell In inactive markets, obtaining assurance that the transaction price
provides evidence of tair value or determining the adjusiments to transaction prices that are necessary to measure the
fair value of the instrument requires additional work during the valuation process

Financial labiuies measured at fawr value

Structured notes 1ssued and certain other hybnid instrument liabilities are included within trading habibties and are
measured at fair value The credit spread applied to these mstruments 15 derived from the spreads at which the group
1ssues structured notes

Gains and losscs anising from changes 1n the credut spread of habilities 1ssued by the group reverse over the contractual
hife of the debt provided that the debt 15 not repaid at a premium or a discount

Fair value adjustments

Fair value adjustments are adopted when the group considers that there are additional factors that would be considered
relevant by a market participant that are not incorporated within the valuation model The group classifies fair value
adjustments as either ‘risk-related’ ot ‘model-related” The majority of these adjustmenits relate to Global Bankmg and
Markets

Movements 1n the level of fair value adjustments do not necessarily result i the recognition of profits or losses within
the mmcome statement For example, as models are enhanced, far value adjustments may no longer be required
Simlarly, fair value adjustments will decrease when the related positions are unwound. but this may not result in profit
or loss
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49 Farr value of financial instruments carried at fair value (continued)

Risk-related adjustments
(1) Bid-offer

HKFRS 13 requires use of the price within the bid-offer spread that 15 most representative of fair value Valuation
models will typically generate mid-market values The bid-offer adjustment reflects the extent to which bid-offer
costs would be incurred if substantiaily all residual net portfoho market risks were closed using available hedging
mstruments or by disposing of, or unwinding the position

(1} Uncertainty

Certain model inputs may be less readily determinable from market data, and/or the choice of modei iself 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 ikehhood that in estimating the
fair value of the financial instrument, market participants would adopt more conservative values for uncertain
parameters and/or model assumptions than those used i the valuation model

(1) Credu valuation adyustment

The crednt valuation adjustment 1s an adjustment to the valuation of over-the-counter (‘OTC”) derivative contracts
to reflect within fair value the possibility that the counterparty may default and the group may not receive the full
market value of the transactions Further detail 1s provided below

(v)Debit valuation adiustment

The debit valuation adjustment 1s an adjustment to the valuation of OTC derivative contracts to reflect within fawr
value the possibility that the group may default, and that the group may not pay full market value of the
transactions

(v} Funding farr value adiustment

The funding fair value adjustment 15 calculated by applying future market funding spreads to the expected future
funding exposure of any uncollateralised component of the OTC denvative portfolie This includes the
uncollateratised component of collateralised derivatives in addition to denivatives that are fully uncollaterahsed
The expected future funding exposure 1s calculated by a sumulation methodology, where available The expected
future funding exposure 1s adjusted for events that may terminate the exposure such as the default of the group or
the counterparty The funding fair value adjustment and debit valuation adjustment are calculated independently

Model-related adjustments

(4 Model imitation

Models used for portfolio valuation purposes may be based upon a simphfying set of assumptions that do not
capture all matenal market characterisics Additionally. markets evolve, and models that were adequate in the past
may require development to capture all material market characteristics m current market conditions In these
circumstances, model hmitation adjustments are adopted As model development progresses, model hmitations are
addressed within the valuation models and a model limitation adjustment 15 no longer needed

(1) Inception profit (Day 1 profit or loss reserves)

Inception profit adjustments are adopted when the fair value estimated by a valuation model 15 based on one or
more significant unobservable inputs The accounting for inception profit adjustments 1s discussed in note 3(1) An
analysis of the movement 1n the deferred Day 1 profit or loss reserve 15 provided n note 13(c)

206




49 Fair value of financial mstruments carried at faur value (continued)

Credit valuation adustment/ debit valuation adjustment methodology

T'he group calculates a separate credit valuation adjustment (‘CVA’) and debit valuation adjustment (‘DVA"} for each
group legal entity and withan each entity, for cach counterparty to which the entity has exposure

The group calculates the CVA by applying the probability of default { PD) of the counterparty, conditional on the
non-default of the group, to the expected positive exposure of the group to the counterparty and multiplying the result
by the loss expected tn the event of default Conversely, the group calculates the DVA by applying the PD of the group,
conditional on the non-default of the counterparty, to the expected positive exposure of the counterparty to the group.
and multiplying by the loss expected in the event of default Both calculations are performed over the hife 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 wath the counterparty
over the life of the portfolio The simulation methedology mncludes credit miuganis such as counterparty netting
agreements and collateral agreements with the counterparty A standard loss given default {‘'LGD’) assumption 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 derivatives, where the products are not currently supported by the simulation, or for
derivative exposures in smaller trading locations, where the simulation tool 1s not yet avalable, the group adopts
alternative methodologies These may involve mapping to the results for similar products from the simulation tool or,
where the mapping approach 1s not appropriate, using a simphfied methodology. which generally follows the same
principles as the simulation methodology The calculation 1s applied at a trade level, with more limited recognition of
credit mitigants such as netting or collateral agreements than 1s used 1n the simulation methodology

The methodologies do not, 1n general, account for ‘wrong-way risk’ Wrong-way nisk arises when the underlying value
of the denvative prior to any CVA 1s positively correlated to the probability of default by the counterparty When there
15 significant wrong-way risk, a trade-specific approach 1s applied to reflect the wrong-way risk within the valuation

With the exception of certamn central clearing parties the group includes all third-party counterparties in the CVA and
DVA calculations and does not net these adjustments across the group entities The group reviews and refines the CVA
and DVA methodologies on an ongoing basis

Valuation of wncoliateralised der vatives

Histonically, the group has valued uncollaterahised derivatives by discounting expected future cash flows at a
benchmark tnterest rate, typically Libor or its equivalent In line with evolving mdustry practice, the group changed
this approach in the second half of 2014 The group now views the overnight index swap ( OIS™) curve as the base
discounting curve for all derivatives, both collateralised and uncollateralised, and has adopted a funding fair value
adjustment to reflect the funding of uncollateralised derivative exposure at rates other than OIS The mmpact of
adopting the funding fair value adjustment was a reduction tn trading revenues of HK$76m This 15 an area in which a
full industry consensus has not yet emerged The group will continue to monitor industry evolution and refine the
calculation methodology as necessary

207




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

49 Fair value of financial instruments carried at fair value (confinued)

Reconciliation of fair value measurements in Level 3 of the fair value hierarchy

The following table provides a reconciliation of the movement between opening and closing balances of Level 3

financial mstruments, measured at fair value using a valuation technique with sigmficant unobservable inputs

The group
Assets Liabihitres
Designated
at far
value
throngh
Avalable- Held for profit Assets held Held for
for-sale trading orloss  Dervatives for sale trading  Derrvatives
HK$m HKS$m HKS$m HK$m HKSm HKSm HKSm
At 1 January 2014 11,218 664 1,353 1,112 4,295 17,829 1,445
Total gains or losses recogmised
in profit or loss £, 166 3 291 (124) 3,332 (1,473) 109
—~ Trading income excluding
net interest income - 3) - (124) - {1,473) 109
— Net income from other
financial instruments
designated at fair value - - 291 - - - -
— Gains less losses from
financial investments 1,166 — - - 3332 - —
Total gains or losses recogrused
in other comprehensive income (29} (24) - (10) {3,458) (331) {6)
— Available-for-sale
investments  fair value
gams/(losses) n - - - (3,458) - -
— Exchange differences {60} (24) - (10} — (331)) (6)
Purchases 1,359 421 587 - - - -
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 - 11 252 34 - 77 106
At 3] December 2014 6,712 165 1,911 785 — 12,153 1,108
Unrealtsed gains or losses
recognised in profit or loss
relating to those assets and
liabulities held at the end of the
reporting period’ (88) [¥3] 296 47 - 3) (116)
— Trading income excluding
net interest ncome - 2 - 47 - 3) {110)
— Net income/(expense)} from
other financial instruments
designated at fair value - - 2% - - - -
— Impairment charges (88) - - - - - -

| The amount has been reported on a net basis afier taking into consideration the total gains or losses arising from those transactions

where the risk has been backed out 1o other HSBC entiies
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49 Farr value of financial instruments carried at fair value (continued)

The group
Assets Liabilities
Designated
at fair value
through
Available- Held for profit Assets held Held for
for-sale trading orloss  Denvauves for sale trading  Denvatives
HKS$m HKSm HK$m HKSm HKSm HKS$m HK$m
At | January 2013 11,712 232 1,549 825 3,878 11091 3,659
Total gains or losses recognised
n profit or loss 134 37 65 653 - (802) 3,996
— Trading income excluding
net interest tncome - 37 - 653 - (802 399
= Net income from other
financial instruments
designated at fawr value - - 65 — - - -
- Gains less losses from
financia! investments 134 - - - - — -

Total gans or losses recognised
1n other comprehensive
income 1,295 - — (5) - {255) ()
— Available-for-sale

mvestments fair value

gamns 1,304 - - - - - -
- Exchange differences (%) - - {5) - (255]) [U))]
Purchases 557 854 402 - - - -
Issues - - - - - 7,114 -
Sales 33 (248) (35) - - - -
Deposits/settlements (2,704} (301 (209) (65) - 2,883 (5,839)
Transfers out (4,295) (195) (530) (616) (3.878) (2,273) {426)
Transfers tn 4,552 15 111 320 4,295 71 56
At 31 December 2013 11,218 664 1,353 1112 4 295 17,829 1,445
Unrealised gans or losses
recognised n profit or loss
relating to those assets and
habilities held at the end of the
reporting pertod’ - 93 65 583 — 18 (279)
= Trading tncome excluding
net interest income - 93 - 583 - 18 (279)

— Net income/{expense) from
other financial mstruments
designated at farr value ~ — 65 — - — -

1 The amount has been reported on a net basis, after taking into consideration the total gains or losses anising from those transactions
where the risk has been backed out to other HSBC entities
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49 Fair value of financial mstruments carred at fair value (connnued)

The Bank

At 1 January 2014
Total gans or losses recognised
i profit or loss
~ Trading income excluding net
interest Income
— Net income from other financial
instruments designated at fair
value
— Gains less losses from financial
investments
Total gains or losses recognised
in other comprehensive income

— Available-for-sale investments
fair value gains/(losses)
= Exchange differences
Purchases
Issues
Sales
Deposits/settlements
Transfers out
Transfers

At 31 December 2014

Unrealised gains or losses recogmsed
in profit or loss relating to those
assets and hiabilities held at the end
of the reporting perod’

—~ Trading income excluding net
mterest income

Assels Liabilities
Available- Held for Assets held Held for
for-sale trading Dervatives for sale trading Denvatives
HKSm HKS$m HKSm HKSm HKSm HKSm
6,873 583 534 4,295 5,135 1,013
) {1 (140) 3,332 (889) 116
- {1 {140} - {899) 116
U] = = 3,332 - -
458 (24) (6) (3,458) (36) (3)
485 - - (3,458) - -
27) 24 (6) - (36) 3)
1,019 393 - - - -
- - - - 4,419 -
G {631) - (4,169) - -
(3,415) ~ 398 - (3,507) 301
- 274) (17 - (1,928) (484)
- 11 3 - 25 106
4,893 57 649 - 3,209 1,049
- 1 23 - 4) £l ]
- 1 (23) - ) (1)

| The amount has been reported on a net basis after taking into consideration the total gains or losses arising from those transactions
where the risk has been bached out 1o other HSBC enitties
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49 Fair value of financial instruments carned at fair value (continued)

The Bank
Assetls Liabthties
Available- Held for Assets held Held for
for-sale trading Derivatives for sale trading Derivatives
HK3$m HK$m HKSm HK3Sm HK$m HK$m
At 1 January 2013 7.608 163 439 3,878 3,857 3,534
Total gains or losses recogmsed
1n profit or loss 8 37 51 - (420) 3,347
— Trading income excluding net interest
income - 37 51 - {420) 3,347
— Net income from other financial
instruments designated at fair value - - - - - -
- Gains less losses from financial
investments 8 - - - - —
Total gains or losses recogmsed
1 other comprehensive
income 1134 - {3) - 15 (5)
— Available-for-sale investments fair
value gains 1,109 - - - - -
— Exchange differences 25 - (5) - 15 (5)
Purchases 390 B35 - - - -
Issues - - - - 6,168 -
Sales (19) (248) - - - -
Deposits/settlements (1,892) (24) 2 - {3,639} (5,836)
Transfers out (4,295) (195) (273) (3.878) (846) {83)
Transfers in 3.939 15 320 4295 - 56
At 31 December 2013 6 873 583 534 4295 5,135 1013
Unrealised gamns or losses recogmsed in
profit or loss relating to those assets and
liabilities held at the end of the
reportng penod' - 93 132 - - 34
— Trading income excluding net interest
income - 93 132 - 9 34

| The amount has been reported on a net basis after taking into consideration the total gains or losses arising from thase transactions

where the risk has been backed out 10 other HSBC entitres

Transfers between levels of the fair value hicrarchy are deemed to occur at the end of the reporung period

The investments 1n unhsted equity shares classified as assets held for sale had been sold duning the year

Transfers out of Level 3 held for trading Liabilities predomnantly resulted from an increase in the observability of

inputs such as correlations in pncing the instruments

For assets and habilities classified as held for trading, realised and unrealised gans and losses are presented in the

income statement under ‘Net trading income’

Fair value changes on assets and labilimes designated at fair value are presented i the income statement under ‘Net
income/(expense) from financial instruments designated at fair value’

Realised gains and losses from available-for-sale securities are presented under ‘Gains less losses from financial
mvestments’ i the income statement while unreahsed gains and losses are presented in ‘Fair value changes taken 1o

equity’ within “Available-for-sale investments’ win other comprehensive income
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49 Fair value of financial instruments carried at fair value {continued)

Effects of changes n significant non-observable assumptions to reasonably possible alternatives

As discussed above, the farr values of financial instruments are. n certain circumstances, measured using valuation
models that incorporate assumptions that are not supported by prices from observable current market transactions in

the same nstrument and are not based on observable market data The following table shows the sensitivity of fair
values to reasonably possible alternative assumptions

Sensitivity of fawr values to reasonably possible alternative assumptions

The group

At 31 December 2014

Dervatives/trading assets/trading liabihities
Financial assets/habiliies designated at farr value
Financial investments available-for-sale

At 31 December 2013

Denvatives/trading assets/trading liabilities
Financial assets/liabilities designated at fair value
Financial tnvestments available-for-sale

The Bank

At 31 December 2014
Denvatives/trading assets/trading habihities
Fnancial mvestments available-for-sale

At 3] December 2013
Denvatives/trading assets/trading habilities
Financial investments available-for-sale

Reflected 1n income statement

Favourabte Unfavourable
changes changes
HK$m HK$m

329 {322)

191 (191)

287 (281)

i35 (135)

Reflected in income statement

Favourable Unfavourable
changes changes
HKS$m HKSm

297 (290)

239 {233)

Reflected 1o other comprehensive

mcome
Favourable Unfavourahle
changes changes
HKSm HKS$m
672 (674)
827 (1,186)

Reflected 1n other comprehensive

Income
Favourable Unfavourable
changes Changes
HK$m HKSm
486 (489)
669 (692)

Favourable and unfavourable changes are determmed on the basis of sensitivity analysis The sensitivity analysis aims
to measure a range of fair values consistent with the application of a 95% confidence nterval Methodologies 1ake
account of the nature of the valuation techmque employed, as well as the availability and rehiability of observable
proxy and historical data When the available data 1s not amenable to statistical analysis, the quantification of
uncertamty s judgemental, but remains gumded by the 95% confidence interval

When the fair value of a financial instrument is affected by more than one unobservable assumption, the above table
reflects the most favourable or the most untavourable change from varying the assumptions individually
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49 Fair value of financial instruments carred at fair value {continued)

Quantitative wnformation about significant unobservable inputs in Level 3 valuations

The group
At 31 December 2014

Valuahion techmqne

Structured notes and deposits
Option model
Option model
Option model
Option model
Corporate bonds
Market comparable approach
Private equity including strategic
investments
Market comparable approach
Net asset value
Net asset value
Market comparable approach
Broker pncing

Other

The Bank

At 31 Decentber 2014

Valuation technique

Structured notes and deposits
Opuion model
Option model
Option model
Corporate bonds
Market comparable approach
Private equity including strategic
investments
Market comparable approach
Broker pricing

Other

Key unobservable inputs

Equity correlation

Equity volatihty

Interest rate correlation
Foreign exchange volatility

Bid quotes

Equity spot

Equity spot

Fund valuation
Comparability adjustments
Bid quotes

Key unobservable inputs

Equity correlation
Equity volatility
Intetest rate correlation

Bid quotes

Equity spot
B:d quotes

Assets- Liatuhitres-
fair value fair value
HKSm HKSm
- 6,342

- 3,354

- 791

- 1,509

765 -
3,368 -
704 -
2,108 -
821 -

610 -
1,197 1,265
9,573 13,261
Assels- Liabilitres-
fair value fair value
HKSm HKSm
- 932

—- 1,350

- 738

765 -
2,991 -
610 -
1,233 1,238
5,599 4,258
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Range of inpuis
Lower Higher
027 092
12% 50%
040 096
4% 19%
9760 99 69
n/a n/a
o/a n/a
nfa n/a
o010 030
044 047
Range of inputs
Lower Higher
027 092
16% 50%
0 &0 096
97 60 99 69
n/a n/a
044 047
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49 Fair value of financial instruments carried at fair value (continued)

The group
At 31 December 2013
Assets- Liabilities- Range of inputs
Valuation techmique Key unobservable inputs fair value fair value Lower Higher
HK$m HK$m
Structured notes and deposits
Option model Equity correlation - 8,155 051 059
Option model Equity volatiity - 4,783 7% 73%
Option model Fund volatility - 1,568 7% 73%
Cption model Foreign exchange volatiity - 2,200 2% 25%
Corporate bonds
Market comparable approach Bid quotes 3,797 - 100 05 100 62
Private equity including strategic
invesiments
Market comparable approach Equty spot 2,775 - n/a nfa
Net asset value Equity spot 686 - nfa na
Net asset value Fund valuation 4,441 - n/a n/a
Other 6,943 2,568
18,642 19,274
The Bank
At 31 December 2013
Assets- Liabilities- Range of inpuis
Valuation techneque Key unobservable inputs fair value farr value Lower Higher
HK$m HK$m
Structured notes and deposits
Option model Equity correlation - 776 051 059
Option model Equity volatility - 3,269 % 73%
Option model Foreign exchange volatility -~ 77 3% 1%
Carporate bonds
Market comparable approach Bid quotes 3,797 - 100 05 100 62
Private equity including strategic
mvestments
Market comparable approach Equity spot 2,434 - na nfa
Net asset value Equaty spot 111 - nfa nfa
Net asset value Fund valuatton 189 - n/a nfa
Other 5,754 2,026
12,285 6,148

Key unobservable inputs to Level 3 financial instruments

The table above lists key unobservable inputs to Level 3 financial instruments, and provides the range of those inputs

as at 31 December 2014 and 2013 A further description of the categories of key unobservable mputs 1s given below

Volatility

Volatlity 15 a measure of the anticipated future vanabilty of a market price Volatihity tends to increase 1n stressed
market conditions, and decrease in calmer market conditions Volatility 15 an important mput n the pricing of options

In general, the higher the volatility, the more expensive the option will be Thus reflects both the higher probability of
an ncreased return from the option, and the potentially higher costs that the group may incur in hedging the nisks
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 ¢ the positions in which the group has sold options) will suffer losses
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49 Fair value of financial instruments carried at faiwr valae (confinued)

Volatihity varies by underlying reference market price, and by strike and maturity of the option Volatility also varies
over ime As a result, 1t 18 difficult to make general statements regarding volatihty levels For example, while 1t 1s
generally the case that foreign cexchange volatiliies are lower than equity volatilities, there may be examples n
particular currency pairs or for particular equities where this 15 not the case

Centain volanhnes, typically those of a longer-dated nature, arc 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 n volatihty inputs by reference to
market price For example, foreign exchange volatihities for a pegged currency may be very low, whereas for non-
managed currencies, the foreign exchange volatility may be higher As a further example, volatihities for deep-in-the
meney or deep-out-of-the-money equily options may be significantly higher than at-the-money options For any single
unobservable volatility, the uncertainty 1n the volatility determenation 1s significantly less than the range quoted above

Correlation

Correlation 15 a measure of the inter-relathonship between two market prices Correlation 1s 2 number between minus
one and one A posttive correlatton imphies that the two market prices tend to move in the same direction, with a
correlation of one implying that they always move n the same direction A negative correlatton imphes that the two
market prices tend to move tn opposite directions, with a correlation of minus one implying that the two market prices
always move in opposite directions

Correlation 15 used to value more complex instruments where the payout is dependent upon more than one market
price For example, an equity basket option has a payout that 1s dependent upon the performance of a basket of single
stocks, and the correlation between the price movements of those stocks will be an input to the valuation This 1s
referred to as equity-equity correlation There 1s a wide range of instruments for which correlation 1s an input, and
consequently a wide range of both same-asset correlations {¢ g equity-equity correlation) and cross-asset correlations
(e g foreign exchange rate-interest rate correlation} used In general, the range of same-asset correlations will be
narrower than the range of cross-asset correlations

Correlation may be unobservable Unobservable correlations may be estimated based upon a range of evidence,
including consensus pricing services, the group trade prices, proxy correlations and examination of hustorical price
relationships

The range of unobservable correlations quoted 1n the table reflects the wide variation 1n cotrelation inputs by market
price pair For any single unobservable correlation, the uncertainty in the correlation determunation 1s likely to be less
than the range quoted above

Private equity mcluding strategic investments

The group’s private equity and strategic investments are generally classified as available-for-sale and are not traded n
active markets In the absence of an active market, an investment’s fair value 1s estimated on the basis of an analysis of
the mvestee’s financial position and results, risk profile, prospects and other factors, as well as by reference to market
valuations for similar entities quoted 1n an active market, or the price at which similar companies have changed
ownership (nhven the bespoke nature of the analysis in respect of each holding, 1t 1s not practical to quote a range of
key unobservable mputs

Inter-relationships between key unobservable inputs

Key unobservable inputs to Level 3 financial instruments may not be independent of each other As described above,
market variables may be correlated This correlation typically reflects the manner in which different markets tend to
react to macro-economic or other events For example, improving econemic conditions may lead to a ‘risk on market,
in which prices of risky assets such as equities and high yield bonds will nse, while ‘safe haven” assets such as gold
and US Treasuries decline Furthermore, the impact of changing market variables upon the group portfolio will depend
upon the group s net nisk position in respect of each vanable For example, increasing high-yield bond prices will
benefit long high-yield bond posittons, but the value of any credit derivative protectton held against those bonds will
fall
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50 Fair values of financial instruments not carrted at fair value

The classification of financial instruments 1s determined in accordance with the accounting policies set out in note 3
Fair values are determined according to the hierarchy set out 1n note 49

Fair values of financial instruments which are not car1ied at fair value and bases of valuation

The group
Fair velues
Valustion techmiques
. With
Using sigmificant
Quoted observable unobservable
Carrying  market price nputs inputs
amount Level § Level 2 Level 3 Total
At 31 December 2014 HKSm HKSm HKSm HKSm HKSm
Assels
Reverse repurchase agreements — non-trading 218,901 - 210,267 8,709 218,976
Placings with and advances to banks 488,313 - 479,348 9,106 488,454
Loans and advances to customers 2,815,216 - 22,940 2,780,358 2,803,298
Financial investment debt securities 182,626 4,768 185,968 - 190,736
Liabilities
Repurchase agreements — non-trading 28,379 - 28,379 - 23379
Deposits by banks 226,713 - 226,044 668 226,712
Customer accounts 4,479,992 - 4,479,985 - 4,479,985
Debt securities i 1ssue 45,297 1,129 43,316 830 45,325
Subordinated hiabilities 12,832 - 2,267 9,683 11,950
Preference shares 36,582 - - 32,623 32,623
At 31 December 2013
Assets
Reverse repurchase agreements — non-trading 150,584 - 150,286 228 150,514
Placings with and advances to banks 564,521 - 532,952 31,475 564 427
Loans and advances to customers 2,619,245 - 5472 2600 180 2 605,652
Financial investment debt securities 179,465 4222 175,852 41 180,115
Liabilities
Repurchase agreements — non-trading 6,312 - 6,320 - 6,320
Deposits by banks 231,358 - 231358 - 231 358
Customer accounts 4,253,698 - 4,253,339 - 4,253,339
Debt secunities 1n 1ssue 52,334 1,291 49,969 1,192 52,452
Subordinated Liabilities 13,107 - 2452 9,834 12,286
Preference shares 47314 - - 41,500 41,500
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The Bank

At 31 December 2014

Assets

Reverse repurchase agreements — non-trading
Placings with and advances to banks

Loans and advances to customers

Financial mvestment debt securities

Liabilities

Repurchase agreements = non-trading
Deposits by banks

Customer accounts

Debt secunties in issue

Subordinated liabilities

Preference shares

At 31 December 2013

Asscts

Reverse repurchase agreements — non-trading
Placings with and advances to banks

Loans and advances to customers

Finanecial investment debt securities

Liabilities

Repurchase agreements — non-trading
Deposits by banks

Customer accounts

Debt secunties in 18sue

Subordinated liabilities

Preference shares

Fair values
Valuation techniques

With

Quoted Using sigmificant

market observable unobservable

Carrymg price inputs nputs
amount Level 1 Level 2 Level 3 Total
HKSm HKSm HKSm HKSm HK$m
116,113 - 107,809 8,709 116,518
206,309 - 197,632 8,718 206,350
1,590,711 - 17,108 1,566,741 1,583,849
21,033 - 21,033 - 21,033
174,385 - 173,716 668 174,384
2,814,510 - 2.314,085 - 2,814,085
32,089 - 32,083 1 32,084
9337 - - 8,412 8,412

36,474 - - 32,516 32,516

86,601 - 86,608 - 86,608
250,918 - 234,332 16,824 251,156
1,483,910 - 2,812 1,473,508 1,476,320
5951 - 5,951 - 5951
192,025 - 192,024 - 192,024
2,723,322 - 2,723,353 - 2723 353
30,062 - 30,149 1 30,150
9,346 - - 8,448 8,448
47,205 - - 41,391 41,391

50 Fair values of financial instruments not carried at fair value (confinued)

Majonity of the financial instruments not carmed at fair value are measured at amortised cost The following table hists
those financial instruments for which their carrying amounts are a reasonable approximation of fair values because for
example, they are short term i nature or re-price to current market rates frequently

Assels

Cash and balances at central banks

Hong Kong Government certificates of indebtedness

Items 1n the course of collection from other banks
Acceptances endorsements

Short-term receivables within ‘Other assets’

Accrued income within ‘Liabilities under insurance contracts’
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Liabilites

ltems 1n the course of transmission to other banks

Hong Kong currency notes in ciculation

Acceptances endorsements

Short-term payables within ‘Other hiablities®

Accruals

Investment contracts with discretionary participation features
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50 Fair values of financial instruments not carried at fair value (continued)
Valuation

The fair values of financial instruments that are not carried at fair value on the balance sheet are caiculated as
described below

The calculatton of fair value incorporates the group’s esumate of the price that would be received to sell an asset or
pa:d to transfer a hability 1 an orderly transaction between market participants at the measurement date It does not
reflect the economic benefits and costs that the group expects to flow from the instruments’ cash flows over their
expected future lives Other reporting entittes may wse different valuation methodologies and assumptions in
determining fair values for which no observable market prices are available

Repurchase and reverse repurchase agreements — non-trading

Fair values are estimated by using discounted cash flows, applying current rates Fair valugs approximate carrymng
amounts as their balances are generally short dated

Loans and advances to banks and customers

The fair value of leans and advances 1s based on observable market transactions. where available In the absence of
observable market transactions, fair value 1s estimated using valuation medels that incorporate a range of mput
assumptions These assumptions may include value estimates from third party brokers which reflect over-the-counter
trading activity, forward locking 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 nputs from other
market participants which includes observed prnimary and secondary trades

Loans are grouped. as far as possible, into homogeneous groups and stratified by loans with similar characteristics to
improve the accuracy of estimated valuation outputs The stratification of a loan book considers all 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 perted they are expected to be recovered
Financial investments

The fair values of listed financial investments arc determined using bid market prices The fair values of unlisied
financial investments are determined using valuation techniques that take into consideration the prices and future
carmings streams of equivalent quoted secunties

Deposits by banks and customer accounts

Fair values are estimated using discounted cash flows, applying current rates offered for deposits of similar remaiming
maturities  The fair value of a deposit repayable on demand 1s approximated by uts carrying value

Debt secunittes 1n 1ssue and subordinated habilittes

Fair values are estimated by discounting future cash flows using discount rates for the applicable maturities and taking
into account own credit spread

The fair valites 1n this note are stated at a specific date and may be significantly chiferent from the amounts which wilj
actually be pard on the maturity or settlement dates of the mstruments In many cases, it would not be possible to
realise immediately the esumated fair values given the size of the portfolios measured Accordingly, these fair values
do not represent the value of these financial mstruments to the group as a going concern
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51 Structured entihes

The group enters nto certain transactions with cusiomers 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 authonsed centrally prior to being estabhshed to ensure
appropriate purpose and governance The activities of SEs administered by the group are closely monitored by sentor
management The group has mnvolvement with both consolidated and unconsolidated SEs, which may be established
by the group or by a third party Structured entitics are assessed for consohdation in accordance with the accounting
policy set out 1n note 1d

The group’s transactions with consolidated and unconsolidated SEs are set out below

Structured credit transactions

The group provides structured credit products to third-party professional and mstitutional investors who wish to obtain
exposure to a reference portfolio of debt instruments

In such structures, the investor receives returns referenced to the underlying portfolio by purchasing notes 1ssued by
the SEs The group enters into contracts with the SE, including denvatives, in order to pass the required nsks and
rewards of the reference portfolios to the SEs

In certain transactions the group 1s exposed to risk often referred to as gap risk Gap risk typically arises in transactions
where the aggregate potential claims against the SE by the group pursuant to one or more denvatives could be greater
than the value of the collateral held by the SE and securing such derivatives The group often mitigates such gap risk
by ensuring high quality collateral, hedging the risk, or incorporating features allowing managed hiquidation of the
portiolio

Secur itisations by the group

The group uses SEs to securitise customer loans and advances that it has ongimated in order to diversify 1ts sources of
funding for asset ongination and for capital efficiency purposes The loans and advances are transferred by the group
to the SEs for cash, and the SEs 1ssue debt securities 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 investment grade ratings on the senior debt 1ssued by the SEs

The group’s exposure 15 the aggregate of any holdings of notes 1ssued by these vehicles, the reserve account positions
intended to provide credit suppoert under certain pre-defined circumstances to sentor note holders and any derivatives
or guarantees provided Off balance sheet financial guarantees are disclosed 1n note 42(b)

Third-party financing SEs

The group also transacts with third party SEs in the normal course of business for a number of purposes for example,
to provide finance to public and private sector infrastructure projects, for asset and structured finance transactions and
for customers to raise finance aganst security

The assets are generally nng-fenced by the SE and, in most cases, the customer, a sponsor or third party provides some
credit enhancement or guarantee 1n the structure The group also has interests in third-party established structured
entities by holding notes 1ssued by these entities or entering into derivatives where the group absorbs risk from the
entities

The denvative and lending exposures are generally secured by the SE’s assets, with credit enbancement and/or
guarantees provided by third parties The group s nisk 1n relation to the derivative contracts and trading positions with
these SEs 1s managed within the group s market risk framework (see ‘Market Risk 1n the *Risk Report ) Credit nsk 1s
managed within the group s credit risk framework {see *Credit Risk 1n the Risk Report )
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51 Structured entities (continued)
Funds

The group has established and managed money market funds and non-money market mvestment funds to provide
customers with nvestment opporturittes  The group, as the fund manager, may be entitled to recerve management and
performance fees based on the assets under management

The group purchases and holds units of HSBC managed and third party managed funds in order to facilitate both
business and customer needs The majonity of these funds held relate to the msurance business The risks of umt
holding are managed under a trading mandate or the mvestment risks associated with the msurance business are
managed through matching assets and liabilities for non-linked products Investment strategies are set with the
intention to provide sufficient investment return to satisfy policyholders' reasonable expectations Policyholders bear
the market risk for unit-linked products This 1s discussed 1n more detail wn *Insurance Rusk’ within the ‘Risk Report’

Unconsolidated structured entities

The term ‘unconsolidated structured entities” refers to all SEs that are not controlled by the group

The table below shows the total assets of unconsohidated SEs in which the group has an interest at the reporting date,
as well as the group’s maximum exposure to loss in relation to those interests

The maximum exposure to loss from the group's interests in unconselidated SEs represents the maximum loss that the
group could meur as a result of its involvement with unconsolidated SEs regardless of the probability of the loss being
incurred

For commutments and guarantees, the maximum exposure to loss 1s the notional amount of potential future losses

For retamed and purchased investments n and loans to unconsohidated SEs, the maximum exposure to loss 1s the
carrying value of these interests at the balance sheet reporting date

The maximum exposure to loss 1s stated gross of the effects of hedging and collateral arrangements entered into to
mitigate the group’s exposure to loss

Income from unconsohdated SEs includes recurring and non-recurring fees, interest, dividends, gains or losses on the
re-measurement or derccognition of interests wn structured entities, any mark-to-market gains or losses on & net basis
and gains or losses from the transfer of assets and habilities to the structured entity
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51 Structured entities (continued)

Nature and risks assoctated with the group 's mnterests in unconsolidated structured entittes

HSBC Non-HSBC

managed managed
Secartisations funds funds Other Total
HKSm HKSm HKSm HK$m HKSm
At 31 December 2014
Total assets 19,442 1,142,657 9,720,665 45,903 10,928,667
The group’s interest- assets
Trading assets - 98 - - 98
Financial assets designated at fair value - 958 4,888 - 5,846
Dernivatives 14 - - 187 201
Loans and advances (o customers 6,270 — - 8,645 14,915
Financial investments - 15,894 36,013 - 51,907
Other assets - — - 387 387
Total assets in relation to the group’s interests in the
unconsolidated structured entittes’ 6,284 16,950 40,901 9,219 73,354
The group’s interest- Liabihties
Dernvatives 111 - - 10 121
Total lrabilittes m relation to the group’s interests in the
unconsolidated structured entities 111 - - 10 121
The group’s maximum exposure 7,00 16,950 40,922 9,606 74,479
At 31 December 2013
Total assels 22,342 1,064,278 11,320,620 39,267 12,446,507
The group’s interest- assets
Trading assets - 81 - - 81
Financial assets designated at fair value - 1015 6852 - 7,867
Loans and advances 1o customers 6,728 - - 8.910 15,638
Financial investments - 13,116 30,139 - 43,255
Other assets — - - 481 481
Total assets in relation to the group’s interests in the
unconsolidated structured entiies’ 6,728 14212 36,991 9,391 67,322
The group’s inferest- liabilities
Denvatives 49 - — 210 259
Total liabilities n relation to the group’s interests in the
unconsolidated structured entities 49 — - 210 259
The group s maximum exposure 7.474 14212 37.842 4,761 69,289

| Amongst the group s mterests in the assels of the unconsohdated structured entures HK$16,853m (2013 HK314 131m) of HSBC
managed funds (out of total assets of HK$16,950m (2013 HK$14 212m)} and HK340,777m (2013 HK$33 918m) of non-HSBC
managed funds (out of total assets of HK$40,901m (2013 HK$36,991m}} are held by the insurance busmness

Structured entities sponsored by the group

The defimtion of a sponser 15 given in note 3n In some cases, the group does not have an interest in the
unconschdated structured enuities that it has sponsored at the reporting date

The amount of assets transferred to and income recetved from such sponsored entities at 31 December 2014 was not
sigmficant (2013 not significant)
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52 Legal proceedings and regulatory matters

The group 1s party to legal proceedings and regulatory matters in a number of junisdictions arising 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 1n accordance with the accounting policies set out 1n note 3(v)
While the outcome of legal proceedings and regulatory matters 1s inherently uncertain, management believes that,
based on the information available to 1it, appropriate provisions have been made 1n respect of these matters as at 31
December 2014 Where an individual provision 18 matenal. the fact that a provision has been made 1s stated and
quantified Any provision recognised does not constitute an admission of wrongdoing or legal liability It 1s not
practicable to provide an aggregate estimate of potential liability for our legal proceedings and regulatory matters as a
class of contingent hiabilities

Anti-money laundering and sanctions-related

In October 2010, HSBC Bank USA entered 1nto a consent cease-and-desist order with the Office of the Comptroller
of the Currency (the ‘GCC’) 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
mmprovements to establish an effective compliance risk management programme across HSBC’s US businesses,
mcluding nsk management related to US Bank Secrecy Act (*BSA’} and anti-money laundermg (‘AML’} compliance
Steps continue to be taken to address the requirements of the Orders

In December 2012, HSBC Holdings, HNAH and HSBC Bank USA entered into agreements with US and UK
government agencies regarding past inadequate comphance with the BSA, AML and sanctions laws Among those
agreements, HSBC Holdings and HSBC Bank USA entered into a five-year deferred prosecution agreement with the
US Department of Justice (‘Dol’), the US Attorney’s Office for the Eastern Distnict of New York, and the US
Attorney’s Office for the Northern District of West Virgima (the ‘US DPA”), HSBC Holdings entered into a two-year
deferred prosecution agreement with the New York County District Attorney (the ‘DANY DPA’), and HSBC
Holdings consented to a cease-and-desist order and HSBC Holdings and HNAH consented to a civil money penalty
order with the Federal Reserve Board ('FRB’} In addition, HSBC Bank USA entered into a civil money penalty order
with FiInCEN and a separate civil money penalty order with the OCC HSBC Holdings also entered into an agreement
with the Office of Foreign Assets Control ("OFAC ) regarding historical transactions invelving parties subject to
OFAC sanctions and an undertaking with the UK Financial Conduct Authornity (‘FCA ) to comply with certain
forward-looking AML. and sanctions-related obligations

Under these agreements, HSBC Holdings and HSBC Bank USA made payments totalling US$1 9bn to US authonities
and are continuing to comply with ongoing obligations In July 2013 the US District Court for the Eastern District of
New York approved the US DPA and retamned authority to oversee implementation of that agreement Under the
agreements with the Dol, FCA, and the FRB, an independent monitor (who 1s, for FCA purposes, a ‘skilled person®
under Section 166 of the Financial Services and Markets Act) 1s evaluating and regularly assessing the effectiveness
of HSBC’s AML and sanctions compliance function and HSBC’s progress in implementing its remedial obligations
under the agreements

HSBC Holdings has fulfilled all of the requirements 1mposed by the DANY DPA which expired by its terms at the
end of the two-year period of that agreement 1n December 2014 If HSBC Holdings and HSBC Bank USA fulfil all of
the requirements imposed by the US DPA, the DoJ charges against those entities will be dismissed at the end of the
five-year period of that agreement The Dol may prosecute HSBC Holdings or HSBC Bank USA 1n relation to any
matters that are the subject of the US DPA 1f HSBC Holdings or HSBC Bank USA breaches the terms of the US
DPA
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52 Legal proceedings and regulatory matters (continued)

HSBC Bank USA also entered into a separate consent order with the OCC requiring 1t to correct the circumstances
and conditions as noted 1n the OCC’s then most recent report of examnation, and imposing cerlain restrictions on
HSBC Bank USA directly or indirectly acquiring control of, or holding an interest in, any new financial subsidiary, or
commencing a new activity in its existing financial subsichary, unless 1t recerves prior approval from the OCC HSBC
Bank USA also entered into a separate consent order with the OCC requinng 1t to adopt an enterprise-wide
compliance programme

These settlements with US and UK authonties have led to private hitigation, and do not preclude further private
hitigation related to HSBC's comphiance with applicable BSA, AML, sanctions laws or other regulatory or law
enforcement actions for BSA, AML, sanctions or other matters not covered by the various agreements

US Tax wnvestigations

The Bank conunues to cooperate fully with the relevant US authorities including with respect to US-based chients of
the Bank in India

Based on the facts currently known, with respect to this ongoing investigation, there 1s a high degree of uncertainty as
to the terms on which 1t will be resolved and the uming of such resolution, including the amounts of fines and/or
penalties, which could be sigmificant

Investigations and reviews mnto the setting of benchmark rates

Vanous regulators and competition and enforcement authorities in Asia-Pacific, including in Thailand, South Korea
and Australia, are conducting investigations and reviews related to certain past submissions made by panel banks and
the processes for making submissions in connection with the setting of benchmark interest rates As certain group
companies are members of such panels, the group has been the subject of regulatory demands for information and 1s
cooperating with those investigations and reviews

Based on the facts currently known, with respect to each of these ongoing investigations, there 1s a high degree of
uncertainty as to the terms on which they will be resolved and the timing of such resolution, including the amounts of
fines and/or penalties, which could be significant

Forewgn exchange rate investigations

Various regulators and competition and enforcement authorities around the world are conducting mvestigations and
reviews into a number of firms, including group compantes, related to trading on the foreign exchange markets

In December 2014, the Hong Kong Monetary Authority (‘HKMA) announced the completion of its investigation into
the foreign exchange trading operations of the Bank The investigation found no evidence of market mampulation and
no monelary penalty was imposed The Bank was required to implement various remedial actions

The remaning investigations and reviews are ongoing Based on the facts currently known there 1s a high degree of
uncertainty as to the terms on which they will be resolved and the tming of such resolutions, including the amounts
of fines and/or penalties, which could be sigmficant
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Notes on the Financial Statements (continued)
(v o

53

Ultimate helding company

54

The ultimate holding company of the Bank 1s HSBC Heldings ple, which 1s incorporated in England

The largest group in which the accounts of the Bank are consolidated 1s that headed by HSBC Holdings plc The
consolidated accounts of HSBC Holdings plc are available to the public on the HSBC Group’s web site at
www hsbc com or may be obtained from 8 Canada Square, London E14 5HQ, Unmited Kingdom

Nature of business

55

The group provides domesuc and international banking and related financial services. principally 1n the Asia-Pacific
region

Events after the balance sheet date

56

On 13 February 2015, Hang Seng Bank Limited completed the disposal of 952,616,838 ordinary shares of [ndustnal
Bank, representing approximately half of thewr holding in Industrial Bank It 1s estimated that the net disposal gam will
be approximately HK$2 8 billion

Approval of accounts

The accounts were approved and authorised for 1ssue by the Board of Directors on 23 February 2015
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In accordance with
Regutation 32 of the
Overseas Companies

OS AAQT
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Fegulauons 2009 Statement of details of parent law and other Companies House
information for an overseas company
J What this form s for What this form 1s NOT for
You may use this form to You cannot use this form to
accompany your accounts an alteration of manner of ¢
disclosed under parent law with accounting requiremen
wamrANIED HOUSE
Part 1 Corporate company name + Filling 1n this form

Corporate name of
overseas company O

| The Hongkong and Shanghal Banking Corporation Limited

UK establishment
number

gopoooooe

Please complete in typescript or in
bold black capitals

All fields are mandatory unless
speafied or indicated by *

©This 1s the name of the company in
its home state

Part 2

Statement of details of parent law and other
information for an overseas company

Legislation

Please give the legrslation under which the accounts have been prepared and,
if applicable, the legislation under which the accounts have been audited

OThis means the relevant rufes or
legislation which regulates the
preparation and, if apphcable, the

Legislation @ ,Hong Kong Companies Ordinance audit of accounts
w Accounting principles
Accounts Have the accounts been prepared in accordance with a set of generally accepted |@ Please msert the name of the

accounting principles?
Please tick the appropniate box
[] No Goto Section A3

Yes Please enter the name of the organisation or other
body which 1ssued those principles below, and then go to Section A3

Name of organisation ‘

appropnate accounting organisation
or body

or body © Hong Kong Institute of Certified Public Accountants
Accounts
Accounts Have the accounts been audited? Please tick the appropriate box

[J No Goto Section AS
Yes Go to Section A4
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Statement of details of parent law and other information for an overseas company

m Audited accounts
Audited accounts Have the accounts been audited in accordance with a set of generally accepted | Please insert the name of the
auditing standards? appropnate accounting

organisation or body
Please tick the appropnate box

[] No Goto Part 3 ‘Signature’

Yes Please enter the name of the orgamisation or other body which 1ssued
those standards below, and then go to Part 3 ‘Signature’

Name of organisation IHong Kong Institute of Certified Public Accountants
or body ©

E Unaudited accounts

Unaudsted accounts Is the company required to have 1ts accounts audited?
Please tick the appropnate box
(] No
(1 Yes

Part 3 Signature

’ | am signing this form on behalf of the overseas company

Signature signature
X WKy X

-

This ferm may be signed by
Director, Secretary, Permanent representative
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Statement of details of parent law and other information for an overseas coampany

E?resenter information

n important information

You do not have to give any contact information, but 1f
you do it will help Compames House if there 15 a query
on the form The contact infermation you give will be
visible to searchers of the public record

| Contact name

|7:ompany name

| Address

-

Post town

CountyiRegion

e TP

Lountry

|ox

| Telephone

Checklist

We may return forms completed incorrectly or
with information missing

Please make sure you have remembered the

following

O The company name and, f appropnate, the
registered number, match the information held on
the public Register

O You have completed all sections of the form,
if approprate

1 You have signed the form

Please note that all this information will appear
on the public record

@ Where to send

You may return this form to any Compantes
House address

England and Wales

The Registrar of Compamies, Companies House,
Crown Way, Cardiff, Wales, CF14 3UZ

DX 33050 Cardiff

Scotland

The Registrar of Companies, Compantes House,
Fourth flooy, Edinburgh Quay 2,

139 Fountainbndge, Edinburgh, Scotland, EH3 9FF
DX £D235 Edinburgh 1

or LP - 4 Edinburgh 2 (Legal Post}

Northern Ireland

The Registrar of Compames, Companies House,
Second Floor, The Linenhall, 32-38 Linenhall Street,
Belfast, Northern Ireland, BT2 8BG

DX 481 NR Belfast 1

ﬂ Further information

For further information, please see the guidance notes
on the website at www companieshouse gov uk
or email enquines@companieshouse gov uk

This form is available in an
alternative format. Please visit the
forms page on the website at
www.companieshouse.gov.uk

This has been provided free of charge by Companies House
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