The Hongkong and Shanghai Banking

g?\ft?;?tliaoenplc_)irr? :iil Accounts 2011 HSBC m .






THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Annual Report and Accounts 2011

Contents

Financial highlIGhts .........cocooiiiiiiii et 2
REPOTt OF the DITECLOTS ...iviiiiieiieie ettt ettt ettt e et e e et e bt enteeaee e st enseeateeseenseeneeaseenseeneesseensesneenseenseenes

FINANCIAL REVIEW ..utiiiiiiiiiie ettt ettt et b et e e b et et sb e e bt eanesbe et e eaneeae 5
Statement of Directors” RESPONSIDIIITIES ......cc.iiieitieiiiiieitieie ettt sttt st e eeseeebeeneeseeense e 24
Auditor’s Report ......... 25
Financial Statements 26
Consolidated income statement 27
Consolidated statement of comprehensive income 28
Consolidated Dalance SHEET ..........c.ciiiiiiiiiiiii ettt ettt ettt 29
Consolidated statement Of Changes N EQUILY .....c.eeverieriieierieie ettt ettt et esteeeesreeneeeaeeseean 30
Consolidated statement 0f cash fLOWS .......cociiiiiiiiiiiiiii et 32
Bank Dalance SREET .......cc.iiiiiiieii ettt ettt et ne et et e ene e bt enaesne e teeneeens 33
Bank statement of changes i EQUILY .......coueiiiriiriiiiinieeetere ettt ettt ettt et 34
Notes on the financial STATEIMENLS .........cciiiiriiiiietieit ettt et te st e et eneeseeeteenaesaeensesneesseenseens 36

Certain defined terms

This document comprises the Annual Report and Accounts 2011 for The Hongkong and Shanghai Banking
Corporation Limited (‘the Bank’) and its subsidiaries (together ‘the group’). References to ‘HSBC’, ‘the Group’ or ‘the
HSBC Group’ within this document mean HSBC Holdings plc together with its subsidiaries. Within this document the
Hong Kong Special Administrative Region of the People’s Republic of China is referred to as ‘Hong Kong’. The
abbreviations ‘HK$m’ and ‘HK$bn’ represent millions and billions (thousands of millions) of Hong Kong dollars
respectively.

Cautionary statement regarding forward-looking statements

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

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

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

Chinese translation

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

Financial Highlights

2011 2010

HKS$m HK$m
For the year
Net operating income before loan impairment charges 147,170 131,566
)58 () 1 15 () L 7 . TSRS 91,370 77,885
Profit attributable to Shareholders .............coocviiiiiiiiiiiiiiccce e 67,591 57,597
At the year-end
ShareholderS” EQUILY ....cvevvieiierieriieieei et ete ettt et ste et e steebeeseesteeseesaesseenseessesseens 340,824 320,130
TOtAl EQUILY ..veviiiiiiiiii e 371,343 347,435
Total CAPILAl DASE ....eeieieiieiiiiieie ettt sttt 246,206 236,720
CUSLOIMET ACCOUNLS ....ccuvivireeeeeeeeeiireeeeeeeeeetreeeeeeeeeetreeeeeeeeeeittreeeeeeeeeearaeeeeeeeeensreeeeens 3,565,001 3,313,244
TOTAL ASSELS ..eeiieviiiieeeiee ettt ettt e ettt e et e e et e e ettt e e e ettt e s eetaeeeseaaeeeeetaeeeenaaeeesraeeean 5,607,480 5,039,918
Ratios % %
Return on average shareholders’ €qUILY ........cccevveririenieninienieceercee e 21.6 21.1
Post-tax return on average total aSSELS ........ccovcerieriiiiieriee e 1.34 1.33
COSt EFFICIENCY TALIO .ovveevveeieiieeiieeiieie ettt eie et e sttt ettt e et e steesbeesbesseenseesaesseenseenees 46.1 45.8
Net INTEIESt MATEIN ..eevtiiiiiieriieie ettt et ettt ettt e esbee e eaee 191 1.83
Capital adequacy ratios
L) (221 ) L) SRS 12.4 11.7
— 1Ol CAPIAL Leviieiiiiieiieie ettt sa et enae st enneenes 14.6 14.7

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

Serving the financial and wealth management needs of an international customer base, the Bank and its subsidiaries
provide a range of personal, commercial and corporate banking and related financial services in 20 countries and
territories in Asia-Pacific — with the largest network of any international financial institution in the region — and in
seven other countries around the world. Employing some 71,400 people, of whom 37,400 work for the Bank itself, the
Bank and its subsidiaries had consolidated assets at 31 December 2011 of HK$5,607bn.

The Hongkong and Shanghai Banking Corporation Limited is a wholly owned subsidiary of HSBC Holdings plc,
the holding company of the HSBC Group, which has an international network covering 85 countries and territories in
six geographical regions; Europe, Hong Kong, Rest of Asia-Pacific, Middle East and North Africa, North America and
Latin America.

The Hongkong and Shanghai Banking Corporation Limited

Incorporated in the Hong Kong SAR with limited liability

Registered Office and Head Office: HSBC Main Building, 1 Queen’s Road Central, Hong Kong

Telephone: (852) 2822 1111  Facsimile: (852) 2810 1112 Web: www.hsbc.com.hk Telex:73201 HKBG HX



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors

Board of Directors

Stuart T Gulliver, Chairman Zia Mody

Dr William Fung Kwok Lun, SBS, OBE, Deputy Chairman Christopher D Pratt

Laura Cha May Lung, GBS, Deputy Chairman James Riley

Peter Wong Tung Shun, Chief Executive Andreas Sohmen-Pao

Dr Raymond Ch’ien Kuo Fung, GBS, CBE T Brian Stevenson, SBS

Naina L Kidwai Paul A Thurston

Margaret Leung Ko May Yee Dr Patrick Wang Shui Chung
Victor Li Tzar Kuoi Dr Rosanna Wong Yick-ming, DBE
Dr Lo Ka Shui, GBS Marjorie Yang Mun Tak

Principal Activities

The Hongkong and Shanghai Banking Corporation Limited and its subsidiaries and associates provide a
comprehensive range of domestic and international banking and related financial services, principally in the Asia-
Pacific region.

Financial Statements

The state of affairs of the Bank and the group, and the consolidated profit of the group, are shown on pages 27 to 192.

Share Capital

To fund strategic investments and a capital injection into HSBC Bank (China) Limited, a wholly-owned subsidiary, the
Bank issued 1,366.56m ordinary shares at par value of HK$2.5 each to the existing shareholder, HSBC Asia Holdings
BV (“HAHBV?”), on 24 August 2011. The Bank also issued 1,712m ordinary shares at par value to HAHBV on 21
December 2011 to fund the redemption of preference shares.

Reserves and dividends

Profits attributable to shareholders, before dividends, of HK$67,591m have been transferred to reserves. During the
year, a surplus of HK$10,872m, net of the related deferred taxation effect, arising from professional valuations of
premises held by the Bank and the group was credited to reserves. Details of the movements in reserves, including
appropriations therefrom, are set out in the Consolidated Statement of Changes in Equity and the Bank Statement of
Changes in Equity. The interim dividends paid in respect of 2011 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 above. All the Directors served throughout the year
save for Paul A Thurston and James Riley, who were appointed on 20 April 2011 and 1 January 2012 respectively.
David Wei Zhe resigned as a Director on 22 February 2011.

Directors’ Interests in Contracts

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

Directors’ Rights to Acquire Shares or Debentures

To help align the interests of employees with shareholders, certain Directors have been granted options and conditional
awards over HSBC Holdings plc ordinary shares by that company (being the ultimate holding company) pursuant to
the HSBC Holdings Group Share Option Plan (‘GSOP’), the HSBC Holdings Savings-Related Share Option Plan, the
HSBC Share Plan or the HSBC Share Plan 2011.

Under the GSOP, discretionary awards of share options, with vesting subject to the attainment of a pre-determined
corporate performance condition, were made to employees at all levels of HSBC. The exercise price of options granted
under the GSOP is the higher of the average market value on the five dealing days prior to the grant of the option and
the middle market quotation of a share on the date of grant of the option or the nominal value of a share. Under the
HSBC Holdings Savings-Related Share Option Plan, eligible employees, including Directors, may be granted options
over HSBC Holdings plc shares at a price per share which is fixed at the average of the middle market quotations
derived from the London Stock Exchange Daily Official List for the five dealing days preceding the date of the
invitation to participate in the plan, discounted by 20%. The vesting of conditional awards of HSBC Holdings plc
ordinary shares granted to Directors under the HSBC Share Plan and the HSBC Share Plan 2011 are generally subject
to the individual remaining in service for a period and, for Performance Share awards, the attainment of corporate
performance conditions.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors (continued)

During the year, Stuart T Gulliver, Naina L Kidwai, Margaret Leung Ko May Yee, Paul A Thurston and Peter
Wong Tung Shun acquired or were awarded shares in HSBC Holdings plc under the terms of the HSBC Share Plan
and the HSBC Share Plan 2011.

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

Executive Committee

An Executive Committee meets regularly and operates as a general management committee under the direct authority
of the Board. Peter Wong Tung Shun is Chairman of the Committee and the current members of the Committee are:

Louisa Cheang Wai Wan (Regional Head of Retail Banking and Wealth Management, Asia-Pacific), Raymond
Cheng Siu Hong (Chief Operating Olfficer, Asia-Pacific), R H Cox (Chief Risk Officer, Asia-Pacific), S A Davis (Chief
Executive Officer, India), Anita Fung Yuen Mei (Chief Executive Officer, Hong Kong), G D Harvey-Samuel (Head of
International), A C Hungate (Chief Executive Officer, Singapore)) M M Hussain (Deputy Chairman, HSBC Bank
Malaysia Berhad), S C Legg (Chief Financial Officer, Asia-Pacific), R C Phillips (Head of Global Banking and
Markets, Asia-Pacific), N P Quinn (Regional Head of Commercial Banking, Asia-Pacific), Cindy Tang Hsin (Head of
Communications, Asia-Pacific), Donna Wong Ka Yuk (Head of Human Resources, Asia-Pacific), Helen Wong Pik
Kuen (President and Chief Executive Officer, HSBC Bank (China) Company Limited).

The Board has also established an Asset and Liability Management Committee and a Risk Management
Committee.

Audit and Risk Committee

An Audit and Risk Committee, comprising three non-executive Directors, meets regularly with the group’s senior
management and the internal and external auditors to consider and review the group’s financial statements, the nature
and scope of audit reviews and the effectiveness of the systems of internal control, compliance and risk management.
The members of the Audit and Risk Committee are T Brian Stevenson (Chairman of the Committee), Dr Lo Ka Shui
and Dr Patrick Wang Shui Chung.

Nomination Committee

A Nomination Committee was established in 2011 to lead the process for Board appointments. The Committee is
responsible for the identification and nomination for the approval of the Board, candidates for appointment to the
Board. The members of the Nomination Committee are Stuart T Gulliver (Chairman of the Committee), Laura Cha
May Lung, Dr William Fung Kwok Lun and Peter Wong Tung Shun.

Remuneration Committee

The Board of the Bank's ultimate parent company, HSBC Holdings plc, has established a Remuneration Committee
comprising independent non-executive directors. Details of remuneration policy and principles are contained within
the Annual Report and Accounts 2011 and Capital and Risk Management Pillar 3 Disclosures as at 31 December 2011
of HSBC Holdings plc.

Donations

Donations made by the Bank and its subsidiaries during the year amounted to HK$107m.

Compliance with the Banking (Disclosure) Rules and Hong Kong Monetary Authority Supervisory
Policy Manual on Corporate Governance

The Directors are of the view that the Accounts and Supplementary Notes for the year ended 31 December 2011,
which will be published separately, fully comply with the Banking (Disclosure) Rules made under section 60A of the
Banking Ordinance and that the Bank complies with the Hong Kong Monetary Authority Supervisory Policy Manual
CG-1 ‘Corporate Governance of Locally Incorporated Authorised Institutions’.

Auditor

The Accounts have been audited by KPMG. A resolution to reappoint KPMG as auditor of the Bank will be proposed
at the forthcoming Annual General Meeting.

On behalf of the Board
Stuart T Gulliver, Chairman
27 February 2012



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review

Summary of Financial Performance

Results for 2011

Profit attributable to shareholders for 2011 reported
by The Hongkong and Shanghai Banking Corporation
Limited (‘the Bank’) and its subsidiaries (‘the group’)
increased by HK$9,994m, or 17.4%, to HK$67,591m
in 2011. Profit before taxation increased by
HKS$13,485m, or 17.3%, to HK$91,370m.

Profit before tax

2011 2010

HKSm HK$m

Hong Kong .....cccoevvvvieiennn. 43,197 42,190
Rest of Asia-Pacific ............... 48,173 35,695
Total .o 91,370 77,885

Geographical Regions

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

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

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

Products and services

The group provides a comprehensive range of banking
and related financial services to its customers in its
two geographical regions. The products and services
offered to customers are organised by global
businesses.

¢ Retail Banking and Wealth Management (RBWM)
offers a broad range of products and services to
meet the personal banking, consumer lending and
wealth management needs of individual customers.
Personal banking products typically include
current and savings accounts, mortgages and
personal loans, credit cards, insurance, wealth
management and local and international payment
services.

e Commercial Banking (CMB) product offerings
include the provision of financial services,
payments and cash management, international
trade finance, treasury and capital markets,
commercial cards, insurance, wealth management
and investment banking services.

e Global Banking and Markets (GB&M) provides
tailored financial solutions to major government,
corporate and institutional clients worldwide. The
client-focused business lines deliver a full range of
banking capabilities including investment banking
and financing solutions; a markets business that
provides services in credit, rates, foreign exchange,
money markets, securities services and principal
investment activities.

e Global Private Banking (GPB) provides a range of
services to meet the banking, investment and
wealth advisory needs of high net worth
individuals.

From 1 January 2011 the Asset Management Group,
previously reported within GB&M, was combined
with the global business previously reported as
Personal Financial Services (PFS) to form Retail
Banking and Wealth Management (‘RBWM?”). Global
business comparative information has been restated
accordingly.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Geographical Regions (continued)

Profit before tax by geographical region

Intra-
Hong Rest of segment
Kong Asia-Pacific elimination Total
HK$m HK$m HK$m HKS$m
2011
Net INterest iNCOME ....ocvivvivvierieeierierieeeeeeteete et eae s 35,274 40,396 2 75,672
Net fee income ........... 22,860 15,435 - 38,295
Net trading income 7,691 12,510 2) 20,199
Net expense from financial instruments designated at fair value . (4,230) (293) - 4,523)
Gains less losses from financial investments ............c.ccoeeevvevennene. 310 (182) - 128
Dividend iNCOME ....oeeviieeiieiiieiiieieeseeeeeee e 723 6 - 729
Net earned iNSUraNCe PremMilums ........coceveeereevererrererereeseneeenseennens 39,738 5,932 - 45,670
Other operating iNCOME .........ooveuerueuirieirieirieeeteeeene e 13,229 2,674 (4,514) 11,389
Total operating iNCOME ........ceoveuerueuirieirieirieeeieeeiereee e 115,595 76,478 4,514) 187,559
Net insurance claims incurred and movement in policyholders’
HADIIHES .eeveviieiieieiieieieteeee et (35,778) (4,611) — (40,389)
Net operating income before loan impairment charges
and other credit risk ProvisSions ...........cccceeeverveeneenerenenenenens 79,817 71,867 (4,514) 147,170
Loan impairment charges and other credit risk provisions ........... (938) (2,121) — (3,059)
Net Operating iNCOME ........coveuereeueruerirueirieieeeeeeeeerese e seeseeeenes 78,879 69,746 4,514) 144,111
Operating expenses ... (36,106) (36,232) 4,514 (67,824)
Operating Profit ......c.coveeveueiirrieiee et 42,773 33,514 - 76,287
Share of profit in associates and joint ventures ..............ccoceeveveneen 424 14,659 — 15,083
Profit DEfOre taX ......cc.ccvevvierieiieiiceeeeeeeeeet e 43,197 48,173 — 91,370
2010
Net INterest iNCOME ....voevvveerieerieerieeieetieeee et eeeeee e e eae e enns 31,736 30,123 17 61,876
Net fE€ INCOME ..vviviiiiieiietieeeceeeee et 21,080 14,203 - 35,283
Net trading iNCOME ......oveveverieieieiiieieieieteee e enene 8,699 12,034 (17) 20,716
Net income from financial instruments designated at fair value .. 3,454 303 - 3,757
Gains less losses from financial investments 937 1,079 - 2,016
Dividend inCOmMe ........ccoeveverereeriieririeenns 545 19 - 564
Net earned inSUranCe PremMiums ........eeveeeevereevererreerereerereeeseennens 33,713 3,480 - 37,193
Other Operating iNCOME .........coueerueirueririeereeeeieeerese e seeseeeens 12,714 2,282 (4,992) 10,004
Total operating iNCOME .........cooveverueirieririeireeieieeeereee e 112,878 63,523 (4,992) 171,409
Net insurance claims incurred and movement in policyholders’
TADIEIES ©.vovveviieeieieiieteieieeeeeteete e (37,022) (2,821) — (39,843)
Net operating income before loan impairment charges
and other credit risk provisions ...........cccceevcerveirienenn . 75,856 60,702 (4,992) 131,566
Loan impairment charges and other credit risk provisions ........... (883) (3,736) — (4,619)
Net 0perating iNCOME .......cevveuerieirieireeieeeieeeeeeeeseereseeesseesnene 74,973 56,966 (4,992) 126,947
OPEIating EXPEINSES ...covevruireereeeririeiirieirteeeeeeereseesesseseseeseseeseesenes (33,053) (32,183) 4,992 (60,244)
OPErating Profit .......coeeeoereerireririeieee et 41,920 24,783 - 66,703
Share of profit in associates and joint ventures ............c.c.ceveeueee. 270 10,912 - 11,182
Profit DEfOre tax ......ocoeviivievieiiieeeeeeeeee e 42,190 35,695 - 77,885




Geographical Regions (continued)
Hong Kong

Hong Kong reported pre-tax profits of HK$43,197m
compared with HK$42,190m in 2010, an increase of
2%. The increase in profitability was driven by higher
revenues from increased customer lending which
reflected growth in trade flows, coupled with strong
demand for wealth management products. This was
partly offset by a rise in staff and support costs,
notably in GB&M and RBWM, reflecting wage
inflation and higher business volumes in 2011.
Following significant loan growth in 2010 and the
first half of 2011, we experienced slower growth in
our businesses during the second half of 2011.

We retained market leadership across our key
products. In residential mortgages we retained the
number one market position as we continued to
provide competitive products for our customers. Our
leading market share in life insurance reflected our
strong customer focus and diverse product offerings.
We maintained our number one position in cards
reflecting the success of various marketing campaigns
and our customer focus.

We maintained our number one market position in
Hong Kong dollar bond issuance and acted as a joint
lead manager on the government’s first inflation-
linked bond issue, the largest ever retail bond issue in
Hong Kong. We also continued to enhance our equity
capital markets capabilities, expanded our equity
research team and were bookrunner in six of the ten
largest initial public offerings (‘IPOs’) in Hong Kong
this year. We continued to reinforce our position as a
leading international renminbi bank and became the
market leader in offshore renminbi bond issuance and
won awards from both Finance Asia and IFR Asia for
Best Offshore Renminbi Bond House. We arranged
the first ever renminbi subordinated bank bond and
participated in the largest ever offshore renminbi bond
deal by a sovereign issuer, demonstrating the depth
and diversity of our involvement in this market.

Net interest income was 11% higher than in 2010,
driven by the income from strong lending growth
during 2010 and the first half of 2011 which reflected
increased trade flows and demand for credit. We saw
more moderate loan growth in GB&M and RBWM in
the second half of 2011, which was more than offset
by a reduction in certain trade finance loans in CMB.
The Hong Kong property market slowed in the second
half of 2011 and we continued to lend conservatively,
with average loan to value ratios of 49% on new
residential mortgage draw-downs and an estimated
37% on the portfolio as a whole.

Spreads narrowed in RBWM due to a shift in the
product mix to lower yielding HIBOR-linked
mortgages and in CMB as growth was concentrated in
lower margin trade financing and HIBOR-linked
loans. HIBOR-linked spreads began to improve
marginally in the second half of the year due to
product repricing.

Average customer deposit balances rose despite a
highly competitive environment, supported by the
opening of new business centres, growth in the
offshore renminbi market and our comprehensive suite
of renminbi solutions across the Trade and Supply
Chain and Payments and Cash Management
businesses.

Net fee income increased by 8% as a result of
higher sales of wealth management products,
particularly unit trusts, reflecting increased product
offerings, competitive pricing and ongoing marketing
campaigns. This was achieved in the low interest rate
environment in which clients sought products which
could increase their returns. Card transactions grew,
reflecting higher retail spending in 2011, supported by
marketing campaigns. Underwriting fees rose due to
our participation in many of the largest equity capital
market transactions in 2011, supported by the
continued enhancement of our equity market
capabilities. Remittances and trade-related fees also
increased reflecting higher cross-border trade
volumes. This was partly offset by lower broking
income, notably towards the end of the year due to
increased competition.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Geographical Regions (continued)

Net trading income reduced by 12%. We recorded
adverse fair value movements on derivatives relating
to certain provident funds as long-term investment
returns fell. We also incurred losses on equity options
backing an endowment product in RBWM due to
unfavourable movements in the underlying equity
indices, which resulted in a corresponding decrease in
‘Net insurance claims incurred and movement in
liabilities to policyholders’. These losses were partly
offset by higher trading income in GB&M due to a
rise in net interest income from trading Asian
government debt securities and corporate bonds. Net
trading income was also impacted by lower revenues
in credit trading as credit spreads widened in some
markets. This was partly offset by higher revenues in
foreign exchange following greater market volatility
in the region along supported by the collaboration
between CMB and GB&M. In addition, revenues in
Equities increased in line with improved volumes in
the business.

Net expense from financial instruments designated
at fair value was HK$4,230m compared with gains in
2010, due to investment losses on assets held by the
insurance business as a result of negative movements
in the equity market during the second half of 2011.
To the extent that these investment losses were
attributed to policyholders, there was a corresponding
decrease in ‘Net insurance claims incurred and
movement in liabilities to policyholders.

Net earned insurance premiums increased by 18%
as a result of successful sales initiatives for deferred
annuities, unit-linked products and a universal life
insurance product aimed at high net worth individuals.
This reflected our strategic focus on wealth
management, of which insurance is a key part. The
growth in premiums resulted in a corresponding
increase in ‘Net insurance claims incurred and
movement in liabilities to policyholders’.

Other operating income increased by HK$515m
largely due to an increase in the present value of in
force insurance business (‘PVIF’) and higher
revaluation gains on investment properties. PVIF rose
as a result of higher life insurance sales and the
refinement to the PVIF calculation during the year, to
bring greater comparability and consistency across our
insurance operations, offset by the impact of revised
assumptions reflecting the low interest rate
environment.

Loan impairment charges and other credit risk
provisions increased by HK$55m from a low base due
to a specific impairment charge against one customer
and higher collective impairment charges in CMB
resulting from lending growth. These were partly
offset by releases in GB&M relating to specific
impairment charges raised in 2010.

Operating expenses rose by HK$3,053m due to
higher staff costs across the business reflecting wage
inflation in a competitive labour market and a rise in
average staff numbers to support increased business
activity. Performance costs increased in GB&M due to
higher amortisation charges for previous years’
performance shares and an acceleration in the expense
recognition of current year deferred bonus awards.



Geographical Regions (continued)

Hong Kong profit before tax by global business

2011
Net interest income/(expense) .....
Net fee iINCome ......cooeeveeeeevirennenene
Net trading income/(expense) ......
Net expense from financial
instruments designated at fair
ValUe ..o
Gains less losses from financial
investments ......
Dividend income
Net earned insurance premiums ...
Other operating income ...............

Total operating income ................
Net insurance claims incurred and
movement in policyholders’

Liabilities .....ocovveevreereirieeene

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

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

Net operating income ...................
Operating eXpenses ..........cc.ceoueeen.

Operating profit/(10ss) ......c..c.....
Share of profit in associates and
joint ventures ...........coceeveverienne

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

2010
Net interest income/(expense) .....
Net fee income .......coceoveeveerennns
Net trading income/(expense) ......
Net income/(expense) from
financial instruments designated
at fair value ........ccoceovvereinenne
Gains less losses from financial
INVESTMENtS ....cvveneiirereiceenne
Dividend income .........cccoccevvuennee.
Net earned insurance premiums ...
Other operating income ...............

Total operating income ................
Net insurance claims incurred and
movement in policyholders’

liabilities ......coveveererririeiecnnes

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

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

Net operating income
Operating eXpenses .........c..c.coe.e.

Operating profit/(10ss) ........c.......
Share of profit in associates and
JOINt VENtUres ......ccoeveveeeuennnne

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

Retail
Banking Global Global Intra- Hong
and Wealth Commercial Banking & Private segment Kong
Management Banking Markets Banking Other elimination Total
HK$m HK$m HK$m HK$m HK$m HK$m HK$m
20,114 10,251 8,189 - (3,613) 333 35,274
13,551 5,501 3,693 - 115 - 22,860
753 1,322 6,916 - (965) 335) 7,691
(3,612) (565) 39) - (16) 2 (4,230)
19 78 162 - 51 - 310
1 10 118 - 594 - 723
33,626 5,968 144 - - - 39,738
3,928 1,359 606 - 9,212 (1,876) 13,229
68,380 23,924 19,789 - 5,378 (1,876) 115,595
(30,243) (5,429) (106) — — — (35,778)
38,137 18,495 19,683 - 5,378 (1,876) 79,817
(601) (513) 176 - - - (938)
37,536 17,982 19,859 - 5,378 (1,876) 78,879
(14,121) (5,540) (9,700) - (8,621) 1,876 (36,106)
23,415 12,442 10,159 - (3,243) - 42,773
47 69 32 - 276 - 424
23,462 12,511 10,191 — (2,967) — 43,197
20,332 8,595 7,101 - (3,597) (695) 31,736
12,408 4,922 3,639 - 111 - 21,080
1,089 941 5,977 - [€)) 693 8,699
3,113 (74) 470 - (57) 2 3,454
%) - 454 - 488 - 937
1 10 79 - 455 - 545
28,409 5,171 133 - - - 33,713
3,978 525 1,210 - 8,938 (1,937) 12,714
69,325 20,090 19,063 - 6,337 (1,937) 112,878
(32,576) (4,346) (100) — — — (37,022)
36,749 15,744 18,963 - 6,337 (1,937) 75,856
(585) (219) (80) — 1 — (883)
36,164 15,525 18,883 - 6,338 (1,937) 74,973
(13,008) (5,077) (8,571) - (8,334 1,937 (33,053)
23,156 10,448 10,312 - (1,996) - 41,920
43 56 26 - 145 - 270
23,199 10,504 10,338 — (1,851) — 42,190




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Geographical Regions (continued)
Rest of Asia-Pacific

Rest of Asia-Pacific reported pre-tax profits of
HK$48,173m compared with HK$35,695m in 2010,
an increase of 35%. The growth in profitability in the
region reflected strong lending and deposit growth
during 2010 and 2011, coupled with widening deposit
spreads due to higher interest rates in certain
countries, notably India and mainland China. Loan
impairment charges improved as a result of the non-
recurrence of a number of individual impairments and
the reduction of certain unsecured lending portfolios.
Costs increased, though to a lesser extent than
revenues, to support business expansion, notably in
mainland China, and maintain our competitive
position in our other strategic markets. The
contribution from our associates in mainland China
also grew, benefiting from continued loan growth and
increased income from fee-based revenue streams.

Trade revenues grew in most of our sites and we
were awarded the ‘Best Trade Finance Bank in Asia
Pacific’ by FinanceAsia for the fourteenth consecutive
year. We continued to invest in building our franchise
in mainland China where we remained the leading
foreign bank by network size. Trade-related lending
grew strongly in Singapore as we continued to
enhance our trade finance capabilities. In Malaysia we
expanded our branch network through the launch of
new Amanah branches and experienced strong
commercial lending growth. In India, we were ranked
the number one foreign bank by Bloomberg for
domestic bonds in 2011 and issued the first and only
offshore renminbi bond in the country.

As part of our strategic review process, in
December 2011 we announced the sale of our private
banking operations in Japan and, in January 2012, we
announced the sale of the RBWM operations in
Thailand. We expect to complete these transactions
during 2012. In February 2012, we announced the
discontinuation of Premier in Japan.

Net interest income increased by 34%. Average
lending balances grew, most notably in CMB and
GB&M, particularly in mainland China and
Singapore, as we captured inbound and outbound
trade flows and as demand for credit in the region
increased. In RBWM mortgage lending balances rose,
notably in Singapore and Australia, driven by
competitive product offerings and strong property
markets. This was partly offset by continued pressure
on asset spreads, most notably in RBWM due to
competitive pressures and growth in residential
mortgage lending at lower spreads.
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Customer deposit balances rose across most of the
region, notably in Payments and Cash Management
reflecting our investment in infrastructure as part of a
targeted strategy to support growth in customer
lending. Deposit spreads increased as interest rates
rose in a number of countries, particularly in mainland
China and India.

Net interest income from Balance Sheet
Management was higher than in 2010 reflecting
increased interest rates and the widening of onshore
US dollar lending spreads in mainland China, and a
higher return from short-term lending and growth in
the balance sheet in Singapore.

Net fee income increased by 9% primarily from
trade-related fees as we targeted asset growth and
trade activity largely in mainland China, Bangladesh
and Singapore, supported by marketing activities,
customer acquisition and a rise in transactions from
existing customers. Card fees rose, notably in
Australia, from the increased issuance of our co-
branded credit cards, higher retail spending, and more
customers converting to a higher card status.

Net trading income of HK$12,510m was broadly
unchanged compared with 2010. Net interest income
on trading activities was lower as we progressively
reduced our positions in government debt securities
following increased market volatility in bond markets
and from growth in structured deposits where the
related income is recorded under ‘Net interest
income’. This was offset by higher Foreign Exchange
trading income due to increased customer transaction
volumes resulting from the collaboration between
GB&M and CMB and as more clients sought
protection from volatility in the markets.



Geographical Regions (continued)

Net expense from financial instruments designated
at fair value was HK$293m compared with income of
HK$303m in 2010. This was due to investment losses
on assets held by the insurance business, primarily in
Singapore, as a result of negative equity market
movements during the second half of 2011. To the
extent that these investment losses were attributed to
policyholders, there was a corresponding decrease in
‘Net insurance claims incurred and movement in
liabilities to policyholders’.

Losses from financial investments were HK$182m
compared with gains of HK$1,079m in 2010, due to
an impairment loss on an equity investment in 2011 in
GB&M, lower gains on the disposal of government
debt securities across the region and the non-
recurrence of a gain on disposal of an equity
investment in a Singaporean property company in
2010.

Net earned insurance premiums increased by 70%
to HKS$5,932m as a result of successful sales
initiatives, most notably resulting in improved sales in
Singapore of a universal life insurance product aimed
at high net worth individuals. The growth in premiums
resulted in a corresponding increase in ‘Net insurance
claims incurred and movement in liabilities to
policyholders’.

Other operating income increased by HK$392m
largely due to a rise in the PVIF asset in Singapore as
a result of higher life insurance sales and a one-off
gain recognised upon the refinement of the calculation
of the PVIF asset. This was offset by lower recoveries
against initial fair value on loan portfolios acquired
from The Chinese Bank Co., Ltd in Taiwan.
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Loan impairment charges and other credit risk
provisions decreased by 43% to HK$2,12Im as a
result of the non-recurrence of a number of individual
loan impairment charges in GB&M on a small number
of accounts, coupled with the ongoing reduction of
unsecured lending portfolios in India. We remain
cautious on the outlook for credit quality and
sustained our focus on maintaining high levels of
underwriting and asset quality.

Operating expenses increased by 13% due to wage
inflation which reflected the competitive labour
market, along with an increase in average staff
numbers, notably in mainland China. Increased
business volumes across the region led to higher
support costs. Premises and equipment costs also rose
in certain countries, reflecting increased rental
expenses resulting from lease renewals and new
branch openings.

Share of profit from associates and joint ventures
increased by 34%. The contribution from Bank of
Communications rose, driven by strong loan growth,
wider deposit spreads following interest rate increases
in mainland China and higher fee income, notably
from investment banking and cards. Income from
Industrial Bank also increased as a result of strong
growth in customer lending, a rise in fee-based
revenue and a fall in loan impairment charges.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Geographical Regions (continued)

Rest of Asia-Pacific profit before tax by global business

Retail Rest of
Banking Global Global Intra- Asia-
and Wealth Commercial Banking & Private segment Pacific
Management Banking Markets Banking Other elimination Total
HKS$m HKS$m HKS$Sm HK$m HKS$Sm HKS$Sm HKS$m
2011
Net interest income ........ 14,312 9,757 16,835 176 831 (1,515) 40,396
Net fee income/(expense) 6,753 3,992 4,613 155 (78) - 15,435
Net trading income/(expense) ...... 714 1,222 9,492 58 491) 1,515 12,510
Net income/(expense) from
financial instruments designated
at fair value ... (295) 12 7 - 17) - (293)
Gains less losses from financial
investments ...... A3) 16 (190) - o) - (182)
Dividend income 1) 1 - - 6 - 6
Net earned insurance premiums ... 3,840 2,092 - - - - 5,932
Other operating income ............... 1,121 562 511 10 955 (485) 2,674
Total operating income ................ 26,441 17,654 31,268 399 1,201 (485) 76,478
Net insurance claims incurred and
movement in policyholders’
LAbIltES ©eoomeeeeeeeeerrereeeeeeeeeenne 2,727) (1,884) = = = = (4,611)
Net operating income before loan
impairment charges and other
credit risk provisions ............... 23,714 15,770 31,268 399 1,201 (485) 71,867
Loan impairment (charges)/releases
and other credit risk provisions (1,731) 53 (443) 2 2) - (2,121)
Net operating income ................... 21,983 15,823 30,825 401 1,199 (485) 69,746
Operating eXpenses .........c.c.oc..... (18,504) (7,367) (9,594) (470) (782) 485 (36,232)
Operating profit/(10ss) ......c..c..... 3,479 8,456 21,231 (69) 417 - 33,514
Share of profit in associates and
joint ventures ..........ccoceeveerienne 1,887 8,994 3,756 — 22 - 14,659
Profit/(loss) before tax ................ 5,366 17,450 24,987 (69) 439 — 48,173
2010
Net interest inCOME ........cccoveveueeee 12,283 7,281 12,163 127 390 (2,121) 30,123
Net fee income/(expense) ............ 6,159 3,432 4,567 144 (99) - 14,203
Net trading income/(expense) ...... 626 1,003 8,576 48 (340) 2,121 12,034
Net income/(expense) from
financial instruments designated
at fair value .........ccccceveneeneee 319 14 7) - (23) - 303
Gains less losses from financial
INVeStments .........cccoeeeeveeveennnnn. 1 21 395 - 662 - 1,079
Dividend income ..........ccoeceruenenee. 2 - 1 - 16 - 19
Net earned insurance premiums ... 2,994 486 - - - - 3,480
Other operating income ............... 844 676 376 9 820 (443) 2,282
Total operating income ................ 23,228 12,913 26,071 328 1,426 (443) 63,523
Net insurance claims incurred and
movement in policyholders’
liabilities .....oovvveveeeerieieieeeenes (2,514) (307) - - - - (2,821)
Net operating income before loan
impairment charges and other
credit risk provisions ............... 20,714 12,606 26,071 328 1,426 (443) 60,702
Loan impairment (charges)/releases
and other credit risk provisions (2,315) (209) (1,209) (5) 2 — (3,736)
Net operating income ................... 18,399 12,397 24,862 323 1,428 (443) 56,966
Operating expenses ............cce..... (17,105) (6,207) (8,252) (348) (714) 443 (32,183)
Operating profit/(10ss) ........c....... 1,294 6,190 16,610 (25) 714 - 24,783
Share of profit in associates and
JOINt VeNtures .........ccceeevveernene 1,471 5,833 3,077 — 531 — 10,912
Profit/(loss) before tax ................. 2,765 12,023 19,687 (25) 1,245 — 35,695
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Net interest income

Net interest income increased as a result of loan
volume growth in all key locations and increasing
interest rates in certain countries, notably mainland
China, Australia, India, Thailand and Malaysia.

Average interest-earning assets increased by
HK$563,136m or 16.6% compared to the year ended
31 December 2010. Average customer lending
increased 31.5% with notable growth in mortgages and
term lending. Financial investments decreased as
maturities and disposals were redeployed to fund
customer lending.

2011 2010
HKS$m HKS$m
Average interest-earning assets 3,951,997 3,388,861

Net interest margin increased by eight basis
points to 1.91% compared to 2010 as interest rate
increases in some countries led to improved liability
spreads, offset by asset spread compression. Net
interest spread increased by six basis points to 1.81%,
whilst the contribution from net free funds increased
by two basis points to 10 basis points.

Net interest margin (%)

2011 2010

% %

Spread ....ooocoveieieieeeen 1.81 1.75
Contribution from net

free funds .....cccoevveievieienne 0.10 0.08

Total .voveeeeeereeeeeeee 1.91 1.83
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Net interest margin (%)

2011 2010
% %

Hong Kong:
The Bank .......ccccceeceinnienenne 1.35 1.38
Hang Seng Bank ................. 1.97 1.91
Rest of Asia-Pacific ................ 2.10 2.04

In Hong Kong, the bank recorded a small decrease
in net interest margin of three basis points to 1.35%.
Net interest spread also decreased by three basis points
to 1.35% as the cost of funds increased more than
asset yield. Average interest-earning assets increased
by 14.1% compared to 2010. Net interest income
recorded a small increase despite strong loan growth,
due to lower asset spreads on customer loans and
advances, in particular on mortgages and term lending,
as growth was concentrated in lower yielding HIBOR
based loans and secured lending.

At Hang Seng Bank, the net interest margin
increased by six basis points to 1.97% and the net
interest spread increased by three basis points to
1.89%. The net interest margin increased due to strong
growth in average interest-earning assets in mainland
China which earned a relatively higher yield. The
benefit of net free funds increased by three basis
points to eight basis points.

In the Rest of Asia-Pacific, the net interest margin
was 2.10%, 10 basis points higher than 2010 with
interest rate rises in a number of countries across the
region since the second half of 2010. Notable growth
in the loan book was recorded in Singapore, mainland
China, Australia and Malaysia. The net interest margin
increased in particular in mainland China through a
shortage of liquidity in the local market as a result of
monetary policy measures to control inflation.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Net fee income
Net fee income increased by HK$3,012m, or 8.5%
compared to 2010.

Fees from import/export and remittances increased
by 14.9% and 15.5% respectively, on the back of
growing trade activities, notably in Hong Kong,
mainland China and Singapore.

Fee income from cards and account services was
up by 12.5% and 16.1% respectively. Card fee income
was driven by higher transaction fees in Hong Kong
from increased retail spending and, in Australia
through continued growth in co-branded credit cards.
Account services fees benefited from growth in
deposits and loans. Fees from unit trusts rose by
19.1%, with notable increases in Hong Kong driven
by increased product offerings and ongoing marketing
campaigns.

Securities and broking fees fell by 5.8%, largely in
Hong Kong as competition increased, particularly
towards year end.

2011 2010
HK$m HKS$m
Account SErvices .................... 2,686 2,314
Credit facilities .........c.ccoceeeee 2,812 2,642
Import/export ......ccceeveeveeuenenne 4,793 4,171
Remittances ...........ccccvevennenee. 2,839 2,457
Securities/stockbroking . 8,234 8,744
Cards ..ooooeeeieens 6,709 5,963
Insurance .. 712 626
Unit trusts .....ccoeveveeveeevenenne. 3,832 3,218
Funds under management ...... 4,442 4,658
Underwriting ..........coeveueuenene. 1,219 899
Other ....ooveeeveieecieeeeeeene 6,388 5,965
Fee income .......cccooeevveneennen, 45,166 41,657
Fee expense .......ccoceeveveecnnne (6,871) (6,374)
Net fee income .........coeveeneee 38,295 35,283

Net trading income
Net trading income decreased by HKS$517m, or
2.5%.

Dealing profits were broadly flat compared to
2010. Foreign exchange income was higher,
benefiting from increased client activity and
favourable positioning to capture market volatility.
This was offset by lower income from equities and
other trading due to adverse fair value movements on
derivatives relating to certain provident funds as long
term investment returns fell. There were losses on
equity options backing an endowment product in
RBWM due to unfavourable movements in the
underlying equity indices which resulted in a
corresponding decrease in ‘Net insurance claims
incurred and movement in liabilities to policyholders’.
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Net interest income on trading activities was lower
by 17%, as we progressively reduced our positions in
government debt securities following increased market
volatility in bond markets, and growth in structured
deposits where the related income is recorded under
‘Net interest income’.

2011 2010
HK$m HK$m
Dealing profits .........cccoceeneee 15,590 15,484

Loss from hedging activities .. (71) (11)

Net interest income ................ 3,958 4,767
Dividend income from

trading securities ................ 722 476
Net trading income ................. 20,199 20,716




Gains less losses from financial investments

Gains on disposal of available-for-sale securities 2011 2010
decreased by HK$1,895m as lower gains were ' ' HKSm HK$m
recognised on disposals of debt securities in Hong Ga;nzi(l’:btslggrsi;’ef
. . v -for-
Kong, .along. with the non-recurrence of the gain on SCCURtICS oo 470 2.365
reclassification of Bao Viet Holdings to an associate Impairment of available-for-
following the purchase of additional shares in 2010. sale equity investments ...... (342) (349)
Gains less losses from
financial investments ......... 128 2,016
Other operating income
The movement in present value of in-force insurance 2011 2010
business rose by HK$1,418m or 34.5%, due to a Rental i . HKSm HK$m
refinement of the calculation of the PVIF asset, entatneome trom
described fully 1 526 al h investment properties 191 170
escribed more fully n note S2e, along with strong Movement in PVIF ................. 5,524 4,106
sales of life insurance products in Hong Kong, Gains on investment
particularly during the first half of 2011. PIOPETHES ©vvnvenvrnrvrrierenne 1,033 483
. . . . . (Loss)/gain on disposal
Gains on investment properties increased in of property, plant and
comparison to 2010 reflecting the favourable property equipment, and assets
market conditions in Hong Kong. held for sale ............ccoooo...... (©)) 13
(Loss)/gain on disposal of
This was offset by the non-recurrence of the gain subsidiaries, associates
recognised following the sale of the private equity and business portfolios ...... ©® 603
business in 2010. Surplus arising
on property revaluation ...... 8 102
‘Other’ largely comprises recoveries of IT and (07111 T 4,645 4,527
other operating costs from shared services activities o
Other operating income .......... 11,389 10,004

incurred on behalf of fellow Group companies.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Insurance income

Net interest income increased by 16.2% as funds Insurance income
under management grew, reflecting net inflows from 2011 2010
new and renewal insurance business. HKSm HKS$m
Net expense from financial instruments designated Net interest income ............... 6,779 5,832
at fair value was HK$4,460m in 2011 compared to net Net fee income ... 692 1,070
income of HK$3,371m in 2010, due to investment Net trading 0SS ....rooerrre.. (386) 5)
losses on assets held by the insurance business as a Net income from financial
result of negative movements in the equity market, instruments designated
principally during the second half of 2011. To the at fair value ..o () 3,371
. . Gains less losses from
extent that gains and losses on revaluation are o
. . . X financial investments @ 386
attributed to policyholders, there is an offsetting . .
. . Dividend income .................... 1 -
movement reported under ‘Net insurance claims Net earned insurance
incurred and movement in policyholders’ liabilities’. PrEmiums .......vvvvveeeeeeeeeen. 45,670 37,193
. . . i 5,524 4,106
Gains less losses from financial investments szemem n PYIF """"""""" ’237 0
included the accounting gain of HK$386m in 2010 Other operating income ........
arising from the reclassification of Bao Viet Holdings 54,056 52,023
to an associate following the purchase of additional Net insurance claims incurred
shares and movement in
’ policyholders’ liabilities .... (40,389) (39,843)
. . N .
Net insurance premiums rose by 22.8%, mainly as Net operating income ......... 13,667 12,180

a result of successful sales initiatives for deferred
annuities, unit-linked products and a universal life
insurance product aimed at high net worth individuals.
This reflected our strategic focus on wealth
management, of which insurance is a key part. The
growth in premiums resulted in a corresponding
increase in ‘Net insurance claims incurred and
movement in liabilities to policy holders’.

The movement in present value of in-force
business increased by 34.5%, driven by higher sales in
2011 compared with 2010 and a refinement of the
calculation of the PVIF asset during the period. The
revised PVIF approach explicitly rather than implicitly
allows for non-economic risks and the cost of options
and guarantees. This refinement led to an increase of
HKS$1,133m. This was offset by a reduction as
assumptions were revised to reflect the low interest
rate environment.
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Loan impairment charges and other credit risk
provisions

The net charge for loan impairment and other credit
risk provisions decreased by HK$1,560m or 33.8%
compared to 2010.

The net charge for individually assessed
allowances decreased by HK$1,520m as a number of
large specific impairment charges recorded in 2010
did not recur, principally for customers in Singapore,
India, Australia and Hong Kong.

The net charge for collectively assessed
impairment allowances fell by HK$73m, mainly
driven by a managed reduction of unsecured portfolios
and falling delinquent balances in India and Indonesia.
This decrease was partly offset by a higher charge due
to loan growth in both CMB and RBWM.
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Net charge for loan impairment by region

2011 2010

HK$m HK$m

Hong Kong ........ccccovveiiins 922 919
Rest of Asia-Pacific ............... 2,173 3,769
Total ooveveeeeieieeeeeeeeee 3,095 4,688

Net charge for loan impairment and other credit risk
provisions

2011 2010
HKS$m HK$m
Net charge for impairment
of customer loans and
advances
— Individually assessed
impairment allowances:
New allowances ................. 2,254 3,605
Releases ....cccocoveveveneeennnne. (1,204) (1,069)
Recoveries ......ccouvevruenennnne. (356) (322)
694 2,214
— Net charge for collectively
assessed impairment
allowances ...........cceeveennnnn. 2,401 2,474
3,095 4,688

Net charge for other credit
risk provisions .............ce..... (36) (69)

Net charge for loan
impairment and other
credit risk provisions .........

3,059 4,619




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Operating Expenses

Total employee compensation and benefits increased
HKS$5,068m, or 15.5%, due to wage inflation
reflecting the competitive labour market, along with
an increase in average headcount notably in Hong
Kong, mainland China, Singapore, Vietnam and
Taiwan. The increased headcount reflected increasing
business volumes and operational demands across the
region.

Wages and salaries also increased due to an
acceleration in the expense recognition of deferred
bonus awards and included HK$326m of restructuring
costs in Hong Kong related to the organisational
efficiency programme in the second half of 2011. The
reduction in year end staff numbers in Rest of Asia-
Pacific was largely in India, in line with the reduction
in our unsecured lending portfolios.

General and administrative expenses rose by
HKS$1,963m, or 8.8%, compared to 2010.

Charges in respect of premises and equipment
were HK$667m, or 10.6%, higher than 2010,
predominantly in Hong Kong. The increase reflects
both higher IT maintenance costs and higher property
costs. Property costs were higher resulting mainly
from business expansion throughout the region,
notably in mainland China. Included in other premises
and equipment costs in 2011 is HK$171m of
restructuring expenses incurred in Japan.

Other administrative expenses increased by
HKS$1,218m, or 10.0%, with costs rising from higher
transaction volumes and systems development.

2011 2010
% %
Staff numbers by region (full time equivalent) Cost efficiency ratio ............... 46.1 45.8
At 31 December
2011 2010 Operating expenses
Hong Kong: 2011 2010
The bank and wholly owned HKS$m HK$m
subsidiaries ........c.c.cococeeuee 19,770 19,932 Employee compensation
Haﬁi :erllfoﬁ ank 8003 - 060 and benefits .................... 37,834 32,766
€ B s 2 2 General and administrative
Total Hong Kong .......cceueee 27,773 27,892 EXPENSES uvenvireereereenienreeenne 24,352 22,389
Depreciation of property
Rest of Asia-Pacific: plant and equipment ........... 3,878 3,425
Australia .........ccoocvevvevveceeenennnn. 1,839 1,843 Amortisation of intangible
Mainland China ...................... 8,235 7,705 ASSELS .eoveriiieeereee s 1,760 1,664
Malaysia .......ccecevveereerierennne 4,839 4,948
India ) 6,560 8,040 Total .o 67,824 60,244
Indonesia ... 5,609 5,304 ) .
Singapore .. ) 3,064 3,045 Of which: restructuring costs.. 864 357
Taiwan .........cceeeeeeeveeeinenns 3,230 3,511
Sri Lanka ......cccocevvvenieinieene 1,777 1,735
Others ....cocoeveireenciniciiene 8,494 8,544
Total Rest of Asia-Pacific ...... 43,647 44,675
Total oo 71,420 72,567
Share of profit in associates and joint ventures
Share of profit in associates and joint ventures 2011 2010
principally included the group’s share of post-tax _ ' B HK$m
profits from Bank of Communications and Industrial Share of profit in associates
and joint ventures .............. 15,083 11,182

Bank.




Tax expense
The effective tax rate for 2011 was 19.1% compared
with 18.8% in 2010.

Assets
Total assets increased by HK$568bn, or 11.3%, since
31 December 2010.

Loans and advances to customers increased by
HK$238bn, or 12.5%, since the end of 2010.

Loans and advances to customers in Hong Kong
increased by HK$125bn, or 11.8%, during 2011
largely attributable to growth in corporate and
commercial lending (up HK$83bn). Consistent with
our focus on international trade the growth was
strongest in trade related finance. Growth was also
noted in commercial real estate and other property-
related sectors, supported by a buoyant property
market particularly in the first half of the year.
Personal lending increased by HK$41bn, driven by
mortgage lending which increased by HK$34bn as the
property market remained active.

In the Rest of Asia-Pacific, loans and advances to
customers increased by HK$113bn, or 13.4%, net of
foreign exchange translation effects of HK$11bn. The
underlying increase of HK$124bn was mainly from
corporate and commercial lending (up HKS$87bn),
resulting from business growth in mainland China,
Singapore, Taiwan, Malaysia, Indonesia and
Australia. Residential mortgages increased by
HKS$29bn, most notably in Singapore, Australia,
mainland China and Malaysia.
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2011 2010
% %
Effective tax rate .................. 19.1 18.8
Assets 2011"
HKS$m %
Cash and short term funds ..... 919,906 16.9
Placings with banks maturing
after one month and
certificates of deposit ......... 286,978 5.2
Trading assets ........cocoeveveeenene. 447,968 8.2
Loans and advances to
CUStOMETS ..oveveveneeeeeeneneenes 2,130,871 39.2
Financial investments . 722,433 13.3
Other ...cooveeeeiieieeeeeene 936,800 17.2
Total .voveveeieieieeeeeeeene 5,444,956 100.0
Assets 2010"
HKS$m %
Cash and short term funds ..... 807,985 16.5
Placings with banks maturing
after one month and
certificates of deposit ......... 222,804 4.5
Trading assets ........ccccceeeveeuenene 390,208 8.0
Loans and advances to
CUStOMETS ............... 1,891,060 38.7
Financial investments . 826,662 16.9
Other ...oooveevieiieiceieeeene 753,065 15.4
Total voveveeieieieeeeeeeee 4,891,784 100.0

1 Excluding Hong Kong Government certificates of indebtedness.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Customer accounts
Customer accounts increased by HK$252bn, or 7.6%,
during 2011.

Customer accounts by region

2011 2010
HK$m HK$m

Hong Kong excluding Hang
Seng Bank ..o 1,640,369 1,518,947
Hang Seng Bank Hong Kong . 656,843 643,849
Rest of Asia-Pacific ............... 1,267,789 1,150,448
Total ..o 3,565,001 3,313,244

In Hong Kong, customer accounts increased by
HKS$134bn or 6.2% and in the Rest of Asia-Pacific
customer accounts increased by HK$117bn or 10.2%
compared to 31 December 2010.

The group’s advances-to-deposits ratio increased
to 59.8% at 31 December 2011, from 57.1% at 31
December 2010 as more of the commercial surplus
was deployed to customer lending.

2011 2010

% %

Advances to deposits ratio ..... 59.8 57.1
Customer accounts by type

2011 2010

HKS$m HK$m

Current accounts .................... 696,435 643,850

Savings accounts .................... 1,826,893 1,765,835

Other deposit accounts ........... 1,041,673 903,559

Total .o 3,565,001 3,313,244

Equity

Equity increased by HKS$24bn, or 6.9%, to
HKS$371bn. The increase came from retained profits,
an increase in property revaluation reserves and the
issue of shares. This was offset by decreases in the
value of available-for-sale securities, largely from the
group’s investment in Ping An Insurance, as well as
actuarial losses on defined benefit plans.
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Capital Adequacy

The following tables show the components of the
capital base, risk weighted assets and capital adequacy
ratio as contained in the ‘Capital Adequacy Ratio’
return required to be submitted to the Hong Kong
Monetary Authority (‘(HKMA”) by The Hongkong and
Shanghai Banking Corporation Limited on a
consolidated basis that is specified by the HKMA
under the requirements of section 98(2) of the
Banking Ordinance.

Capital structure at 31 December

The methods for calculating risk weighted assets
for each type of risk are discussed in note 52(f) to the
Financial Statements on page 191.

There are no relevant capital shortfalls in any of
the group’s subsidiaries as at 31 December 2011
which are not included in its consolidation group for
regulatory purposes.

2011 2010
HK$m HK$m
Core capital:
Share capital per balance SHEET ...........ccoeieiriririeieeeeeee et 30,190 22,494
Revaluation reserve capitaliSation ISSUE ..........ccoccerieueueueueririnieieueieieireeteiesetse e seses et sesee s (1,454) (1,454)
Paid-up ordinary Share Capital ..........ccccoveiriiiiiii e 28,736 21,040
Paid-up irredeemable non-cumulative preference shares ............cccocveeveinieinieincinesese e 51,681 51,714
Reserves per balance SNEEL ...........ccoviiriiiiiiieee et 310,634 297,636
Proposed diVIAENA .....c.cooovvieieiiiiiiiiece ettt (10,000) (12,000)
Unconsolidated subsidiaries .. (32,672) (26,320)
Cash flow hedging reserve ... (51) (106)
REZUIALOTY TESETVE ....vuiteiitiieteiet ettt ettt ettt ettt b ettt ettt b ettt et ettt aeebe s enen (17,108) (7,702)
Reserves arising from revaluation of property and unrealised gains on
available-for-sale equities and debt SECUTIHIES ........c.eoerveirieieieieieieeee e (73,570) (92,065)
Unrealised gains on equities and debt securities designated at fair value ..........cccococecceivnncccnnnnne (77) (191)
OWN CIEAIE SPIEAM ...ttt ettt b ettt sttt be s (429) (231)
Total reserves included in COTe CAPItAl ........c.eoirieueueiiiriririeicietecte et 176,727 159,021
Non-controlling interests per balance SHEEt ..........c.cccovvrirueuiirinrieiceirreee e 30,519 27,305
Non-controlling interests in unconsolidated SUDSIAIATIES ..........cceerieiirieirieireirceeeeee e (2,838) (2,574)
Regulatory adjustments to non-controlling iNtereSts ...........coeveueeriririeieeiriririeieieerereiereeeseseeieievenes (2,976) (2,002)
NON-CONIOLING INEETESES ...cuvveveviinirieteietiiiieieietet ettt ettt ettt ettt b bttt b et ae bbb st seseaeseneneneas 24,705 22,729
GoodWill and INtANZIDIE ASSELS ......evveuirieririiietiieiet ettt ettt sttt (19,663) (19,977)
50% of unconsolidated INVESIMENLS ..........cevieviieirieirieiriereeteeete ettt ese e s s seseaesesans (53,749) (44,946)
50% of securitisation positions and other deductions ............cccecevveirieinieineineeree e (140) (192)
DIEAUCLIONS ..ttt ettt ettt ettt ettt a e s es et e s et e st be e s e e en e s e st eses e b e st e b eneese e eseneesennesenee (73,552) (65,115)
Total COre CAPILAl .......coooiiiiiiiiiii ettt ettt 208,297 189,389
Supplementary capital:
Paid-up irredeemable cumulative preference Shares ............oceovveiveriiinieineeeesee e 16,546 16,557
Perpetual subordinated debt ............c.ccciiririiiiiiiiicce s 9,386 9,404
Paid-up term preference SNATES .........cciveiriiriiieteiie ettt sttt 28,742 33,035
Term SUDOTAINALEA AEDL .....o.viiviiiiiieeeeceeeeeee ettt ettt e et e eaeeeneens 16,327 17,957
Property reVallation FESEIVES' ...........ovvvueveereeseeeseesssessessesss s ssessee s sseesses s ssssesesssessess s ssssssse s 7,977 7,977
Unrealised gains on available-for-sale equities and debt SECUTIHIES” ..........veervveerrveerrrerereseses s, 2,318 3,194
Unrealised gains on equities and debt securities designated at fair value .........c..cccoceeveniincinennene 35 86
REGUIALOTY TESEIVE’ ......oeoveeceeceeceee oo 2,267 1,100
Collective impairment allowances” ...................... 545 625
Excess impairment allowances over eXpected LOSSES” ...........ccueueiriririereueirininieieieieereeeieieeeeeeeeeenenes 7,655 2,534
Supplementary capital before dedUCtiONS ...........coviiiiriiiiiiie e 91,798 92,469
50% of unconsolidated INVESIMENLS ..........ceiereieririeirieiriereetetetee ettt e s seeeaeneenens (53,749) (44,946)
50% of securitisation positions and other deductions .............ccccccereririeiceiinnieeicce e (140) (192)
DIEAUCTIONS ..ttt bbbttt ettt eeas (53,889) (45,138)
Total supplementary Capital ..o 37,909 47,331
CAPIEAL DASE ...ttt bbbttt b ettt 246,206 236,720
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Capital Adequacy (continued)

Risk weighted assets at 31 December

2011 2010
HK$m HK$m

Risk weighted assets
CIEAIE TISK 1.ntteeteie ettt b ettt s ettt e s et e seses s s s et e sesea s s s esesese e st esesens 1,350,467 1,303,535
COUNLETPATTY TISK -.teuteteiietetitert ettt ettt b bbbt s ettt b et b ettt see e 71,270 56,451
IMEATKEE TISK .ttt ettt ettt ee e ea e et e et e ea e e eaeeeaeeeaeeeaeeeaeeeaeesaeesaeesseeeseeseeesneesanenaeans 38,585 35,251
OPETALIONAL TISK ...ttt ettt ettt ettt ettt et b s e b e e ese st e s e e eseneesensenessenessenennas 221,429 216,866
TOLAL ettt ettt ettt ettt ettt et et se b e s b e s st e s eae s et e s e s e b ese b ese b et ese s et et et estete s ene s ensesenens 1,681,751 1,612,103

The capital ratios on a consolidated basis calculated in accordance with the Banking (Capital) Rules are as follows:

2011 2010

COTE CAPILAL TALIO .vvevvevieietiietiiieti ettt ettt ettt ettt te et et et et et e b e s e beseese st es et esensesensenesenesseneesan 12.4% 11.7%

Capital adeqUACY TATIO ....c.oiiiiiiiiiiiiiieicc bbb 14.6% 14.7%
Reserves and deductible items

2011 2010

HK$m HKS$m

PUDLISNEA TESEIVES ...ttt ettt ettt ettt ettt e eteeeaeeeteeeaeeeteeeteeeaeeeseeeseeeseeeseeeseens 146,357 138,680

Profit and 10SS @CCOUNL ......ocveiiviiieiiceieceie ettt ettt e e et et e e et e et e e aeesteeeaeeeteeseeesneesanesaeens 30,370 20,341

Total reserves included in core capital ... 176,727 159,021

2011 2010

HK$m HK$m

Total of items deductible 50% from core capital and 50% from supplementary capital .............. 107,778 90,276

—_

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

accordance with the Banking (Capital) Rules issued by the HKMA.

2 Includes adjustments made in accordance with the Banking (Capital) Rules issued by the HKMA.

3 Total regulatory reserve and collective impairment allowances are apportioned between the standardised approach and internal
ratings-based approach in accordance with the Banking (Capital) Rules issued by the HKMA. Those apportioned to the standardised
approach are included in supplementary capital. Those apportioned to the internal ratings-based approach are excluded from
supplementary capital.

4 Excess impairment allowances over expected losses are applicable to non-securitisation exposures calculated by using the internal ratings

based approach.

Risk Management

All the group’s activities involve the analysis, worldwide. The group’s risk management policies and
evaluation, acceptance and management of some procedures are subject to a high degree of oversight
degree of risk or combination of risks. The principal and guidance to ensure that all types of risk are
types of risk faced by the group are credit risk (which systematically identified, measured, analysed and
includes country and cross-border risk), liquidity risk, actively managed.

market risk, insurance risk, operational risk and

. . Credit risk, liquidity risk, market risk, operational
reputational risk.

risk, insurance risk and capital management are
The HSBC Group Head Office formulates high- discussed in detail in Note 52 to the Financial
level risk management policies for the HSBC Group Statements on pages 158 to 191.
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Market Risk Management

The nature of market risk and the principal tool used
to monitor and limit market risk exposure (value at
risk) are discussed in Note 52 on the Financial
Statements on pages 174 to 178.

The average daily revenue earned from market
risk-related treasury activities in 2011, including
accrual book net interest income and funding related
to dealing positions, was HK$113m compared with
HKS$100m in 2010. The standard deviation of these
daily revenues was HK$53m (HK$49m for 2010).

Daily distribution of market risk revenues 2011
Number of days

60
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Revenues (HK$m)
M Profit and loss frequency

An analysis of the frequency distribution of daily
revenues shows that negative revenues occurred on 1
day in 2011. The most frequent result was a daily
revenue of between HK$80m and HK$100m with 45
occurrences. The highest daily revenue was
HK$241m. The most frequent result in 2010 was a
daily revenue of between HK$80m and HK$120m
with 95 occurrences. The highest daily revenue in
2010 was HK$299m.

Daily distribution of market risk revenues 2010

Number of days
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Revenues (HK$m)
M Profit and loss frequency

Reputational Risk Management

Reputational risks can arise from social, ethical or
environmental issues, or as a consequence of
operational risk events.

Reputational risks are considered and assessed by
senior management. Standards on all major aspects of
business are set by the HSBC Group Head Office.
These policies, which form an integral part of the
internal control systems, are communicated through
manuals and statements of policy and are promulgated
through internal communications and training. The
policies set out operational procedures in all areas of
reputational risk, including money laundering
deterrence, environmental impact, anti-corruption
measures and employee relations.

Internal controls are an integral part of how the
group conducts its business. HSBC’s manuals and
statements of policy are the foundation of these
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internal controls. There is a strong process in place to
ensure controls operate effectively. Any significant
failings are reported through control mechanisms,
internal audit and compliance functions to the group’s
Audit and Risk Committee and senior management. In
addition, all businesses and major functions are
required to review their control procedures and to
make regular reports about any losses arising from
operational risks.

Management in all operating entities is required to
establish a strong internal control structure to
minimise the risk of operational and financial failure,
and to ensure that a full appraisal of reputational
implications is made before strategic decisions are
taken. The HSBC Group’s internal audit function
monitors compliance with policies and standards.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Statement of Directors’ Responsibilities

The following statement, which should be read in conjunction with the Auditor’s statement of their responsibilities set
out in their report on page 25, is made with a view to distinguishing for shareholders the respective responsibilities of
the Directors and of the Auditor in relation to the financial statements.

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

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

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

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

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

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

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

On behalf of the Board

S T Gulliver
Chairman 27 February 2012
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

We have audited the consolidated financial statements of The Hongkong and Shanghai Banking Corporation Limited
set out on pages 27 to 192, which comprise the consolidated and the Bank’s balance sheets as at 31 December 2011,
the consolidated income statement, the consolidated statement of comprehensive income, the consolidated and the
Bank’s statement of changes in equity and the consolidated cash flow statement for the year then ended and a summary
of significant accounting policies and other explanatory information.

Directors’ responsibility for the consolidated financial statements

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

Auditor’s responsibility

Our responsibility is to express an opinion on these consolidated financial statements based on our audit. This report is
made solely to you, as a body, in accordance with section 141 of the Hong Kong Companies Ordinance, and for no
other purpose. We do not assume responsibility towards or accept liability to any other person for the contents of this
report.

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

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

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

Opinion

In our opinion, the consolidated financial statements give a true and fair view of the state of the affairs of the Bank and
the group as at 31 December 2011 and of the group’s profit and cash flows for the year then ended in accordance with
Hong Kong Financial Reporting Standards and have been properly prepared in accordance with the Hong Kong
Companies Ordinance.

KPMG

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

Central

Hong Kong

27 February 2012
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements
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Consolidated income statement for the year ended 31 December 2011

Note
INEETESE INCOMME .vvievieietieietieieeietet ettt ettt ettt bt b e e sseseeseseesessebessesesesesseseeseseseses 4(a)
INEETEST EXPEIISE ...vvvveveverietenieteiesereeseeteseetestetestetestesesseseeseseeseseesensesesesesseseesesaasenessansesensesesenen 4(b)
Net INLEIESt INCOME ...ttt
FEE INCOMIE ...ttt
FEE EXPEIISE ..eutieiiiiiiteeie ettt ettt
INEt 8@ INCOME ...ttt et 4(c)
Net trading IMNCOME .....oueiiuiieiiieiiiee ettt ettt ettt ettt eb et b e neene 4(d)
Net (expense) / income from financial instruments designated at fair value.. 4(e)
Gains less losses from financial investments 4()
Dividend income ..........ccoeevveineeencinennnne 4(2)
Net earned iNSUTANCE PIEMIUINS ......eerierieieriererieteiereieseseesesseseeseseesesesessesessesessesessessesensesenes 5(b)
Other OPerating IMCOME .........c.eueuiuiriririeieieiirieieieteeeee ettt ettt et see e s nenene 4(h)
Total operating iNCOME ............ocooiiiiiiiiiiiiiiii et
Net insurance claims incurred and movement in policyholders’ liabilities ............ccccccveeene. 5()
Net operating income before loan impairment charges
and other credit risk provisions ...
Loan impairment charges and other credit risk provisions .........c.c.cocveeeeennereerenneeenene 4(3i)
Net 0pPerating INCOME ...........cc.ooiiiiiiiiiiiie ettt ettt ne e
Employee compensation and benefits .............ccccoveieeininieeininincceeeeeeeeeee e 6(a)
General and adminiStrative EXPEISES .......ceovrvrueueueriririeiereitirireeteueseesteteseseesesseseseeneseesenenens 40)
Depreciation of property, plant and eqUIPMENT ..........ccccveviveiririeirieireeree e 26
Amortisation and impairment of intangible aSSets ...........ccovirerireieeiisereeree e 25(c)
Total 0Perating eXPeNSES .............cceiriiiriiirieirieirteiet ettt ettt ees
OPperating Profit ..ot
Share of profit in associates and jOINt VENTUTES .........c.ccccervrueueueiririrueieieinirieeeieseeseeeeneseseees
Profit before tax ...
TAX EXPEIISE ..uvvinitinietiteteeteit ettt ettt ettt et sttt bbbttt sttt b et bt b e et be e nen 7
Profit for the YEar ..ot
Profit attributable to shareholders ...
Profit attributable to non-controlling iNtEreStS ..........cceeererieuerereerinirieieieirrseieecrereeienene
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2011 2010
HK$m HKS$m
107,458 85,523
(31,786) (23,647)
75,672 61,876
45,166 41,657
(6,871) (6,374)
38,295 35,283
20,199 20,716
(4,523) 3,757
128 2,016
729 564
45,670 37,193
11,389 10,004
187,559 171,409
(40,389) (39,843)
147,170 131,566
(3,059) (4,619)
144,111 126,947
(37,834) (32,766)
(24,352) (22,389)
(3,878) (3,425)
(1,760) (1,664)
(67,824) (60,244)
76,287 66,703
15,083 11,182
91,370 77,885
(17,466) (14,608)
73,904 63,277
67,591 57,597
6,313 5,680



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements (continued)

Consolidated statement of comprehensive income for the year ended 31 December 2011

2011 2010
HKS$m HK$m
Profit fOr the YEAT ....c.ciiiiiiieieiiiiiee ettt 73,904 63,277
Other comprehensive income
Available-for-sale investments:
— fair value changes taken t0 EQUILY ......coceirieirieirieieieeeetee ettt sa e enens (25,410) 18,252
— fair value changes transferred to the income statement on disposal ...........cccoceeeveviiineiineinennennene (231) (2,076)
— amounts derecognised on deconSOIAAtION ........cccoueurueieiiririiieieiiiretee et - (1,849)
—amounts transferred to the income statement on IMPAITMENt ...........ccerveiereiereieerieerieeseeeieeeeeenens (208) (24)
— fair value changes transferred to the income statement on hedged items due to hedged risk ............. (1,124) (500)
— ACOIME EAXES .vueetetteteseniteteteses st etebes sttt bes b ea et bt ebes e et et ek eb e s et s et ebeses et s e et e b s sttt b e b b ene et et b ebeneneas 119 330
Cash flow hedges:
— fair value changes taken t0 EQUILY ......c.covririeueiiririririeiei ettt 303 654
— fair value changes transferred to the inCOME StAtEMENT ..........ccevveirieirieieieieeiee e (399) (1,591)
— ANICOIME TAXES venvuveueetinietitet ettt ettt ettt b et eh et s et et e bt et et e bt e b et e st see st et e st e b en e eb et e bt st es e ne st et s et en bt eben 15 155
Property revaluation:
— fair value changes taken t0 EQUILY .......cceiriririiirieirieeec ettt 12,940 9,936
—ANICOME TAXES vvvviieriietietetietestetetetestete st ete b eseeseseesesteseseesessesesseseesesesseseesessesensesensesesseseeseseeseseesensesensesan (2,068) (1,766)
Share of other comprehensive income of associates and jOInt VENLUIES ........c.ccoeeveuerieireeenueinreninenenens (1,259) (66)
EXChange diffEreNCES ........ooveuiieiiieiiieieieeee ettt ettt se e s s aesenee (1,235) 8,881
Actuarial losses on post-employment benefits:
— DEFOTE INCOME TAXES ..veviveriterieiesieteietesteteteteet et et ese e sea et e sessesesseseeseseesensesessesessesesseneeseseesensesensesans (3,518) (807)
— income taxes 575 149
Other comprehensive (expense) / income for the year, net of tax ......c.coeeeernvneerinnnieccreeene (21,500) 29,678
Total comprehensive income for the year, net of tax ... 52,404 92,955
Total comprehensive income for the year attributable to:
— SNATEROLIACTS ...ttt ettt ettt ettt a e st et eeteeaeeaeeseeaseasens e b et et et e eaeeaeereeneeneas 45,428 86,473
— NON-CONLTOIIING INTETESLS .....eviiiiiieiieiiieieeet ettt 6,976 6,482
52,404 92,955
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Consolidated balance sheet at 31 December 2011

Note
ASSETS
Cash and ShOrt-term fUNAS .........coccveieieiiiciecceeeec ettt 11
Items in the course of collection from other banks ..
Placings with banks maturing after one month . . 12
Certificates of dePOSIt .......cccouvveueueueiririeieiciicrieeene . 13
Hong Kong Government certificates of indebtedness ..........ccccoeceveivieinenenncnecsecee 14
TTAINE ASSELS ..veviverieteiieteieteiete ettt es et te ettt e st et et e seseese st ese s eseseseeses e seseaseneesesenesenen 15
Financial assets designated at fair Value ............cccccoeeriiiiiiiinniiccieeceee e 16
DIETIVALIVES ...ttt ettt ettt ettt bbbttt enes 17
Loans and advances t0 CUSLOMETS ...........ccoererirueueueiriniereuerienieeereeeetneeseseseeseesereseseseseesenenens 18
Financial INVESIMENTS .........ccocvieiiiiiiiieiieieieiee ettt e e ssesaesteese e esaesse s essensenns 21
Amounts due from Group companies ...
Interests in associates and joint ventures 24
Goodwill and intangible assets ........... . 25
Property, plant and eqUIPMENT ............ccovuiiiiriiineieee e 26
DEferred taX ASSELS ....veveueuiirieiiteieieirieteeet ettt ettt ettt sttt 7
Retirement DeNefit @SSELS ......ccieiiiiieieieieierie ettt bess e st ese e esaesse s e ssensenns 6
OLRET @SSELS .ttt ettt sttt h et b et bt s et bbbttt b et sb et neeenes 28
TOtAL ASSEES ..ottt
LIABILITIES
Hong Kong currency notes in circulation ............ . 14
Items in the course of transmission to other banks .. .
DEPOSILS DY DANKS ...ttt ettt ene e s enn
CUSTOIMET ACCOUNES ....eteetiaieiiteni ettt ettt sttt bbbt sa et se sttt eb et eb e s eseneeseseeseetenes 29
Trading HADILIIES ....ecvevieieeiieieieieieetee ettt sttt et eneeseseesenes 30
Financial liabilities designated at fair Value ............cccooeeeiiniiciinicce e 31
DIETIVALIVES ...einiiiieeiiete ettt ettt ettt et b et ea et eens 17
Debt SECUTTHIES I ISSUE ...cuvuvvvriiiirietetetcitietet ettt ettt ettt se e 32
Retirement benefit liabilities .... 6
Amounts due to Group companies ..
Other liabilities and provisions ................... . 33
Liabilities under insurance contracts iSSUEA .........cceeireerieierieiieiieriesieeteeeseere e eseereeeessesnens 34
Current taxX HADIIITIES ......c.evveirieirieieieiet ettt ettt 7
Deferred tax HabilitIes ........coeeueirininiiieiiiniiecctreeec ettt 7
Subordinated HADIIIES ........cceviiiierieiiiieiieieiei et sb e reese e sseaeaas 36
Preference ShAres .........coceiciriiieiee et 37
Total Habilities ..........c.ccoooviiiiiiiiicc e
EQUITY
SRATE CAPILAL ...ttt 38
ONET TESEIVES ....cvviniiiiiiirietet ettt ettt ettt ettt ettt ettt bt bebeneae
REtAINEA PIOTILS ...ttt ettt
Proposed fourth interim dividend ...........coovieiiniiniiciiec e 9

Total shareholders’ equity .
NON-CONTOIIING INTEIESES .....eveuieeinieteieiiitecrie ettt ettt ettt s e e ese et seneene

TOTAL EQUILY -e.vveveeieiieteteiei ettt ettt ettt ettt benene

Total equity and Habilities ... e

Directors

Stuart T Gulliver
Paul A Thurston
Peter T S Wong
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2011 2010
HKS$m HK$m
919,906 807,985
34,546 16,878
198,287 149,557
88,691 73,247
162,524 148,134
447,968 390,208
57,670 54,604
377,296 302,622
2,130,871 1,891,060
722,433 826,662
152,730 137,633
91,785 75,568
34,839 29,690
85,294 72,347
2,325 2,515
111 301
100,204 60,907
5,607,480 5,039,918
162,524 148,134
47,163 26,495
222,582 167,827
3,565,001 3,313,244
171,431 151,534
40,392 40,327
383,252 309,838
77,472 59,283
8,097 4,713
108,423 83,128
108,314 70,946
209,438 177,970
4,126 4,419
14,712 11,913
16,114 21,254
97,096 101,458
5,236,137 4,692,483
30,190 22,494
112,218 124,382
188,416 161,254
10,000 12,000
340,824 320,130
30,519 27,305
371,343 347,435
5,607,480 5,039,918
Secretary
Paul A Stafford
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements (continued)

Consolidated statement of cash flows for the year ended 31 December 2011

Note 2011 2010
HKS$m HK$m
Operating activities
Cash generated from/(used in) OPErations .........c.cccoeeurueueueiririeieieueinireieeseere et 42 16,583 (107,924)
Interest received on financial INVESIMENLS ........c.ccvevvivviiiieieiciieieiee et eeeane 13,269 12,711
Dividends received on financial investments 723 560
Dividends received from associates .......... 935 2,768
TAXATION PATA ..vevveviieiiieeiieieeete ettt ettt ettt ettt ettt et et et et ese st e st sseneeseneesenseseneesensesensesn (15,790) (13,269)
Net cash inflow/(outflow) from operating activities ..............c..cccoooniiniiniincnncce. 15,720 (105,154)
Investing activities
Purchase of financial INVESIMENLS .........cc.ecirieirieirieirieeeet et eeenes (495,823) (475,669)
Proceeds from sale or redemption of financial investments .. 588,409 548,115
Purchase of property, plant and equIpmMent ...........ccoceevievererieerieenieereens (2,870) (6,165)
Proceeds from sale of property, plant and equipment and assets held for sale .. 215 63
Purchase of other intangible aSSELS ..........oceoiriiririiiriiireeec et (1,804) (1,373)
Net cash outflow in respect of the acquisition of and
increased shareholding in SUDSIAIATIES ........c.cccceririiieuiiiiirieiricicceecec e 43 (143) (127)
Net cash inflow/(outflow) in respect of the sale of subsidiaries ...........c.coceoeeveenerencnncnene. 43 1 (13)
Net cash outflow in respect of the purchase of interests in associates and joint ventures ....... (263) (10,676)
Net cash inflow from the sale of interests in business Portfolios ............cccccccevrreuevcerirneenens 43 5,649 -
Proceeds from the sale of iNterests in aSSOCIALES ..........ecvrueieriirieriierieereeeeteeeie e 19 136
Net cash inflow from investing activities .............c..cocovviiiiiiiiiie 93,390 54,291
Net cash inflow/(outflow) before financing ..................ccccooiiiiniiiccceee 109,110 (50,863)
Financing
Issue of ordinary Share Capital ...........cccooeirieiiieireieieeeee et 7,696 -
Redemption of preference Shares ...........ooeceoeirieireierereeeeeee s (4,280) -
Change in non-controlling interests . - (24)
Repayment of subordinated liabilities (5,152) (2,055)
Issue of subordinated liabilities ....... . 3,502 1,533
Ordinary dividends Paid ..........cceeoiriririeiiiniieee et 9 (33,000) (26,850)
Dividends paid to non-controlling INEIESLS .........cevvrveirieiereieiiieerieesieeeeereeieeerese e seenas (3,764) (3,899)
Interest paid on Preference SNAIES ..........cocveireirieieeeese et (2,421) (3,118)
Interest paid on subordinated Habilities ...........cceeoereririeieerininirieecreee s (793) (582)
Net cash outflow from financing ..............cccoooiiiiiiiiiiie e (38,212) (34,995)
Increase/(decrease) in cash and cash equivalents ... 43 70,898 (85,858)
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Bank balance sheet at 31 December 2011

Note
ASSETS
Cash and short-term fUNS .........cecivieirieineece e eees 11
Items in the course of collection from other banks ..
Placings with banks maturing after one month .... . 12
Certificates of depOSit ....ccevveiveeieieieieiceieeeeen . 13
Hong Kong Government certificates of indebtedness ..........c.oceoeeererinneneirenineeceene 14
TTAQING ASSELS ...vevviuiiieieteiiiete ettt ettt ettt ettt ettt sttt bebenene 15
Financial assets designated at fair Value ...........ccocveiieirieinieiceeeeeeee e 16
DIETIVALIVES ..ttt ettt ettt b ettt sttt be e 17
Advances to customers 18
Financial investments .................. . 21
Amounts due from group companies .
Investments in SUDSIAIATIES ......o.eveveiririeiiteiiiririeiei ettt 23
Interests in associates and JOINt VENTUIES .........ccevveirierieriieriieesieisierteteeeseeesesieeeseesesseseesens 24
Goodwill and INtANGIDIE ASSELS ......e.eeviieriiieirieierieitree ettt 25
Property, plant and @qUIPIMENT ........c.e.eeririririeieeiiiirieieieetreeieie sttt 26
DEfErTed taX ASSELS ....cueueririereieiiiiirieiee ettt ettt sttt ettt ettt 7
Retirement DENefit @SSELS ........ccueuiriiuiriiiirieirieiet ettt 6
OFNET @SSELS ...ttt ettt ettt ettt ettt b ettt b ettt b ettt ettt ebenene 28
TOtAL ASSEES ..ottt
LIABILITIES
Hong Kong currency notes in CirCulation ............cooeeeirininicieeininneieieccseeeeeceseeienene 14
Items in the course of transmission to other banks ...........cccccevevieirierinieinerieeeeeeseee
DEPOSILS DY DANKS ...ttt st
CUSTOMET ACCOUNLS ..eeventeateitrtenieteieetee ettt st ettt ettt st ebe s e bt see st st st et e eebestebeteseseesesaeneesenes 29
Trading HaDILItIES .....cveverieeiieiieieiieieietei ettt ettt ettt es et se e ese s seneene 30
Financial liabilities designated at fair value 31
Derivatives .......c.coo...... 17
Debt securities in issue ...... . 32
Retirement benefit Habilities ..........ceoeiriiireiiiiieeeeee e 6
Amounts due t0 rOUP COMPANIES ......cveuirerurereueririreeieresestrtreesesesereseesesesesentessesesesesensssesesesens
Other liabilities and PrOVISIONS .........ccocteeieirieirieirieieteeeetee ettt eseseeseesenes 33
Current tax HADIIILIES ......c.coveirieiriiieieieteet ettt 7
Deferred tax HaDIItIES .....c.c.eeiririeieieii ittt 7
Subordinated HADIIILIES .......ceeveieieieiiieirieiiie ettt eneneas 36
Preference SHATES .......co.coiiiiiiiieieet ettt 37
Total HaDilities ............ccooiiiiiiiiii e
EQUITY
SRATE CAPILAL ...veeiieeiieeee ettt ettt ettt 38
OFhET TESETVES ...voviuiniiiieiiirietetet ettt ettt et ettt bttt b ettt et seesaetebeneae
REtAINE PIOTILS ..veveiiieieeeiee ettt ettt sttt eene
Proposed fourth interim dividend ..........ocooviriiniiinicec e 9

Total equity

Total equity and liabilities ...

Directors

Stuart T Gulliver
Paul A Thurston
Peter T S Wong
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2011 2010
HKS$m HKS$m
612,265 551,003
29,821 12,143
108,873 74,791
23,987 27,888
162,524 148,134
317,321 297,929
2,283 2,086
370,678 295,479
1,176,602 1,016,312
362,307 503,752
248,001 198,322
57,724 52,924
28,139 28,139
4,831 4,713
51,876 45,061
1,098 1,104
73 179
56,938 31,873
3,615,341 3,291,832
162,524 148,134
38,577 17,951
158,746 130,476
2,220,072 2,044,664
78,959 91,184
5,910 6,581
377,165 303,882
46,360 43,139
4,150 2,465
152,906 145,894
71,585 44,032
2,748 2,686
5,884 5,525
9,386 9,404
96,969 101,306
3,431,941 3,097,323
30,190 22,494
49,278 71,929
93,932 88,086
10,000 12,000
183,400 194,509
3,615,341 3,291,832
Secretary
Paul A Stafford
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements

1 Basis of preparation

a The consolidated financial statements comprise the accounts of The Hongkong and Shanghai Banking Corporation
Limited (‘the Bank’) and its subsidiaries (‘the group’) as of 31 December 2011.

The consolidated financial statements have been prepared in accordance with Hong Kong Financial Reporting
Standards (‘HKFRSs’), the provisions of the Hong Kong Companies Ordinance and accounting principles
generally accepted in Hong Kong. HKFRSs is a collective term which includes all applicable individual Hong
Kong Financial Reporting Standards, Hong Kong Accounting Standards (‘HKASs”) and Interpretations issued by
the Hong Kong Institute of Certified Public Accountants (‘“HKICPA”).

The consolidated financial statements have been prepared under the historical cost convention as modified by the
revaluation of certain financial assets and liabilities and premises.

During 2011 the group adopted a number of interpretations and amendments to standards which had an
insignificant effect on the consolidated financial statements of the group and the separate financial statements of
the Bank.

b The consolidated financial statements include the attributable share of the results and reserves of associates and
joint ventures based on accounts prepared at dates not earlier than three months prior to 31 December 2011.

¢ Future Accounting Developments

At 31 December 2011, a number of standards and interpretations, and amendments thereto, had been issued by the
HKICPA, which are not effective for the group’s consolidated financial statements as at 31 December 2011.

Standards applicable in 2012

In December 2010, the HKICPA issued an amendment to HKAS ‘Income Taxes’, whereby deferred taxes on
investment property, carried under the fair value model in HKAS 40, will be measured on the presumption that an
investment property is recovered entirely through sale. The presumption is rebutted if the investment property is
held within a business whose objective is to consume substantially all of the economic benefits embodied in the
investment property over time, rather than through sale. The amendment will be effective for annual periods
beginning on or after 1 January 2012. The group does not expect adoption of the amendment to HKAS 12 to have a
significant effect on the group’s consolidated financial statements.

Standards applicable in 2013

In June 2011, the HKICPA issued HKFRS 10 ‘Consolidated Financial Statements’ (‘HKFRS 10’), HKFRS 11
‘Joint Arrangements’ (‘HKFRS 11°) and HKFRS 12 ‘Disclosure of Interests in Other Entities’ (‘“HKFRS 12). The
standards are effective for annual periods beginning on or after 1 January 2013 with early adoption permitted.
HKFRSs 10 and 11 are to be applied retrospectively.

Under HKFRS 10, there will be one approach for determining consolidation for all entities, based on the concept of
power, variability of returns and their linkage. This will replace the current approach which emphasises legal
control or exposure to risks and rewards, depending on the nature of the entity. HKFRS 11 places more focus on
the investors’ rights and obligations than on the structure of an arrangement, and introduces the concept of a joint
operation. HKFRS 12 includes the disclosure requirements for subsidiaries, joint arrangements and associates and
introduces new requirements for unconsolidated structured entities.

Based on our initial assessment, we do not expect HKFRS 11 to have a material effect on the group’s financial
statements. The group is currently assessing the impact of HKFRS 10 and it is not practical to quantify the effect as
at the date of publication of these financial statements.

In June 2011, the HKICPA issued HKFRS 13 ‘Fair Value Measurement’ (‘HKFRS 13”). This standard is effective
for annual periods beginning on or after 1 January 2013 with early adoption permitted. HKFRS 13 is required to be
applied prospectively from the beginning of the first annual period in which it is applied. The disclosure
requirements of HKFRS 13 do not require comparative information to be provided for periods prior to initial
application.
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1 Basis of preparation (continued)

HKFRS 13 establishes a single source of guidance for all fair value measurements required or permitted by
HKFRSs. The standard clarifies the definition of fair value as an exit price, which is defined as a price at which an
orderly transaction to sell the asset or to transfer the liability would take place between market participants at the
measurement date under current market conditions, and enhances disclosures about fair value measurement.

The group is currently assessing HKFRS 13 and it is not practical to quantify the effect as at the date of publication
of these financial statements.

In July 2011, the HKICPA issued amendments to HKAS 19 ‘Employee Benefits’ (‘HKAS 19 revised’). The
revised standard is effective for annual periods beginning on or after 1 January 2013 with early adoption permitted.
HKAS 19 revised must be applied retrospectively.

The most significant amendment for the group is the replacement of interest cost and expected return on plan assets
by a finance cost component comprising the net interest on the net defined benefit liability or asset.

This finance cost component is determined by applying the same discount rate used to measure the defined benefit
obligation to the net defined benefit liability or asset. The difference between the actual return on plan assets and
the return included in the finance cost component in the income statement will be presented in other
comprehensive income. The effect of this change is to increase the pension expense by the difference between the
current expected return on plan assets and the return calculated by applying the relevant discount rate.

Based on our estimate of the impact of this particular amendment on the 2011 consolidated financial statements,
the change would decrease pre-tax profit, with no effect on the pension liability. The effect on total operating
expenses and pre-tax profit is not expected to be material. The effect at the date of adoption will depend on market
interest rates, rates of return and the actual mix of scheme assets at that time.

In December 2011, the HKICPA issued amendments to HKFRS 7 ‘Disclosures — Offsetting Financial Assets and
Financial Liabilities’ which requires disclosures about the effect or potential effects of offsetting financial assets
and financial liabilities and related arrangements on an entity’s financial position. The amendments are effective
for annual periods beginning on or after 1 January 2013 and interim periods within those annual periods. The
amendments are required to be applied retrospectively.

Standards applicable in 2014

In December 2011, the HKICPA issued amendments to HKAS 32 ‘Financial Instruments: Presentation’ which
clarified the requirements for offsetting financial instruments and addressed inconsistencies in current practice
when applying the offsetting criteria in HKAS 32. The amendments are effective for annual periods beginning on
or after 1 January 2014 with early adoption permitted and are required to be applied retrospectively.

The group is currently assessing the impact of these clarifications but it is not practical to quantify their effect as at
the date of publication of these consolidated financial statements.

Standards applicable in 2015

In November 2009, the HKICPA issued HKFRS 9 ‘Financial Instruments’ (‘HKFRS 9°’) which introduced new
requirements for the classification and measurement of financial assets. In November 2010, the HKICPA issued
additions to HKFRS 9 relating to financial liabilities. Together, these changes represent the first phase in the
planned replacement of HKAS 39 ‘Financial Instruments: Recognition and Measurement’” (‘HKAS 39’) with a new
standard for financial instruments.

Following the HKICPA’s decision in December 2011 to defer the effective date, the standard is effective for
annual periods beginning on or after 1 January 2015 with early adoption permitted. HKFRS 9 is required to be
applied retrospectively but prior periods need not be restated.

The second and third phases in the HKAS 39 replacement project will address the impairment of financial assets
measured at amortised cost and hedge accounting. The HKAS 39 replacement project has not yet been completed.
The group remains unable to provide a date by which it plans to apply HKFRS 9 and it remains impracticable to
quantify the impact of HKFRS 9 as at the date of publication of these consolidated financial statements.
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Notes on the Financial Statements (continued)

2 Critical accounting estimates and judgements in applying accounting policies

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

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

Loan impairment

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

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

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

Valuation of financial instruments

The group’s accounting policy for valuation of financial instruments is included in note 3(h) and is discussed further
within note 17 ‘Derivatives’ and note 51 ‘Fair value of financial instruments’.

When fair values are determined by using valuation techniques which refer to observable market data because
independent prices are not available, management will consider the following when applying a valuation model:

e the likelihood and expected timing of future cash flows on the instrument. These cash flows are usually governed
by the terms of the instrument, although management judgement may be required when the ability of the
counterparty to service the instrument in accordance with the contractual terms is in doubt;

e an appropriate discount rate for the instrument. Management uses all relevant market information in determining
the appropriate spread over the risk-free/benchmark rate used by market participants for the particular instrument;
and

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

When valuing instruments by reference to comparable instruments, management takes into account the maturity,
structure, liquidity, credit rating and other market factors of the instrument with which the position held is being
compared. When valuing instruments on a model basis using the fair value of underlying components, management
also considers the need for adjustments to take account of factors such as bid-offer spread, credit profile, model
uncertainty and any other factors market participants would consider in the valuation of that instrument. These
adjustments are based on defined policies which are applied consistently across the group.
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2 Critical accounting estimates and judgements in applying accounting policies (continued)

When unobservable market data have a significant impact on the valuation of derivatives, the entire initial change in
fair value indicated by the valuation model is recognised on one of the following bases: over the life of the transaction
on an appropriate basis; in the income statement when the inputs become observable; or when the transaction matures
or is closed out.

Financial instruments measured at fair value through profit or loss comprise financial instruments held for trading and
financial instruments designated at fair value. Changes in their fair value directly impact the group’s income statement
in the period in which they occur.

A change in the fair value of a financial asset which is classified as ‘available-for sale’ is recorded directly in equity
and other comprehensive income until the financial asset is sold, when the cumulative change in fair value is charged
or credited to the income statement. When a decline in the fair value of an available-for sale financial asset has been
recognised directly in equity and other comprehensive income and there is objective evidence that the asset is impaired,
the cumulative loss that had been recognised directly in equity is removed from equity and recognised in the income
statement, reducing the group’s operating profit.

Impairment of available-for-sale financial investments

Judgment is required in determining whether or not a decline in fair value of an available-for-sale financial investment
below its original cost is of such a nature as to constitute impairment, and thus whether an impairment loss needs to be
recognised under HKAS 39 ‘Financial Instruments: Recognition and Measurement’ (HKAS 39).

Liabilities under investment contracts

Estimating the liabilities for long-term investment contracts where the group has guaranteed a minimum return
involves the use of statistical techniques. The selection of these techniques and the assumptions used about future
interest rates and rates of return on equity, as well as behavioural and other future events, have a significant impact on
the amount recognised as a liability.

Insurance contracts
Classification

HKFRS 4 ‘Insurance Contracts’ (HKFRS 4) requires the group to determine whether an insurance contract that
transfers both insurance risk and financial risk is classified as an insurance contract, or as a financial instrument under
HKAS 39, or whether the insurance and non-insurance elements of the contract should be accounted for separately.
This process involves judgement and estimation of the amounts of different types of risks that are transferred or
assumed under a contract. The estimation of such risks often involves the use of assumptions about future events and is
thus subject to a degree of uncertainty.

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

The value of PVIF, which is recorded as an intangible asset, depends upon assumptions regarding future events. These
are described in more detail in note 25(b). The assumptions are reassessed at each reporting date and changes in the
estimates which affect the value of PVIF are reflected in the income statement.

Insurance liabilities

The estimation of insurance liabilities involves selecting statistical models and making assumptions about future
events which need to be frequently calibrated against experience and forecasts. The sensitivity of insurance liabilities
to potential changes in key assumptions is set out in note 52.

39



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

3 Summary of significant accounting policies

a

Interest income and expense

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

The effective interest rate is the rate that exactly discounts estimated future cash payments or receipts through the
expected life of the financial instrument or, where appropriate, a shorter period, to the net carrying amount of the
financial asset or financial liability. When calculating the effective interest rate, the group estimates cash flows
considering all contractual terms of the financial instrument but excluding future credit losses. The calculation
includes all amounts paid or received by the group that are an integral part of the effective interest rate of a
financial instrument, including transaction costs and all other premiums or discounts.

Interest on impaired financial assets is recognised using the rate of interest used to discount the future cash flows
for the purpose of measuring the impairment loss.

b

Non interest income

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

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

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

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

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

Net income from financial instruments designated at fair value includes all gains and losses from changes in
the fair value of financial assets and financial liabilities designated at fair value through profit or loss. Interest
income and expense and dividend income arising on these financial instruments are also included, except for
interest arising from debt securities issued, and derivatives managed in conjunction with those debt securities,
which is recognised in ‘Interest expense’ (Note 3(a)).

Dividend income is recognised when the right to receive payment is established. This is the ex-dividend date for
listed equity securities, and usually the date when shareholders have approved the dividend for unlisted equity
securities.
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3 Summary of significant accounting policies (continued)

C

Loans and advances to customers and placings with banks

Loans and advances to customers and placings with banks include loans and advances originated by the group
which are not classified as either held for trading or designated at fair value. Loans and advances are recognised
when cash is advanced to a borrower. They are derecognised when the borrower repays its obligations, or the loans
are sold or written off, or substantially all the risks and rewards of ownership are transferred. They are initially
recorded at fair value plus any directly attributable transaction costs and are subsequently measured at amortised
cost using the effective interest method, less any impairment losses. Where exposures are hedged by derivatives
designated and qualifying as fair value hedges, the carrying value of the loans and advances so hedged includes a
fair value adjustment for the hedged risk only.

The group may commit to underwrite loans on fixed contractual terms for specified periods of time, where the
drawdown of the loan is contingent upon certain future events outside the control of the group. Where the loan
arising from the lending commitment is expected to be held for trading, the commitment to lend is recorded as a
trading derivative and measured at fair value through profit or loss. On drawdown, the loan is classified as held for
trading and measured at fair value through profit or loss. Where it is not the group’s intention to trade but hold the
loan, a provision on the loan commitment is only recorded where it is probable that the group will incur a loss. This
may occur, for example, where a loss of principal is probable or the interest rate charged on the loan is lower than
the cost of funding. On inception of the loan, the loan to be held is recorded at its fair value and subsequently
measured at amortised cost using the effective interest method. For certain transactions, such as leveraged finance
and syndicated lending activities, the cash advanced is not necessarily the best evidence of the fair value of the
loan. For these loans, where the initial fair value is lower than the cash amount advanced (for example, due to the
rate of interest charged on the loan being below the market rate of interest), the write-down is charged to the
income statement. The write-down will be recovered over the life of the loan, through the recognition of interest
income using the effective interest method, unless the loan becomes impaired. The write-down is recorded as a
reduction to other operating income.

d

Loan impairment

Losses for impaired loans are promptly recognised when there is objective evidence that impairment of a loan or
portfolio of loans has occurred. Impairment allowances are calculated on individual loans and on groups of loans
assessed collectively. Impairment losses are recorded as charges to the income statement. The carrying amount of
impaired loans on the balance sheet is reduced through the use of impairment allowance accounts. Losses expected
from future events are not recognised.

Individually assessed loans and advances

The factors considered in determining that a loan is individually significant for the purposes of assessing
impairment include:

e the size of the loan;
e the number of loans in the portfolio;
e the importance of the individual loan relationship, and how this is managed; and

e whether volumes of defaults and losses are sufficient to enable a collective assessment methodology to be
applied.

Loans considered as individually significant are typically to corporate and commercial customers and are for larger
amounts, which are managed on an individual relationship basis. Retail lending portfolios are generally assessed
for impairment on a collective basis as the portfolios generally consist of large pools of homogeneous loans.

41



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

3 Summary of significant accounting policies (continued)

For all loans that are considered individually significant, the group assesses on a case-by-case basis at each balance
sheet date whether there is any objective evidence that a loan is impaired. The criteria used by the group to
determine that there is such objective evidence include:

known cash flow difficulties experienced by the borrower;

past due contractual payments of either principal or interest;

breach of loan covenants or conditions;

the probability that the borrower will enter bankruptcy or other financial realisation; and

a significant downgrading in credit rating by an external credit rating agency.

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;

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 timing of expected receipts and recoveries;
the likely dividend available on liquidation or bankruptcy;

the extent of other creditors’ commitments ranking ahead of, or pari passu with, the group and the likelihood of
other creditors continuing to support the company;

the complexity of determining the aggregate amount and ranking of all creditor claims and the extent to which
legal and insurance uncertainties are evident;

the realisable value of security (or other credit mitigants) and likelihood of successful repossession;
the likely deduction of any costs involved in recovery of amounts outstanding;

the ability of the borrower to obtain, and make payments in, the currency of the loan if not denominated in local
currency; and

when available, the secondary market price of the debt.

Impairment losses are calculated by discounting the expected future cash flows of a loan at its original effective
interest rate and comparing the resultant present value with the loan’s current carrying amount. The impairment
allowances on individually significant accounts are reviewed at least quarterly and more regularly when
circumstances require. This normally encompasses re-assessment of the enforceability of any collateral held and
the timing and amount of actual and anticipated receipts. Individually assessed impairment allowances are only
released when there is reasonable and objective evidence of a reduction in the established loss estimate.

Collectively assessed loans and advances

Impairment is assessed on a collective basis in two circumstances:

for homogeneous groups of loans that are not considered individually significant; and

to cover losses which have been incurred but have not yet been identified on loans subject to individual
assessment.
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3 Summary of significant accounting policies (continued)
Homogeneous groups of loans and advances

Statistical methods are used to determine impairment losses on a collective basis for homogeneous groups of loans
that are not considered individually significant, because individual loan assessment is impracticable.

Losses in these groups of loans are recorded on an individual basis when individual loans are written off, at which
point they are removed from the group. Two alternative methods are used to calculate allowances on a collective
basis:

e when appropriate empirical information is available, the group utilises a roll rate methodology. This
methodology employs statistical analyses of historical data and experience of delinquency and default to
estimate the amount of loans that will eventually be written off as a result of the events occurring before the
balance sheet date which the group is not able to identify on an individual loan basis, and that can be reliably
estimated. Under this methodology, loans are grouped into ranges according to the number of days past due and
statistical analysis is used to estimate the likelihood that loans in each range will progress through the various
stages of delinquency, and ultimately prove irrecoverable. Current economic conditions are also evaluated
when calculating the appropriate level of allowance required to cover inherent loss. The estimated loss is the
difference between the present value of expected future cash flows, discounted at the original effective interest
rate of the portfolio, and the carrying amount of the portfolio. In certain highly developed markets,
sophisticated models also take into account behavioural and account management trends as revealed in, for
example, bankruptcy and rescheduling statistics.

e when the portfolio size is small or when information is insufficient or not reliable enough to adopt a roll rate
methodology, the group adopts a basic formulaic approach based on historical loss rate experience.

In normal circumstances, historical experience provides the most objective and relevant information from which to
assess inherent loss within each portfolio, though sometimes it provides less relevant information about the
inherent loss in a given portfolio at the balance sheet date, for example, when there have been changes in
economic, regulatory or behavioural conditions which result in the most recent trends in portfolio risk factors being
not fully reflected in the statistical models. In these circumstances, the risk factors are taken into account by
adjusting the impairment allowances derived solely from historical loss experience.

These additional portfolio risk factors may include recent loan portfolio growth and product mix, unemployment
rates, bankruptcy trends, geographic concentrations, loan product features (such as the ability of borrowers to repay
adjustable-rate loans where reset interest rates give rise to increases in interest charges), economic conditions such
as national and local trends in housing markets and interest rates, portfolio seasoning, account management
policies and practices, current levels of write-offs, changes in laws and regulations and other items which can
affect customer payment patterns on outstanding loans, such as natural disasters. These risk factors, where relevant,
are taken into account when calculating the appropriate level of impairment allowances by adjusting the
impairment allowances derived solely from historical loss experience.

Roll rates, loss rates and the expected timing of future recoveries are regularly benchmarked against actual
outcomes to ensure they remain appropriate.

Incurred but not yet identified impairment

Individually assessed loans for which no evidence of loss has been specifically identified on an individual basis are
grouped together according to their credit risk characteristics for the purpose of calculating an estimated collective
loss. This reflects impairment losses that the group has incurred as a result of events occurring before the balance
sheet date, which the group is not able to identify on an individual loan basis, and that can be reliably estimated.
These losses will only be individually identified in the future. As soon as information becomes available which
identifies losses on individual loans within the group, those loans are removed from the group and assessed on an
individual basis for impairment.

43



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

3 Summary of significant accounting policies (continued)
The collective impairment allowance is determined after taking into account:

e historical loss experience in portfolios of similar credit risk characteristics (for example, by industry sector,
loan grade or product);

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

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

The period between a loss occurring and its identification is estimated by local management for each identified
portfolio.

Write-off of loans and advances

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

Reversals of impairment

If the amount of an impairment loss decreases in a subsequent period, and the decrease can be related objectively
to an event occurring after the impairment was recognised, the excess is written back by reducing the loan
impairment allowance account accordingly. The write-back is recognised in the income statement.

Assets acquired in exchange for loans

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

Renegotiated loans

Loans subject to collective impairment assessment whose terms have been renegotiated are no longer considered
past due, but are treated as up to date loans for measurement purposes, once the minimum number of payments
required under the new arrangements has been received. These renegotiated loans are segregated from other parts
of the loan portfolio for the purposes of collective impairment assessment, to reflect their risk profile.

Loans subject to individual impairment assessment, whose terms have been renegotiated, are subject to ongoing
review to determine whether they remain impaired or should be considered past due.
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3 Summary of significant accounting policies (continued)

€

Trading assets and trading liabilities

Treasury bills, loans and advances to and from customers, loans and advances to and from banks, debt securities,
structured deposits, equity shares, own debt issued and short positions in securities which have been acquired or
incurred principally for the purpose of selling or repurchasing in the near term, or are part of a portfolio of
identified financial instruments that are managed together and for which there is evidence of a recent actual pattern
of short-term profit-taking, are classified as held for trading. Financial assets and financial liabilities are recognised
on trade date, when the group enters into contractual arrangements with counterparties to purchase or sell the
financial instruments, and are normally derecognised when either sold (assets) or extinguished (liabilities). Such
financial assets or financial liabilities are recognised initially at fair value, with transaction costs taken to the
income statement, and are subsequently remeasured at fair value. All subsequent gains and losses from changes in
the fair value of these assets and liabilities, together with related interest income and expense and dividends, are
recognised in the income statement within ‘Net trading income’ as they arise.

Financial instruments designated at fair value

A financial instrument, other than one held for trading, is classified in this category if it meets the criteria set out
below, and is so designated by management. The group may designate financial instruments at fair value when the
designation:

e climinates or significantly reduces measurement or recognition inconsistencies that would otherwise arise from
measuring financial assets or financial liabilities or recognising the gains and losses on them on different bases;
examples include unit-linked investment contracts, and certain portfolios of securities and debt issuances that
are managed in conjunction with financial assets or liabilities measured on a fair value basis;

e applies to a group of financial assets, financial liabilities, or both, that is managed and its performance
evaluated on a fair value basis, in accordance with a documented risk management or investment strategy, and
where information about that group of financial instruments is provided internally on that basis to key
management personnel; examples include financial assets held to back certain insurance contracts, and certain
asset-backed securities; or

e relates to financial instruments containing one or more embedded derivatives that significantly modify the cash
flows resulting from those financial instruments, and which would otherwise be required to be accounted for
separately; examples include certain debt issuances and debt securities held.

This designation, once made, is irrevocable. Financial assets and financial liabilities are recognised when the group
enters the contractual provisions of the arrangements with counterparties, which is generally on trade date, and are
normally derecognised when either sold (assets) or extinguished (liabilities). Financial assets and financial
liabilities so designated are recognised initially at fair value., with transaction costs taken directly to the income
statement, and are subsequently re-measured at fair value. Subsequently, the fair values are re-measured, and gains
and losses from changes in the fair value therein are recognised in the income statement within ‘Net income from
financial instruments designated at fair value’.

Financial investments

Treasury bills, debt securities and equity shares intended to be held on a continuing basis, other than those
designated at fair value, are classified as available-for-sale or held-to-maturity. Financial investments are
recognised on trade date, when the group enters into contractual arrangements with counterparties to purchase
securities, and are normally derecognised when either the securities are sold or the borrowers repay their
obligations.
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Available-for-sale

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

Interest income is recognised on available-for-sale debt securities using the effective interest rate, calculated over
the asset’s expected life. Premiums and/or discounts arising on the purchase of dated investment securities are
included in the calculation of their effective interest rates. Dividends are recognised in the income statement when
the right to receive payment has been established.

At each balance sheet date an assessment is made of whether there is any objective evidence of impairment in the
value of a financial asset. Impairment losses are recognised if, and only if, there is objective evidence of
impairment as a result of one or more events that occurred after the initial recognition of the financial asset (a ‘loss
event’) and that loss event (or events) has an impact on the estimated future cash flows of the financial asset and
can be reliably estimated.

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

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

Available-for-sale debt securities

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

These types of specific event and other factors such as information about the issuers’ liquidity, business and
financial risk exposures, levels of and trends in default for similar financial assets, national and local economic
trends and conditions, and the fair value of collateral and guarantees may be considered individually, or in
combination, to determine if there is objective evidence of impairment of a debt security.

Available-for-sale equity securities

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

A significant or prolonged decline in the fair value of the asset below its cost is also objective evidence of
impairment. In assessing whether it is significant, the decline in fair value is evaluated against the original cost of
the asset at initial recognition. In assessing whether it is prolonged, the decline is evaluated against the period in
which the fair value of the asset has been below its original cost at initial recognition.
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3 Summary of significant accounting policies (continued)

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

e for an available-for-sale debt security, a subsequent decline in the fair value of the instrument is recognised in
the income statement if, and only if, there is objective evidence of impairment as a result of further decreases in
the estimated future cash flows of the financial asset. Where there is no further objective evidence of
impairment, the decline in the fair value of the financial asset is recognised directly in other comprehensive
income. If the fair value of a debt security increases in a subsequent period, and the increase can be objectively
related to an event occurring after the impairment loss was recognised in the income statement, the impairment
loss is reversed through the income statement to the extent of the increase in fair value;

e for an available-for-sale equity security, all subsequent increases in the fair value of the instrument are treated
as a revaluation and are recognised directly in other comprehensive income. Impairment losses recognised on
an equity security are not reversed through the income statement. Subsequent decreases in the fair value of the
available-for-sale equity security are recognised in the income statement, to the extent that further cumulative
impairment losses have been incurred in relation to the acquisition cost of the equity security.

Held-to-maturity investments

Held-to-maturity investments are non-derivative financial assets with fixed or determinable payments and fixed
maturities that the group has the positive intention and ability to hold until maturity. Held-to-maturity investments
are initially recorded at fair value plus any directly attributable transaction costs, and are subsequently measured at
amortised cost using the effective interest rate method, less any impairment losses.

h  Valuation of financial instruments

All financial instruments are recognised initially at fair value. In the normal course of business, the fair value of a
financial instrument on initial recognition is normally the transaction price, i.e. the fair value of the consideration
given or received. In certain circumstances, however, the fair value may be based on other observable current
market transactions in the same instrument, without modification or repackaging, or on a valuation technique
whose variables include only data from observable markets, such as interest rate yield curves, option volatilities
and currency rates. When such evidence exists, the group recognises a trading gain or loss on inception of the
financial instrument, being the difference between the transaction price and the fair value. When unobservable
market data have a significant impact on the valuation of financial instruments, the entire initial difference in fair
value indicated by the valuation model from the transaction price is not recognised immediately in the income
statement but is recognised over the life of the transaction on an appropriate basis, or when the inputs become
observable, or the transaction matures or is closed out, or when the group enters into an offsetting transaction.

Subsequent to initial recognition, the fair values of financial instruments measured at fair value are measured in
accordance with the group’s valuation methodologies, which are described in Note 51.
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Notes on the Financial Statements (continued)

3 Summary of significant accounting policies (continued)

i

Sale and repurchase agreements (including stock lending and borrowing)

When securities are sold subject to a commitment to repurchase them at a predetermined price (‘repos’), they
remain on the balance sheet and a liability is recorded in respect of the consideration received. Securities purchased
under commitments to re-sell (‘reverse repos’) are not recognised on the balance sheet and the consideration paid is
recorded in ‘Loans and advances to customers’ or ‘Placings with banks’ as appropriate. The difference between the
sale and repurchase price is treated as interest income and recognised over the life of the agreement.

Securities lending and borrowing transactions are generally secured, with collateral taking the form of securities or
cash advanced or received. The transfer of securities to counterparties under these agreements is not normally
reflected on the balance sheet. Cash collateral advanced or received is recorded as an asset or a liability
respectively.

Securities borrowed are not recognised on the balance sheet. If they are sold on to third parties, an obligation to
return the securities is recorded as a trading liability and measured at fair value, and any gains or losses are
included in ‘Net trading income’.

Derivative financial instruments and hedge accounting

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

Derivatives may be embedded in other financial instruments, for example, a convertible bond with an embedded
conversion option. Embedded derivatives are treated as separate derivatives when their economic characteristics
and risks are not clearly and closely related to those of the host contract; the terms of the embedded derivative
would meet the definition of a stand-alone derivative if they were contained in a separate contract; and the
combined contract is not held for trading or designated at fair value. These embedded derivatives are measured at
fair value with changes therein recognised in the income statement.

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

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

Hedge accounting

At the inception of a hedging relationship, the group documents the relationship between the hedging instruments
and the hedged items, its risk management objective and its strategy for undertaking the hedge. The group also
requires a documented assessment, both at hedge inception and on an ongoing basis, of whether or not the hedging
instruments, primarily derivatives, that are used in hedging transactions are highly effective in offsetting the
changes attributable to the hedged risks in the fair values or cash flows of the hedged items. Interest on designated
qualifying hedges is included in ‘Net interest income’.
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3 Summary of significant accounting policies (continued)

Fair value hedge

Changes in the fair value of derivatives that are designated and qualify as fair value hedging instruments are
recorded in the income statement, along with changes in the fair value of the hedged assets, liabilities or group
thereof that are attributable to the hedged risk.

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

Cash flow hedge

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

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

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

Net investment hedge

Hedges of net investments in foreign operations are accounted for in a similar way to cash flow hedges. A gain or
loss on the effective portion of the hedging instrument is recognised in other comprehensive income; a gain or loss
on the ineffective portion is recognised immediately in the income statement. Gains and losses previously
recognised in other comprehensive income are reclassified to the income statement on the disposal of the foreign
operation.

Hedge effectiveness testing

To qualify for hedge accounting, the group requires that at the inception of the hedge and throughout its life, each
hedge must be expected to be highly effective (prospective effectiveness), and demonstrate actual effectiveness
(retrospective effectiveness) on an ongoing basis.

The documentation of each hedging relationship sets out how the effectiveness of the hedge is assessed. The
method adopted by an entity to assess hedge effectiveness will depend on the risk management strategy.

For prospective effectiveness, the hedging instrument must be expected to be highly effective in offsetting changes
in fair value or cash flows attributable to the hedged risk during the period for which the hedge is designated. For
actual effectiveness, the changes in fair value or cash flows must offset each other in the range of 80% to 125%.

Hedge ineffectiveness is recognised in the income statement in ‘Net trading income’.
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3 Summary of significant accounting policies (continued)
Derivatives that do not qualify for hedge accounting

All gains and losses from changes in the fair values of derivatives that do not qualify for hedge accounting are
recognised immediately in the income statement. These gains and losses are reported in ‘Net trading income’,
except where derivatives are managed in conjunction with financial instruments designated at fair value (other than
derivatives managed in conjunction with debt securities issued by the group), in which case gains and losses are
reported in ‘Net income from financial instruments designated at fair value’. The interest on derivatives managed
in conjunction with debt securities issued by the group which are designated at fair value is recognised in ‘Interest
expense’. All other gains and losses on these derivatives are reported in ‘Net income from financial instruments
designated at fair value’.

k Derecognition of financial assets and liabilities

Financial assets are derecognised when the rights to receive cash flows from the assets have expired; or where the
group has transferred its contractual rights to receive the cash flows of the financial assets and has transferred
substantially all the risks and rewards of ownership; or where both control and substantially all the risks and
rewards are not retained.

Financial liabilities are derecognised when they are extinguished, i.e. when the obligation is discharged or
cancelled or expires.

1 Offsetting financial assets and financial liabilities

Financial assets and liabilities are offset and the net amount reported in the balance sheet when there is a legally
enforceable right to offset the recognised amounts and the group intends to settle on a net basis, or realise the asset
and settle the liability simultaneously.

m Subsidiaries, associates and joint ventures

The group classifies investments in entities which it controls as subsidiaries. Where the group is a party to a
contractual arrangement whereby, together with one or more parties, it undertakes an economic activity that is
subject to joint control, the group classifies its interest in the venture as a joint venture. The group classifies
investments in entities over which it has significant influence, and that are neither subsidiaries nor joint ventures,
as associates. For the purpose of determining this classification, control is considered to be the power to govern the
financial and operating policies of an entity so as to obtain benefits from its activities.

Investments in associates and interests in joint ventures are recognised using the equity method. Under this method,
such investments are initially stated at cost, including attributable goodwill, and are adjusted thereafter for the post-
acquisition change in the group’s share of net assets.

Profits on transactions between the group and its associates and joint ventures are eliminated to the extent of the
group’s interest in the respective associates or joint ventures. Losses are also eliminated to the extent of the group’s
interest in the associates or joint ventures unless the transaction provides evidence of an impairment of the asset
transferred.

The Bank’s investments in subsidiaries, associates and joint ventures are stated at cost less any impairment losses.
An impairment loss recognised in prior periods shall be reversed through the income statement if, and only if, there
has been a change in the estimates used to determine the recoverable amount of the investment since the last
impairment loss was recognised.
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3 Summary of significant accounting policies (continued)
n  Goodwill and intangible assets

(i) Goodwill arises on business combinations, including the acquisition of subsidiaries and interests in joint
ventures or associates, when the cost of acquisition exceeds the fair value of the group’s share of the
identifiable assets, liabilities and contingent liabilities acquired. If the group’s interest in the fair value of the
identifiable assets, liabilities and contingent liabilities of an acquired business is greater than the cost of
acquisition, the excess is recognised immediately in the income statement.

Goodwill is allocated to cash-generating units (‘CGUs’) for the purpose of impairment testing, which is
undertaken at the lowest level at which goodwill is monitored for internal management purposes. Impairment
testing is performed at least annually, and whenever there is an indication that the CGU may be impaired, by
comparing the recoverable amount of a CGU with the carrying amount of its net assets, including attributable
goodwill. The recoverable amount of an asset is the higher of its fair value less cost to sell, and its value in use.
Value in use is the present value of the expected future cash flows from a CGU. If the recoverable amount of
the CGU is less than the carrying value, an impairment loss is charged to the income statement. Any write-off
in excess of the carrying value of goodwill is limited to the fair value of the individual assets and liabilities of
the CGU.

Goodwill is stated at cost less accumulated impairment losses, if any.

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

Goodwill on acquisitions of interests in joint ventures and associates is included in ‘Interests in associates and
joint ventures’ and is not tested separately for impairment.

(i1) Intangible assets include the present value of in-force long-term insurance business, operating rights, computer
software and, when acquired in a business combination, trade names, customer relationships and core deposit
relationships. Intangible assets that have an indefinite useful life, or are not yet ready for use, are tested for
impairment annually.

Intangible assets that have a finite useful life, except for the present value of in-force long-term insurance
business, are stated at cost less amortisation and accumulated impairment losses and are amortised over their
estimated useful lives. Estimated useful life is the lower of legal duration and expected economic life.

Intangible assets are subject to impairment review if there are events or changes in circumstances that indicate
that the carrying amount may not be recoverable.

The accounting policy on the present value of in-force long-term insurance business is set out in note 3(w).
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o Property, plant and equipment
(i) Land and buildings

Land and buildings held for own use are carried at their revalued amount, being the fair value at the date of the
revaluation less any subsequent accumulated depreciation and impairment losses:

Revaluations are performed by professional qualified valuers, on a market basis, with sufficient regularity to
ensure that the net carrying amount does not differ materially from the fair value. Surpluses arising on
revaluation are credited firstly to the income statement to the extent of any deficits arising on revaluation
previously charged to the income statement in respect of the same land and buildings, and are thereafter taken
to the ‘Property revaluation reserve’. Deficits arising on revaluation are first set off against any previous
revaluation surpluses included in the ‘Property revaluation reserve’ in respect of the same land and buildings,
and are thereafter recognised in the income statement.

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

Depreciation on land and buildings is calculated to write off the assets over their estimated useful lives as
follows:

e freehold land is not depreciated; and
e leaschold land is depreciated over the unexpired terms of the leases;

e Dbuildings and improvements thereto are depreciated at the greater of 2% per annum on the straight line
basis or over the unexpired terms of the leases or over the remaining useful lives of the buildings.

(ii) Investment properties

The group holds certain properties as investments to earn rentals, or for capital appreciation, or both.
Investment properties are stated at fair value with changes in fair value being recognised in ‘Other operating
income’. Fair values are determined by independent professional valuers, primarily on the basis of
capitalisation of net incomes with due allowance for outgoings and reversionary income potential. Property
interests which are held under operating leases to earn rentals, or for capital appreciation, or both, are
classified and accounted for as investment properties on a property-by-property basis. Such property interests
are accounted for as if they were held under finance leases (see note 3(p)).

(iii) Leasehold land and land use rights

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

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

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

(iv) Other plant and equipment

Equipment, fixtures and fittings (including equipment on operating leases where the group is the lessor) are
stated at cost less any impairment losses. Depreciation is calculated on a straight-line basis to write-off the
assets over their useful lives, which are generally between 5 and 20 years.

Property, plant and equipment is subject to review for impairment if there are events or changes in circumstances
that indicate that the carrying amount may not be recoverable.
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3 Summary of significant accounting policies (continued)

p Finance and operating leases

(@)

(i)

Assets leased to customers under agreements which transfer substantially all the risks and rewards associated
with ownership, other than legal title, are classified as finance leases. Where the group is a lessor under
finance leases the amounts due under the leases, after deduction of unearned charges, are included in
‘Advances to customers’ as appropriate. Finance income receivable is recognised over the periods of the leases
so as to give a constant rate of return on the net investment in the leases.

Where the group is a lessee under finance leases, the leased assets are capitalised and included in ‘Property,
plant and equipment’ and the corresponding liability to the lessor is included in ‘Other liabilities’. The finance
lease and corresponding liability are recognised initially at the fair value of the asset or, if lower, the present
value of the minimum lease payments. Finance charges payable are recognised over the periods of the leases
based on the interest rates implicit in the leases so as to give a constant rate of interest on the remaining
balance of the liability.

(iii) All other leases are classified as operating leases. Where the group is the lessor, the assets subject to the

operating leases are included in ‘Property, plant and equipment’ and accounted for accordingly. Impairment
losses are recognised to the extent that the carrying value of equipment is impaired through residual values not
being fully recoverable. Where the group is the lessee, the leased assets are not recognised on the balance
sheet.

(iv) Rentals payable and receivable under operating leases are accounted for on a straight-line basis over the period

™)

of the leases and are included in ‘General and administrative expenses’ and ‘Other operating income’
respectively.

Leasehold land is included under ‘Other assets’ in the balance sheet if such land is considered to be held under
operating leases and is stated at cost less amortisation and impairment losses. Amortisation is calculated to
write off the cost of the land on a straight-line basis over the terms of the leases.

q

Income tax

(@)

(i)

Income tax for the year comprises current and deferred tax. Income tax is recognised in the income statement
except to the extent that it relates to items recognised directly in the statement of comprehensive income, in
which case it is recognised in the statement of comprehensive income.

Current tax is the expected tax payable on the taxable income for the year, calculated using tax rates enacted or
substantively enacted at the period end date, and any adjustment to tax payable in respect of previous years.
Current tax assets and liabilities are offset when the group intends to settle on a net basis and the legal right to
offset exists.

(iii) Deferred tax is recognised on temporary differences between the carrying amount of assets and liabilities in

the balance sheet and the amount attributed to such assets and liabilities for tax purposes. Deferred tax
liabilities are generally recognised for all taxable temporary differences and deferred tax assets are recognised
to the extent it is probable that future taxable profits will be available against which deductible temporary
differences can be utilised.

Deferred tax is calculated using the tax rates that have been enacted or substantively enacted at the period end
date and are expected to apply in the periods in which the assets will be realised or the liabilities settled.
Deferred tax assets and liabilities are offset when they arise in the same tax reporting group, relate to income
taxes levied by the same taxation authority, and a legal right to offset exists in the entity.

Deferred tax relating to actuarial gains and losses arising from post-employment benefit plans which are
recognised in the statement of comprehensive income is also credited or charged to the statement of
comprehensive income.

Deferred tax relating to changes in the fair value of available-for-sale investments and cash flow hedges,
which are charged or credited directly to the statement of comprehensive income, is also credited or charged
directly to the statement of comprehensive income and is recognised in the income statement when the fair
value gain or loss is recognised in the income statement.
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r

Pension and other post-retirement benefits
The group operates a number of pension plans which include both defined benefit and defined contribution plans.

Payments to defined contribution plans and state-managed retirement benefit plans, where the group’s obligations
under the plans are equivalent to a defined contribution plan, are charged as an expense as they fall due.

The costs recognised for funding defined benefit plans are determined using the projected unit credit method, with
annual actuarial valuations performed on each plan. Actuarial differences that arise are recognised in shareholders’
equity and presented in the statement of comprehensive income in the period they arise. Past service costs are
recognised immediately to the extent the benefits are vested, and are otherwise recognised on a straight-line basis
over the average period until the benefits are vested. The current service costs and any past service costs together
with the expected return on plan assets less the unwinding of the discount on the plan liabilities are charged to
‘Employee compensation and benefits’.

The net defined benefit asset or liability recognised in the balance sheet represents the difference between the fair
value of plan assets and the present value of the defined benefit obligations adjusted for unrecognised past service
costs. In the case of a defined benefit asset, it is limited to unrecognised past service costs plus the present value of
available refunds and reductions in future contributions to the plan.

Share-based payments

The cost of share-based payment arrangements with employees is measured by reference to the fair value of equity
instruments on the date they are granted, and is recognised as an expense on a straight-line basis over the vesting
period, with a corresponding credit to ‘Other reserves’. The fair value of equity instruments that are made available
immediately, with no vesting period attached to the award, are expensed immediately.

Fair value is determined by using market prices or appropriate valuation models, taking into account the terms and
conditions upon which the equity instruments were granted. Market performance conditions are taken into account
when estimating the fair value of equity instruments at the date of grant, so that an award is treated as vesting
irrespective of whether the market performance condition is satisfied, provided all other conditions are satisfied.

Vesting conditions, other than market performance conditions, are not taken into account in the initial estimate of
the fair value at the grant date. They are taken into account by adjusting the number of equity instruments included
in the measurement of the transaction, so that the amount recognised for services received as consideration for the
equity instruments granted shall be based on the number of equity instruments that eventually vest. On a
cumulative basis, no expense is recognised for equity instruments that do not vest because of a failure to satisfy
non-market performance or service conditions.

Where an award has been modified, as a minimum, the expense of the original award continues to be recognised as
if it had not been modified. Where the effect of a modification is to increase the fair value of an award or increase
the number of equity instruments, the incremental fair value of the award or incremental fair value of the extra
equity instruments is recognised in addition to the expense of the original grant, measured at the date of
modification, over the modified vesting period.

A cancellation that occurs during the vesting period is treated as an acceleration of vesting and recognised
immediately for the amount that would otherwise have been recognised for services over the remaining vesting
period.
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3 Summary of significant accounting policies (continued)

t

Foreign currencies

Items included in each of the group’s entities are measured using the currency of the primary economic
environment in which the entity operates (the ‘functional currency’). The group’s financial statements are
presented in Hong Kong dollars which is the Bank’s functional and presentation currency.

Transactions in foreign currencies are recorded in the functional currency at the rate of exchange prevailing on the
date of the transaction. Monetary assets and liabilities denominated in foreign currencies are translated into the
functional currency at the rate of exchange ruling at the balance sheet date. Any resulting exchange differences are
included in the income statement. Non-monetary assets and liabilities that are measured in terms of historical cost
in a foreign currency are translated into the functional currency using the rate of exchange at the date of the initial
transaction. Non-monetary assets and liabilities measured at fair value in a foreign currency are translated into the
functional currency using the rate of exchange at the date the fair value was determined.

The results of branches, subsidiaries and associates not reporting in Hong Kong dollars are translated into Hong
Kong dollars at the average rates of exchange for the reporting period. Exchange differences arising from the
retranslation of opening foreign currency net investments and exchange differences arising from retranslation of
the result for the reporting period from the average rate to the exchange rate prevailing at the period-end are
accounted for in a separate foreign exchange reserve in the consolidated financial statements.

Exchange differences on a monetary item that is part of a net investment in a foreign operation are recognised in
the income statement of the separate subsidiary financial statements. In the consolidated financial statements, these
exchange differences are recognised in the foreign exchange reserve in shareholders’ equity. On disposal of a
foreign operation, exchange differences relating thereto previously recognised in reserves are recognised in the
income statement.

Provisions

Provisions for liabilities and charges are recognised when it is probable that an outflow of economic benefits will
be required to settle a present legal or constructive obligation arising from past events and a reliable estimate can
be made of the amount of the obligation.

Contingent liabilities, which include certain guarantees and letters of credit pledged as collateral security, are
possible obligations that arise from past events whose existence will be confirmed only by the occurrence, or non-
occurrence, of one or more uncertain future events not wholly within the control of the group; or are present
obligations that have arisen from past events but are not recognised because it is not probable that settlement will
require the outflow of economic benefits, or because the amount of the obligations cannot be reliably measured.
Contingent liabilities are not recognised in the financial statements but are disclosed unless the probability of
settlement is remote.

Financial guarantee contracts

Liabilities under financial guarantee contracts which are not classified as insurance contracts are recorded initially
at their fair value, which is generally the fee received or receivable. Subsequently, financial guarantee liabilities are
measured at the higher of the initial fair value, less cumulative amortisation, and the best estimate of the
expenditure required to settle the obligations.
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w Insurance contracts

Through its insurance subsidiaries, the group issues contracts to customers that contain insurance risk, financial
risk or a combination thereof. A contract under which the group accepts significant insurance risk from another
party, by agreeing to compensate that party on the occurrence of a specified uncertain future event, is classified as
an insurance contract. An insurance contract may also transfer financial risk, but is accounted for as an insurance
contract if the insurance risk is significant.

Insurance contracts are accounted for as follows:

Premiums

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

Gross insurance premiums for non-life insurance business are reported as income over the term of the insurance
contracts based on the proportion of risks borne during the accounting period. The unearned premium (the
proportion of the business underwritten in the accounting year relating to the period of risk after the balance sheet
date) is calculated on a daily or monthly pro rata basis.

Reinsurance premiums are accounted for on a payable basis.

Present value of in-force long-term insurance business

The value placed on insurance contracts that are classified as long-term insurance business or long-term investment
contracts with discretionary participating features and are in force at the balance sheet date is recognised as an
asset. The asset represents the present value of the equity holders’ interest in the profits expected to emerge from
those contracts written at the balance sheet date.

The present value of in-force long-term insurance business and long-term investment contracts with discretionary
participating features, referred to as ‘PVIF’, is determined by discounting the equity holders’ interest in future
profits expected to emerge from business currently in force using appropriate assumptions in assessing factors such
as future mortality, lapse rates and levels of expenses and a risk discount rate that reflects the risk premium
attributable to the respective contracts. The PVIF incorporates allowances for both non-market risk and the value
of financial options and guarantees. The PVIF asset is presented gross of attributable tax in the balance sheet and
movements in the PVIF asset are included in ‘Other operating income’ on a gross of tax basis.

Claims and reinsurance recoveries

Gross insurance claims for life insurance contracts reflect the total cost of claims arising during the year, including
claim handling costs and any policyholder bonuses allocated in anticipation of a bonus declaration. Claims arising
during the year include maturities, surrenders and death claims.

Maturity claims are recognised when due for payment. Surrenders are recognised when paid or at an earlier date on
which, following notification, the policy ceases to be included within the calculation of the related insurance
liabilities. Death claims are recognised when notified.

Gross insurance claims for non-life insurance contracts include paid claims and movements in outstanding claims
liabilities.

Reinsurance recoveries are accounted for in the same period as the related claim.

56



3 Summary of significant accounting policies (continued)

Liabilities under insurance contracts

Liabilities under non-linked life insurance contracts are calculated by each life insurance operation based on local
actuarial principles. Some insurance contracts may contain discretionary participation features whereby the
policyholder is entitled to additional payments whose amount and/or timing is at the discretion of the issuer. The
discretionary element of these contracts is included in ‘Liabilities under insurance contracts issued’.

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

Outstanding claims liabilities for non-life insurance contracts are based on the estimated ultimate cost of all claims
incurred but not settled at the balance sheet date, whether reported or not, together with related claim-handling
costs and a reduction for the expected value of salvage and other recoveries. Liabilities for claims incurred but not
reported are made on an estimated basis, using appropriate statistical techniques.

A liability adequacy test is catried out on insurance liabilities to ensure that the carrying amount of the liabilities is
sufficient in the light of current estimates of future cash flows. When performing the liability adequacy test, all
contractual cash flows are discounted and compared with the carrying value of the liability. When a shortfall is
identified it is charged immediately to the income statement.

X

Investment contracts

Customer liabilities under linked and certain non-linked investment contracts without discretionary participation
features and the corresponding financial assets are designated at fair value. Movements in fair value are recognised
in ‘Net income from financial instruments designated at fair value’. Deposits receivable and amounts withdrawn
are accounted for as increases or decreases in the liability recorded in respect of investment contracts.

Liabilities under linked investment contracts are at least equivalent to the surrender or transfer value which is
calculated by reference to the value of the relevant underlying funds or indices.

Investment management fees receivable are recognised in the income statement over the period of the provision of
the investment management services, in ‘Net fee income’.

Dividends

Dividends proposed or declared after the balance sheet date are disclosed as a separate component of shareholders’
equity.

Debt securities in issue and subordinated liabilities

Debt securities issued for trading purposes or designated at fair value are reported under the appropriate balance
sheet captions. Other debt securities in issue and subordinated liabilities are measured at amortised cost using the
effective interest method and are reported under ‘Debt securities in issue’ or ‘Subordinated liabilities’.

aa

Cash and cash equivalents

For the purpose of the cash flow statement, cash and cash equivalents include highly liquid investments that are
readily convertible to known amounts of cash and which are subject to an insignificant risk of change in value.
Such investments comprise cash and balances with banks maturing within one month, and treasury bills and
certificates of deposit with less than three months’ maturity from the date of acquisition.

ab

Share capital

Shares are classified as equity when the group has the unconditional right to avoid transferring cash or other
financial assets to the holder.
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4 Operating profit

The operating profit for the year is stated after taking account of:

a Interest income

2011 2010
HKS$m HK$m
Interest income 0N liSted SECUITLIES ......ecvviiiviieiieeiieiiecteecte ettt ettt ettt et eaeeeaeeaeeaee e enes 8,004 8,012
Interest income on unlisted securities . 17,989 15,878
Oher INTETESE INCOIMIE ......eveeiteiietenieieieeetet ettt ettt et ettt ettt e st s seneeses e et eneebensesessenessenessenesenn 89,699 69,053
115,692 92,943
Less: interest income classified as ‘Net trading income’ (note 4(d)) .....ccccoeveenerereninennennenns (8,183) (7,366)
Less: interest income classified as ‘Net income from financial instruments
designated at fair value’ (NOLE 4(€)) ....cvrvrveueuerieririeieicieiririeeeiee sttt e (51) (54)
107,458 85,523

Included in the above is interest income accrued on impaired financial assets of HK$308m (2010: HK$465m),
including unwinding of discounts on loan impairment losses of HK$294m (2010: HK$324m).

b Interest expense

2011 2010
HK$m HK$m
Interest expense on subordinated liabilities, other debt securities in issue,
customer accounts and deposits by banks maturing after five years ...........cccecvvevvereineennne. 831 704
Interest eXpense on Preference SHATES .........occcvvieirieireiieieieieeeee e esens 2,337 2,659
Oher INTETESE EXPEIISE ...veuvevirerietenerieietetetetetertetestesesseneetesteseseetessesessesessesesseseeseseeseneasentenenseneesenen 32,867 22,908
36,035 26,271
Less: interest expense classified as ‘Net trading income’ (n0te 4(d)) ....cccoevevvreeeerrnnecrennnnenes (4,225) (2,599)
Less: interest expense classified as ‘Net income from financial instruments
designated at fair value’ (NOLE 4(€)) ....cvvvrerueueuiiririeieicieieerieectee sttt ee (24) (25)
31,786 23,647
¢ Net fee income
2011 2010
HK$m HK$m
Net fee income includes the following:
Net fee income, other than amounts included in determining the effective
interest rate, arising from financial assets or financial liabilities that are
not held for trading or designated at fair value
B (I 1707 ) 1 1 L= TSRO 15,081 13,172
= BE EXPEIISE .onvviteeieieiieieietetet ettt ettt ettt ettt et b sttt et et s e et et enennene (1,415) (1,404)
13,666 11,768
Net fee income on trust and other fiduciary activities where the group holds
or invests assets on behalf of its customers
— @ IMCOIME ..ueiitiiieiiet ettt st ettt et s b e st s e et ss e st es et et eneenenene 8,862 8,717
= BE EXPEIISE ..ttt t ettt ebe e ene (1,213) (1,005)
7,649 7,712
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4 Operating profit (continued)

d Net trading income

2011 2010
HKS$m HK$m
DEaliNg PIOTIS ....viviiiieiciciciiir ettt ettt 15,590 15,484
— FOreign EXCHANZE .....c.ovieiiiiiiieiete ettt 15,313 13,036
— Interest rate derivatives .. 400 978
— Debt securities ........ 1,300 672
— Equities and other trading ...........ccoiieriireinieietee ettt (1,423) 798
Loss from hedging ACHIVILIES ......ccveerieuirieiirieiiteieier ettt (71) (11)
Fair value hedges
— Net gain on hedged items attributable to the hedged risk ..........c.ccccovieeiinniiciinicee 1,050 563
— Net loss on hedging INSLIUMENTS .......cc.eoiruiiriiiiriiieieieere ettt (1,147) (579)
— OBRCT ettt b ettt be e 26 -
Cash flow hedges
— Net hed@INg ZAIN ...oc.ciiiiiic ettt sttt ene - 5
Interest on trading assets and HabilItIes ..........cceeevririeieiiinininieece e 3,958 4,767
— Interest iNCOME (NOLE 4(Q)) .vvvvereerereereieierieisierietereeteeetetete st ese et et seseebeseesestesessesesseseeseneeseneeseneas 8,183 7,366
— Interest eXpense (IOTE 4(D)) ...covvueueueuiiriiieieiiiirieeect ettt (4,225) (2,599)
Dividend income from trading SECUIITIES .......covvveueueriuiriririeiiieiririeieteieeie ettt 722 476
— Listed investments ..........cccccccceveennee 608 391
— Unlisted investments 114 85
20,199 20,716
e Net (expense)/income from financial instruments designated at fair value
2011 2010
HK$m HK$m
(Expense)/income on assets designated at fair value which back
insurance and iINVESTMENT CONEIACES .......euerveuirieririeiriesietesietesieteeesesteseseeseeseseeseneesessesessesesseseesenes (4,542) 4,509
Change in fair value of liabilities to customers under investment CONtracts ...........c.coeceeeeeerernnnee 30 (1,217)
(4,512) 3,292
Net change in fair value of other financial assets/liabilities designated at fair value' ................. 38) 436
Interest on financial assets and liabilities designated at fair value
— Interest iNCOME (NOLE 4()) wovvvvererrereereieierieiriestetertete et et ettt et be e ese st esesseseeseseeseneeseeeseneas 51 54
— Interest eXpense (NOLE 4(D)) .ooveuiriiririirieieeeee ettt (24) (25)
(4,523) 3,757

1 Gains and losses from changes in the fair value of the group’s issued debt securities include those arising from changes in the
group’s own credit risk. In 2011 the group recognised a HK$15m gain on changes in the fair value of these instruments arising from
changes in own credit risk (2010:HK$51m loss).

f  Gains less losses from financial investments

2011 2010

HK$m HK$m

Gains on disposal of available-for-sale SECUITtIES .........ccuverirueiririierieireeee e 470 2,365
Impairment of available-for-sale equity INVESIMENLS ........cccvueueveuiirinirieieeriineeieeeseee e (342) (349)
128 2,016

There are no gains or losses on the disposal of held-to-maturity investments in the year (2010: nil).
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Notes on the Financial Statements (continued)

4 Operating profit (continued)

g Dividend income

2011 2010
HKS$m HKS$m
LiSted INVESHMENES ....eviuietinieiiieiereeieeteicetes ettt et sttt s ettt ste et ae st b eseesen e sse e es e e eseneesennenensane 431 418
Unlisted investments 298 146
729 564

h  Other operating income
2011 2010
HKS$m HKS$m
Rental income from invVestment ProPeIties ...........ceoevirirueuereeriririereueriririeeeteseeseseeseseseeseesesesesenees 191 170
Movement in present value of in-force insurance business ... 5,524 4,106
Gains on INVEStMENt PrOPEILIES ......eveuerveireiietiieienieierieereee ettt st seeeenes 1,033 483
(Loss)/gain on disposal of property, plant and equipment, and assets held for sale ................... A3) 13
(Loss)/gain on disposal of subsidiaries, associates and business portfolios ............c.coceceveeeennnnee 9 603
Surplus arising on property revaluation ...........ccceeeirerirerieineineeeteete e 8 102
OBRET ettt 4,645 4,527
11,389 10,004

Other largely comprises recoveries of IT and other operating costs from shared services activities incurred on
behalf of fellow Group companies. Other also includes recoveries against initial fair value on acquired loan
portfolios of HK$558m (2010: HK$1,049m). There are no gains or losses on the disposal of financial liabilities
measured at amortised cost during the year (2010: nil).

i Loan impairment charges and other credit risk provisions

2011 2010
HKS$m HKS$m
Net charge for impairment of loans and advances to customers
— Individually assessed impairment allowances:
NEW ALIOWANCES ....vvevieeieeeieetieeteeete ettt et e et e et e et e eteeeteeeteeeteeeteeeteeeaeeeteeeseeeseeeseeeseeeseeeseeenseenseens 2,254 3,605
REICASES ..ttt ettt ettt ettt st b et besae b st et e tebe e (1,204) (1,069)
RECOVETIES ...ttt ettt (356) (322)
694 2,214
— Net charge for collectively assessed impairment allowances ............cccccoveueeeinineiecinreneeneae 2,401 2,474
Net charge for other credit riSK PrOVISIONS ........cocvirieiiriiiirieirieererececeee et (36) (69)
Net charge for loan impairment and other credit risk Provisions ........c..c.cocceeereeereninennenniennens 3,059 4,619

Included in the net charge for other credit risk provisions is an impairment release of HK$4m against available-for-
sale debt securities (2010: impairment release of HK$38m). There are no impairment losses or provisions relating
to held-to-maturity investments (2010: nil).
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4 Operating profit (continued)

j  General and administrative expenses

2011 2010
HKS$m HKS$m

Premises and equipment
— RENLAL EXPOIISES ..eevivivinieiiieiieietieteitete ettt ettt ettt et se et e s e b e sess e st et et ese e et enseseeseneeseneas 3,102 2,749
— Amortisation of prepaid operating 1€ase PAYMENLS ..........cereeeirreririerireirieieeeeeeereseeeseeseeneas 18 18
— Other premises and SQUIPIMENT .......c.c.evirirueueuiiriririeieeieieieteieeee ettt etese et esebe e e seesesenene 3,810 3,496
6,930 6,263
Marketing and adVertiSing EXPENSES .......c.erveverueirueirierietiieterteterteststeeeseteseeesesseseseenesseeeseneesensene 3,969 3,891
Other administrative expenses 13,453 12,235
24,352 22,389

Included in operating expenses are direct operating expenses of HK$19m (2010: HK$20m) arising from
investment properties that generated rental income during the year. Direct operating expenses arising from
investment properties that did not generate rental income amounted to HK$2m (2010: HK$2m).

Included in operating expenses are minimum lease payments under operating leases of HK$3,170m (2010:
HK$2,934m).

k Auditors’ remuneration

Auditors’ remuneration amounted to HK$77m (2010: HK$76m), of which HK$29m (2010: HK$29m) related to
the Bank.
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5 Insurance income

Included in the consolidated income statement are the following revenues earned by the insurance business:

a [Insurance income

2011 2010
HKS$m HK$m
INEE INLETESE INCOIMIE ...ouvieieietieiieiieiietete e eteete et eteeteeae st eseessessessessessessessessaeseeseessessessensensensessensensenns 6,779 5,832
INEt £EE IMCOMIE ...ttt ettt et teebe et e ese e st e st et e bensesseebeeseeseeseeneensensensanns 692 1,070
INE trAING LOSS .euvivteiiiiiieieie ettt (386) 5)
Net income from financial instruments designated at fair value ..........c.ccocoevvienniineineriennene (4,460) 3,371
Gains less losses from financial INVESTMENES ........ccvevviriiriiiiieiiieieieieiee e (€)) 386
Dividend inCOmMe ........cocveveieerieirieirieierennnns 1 -
Net earned insurance premiums (note 5(b))... 45,670 37,193
Movement in present value of in-force business .. 5,524 4,106
Other OPErating IMCOME .....ccvoveveueuiiririeteieiiireeteteseetrt et etes ettt et ese ettt bt e b et ebese e st esebeseenessenes 237 70
54,056 52,023
Net insurance claims incurred and movement in policyholders’ liabilities (note 5(c))........ccco..... (40,389) (39,843)
INEt OPEIAING INCOIME ...vveienieiieieteeietitetesiete ettt ete et st eseeseseeseseeseseese s esesseseeseseeseseesenseseneeseneas 13,667 12,180
b Net earned insurance premiums
Investment
contracts with
Life Life discretionary
Non-life insurance insurance participation
insurance (non-linked) (linked) features Total
HK$m HK$m HKS$m HK$m HKS$m
2011
Gross written premiums ...........c.c.c..... 3,318 36,000 7,312 - 46,630
Movement in unearned premiums ...... (183) — - - (183)
Gross earned premiums ..........coceeeeneene 3,135 36,000 7,312 - 46,447
Gross written premiums ceded
10 TEINSUIETS .eveneeeeenieieieiesieeeeeneas (455) 311) (10) - (776)
Reinsurers’ share of movement
in unearned premiums .................... (1) — - - @
Reinsurers’ share of gross
earned Premiums .......cceceoeeeveeuenenne (456) (311) (10) - (777)
Net earned premiums.........cccceeevreenene. 2,679 35,689 7,302 - 45,670
2010
Gross written premiums ..........c.eceeee 3,166 30,729 4,224 - 38,119
Movement in unearned premiums ...... (235) — — — (235)
Gross earned premiums ..........c.ceeeee. 2,931 30,729 4,224 - 37,884
Gross written premiums ceded
10 TEINSUIETS .eveeeevenieieieieseeerieneas (457) (267) 8) - (732)
Reinsurers’ share of movement
in unearned premiums .................... 41 — — — 41
Reinsurers’ share of gross
earned Premiums ........ccocevveeeeneens (416) (267) (8) — (691)
Net earned premiums.........cccceeeeereenenee 2,515 30,462 4216 - 37,193
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5 Insurance income (continued)

¢ Net insurance claims incurred and movement in policyholders’ liabilities

Investment
contracts with
Life Life discretionary
Non-life insurance insurance participation
insurance (non-linked) (linked) features Total
HK$m HK$m HK$m HK$m HKS$m
2011
Claims, benefits and surrenders paid .. 1,420 6,399 1,958 85 9,862
Movement in provision .................e.... 33) 30,598 1,192 (84) 31,673
Gross claims incurred and movement
in policyholders’ liabilities ............. 1,387 36,997 3,150 1 41,535
Reinsurers’ share of claims, benefits
and surrenders paid ...........cccooveennee (147) (178) (385) - (710)
Reinsurers’ share of movement
1N PrOVISION e (14) ) 417) - (436)
Reinsurers’ share of claims incurred
and movement in policyholders’
liabilities ...ocevvevevieieieiereieieiees (161) (183) (802) — (1,146)
Net insurance claims incurred and
movement in policyholders’
liabilities ......ooveevrerieieieieiercieenens 1,226 36,814 2,348 1 40,389
2010
Claims, benefits and surrenders paid .. 1,290 4,030 2,330 122 7,772
Movement in Provision ...........c.ceceueeee (14) 28,866 2,672 (119) 31,405
Gross claims incurred and movement
in policyholders’ liabilities ............. 1,276 32,896 5,002 3 39,177
Reinsurers’ share of claims, benefits
and surrenders paid ...........cccoeveenee (160) (157) (298) - (615)
Reinsurers’ share of movement
1N PrOVISION ..vevvviieiiieieiiieicsieeane 20 3 1,258 — 1,281
Reinsurers’ share of claims incurred
and movement in policyholders’
liabilities ....coevveeeieieieieieeeieieens (140) (154) 960 — 666
Net insurance claims incurred and
movement in policyholders’
Tiabilities ..ovovvvveirieieieieeieesieeins 1,136 32,742 5,962 3 39,843
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Notes on the Financial Statements (continued)

6 Employee compensation and benefits

a  Employee compensation and benefits

2011 2010

HK$m HK$m

WAEES ANA SALATIES ...ttt b ettt sttt b et bt aens 35,020 30,412

SOCIAL SECUTTLY COSES .vruvuiiinieuiietiietiieteetet st etesteteaetes s ete st esesseseeseseesessesensesesseseeseseseseesenesseneeseneas 912 736
Retirement benefit costs

— Defined contribution PIANS ........cccoiiiiiiriiineie et 1,043 920

— Defined benefit plans (note 6(v)) 859 698

37,834 32,766

Directors’ emoluments

The aggregate emoluments of the Directors of the Bank, calculated in accordance with section 161 of the Hong
Kong Companies Ordinance, were HK$71m (2010: HK$117m). This comprises fees of HK$6m (2010: HK$7m)
and other emoluments of HK$66m (2010: HK$110m) which includes pension benefits of HK$1m (2010: HK$6m).

Retirement benefit pension plans

The group operates 80 (2010: 77) retirement benefit plans, with a total cost of HK$1,902m (2010: HK$1,618m), of
which HK$587m (2010: HK$649m) relates to overseas plans and HK$30m (2010: HK$28m) are sponsored by
HSBC Asia Holdings BV.

Progressively the HSBC Group has been moving to defined contribution plans for all new employees.

The group’s defined benefit plans, which cover 35% (2010: 37%) of employees, are predominantly funded plans
with assets which, in the case of the larger plans, are held either under insurance policies or in trust funds separate
from the group. The cost relating to the funded plans was HK$804m (2010: HK$628m) which was assessed in
accordance with the advice of qualified actuaries; the plans are reviewed at least on a triennial basis or in
accordance with local practice and regulations. The actuarial assumptions used to calculate the projected benefit
obligations of the group’s retirement benefit plans vary according to the economic conditions of the countries in
which they are situated.

(i) Defined benefit plan principal actuarial assumptions

The principal actuarial assumptions used to calculate the assets and liabilities of the major defined benefit
pension plans were:

2011 2010

% p.a. % p.a.
DIESCOUNE TALE ...ttt ettt ettt ettt et s et es e st et se et et et et et ese s es e st eneaseneeseneesenseneanene 147 2.85
Expected rates of return on plan assets'
— EQUILIES 1eveveutenitesietestetestetet et st et e et et ettt s et et ettt e sttt et et e st et e n et e st et e s et e st e s et en et ene b es e beneanene 7.5 8.8
— bonds .... 3.9 3.8
— other 39 5.1
Rate of pay increase
= 0N LI ottt 5.0 5.0
MOTTAIIEY TADIE ....oooveoeeoee e HKLT2001* HKLT2001*

1 The expected rates of return are weighted on the basis of the fair value of the plan assets.
2 HKLT2001 — Hong Kong Life Tables 2001.

The overall expected long-term rate of return on assets as at 31 December 2011 was 4.7% (2010: 4.9%). The
expected long-term rate of return is based on the portfolio as a whole and not on the sum of the returns on
individual asset categories. The return is based on historical market returns adjusted for additional factors such
as the current rate of inflation and interest rates.
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6 Employee compensation and benefits (continued)

In Hong Kong, the HSBC Group Hong Kong Local Staff Retirement Benefit Scheme covers employees of the
Bank and certain other local employees of HSBC Group. The scheme comprises a funded defined benefit
scheme (which provides a lump sum on retirement but is now closed to new members) and a defined
contribution scheme. The latter was established on 1 January 1999 for new employees. The latest valuation of
the defined benefit scheme was made at 31 December 2010 and was performed by Wing Lui, Fellow of the
Society of Actuaries of the United States of America, of Towers Watson Hong Kong Limited, an external
consultant. At that valuation date, the market value of the defined benefit scheme’s assets was HK$8,611m. On
an ongoing basis, the actuarial value of the scheme’s assets represented 103% of the actuarial present value of
the benefits accrued to members, after allowing for expected future increases in salaries, and the resulting
surplus amounted to HK$319m. On a wind-up basis, the scheme’s assets represents 108% of the members’
vested benefits, based on current salaries, and the resulting surplus amounted to HK$808m. The attained age
method has been adopted for the valuation and the major assumptions used in this valuation were a discount
rate of 6% per annum and long-term salary increases of 5% per annum.

(ii) Value recognised in the balance sheet

The group The Bank

2011 2010 2011 2010

HK$m HKS$m HKS$m HKS$m

EqQUItIES ..ooveveiriiiicccicieiee e 3,162 3,144 1,483 1,416
Bonds ...c.coiiiiiic 9,357 9,626 6,600 6,625
Other ... 1,594 2,117 1,269 1,818
Fair value of plan assets ...........cccccoevevennene 14,113 14,887 9,352 9,859
Present value of funded obligations .......... 21,699 19,021 13,186 11,958
Present value of unfunded obligations ...... 402 287 247 198
Defined benefit obligations ............cccccee... 22,101 19,308 13,433 12,156
Past service cost not recognised ................ 3 10 5 12
Effect of limit on plan surpluses ............... 1 1 1 1
Net defined benefit liability ...........cccccc..... (7,986) (4,412) (4,077) (2,286)
Reported as “ASSEts’ ....ccoeovreererieeniecnnns 111 301 73 179
Reported as ‘Liabilities’ ......c..cccccceeenrneneee (8,097) (4,713) (4,150) (2,465)
Net defined benefit liability ...........ccccce..... (7,986) (4,412) (4,077) (2,286)

(iii) Changes in the present value of the defined benefit obligations

The group The Bank
2011 2010 2011 2010

HKS$Sm HK$m HK$m HK$m
At 1January ....ccooeeeeeennneeeneeeene 19,308 17,948 12,156 11,437
Current service cost 1,024 979 658 626
Interest cost .......... 591 508 390 334
Contributions by employees .. 2 2 - -
Actuarial [0SSeS ......cccvvevveerieinieieieieeienns 2,641 808 1,263 712
Benefits paid .......coooeeeeenineeee (1,203) (1,104) (848) (704)
Past service cost — vested immediately ..... 28 56 27 47
Past service cost — unvested benefits ......... - 12 - 15
Liabilities extinguished on settlements 195) - (128) -
Exchange and other movements (95) 99 (85) (311)
At 31 December .......oceeerenerieieeininireennes 22,101 19,308 13,433 12,156
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6 Employee compensation and benefits (continued)

(iv) Changes in the fair value of plan assets

)

The group The Bank

2011 2010 2011 2010

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

At 1January ......coooeeeeeeoeneneeeeeeeene 14,887 14,318 9,859 9,627
Expected return 754 847 510 587
Contributions by the group/the Bank 718 705 436 479
Contributions by employees ..........c..c........ 2 2 - -
Actuarial (10sses)/gains ..........cccceeeeeveeeneee (880) 2 @71) (59)
Benefits paid (1,140) (1,052) (808) (672)
Assets distributed on settlement ................ 153) - (101) -
Exchange and other movements ................ (75) 65 (73) (103)
At 31 December 14,113 14,887 9,352 9,859

The plan assets above included assets issued by entities within HSBC Group:

The group The Bank
2011 2010 2011 2010
HKS$m HKS$m HKS$m HKS$m
EqQUItIES .cooveveiriiiicccciciee e 341 427 284 366
Others ..o 179 92 132 50
520 519 416 416

The group’s actual loss on plan assets for the year ended 31 December 2011 was HK$157m (2010: HK$849m
gain). The Bank’s actual gain on plan assets for the year ended 31 December 2011 was HK$8m (2010:
HK$528m gain).

The group expects to make HK$941m of contributions to defined benefit pension plans during 2012.
Contributions to be made by the Bank are expected to be HK$480m.

Total expense recognised in the income statement in ‘Defined benefit plans’
2011 2010
HKS$m HK$m
CUITENE SEIVICE COSE .uviiviitiiitiietiieteeeteeetee et e etee et eeteeeteeeteeeteeeteeeteeetseesseesseeaseesseesseeaseesseeaseeseenns 1,024 979
Interest cost 591 508
Expected return on plan aSSEtS .........occeeeririeieieiiinieieieiceeet et (754) (847)
PASE SEIVICE COSES uvuitiniitiieiirtetietet ettt ettt ettt ettt ettt bttt eb et et e ettt eaenaene 37 58
GAINS ON SELICIMENLS ....veveeveviieiieeeietiteteetet ettt ettt st e s e ebe s ebe s esessesesseneeseseesenes 39) —
TOLAl NIEE EXPEIISE ..vvviereeiierieieiietesietete ettt ettt et et et te e se st esesaeneeseseeseseesensesensesesteneeseneesenes 859 698

The total net actuarial loss recognised in total equity during 2011 in respect of defined benefit pension plans
was HK$3,518m (2010: HK$807m). After deduction of non-controlling interests, a loss of HK$2,912m (2010:
HK$810m) was recognised in total sharcholders’ equity. Total net actuarial losses recognised outside of the
income statement to date are HK$10,298m (2010: HK$6,779m). After deduction of non-controlling interests,
the total net actuarial losses recognised in total shareholders’ equity to date are HK$8,829m (2010:
HK$5,917m).

The total net actuarial loss recognised in the Bank’s retained profits during 2011 in respect of defined benefit
pension plans was HK$1,727m (2010: HK$772m). Total net actuarial losses recognised outside of the income
statement to date are HK$5,988m (2010: HK$4,261m).

The total effect of the limit on plan surpluses recognised within actuarial losses in equity for both the group and
the Bank during 2011 was nil (2010: HK$1m).

66



6 Employee compensation and benefits (continued)

(vi) Defined benefit schemes sponsored by the Bank’s immediate holding company

Expenses recognised in the income statement in respect of defined benefit schemes sponsored by the Bank’s
immediate holding company, HSBC Asia Holdings BV (“HABV”), were not included in the tables above as
these are reported as Defined Contribution Plans.

HABYV recharges contributions to participating members of the HSBC International Staff Retirement Benefits
Scheme, a funded defined benefit scheme, in accordance with schedules determined by the Trustees following
consultation with qualified actuaries. There is no contractual agreement or stated policy for charging the net
defined benefit cost to the group.

The scheme is denominated in Sterling with the following details:

2011 2010
% p.a. % p.a.
Assumptions as at 31 December
INFTATION .ot 3.40 3.70
Salary increases ... 1.75 5.45
Pension increases . 3.40 3.70
Discount rate .................. 5.10 5.40
EXPECted FtUIM ON @SSEES ....vveuiuiiieieieiiiriietet ettt ettt sttt ettt bebenene 3.93 5.51
S1PM/FA _
MOTEAIIEY TADLE ......veoeeoeeeeeeeeeeeeeeeee e eeee e LYOB' PNAOOYOB

1 The ‘SIPM/FA_ Light Year of Birth’ tables are based on the series of tables for self-administered pension schemes (SAPS)
prepared by the Continuous Mortality Investigation Bureau of the Institute and Faculty of Actuaries. The mortality rates (that is,
the probability of death in a given year) in these tables have been reduced by 20% for males and 15% for females. An allowance
for future improvements in mortality has been made in line with those underlying the medium cohort improvements applicable to
the series, subject to a minimum improvement of 1% per annum.
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The International Staff Scheme

2011 2010
£m £m
Funded status at 31 December
Plan assets ..........cccccoeueee 842 686
Defined benefit OblIGAtIONS .........ccueuiiiiuiiiiiiiiiiiiriiiicceee e (687) (737)
Net defined benefit asset/(1lIability) .......cccceeeeiririrerieiieeee e 155 (28]
Categories of assets at 31 December
BONAS e 420 520
Property . 34 33
OBRET ettt 388 133
Fair value of Plan @SSELS .........coeiririiiriiirieireet ettt 842 686
Reconciliation of defined benefit obligations at 31 December
AL T JAINUALY ettt ettt b et b et ettt b bbbt 737 693
CUITENE SETVICE COSE ...viviiiiiiiiiiecicieieiet ettt 14 14
TIEETEST COST ..ttt ettt ettt ettt ettt a e bt ea e st e bt bt et e e e e ennens 39 39
Contributions DY €MPIOYEES .....cceueieuirieiiriiirieiriei ettt ettt ettt 1 1
Actuarial (ZAINS) / LOSSES ...c.evrirurueuiuiiirieieieiiiri ettt (73) 19
BeneTits PAId .....c.cieiieieiiiiiireicet et 31 (29)
AL 31 DECEIMDET ....cueueeiiieiieieiieteetet ettt ettt ettt e s et s e e en et es et eneasenesneneas 687 737
Reconciliation of the fair value of plan assets at 31 December
AL T JANUATY oot 686 604
Expected return 37 33
Actuarial gains ............... 138 66
Contributions by the group ... 11 11
Contributions DY €MPIOYEES .....cceueveuirieiiriiirieirieieieet ettt ettt sttt 1 1
BENETItS PAIA .....cveuiiieieteiiiieee ettt 31) (29)
At 31 DECEMDET ......oviiiiiiiiiiic e 842 686
Estimated contributions in the following year
Estimated company contributions in the financial Year ...........ccccccovvieiinnneeercnnineeeene 9 11
Estimated employee contributions in the financial year ............ccccccccceieniiciinnnccciienee 1 1
Estimated total contributions in the financial Year ...........ccccoceoveeineririneiineireeeseseee 10 12
(vii) Amounts for the current and previous years
The group The Bank

2011 2010 2009 2008 2007 2011 2010 2009 2008 2007
HK$m HK$m HKSm HK$m HK$m HK$m HKSm HK$m HK$m HKS$m

Defined benefit

obligations ................ 22,101 19,308 17,948 20,954 17,966 13,433 12,156 11,437 12,841 11,310
Plan assets ...........cccc..... 14,113 14,887 14,318 13,588 16,572 9,353 9,859 9,627 9,379 10,506
Net deficit .....covvveueunne (7,988) (4,421) (3,630) (7,366) (1,394) (4,080) (2,297) (1,810) (3,462) (804)
Experience (losses)/gains

on plan liabilities ...... (344) 214) 408 (132) (790) (230) (175) 60 (363) (585)
Experience (losses)/gains

on plan assets ............ (911) 2 368 (3,591) 948 (502) (59) (47)  (1,400) 487
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7 Tax expense

a The Bank and its subsidiaries in Hong Kong have provided for Hong Kong profits tax at the rate of 16.5% (2010:
16.5%) on the profits for the year assessable in Hong Kong. Overseas branches and subsidiaries have similarly
provided for tax in the countries in which they operate at the appropriate rates of tax ruling in 2011. Deferred
taxation is provided for in accordance with the group’s accounting policy in note 3(q).

The charge for taxation in the income statement comprises:

2011 2010
HKS$m HKS$m
Current income tax
— Hong Kong profits tax — on current year Profit ........ccccoceererereinieinennenieeeeeseieseeseseseea 6,395 6,378
— Hong Kong profits tax — adjustments in respect of prior years 145 93
— Overseas taxation — on current Year Profit ...........cccccovereiierirnieicicerenreeeeeee e seeneeneas 9,593 7,470
— Opverseas taxation — adjustments in respect Of Prior YEArs .........cccoueererirerieenieenieeseereneeeeeas (219) 117
15,914 14,058
Deferred tax
— Origination and reversal of temporary differences .............cocovvceiiinneciciinneecceeeeeeae 1,502 710
— Adjustments in reSPECt Of PIIOT YEATS ....cveuerveuirieuiiteiiienieiere ettt 50 (160)
1,552 550
17,466 14,608
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Notes on the Financial Statements (continued)

7 Tax expense (continued)

b The components of deferred tax assets and liabilities recognised in the balance sheet and the movements during the
year are as follows:

(i) Deferred tax assets

The group
Accelerated
capital
allowances Impairment
and short allowances
term timing Leasing on financial Revaluation
differences transactions assets of properties Others Total
HK$m HK$m HKS$m HK$m HK$m HK$m
2011
At 1 January .................. 1,669 - 896 (852) 802 2,515
Exchange and other
adjustments ............... (611) - 98 102 170 (241)
Credit/(charge) to
income statement ...... 96 - (212) 1) 134 17
Credit to reserves .......... - - - 11 23 34
At 31 December ............ 1,154 — 782 (740) 1,129 2,325
2010
At 1 January ................ 1,100 - 1,460 (447) 555 2,668
Exchange and other
adjustments ............... 85 - 40 (372) ) (252)
Credit/(charge) to
income statement ...... 484 - (604) ) 38 o1
(Charge)/credit to
TESETVES vvevvervenveneene — — — (24) 214 190
At 31 December ............ 1,669 — 896 (852) 802 2,515
The Bank
Accelerated
capital
allowances Impairment
and short allowances
term timing Leasing on financial Revaluation
differences transactions assets of properties Others Total
HK$m HK$m HKS$m HKS$m HK$m HK$m
2011
At 1 January .................. 616 - 846 (797) 439 1,104
Exchange and other
adjustments ............... (289) - 67) 59 109 (188)
Credit/(charge) to
income statement ...... 195 - (235) 2) 169 127
Credit to reserves .......... - - - 17 38 55
At 31 December ............ 522 — 544 (723) 755 1,098
2010
At 1 January .................. 414 - 1,246 (452) 228 1,436
Exchange and other
adjustments ............... 115 - 42 (323) 47 (119)
Credit/(charge) to
income statement ...... 87 - (442) 9) (36) (400)
(Charge)/credit to
TESETVES vvevvereenveneenne — — — (13) 200 187
At 31 December ............ 616 — 846 (797) 439 1,104
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7 Tax expense (continued)

(ii) Deferred tax liabilities

The group
Accelerated
capital
allowances Impairment
and short allowances
term timing Leasing on financial Revaluation
differences transactions assets of properties Others Total
HK$m HKS$m HKS$m HK$m HK$m HK$m
2011
At 1 January .................. 4,680 @31 (295) 7,456 103 11,913
Exchange and other
adjustments ............... (278) 1) (56) 57 74 (204)
Charge/(credit) to
income statement ...... 1,332 2 356 16 137) 1,569
Charge/(credit) to
TESETVES ..eeveevrrenereenns - — - 2,079 (645) 1,434
At 31 December ............ 5,734 (30) 5 9,608 (605) 14,712
2010
At 1 January .................. 2,059 32) (373) 6,085 2,764 10,503
Exchange and other
adjustments ............... 1,926 - (12) 315) (1,915) 316)
Charge/(credit) to
income statement ...... 693 1 90 (14) (311) 459
Charge/(credit) to
TESETVES ...ooveverenennnns 2 — — 1,700 (435) 1,267
At 31 December ............ 4,680 (31) (295) 7,456 103 11,913
The Bank
Accelerated
capital
allowances Impairment
and short allowances
term timing Leasing on financial Revaluation
differences transactions assets of properties Others Total
HK$m HKS$m HK$m HK$m HK$m HK$m
2011
At 1 January .................. 1,124 @31 (211) 4,230 413 5,525
Exchange and other
adjustments ............... (140) - Q)] 15 14 (116)
(Credit)/charge to
income statement ...... 22) 1 (20) (76) (184) (301)
Charge/(credit) to
TESETVES vvevvereenveneenne - — - 1,190 (414) 776
At 31 December ............ 962 (30) (236) 5,359 (171) 5,884
2010
At 1 January .................. 1,790 32) (232) 3,343 542 5,411
Exchange and other
adjustments ............... (495) - - (263) 641 (117)
(Credit)/charge to
income statement ...... (171) 1 21 39) (323) (511)
Charge/(credit) to
TESETVES .eveveverenereenas - - — 1,189 (447) 742
At 31 December ............ 1,124 (31) (211) 4,230 413 5,525
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7 Tax expense (continued)

(iii) Net deferred tax liabilities

The group The Bank
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Deferred tax liabilities recognised
on the balance sheet ............cccoevvevvieiienreennne. 14,712 11,913 5,884 5,525
Deferred tax assets recognised
on the balance sheet ... (2,325) (2,515) (1,098) (1,104)
12,387 9,398 4,786 4,421

The amount of unused tax losses for which no deferred tax asset is recognised in the balance sheet is
HK$3,777m (2010: HK$3,390m). Of this amount, HK$2,062m (2010: HK$1,809m) has no expiry date and the

remaining will expire within 10 years.

Deferred tax of HK$1,164m (2010: HK$617m) has been provided in respect of distributable reserves or post-
acquisition reserves of associates that, on distribution or sale, would attract withholding tax.

Deferred tax is not recognised in respect of the group's investments in subsidiaries and branches where
remittance is not contemplated, and for those associates and interests in joint ventures where it has been

determined that no additional tax will arise.

¢ Provisions for taxation

The group The Bank

2011 2010 2011 2010

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

Hong Kong profits taX ........c.cocveeveernneeerennneenens 658 981 251 366
OVerseas taXation ...........cceceeeeveerverveeeesreereeeesneeereenns 3,468 3,438 2,497 2,320
Current tax liabilities 4,126 4,419 2,748 2,686
Deferred tax liabilities 14,712 11,913 5,884 5,525
18,838 16,332 8,632 8,211

d Reconciliation between taxation charge and accounting profit at applicable tax rates:

2011 2010

HKS$m HK$m

Profit DEIOTE tAX ..vicviiiiieiceiceietiee ettt ettt ettt et ettt et e b et et e et e eaeeaeeteene s enrens 91,370 77,385

Notional tax on profit before tax, calculated at the rates

applicable to profits in the countries concerned ............c.ccceeuenee. 17,082 14,880
Tax effect of non-taxable revenue (net of non-deductible expenses) .. (726) (792)
Tax effect of unused tax 10SS€s NOt TECOZNISEA .....vevvevirieveieiiieiirieiiieteeteeeee e 246 (94)
Under / (OVer) ProviSion iN PrIOT YEAS ......c.c.eereueruerirueriesereeientesersesesseeeseeesessesessesessesesseseeseneesensane 24) 50
OFNEIS .ttt ettt et b ettt st b bttt b sttt b bbbttt enene 888 564
17,466 14,608
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Profit attributable to shareholders

The consolidated profit attributable to shareholders includes a profit of HK$37,812m (2010: HK$38,227m) which has
been dealt with in the accounts of the Bank.

Dividends
2011 2010
HKS$ HKS$
per share HK$m per share HK$m
Ordinary dividends paid
— fourth interim dividend in respect of the
previous financial year approved and
paid during the Year .........cccccceevverneneencineneneees 1.33 12,000 0.98 8,850
— first interim dividend paid ... 0.78 7,000 0.67 6,000
— second interim dividend paid .. . 0.78 7,000 0.67 6,000
— third interim dividend paid ..........cccccoeeiinnnniee 0.68 7,000 0.67 6,000
3.57 33,000 2.99 26,850

The Directors have declared a fourth interim dividend in respect of the financial year ending 31 December 2011 of
HK$10,000m (HK$0.83 per ordinary share).
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

11 Cash and short-term funds

The group The Bank

2011 2010 2011 2010

HK$m HKS$m HKS$m HKS$m

Cashinhand ... 15,204 13,001 7,888 7,086

Sight balances with central banks 94,903 68,380 72,022 47,069
Placings with banks with remaining maturity

of one Month Or 1€SS ......c.ccvevviviivieiiieieieeeceereee e 456,294 447,524 232,654 244,121

Treasury bills and other eligible bills ..........ccccccvveucennnne. 353,505 279,080 299,701 252,727

919,906 807,985 612,265 551,003

As at 31 December 2011, included within notes 11 and 12, the total amount placed with central banks by the group,
including sight balances, amounted to HK$350,823m (2010: HK$232,779m). Placings with central banks made by the
Bank amounted to HK$211,307m (2010: HK$135,453m).

Treasury bills and other eligible bills are analysed as follows:

The group The Bank
2011 2010 2011 2010
HKS$m HKS$m HKS$m HKS$m
Treasury bills and other eligible bills — available-for-sale
— subject to repledge or resale by counterparties ............... 498 - 498 -
— not subject to repledge or resale by counterparties ........ 353,007 279,080 299,203 252,727
353,505 279,080 299,701 252,727

Treasury bills and other eligible bills held for trading are included under ‘Trading assets’ (note 15). Treasury bills and
other eligible bills are largely unlisted.

12 Placings with banks maturing after one month

The group The Bank
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Gross placings with banks maturing after one month
but not more than 0Ne Year ..........ccoceevverveenierenieererenens 173,498 142,313 93,098 70,731
Gross placings with banks maturing after one year ........... 24,789 7,244 15,775 4,060
Total placings with banks ...........ccceeevevireririnieineirieene 198,287 149,557 108,873 74,791

There were no rescheduled placings included in the above table. Details of overdue placings are included in note 52.

13 Certificates of deposit

The group The Bank
2011 2010 2011 2010
HKS$Sm HK$m HKS$m HK$m
Held-to-maturity .......ccceevverieiieiieireeeeeeeee e 8,342 6,290 - -
Available-for-sale ..........ccooevveieierieieiiieieeeeeeeee e 80,349 66,957 23,987 27,888
88,691 73,247 23,987 27,888

Certificates of deposit held are largely unlisted. There were no disposals of held-to-maturity certificates of deposit
during the year (2010: nil).

14 Hong Kong currency notes in circulation

Hong Kong currency notes in circulation are secured by the deposit of funds in respect of which the Hong Kong
Government certificates of indebtedness are held.
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15 Trading assets

The group The Bank

2011 2010 2011 2010
HK$m HK$m HK$m HK$m
DEbt SECUITLIES ...vuveeieeeiicieieeee e 168,849 200,379 120,575 155,174
Equity Shares .........cccccceeirivieicieiinireeceeneeeiece e 15,060 17,798 14,978 17,620
Treasury bills and other eligible bills . 230,959 140,873 160,911 112,602
OthET o 33,100 31,158 20,857 12,533
447,968 390,208 317,321 297,929

Trading assets
— which may be repledged or resold by counterparties ...... 281 5,619 281 5,619
— not subject to repledge or resale by counterparties ......... 447,687 384,589 317,040 292,310
447,968 390,208 317,321 297,929

The amount of listed treasury bills and other eligible bills amounted to HK$4,427m at both group and Bank level as at
31 December 2011 (2010: HK$2,624m).

a Debt securities

The group The Bank
2011 2010 2011 2010
HKS$Sm HK$m HKS$m HK$m
Listed
— listed in HONg KON ...ovoviieviiiiiecieececeeeene 17,880 21,713 13,329 17,837
— listed outside Hong Kong ........cccccevvvevveieieieeinnne 54,897 81,496 54,180 81,228
72,777 103,209 67,509 99,065
UNBSEEd .ot 96,072 97,170 53,066 56,109
168,849 200,379 120,575 155,174
Issued by public bodies
— central governments and central banks ................... 114,322 143,684 77,477 103,286
— other public SeCtor entities ........c..ccveverererrerererennens 6,651 9,266 6,544 9,165
120,973 152,950 84,021 112,451
Issued by
— DANKS oo 23,984 26,424 19,811 25,380
— COTPOTAte ENLILIES ...eveveeerieerieeeerienerieneeeeneeieeeieeeaens 23,892 21,005 16,743 17,343
168,849 200,379 120,575 155,174
b Equity shares
The group The Bank
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Listed
— listed in HONg KON ...oveviieiiiciiieieecieeeeene 4,494 3,711 4,487 3,702
— listed outside Hong Kong 7,211 10,910 7,211 10,910
11,705 14,621 11,698 14,612
UNBSEA vt 3,355 3,177 3,280 3,008
15,060 17,798 14,978 17,620
Issued by
— DANKS .ooveeieeteee e 2,192 1,287 2,192 1,287
— COIPOTAte NHLIES ..eevvveeeenieieieieieeeeieieieeeseeeenenes 12,868 16,511 12,786 16,333
15,060 17,798 14,978 17,620
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

16 Financial assets designated at fair value

The group The Bank
2011 2010 2011 2010
HKS$m HK$m HK$m HK$m
Dbt SECUTIHIES ..ovvviveviieieieieeeieeeteeeiee e 16,762 17,299 2,283 2,086
Equity shares .... . 40,268 36,674 - -
ONET ettt 640 631 - —
57,670 54,604 2,283 2,086
a Debt securities
The group The Bank
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Listed
— listed in Hong Kong ......cccoeeviiiniineiinincincne 1,780 1,909 587 826
— listed outside Hong Kong 4,578 4,297 1,696 1,111
6,358 6,206 2,283 1,937
UNBSEA v 10,404 11,093 - 149
16,762 17,299 2,283 2,086
Issued by public bodies
— central governments and central banks .................... 2,298 2,266 587 593
— other public sector entities ...........cccovveeeriririenenenes 1,992 2,402 - 270
4,290 4,668 587 863
Issued by other bodies
— DANKS oo 5,153 5,757 - -
— COIPOTAte ENLItIES ...evvveieieeieieierieiereeeeeeeeteeee s 7,319 6,874 1,696 1,223
16,762 17,299 2,283 2,086
b Equity shares
The group The Bank
2011 2010 2011 2010
HKS$m HK$m HKS$m HK$m
Listed
— listed in Hong Kong ......cccoeeviiineineinincinene 3,354 4,299 - -
— listed outside Hong Kong .........ccccceevvveiecninininennes 14,732 13,907 - -
18,086 18,206 - -
UNBSEA v 22,182 18,468 — —
40,268 36,674 — —
Issued by
— DANKS oot 1,386 1,677 - -
— corporate entities 38,882 34,997 — -
40,268 36,674 — -
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17 Derivatives

Derivatives are financial instruments that derive their value from the price of an underlying item such as equities,
bonds, interest rates, foreign exchange rates, credit spreads, commodities and equity or other indices. Derivatives
enable users to increase, reduce or alter exposures to credit or market risks. The group makes markets in derivatives
for its customers and uses derivatives to manage its exposures to credit and market risks.

Derivatives are carried at fair value and shown in the balance sheet as separate totals of assets and liabilities. A
description of how the fair value of derivatives is derived is set out in note 51.

Derivative assets and liabilities on different transactions are only offset if the transactions are with the same
counterparty, a legal right of offset exists and the cash flows are intended to be settled on a net basis. Changes in the
values of derivatives are recognised in accordance with the group’s accounting policy as described in note 3(j).

Use of derivatives

The group transacts derivatives for three primary purposes: to create risk management solutions for clients, to manage
the portfolio risk arising from client business, and to manage and hedge the group’s own risks. For accounting
purposes, derivative instruments are classified as held either for trading or hedging. Derivatives that are held as
hedging instruments are formally designated as hedges as defined in HKAS 39. All other derivative instruments are
classified as held for trading.

The held for trading classification includes two types of derivative instruments. The first type are those used in sales
and trading activities, including those instruments that are used for risk management purposes but which for various
reasons do not meet the qualifying criteria for hedge accounting. The second type of held for trading category includes
derivatives managed in conjunction with financial instruments designated at fair value. These activities are described
more fully below.

The group’s derivative activities give rise to significant open positions in portfolios of derivatives. These positions are
managed constantly to ensure that they remain within acceptable risk levels, with offsetting deals being utilised to
achieve this where necessary. When entering into derivative transactions, the group employs the same credit risk
management procedures to assess and approve potential credit exposures as are used for traditional lending.

a  Trading and hedging derivatives

Most of the group’s derivative transactions relate to sales and trading activities. Sales activities include the
structuring and marketing of derivative products to customers to enable them to take, transfer, modify or reduce
current or expected risks. Trading activities in derivatives are entered into principally for the purpose of generating
profits from short-term fluctuations in price or margin. Positions may be traded actively or be held over a period of
time to benefit from expected changes in currency rates, interest rates, equity prices or other market parameters.
Trading includes market-making, positioning and arbitrage activities. Market-making entails quoting bid and offer
prices to other market participants for the purpose of generating revenues based on spread and volume; positioning
means managing market risk positions in the expectation of benefiting from favourable movements in prices, rates
or indices; arbitrage involves identifying and profiting from price differentials between markets and products.

As mentioned above, other derivatives classified as held for trading include non-qualifying hedging derivatives and
ineffective hedging derivatives and the components of hedging derivatives that are excluded from assessing hedge
effectiveness. Non-qualifying hedging derivatives are entered into for risk management purposes but do not meet
the criteria for hedge accounting. These include derivatives managed in conjunction with financial instruments
designated at fair value. Ineffective hedging derivatives were previously designated as hedges, but no longer meet
the criteria for hedge accounting.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

17 Derivatives (continued)
(i) Contract amounts and fair values of assets and liabilities by class of derivatives

The notional contract amounts of derivatives held indicate the nominal value of transactions outstanding at the
balance sheet date; they do not represent amounts at risk.

The group
2011 2010
Contract Contract
amounts Assets Liabilities amounts Assets Liabilities
HK$m HK$m HKS$m HK$m HK$m HK$m
Trading derivatives
Exchange rate contracts ........... 10,996,534 172,868 181,560 8,815,181 159,046 166,839
Interest rate contracts .. 17,283,126 166,195 161,430 15,566,345 120,045 118,337
Equity derivatives ... 785,433 29,729 31,066 456,339 16,424 16,275
Credit derivatives .... 465,174 5,000 4,784 531,899 5,233 4,968
Commodity and other .............. 87,764 2,713 1,054 38,530 487 660
Total held for trading ............... 29,618,031 376,505 379,894 25,408,294 301,235 307,079
Trading derivatives managed
in conjunction with financial
instruments designated at fair
value
Exchange rate contracts ........... 546 3 - 19,483 37 9
Interest rate contracts ............... 4,835 128 95 8,105 32 137
5,381 131 95 27,588 69 146
Cash flow hedging derivatives
Exchange rate contracts ........... 2,679 - 79 - - -
Interest rate contracts ............... 101,069 271 139 250,303 896 125
103,748 271 218 250,303 896 125
Fair value hedging derivatives
Interest rate contracts ............... 109,477 389 3,045 113,458 422 2,488
Total derivatives ..........cceueueee. 29,836,637 377,296 383,252 25,799,643 302,622 309,838
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17 Derivatives (continued)

The Bank

Trading derivatives
Exchange rate contracts ...........
Interest rate contracts ...............
Equity derivatives ...........ccco.....
Credit derivatives ....
Commodity and other .

Total held for trading ...............

Trading derivatives managed
in conjunction with financial
instruments designated at fair
value

Exchange rate contracts ...........
Interest rate contracts ...............

Cash flow hedging derivatives
Exchange rate contracts ...........
Interest rate contracts ...............

Fair value hedging derivatives
Interest rate contracts ...............

Total derivatives ...........ccoceuee.

(ii) Risk exposure by counterparty type excluding HSBC entities

BankKs ....coooveiiieieeee e

2011 2010
Contract Contract
amounts Assets Liabilities amounts Assets Liabilities
HK$m HKS$m HKS$m HK$m HK$m HK$m
10,080,072 168,229 178,375 8,076,965 154,314 163,163
16,979,848 164,555 159,977 15,323,156 118,579 116,788
791,046 30,013 30,959 459,264 16,242 16,509
465,174 5,024 4,797 531,887 5,296 5,119
68,406 2,409 1,512 31,436 239 649
28,384,546 370,230 375,620 24,422,708 294,670 302,228
546 3 - 684 37 9
4,695 128 92 5,780 32 128
5,241 131 92 6,464 69 137
2,679 - 79 - - -
41,253 167 31 124,688 618 43
43,932 167 110 124,688 618 43
53,767 150 1,343 72,976 122 1,474
28,487,486 370,678 377,165 24,626,836 295,479 303,882
2011 2010
The group The Bank The group The Bank
% % % %
75 76 78 79
11 11 8 8
14 13 14 13
100 100 100 100

The group uses derivatives (principally interest rate swaps) for hedging purposes in the management of its own
asset and liability portfolios and structural positions. This enables the group to optimise the overall costs to the
group of accessing debt capital markets, and mitigate the market risk which would otherwise arise from
structural imbalances in the maturity and other profiles of its assets and liabilities.

The accounting treatment of hedging transactions varies according to the nature of the instrument hedged and
the type of hedging transaction. Derivatives may qualify as hedges for accounting purposes if they are fair

value hedges, cash flow hedges, or hedges of net investments in foreign operations.

The cash flows of the above hedging derivatives are expected to affect the income statement in 2012 and

beyond.
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Notes on the Financial Statements (continued)

17 Derivatives (continued)
Fair value hedges

The group’s fair value hedges principally consist of interest rate swaps that are used to protect against changes in
the fair value of fixed-rate long-term financial instruments due to movements in market interest rates. For
qualifying fair value hedges, all changes in the fair value of the derivative and in the fair value of the item in
relation to the risk being hedged are recognised in the income statement. If the hedge relationship is terminated, the
fair value adjustment to the hedged item continues to be reported as part of the basis of the item and is amortised to
the income statement as a yield adjustment over the remainder of the hedging period.

Gains or losses arising from fair value hedges

2011 2010
HKSm HK$m
Gains/(losses):
On hed@ing INSIIUMENLS ......c.eruiuirieiirieirieiet ettt ettt ettt s bbbt ebe e eseeenes (1,147) (579)
On the hedged items attributable to hedged risk .........cceceoevivnireiiinniicccc e 1,050 563
()] a6
Cash flow hedges

The group’s cash flow hedges consist principally of interest rate swaps that are used to protect against exposures to
variability in future interest cash flows on non-trading assets and liabilities which bear interest at variable rates or
which are expected to be re-funded or reinvested in the future. The amounts and timing of future cash flows,
representing both principal and interest flows, are projected for each portfolio of financial assets and liabilities on
the basis of their own contractual terms and other relevant factors, including estimates of prepayments and defaults.
The aggregate principal balances and interest cash flows across all portfolios over time form the basis for
identifying gains and losses on the effective portions of derivatives designated as cash flow hedges of forecast
transactions. Gains and losses are initially recognised directly in equity, in the cash flow hedging reserve, and are
transferred to the income statement when the forecast cash flows affect the income statement. During the year to 31
December 2011, the amount transferred to the income statement comprised HK$324m (2010: HK$1,430m)
included in net interest income.

The gains and losses on ineffective portions of such derivatives are recognised immediately in the income
statement. During the year to 31 December 2011, an insignificant amount was recognised due to hedge
ineffectiveness and termination of forecast transactions (2010: gain of HK$5m).

The schedule of forecast principal balances on which the expected interest cash flows arise as at 31 December
2011 is as follows:

More than 3 5 years or less
3 months months but less but more than
or less than 1 year 1 year
HK$m HK$m HKS$m
At 31 December 2011
Cash inflows from aSSets ...........cccovveveveirieeeieieieeeereere e 80,782 68,488 22,613
Cash outflows from liabilities ..........ccccevererirerirreireiierieees (1,022) (1,656) (2,406)
Net cash INfIOWS .....coeviiiiiiiiiiiicceeeeee e 79,760 66,832 20,207
At 31 December 2010
Cash inflows from aSSets .........cccccevveeiieerieiieeieeeeeeereere e 177,416 96,529 31,841
Cash outflows from liabilities ...........cccceerueueerirnirccccnnns (4,301) (4,003) (2,574)
Net cash INflOWS ....ocvieeiieiiiicieieieeceseee e 173,115 92,526 29,267
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17 Derivatives (continued)

b Unobservable inception profits

Any initial gain or loss on financial instruments where the valuation is dependent on unobservable parameters is
deferred over the life of the contract or until the instrument is redeemed, transferred or sold or the fair value
becomes observable. All derivatives that are part of qualifying hedging relationships have valuations based on

observable market parameters.

The table below sets out the aggregate unobservable inception profit yet to be recognised in the income statement
at the beginning and end of the year with a reconciliation of the changes during the year.

The group
2011 2010
HK$m HK$m
Balance at 1 JANUATY .......ccccoiiiiiiiieiiiieiecce ettt 101 128
Deferrals on new transactions .. 225 94
Reduction due to amortisation .. (86) (55)
Reduction due to redemption/sales/transfers/improved observability/risk hedged .. 101) (69)
Exchange differences and Others ..........c.coeviiriiiiiniince e 2) 3
Balance at 31 DECEMDET .......ccuecuiiiiiiieiieiiiietiet ettt ettt ettt e saesbesbeesesaeeseeneeneeneens 137 101
The Bank
2011 2010
HK$m HK$m
Balance at 1 JANUATY .......ccooieuirieiiieiiieiiieteiee ettt ettt b et ese b et ese e et enaesesesesseneas 91 124
Deferrals on new transactions .. 195 81
Reduction due to amortisation (71) (55)
Reduction due to redemption/sales/transfers/improved observability/risk hedged ............c........ 89) (62)
Exchange differences and Others ..........c.ooeviiiiiiiiniie e 2) 3
Balance at 31 DECEMDET .......ccueciiriiiiieiieiieiieiiet ettt ettt e et e e saesbesbeesesaeeseeneeneeneens 124 91
18 Loans and advances to customers
a Loans and advances to customers
The group The Bank
2011 2010 2011 2010
HK$m HKS$m HKS$m HK$m
Gross loans and advances to Customers ..................... 2,142,172 1,904,054 1,184,316 1,025,285
Impairment allowances (note 19(a)) ......cccoevevvvvervreennne (11,301) (12,994) (7,714) (8,973)
2,130,871 1,891,060 1,176,602 1,016,312
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Notes on the Financial Statements (continued)

18 Loans and advances to customers (continued)
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 Hongkong and Shanghai Banking Corporation Limited and its subsidiaries, to manage associated

risks.
The group
Rest of

Hong Kong Asia-Pacific Total
2011 HK$m HK$m HKS$m
Residential MOItZages’ ........cevieirieiirieinieeteeere et 360,368 247,767 608,135
Credit card adVANCES .........cvevveieieieeieeeeeeteee ettt ettt et eve e 41,200 31,849 73,049
Oher PETSONAL ......c.eveuiieiirieiieieeieteet et 51,339 38,093 89,432
TOtal PEISONAL ....c.ivieiieiieteieieeee ettt 452,907 317,709 770,616
Commercial, industrial and international trade ............ccccoeeveereiinernennnens 295,729 365,579 661,308
Commercial 1eal €STALE ...........cc.cvvevviviiriieiieriee ettt ettt 158,222 74,041 232,263
Other property-related lending . 134,910 49,659 184,569
Government ......... . 22,669 7,471 30,140
Other COMMETCIAL .......cveiviieieiiiieieiet ettt et 96,398 117,205 213,603
Total corporate and cOMMETCIal ........c.cccovverueueerininirieiiinireecceiecenas 707,928 613,955 1,321,883
Non-bank financial inStitUtiONS ..........c.ccvevviveerieiiiiiee e 24,799 23,300 48,099
Settlement ACCOUNLS ....c.eviuireeeiieiirieiieieiieteeet ettt ettt eseaes 1,236 338 1,574
Total fINANCIAL ....ccveevievieiieiieeeeee et enee 26,035 23,638 49,673
Gross loans and advances to CUStOMETS .........cceeevererirerieereeeeeeeeeeeeeneeeens 1,186,870 955,302 2,142,172
Individually assessed impairment allowances .. (2,174) (4,720) (6,894)
Collectively assessed impairment allowances (2,254) (2,153) (4,407)
Net loans and advances to CUSLOMETS ..........cccceeveeeeerieeeieiereere e 1,182,442 948,429 2,130,871
2010
Residential mortgages' ..o 326,767 221,558 548,325
Credit card adVANCES .........c.ocueevierieieieieiereeee sttt eaeas 37,351 34,287 71,638
Oher PETSONAL .......eueiiiieiiieiieieieete ettt 47,874 37,779 85,653
TOtal PEISONAL ....cuiieiiieiieteieteee ettt enen 411,992 293,624 705,616
Commercial, industrial and international trade ...........ccccccoveviirineneneeeenns 260,020 325,253 585,273
Commercial real estate .............ccoceevvevevennns . 150,142 67,804 217,946
Other property-related lending . 118,401 42,231 160,632
Government ............ccoeeveennen. . 18,185 3,223 21,408
Other COMMETCIAL ......ocviiviiviceieieeieeeeeeeeeteee ettt et 78,676 93,569 172,245
Total corporate and cOMMETCIal ........c.coovvvveueueirininiiieiecnireecceeeenas 625,424 532,080 1,157,504
Non-bank financial INSHIULIONS .......ceevveerieirieirieieeieeee e 21,952 16,486 38,438
SEttleMEnt ACCOUNLS .....ecveevierieieieiieiecteeteete ettt esae et essessessesaeereeseeseeneens 2,020 476 2,496
Total fINANCIAL ....ocvecvieeieiieiieiecieeee ettt ae e 23,972 16,962 40,934
Gross loans and advances t0 CUSTOMETS .........ceceveeeveeivieereeereeereeereeereeeeeennas 1,061,388 842,666 1,904,054
Individually assessed impairment allowances ...........ccccocovveeveerenrieeenenns (2,615) (5,644) (8,259)
Collectively assessed impairment allowWances ...........coceevereeerieenveeeeneenns (2,178) (2,557) (4,735)
Net loans and advances to CUSTOMETS ...........ceeeeeeieierieriesieereeee e 1,056,595 834,465 1,891,060

1 Residential mortgages include Hong Kong Government Home Ownership Scheme loans of HK$25,640m (2010: HK327,496m).
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18 Loans and advances to customers (continued)

The Bank
Rest of

Hong Kong Asia-Pacific Total
2011 HK$m HK$m HKS$m
Residential mortgages’ ... 222,219 95,004 317,223
Credit card advances ... . 22,653 11,966 34,619
Oher PETSONAL .......euiiiiieiiieiiieiee ettt ees 32,651 18,684 51,335
TOtal PEISONAL ....ceiieiiieiiieiieieee ettt 277,523 125,654 403,177
Commercial, industrial and international trade ...........ccccoeereirerirennennne. 207,990 166,072 374,062
Commercial 1eal €STALE .........c.ccevvevvieieiiiirieeieeeeteeeee ettt nens 113,104 36,160 149,264
Other property-related [ending ...........coceeeerieirieiinieireeeeeeeee e 43,206 23,190 66,396
Government ..........ccoceevvenenne. . 22,124 2,166 24,290
Other commercial 66,345 66,804 133,149
Total corporate and cOMMEICial ..........cccoevvireereirenninieieirreeec e 452,769 294,392 747,161
Non-bank financial inStItUtIONS ..........c.ceviviiiierieiiieiee e 21,256 12,607 33,863
SEttIeMENt ACCOUNLS ....vvevveeieieieieeteciesieere ettt e e st ere e ebeeseeseesneseenes — 115 115
Total fINANCIAL .....cveeviiiieieiieieeee e 21,256 12,722 33,978
Gross loans and advances to CUStOMETS .........ccevueerieirieerierieieriseeeeseeeeeeees 751,548 432,768 1,184,316
Individually assessed impairment allowances .. 1,377) (3,608) (4,985)
Collectively assessed impairment allowances .. (1,633) (1,096) (2,729)
Net loans and advances to CUSLOMETS ..........ccceeieriereerierieireire e eeeeeeenns 748,538 428,064 1,176,602
2010
Residential MOItEagES’ .....ccooivieirieinieiiicerere e 181,599 85,761 267,360
Credit card adVANCES .........c.ecuvevieieiiiiciecreere ettt eve e ennens 21,616 14,942 36,558
Oher PETSONAL ........cuiiieiiriiiieieietee ettt aees 27,833 19,451 47,284
TOtal PEISONAL .....iieiiieiiieiiiere ettt 231,048 120,154 351,202
Commercial, industrial and international trade ..............cccooveeviieieiieeieenenn, 162,419 157,112 319,531
Commercial real estate ...... 112,390 36,477 148,867
Other property-related lending . . 26,686 19,513 46,199
GOVEITIMENT ....vviviieeieeeieeeieeee et eeeeteeeeeeaeeeteeeteeeveeeaeeteeeveeereeeseeeseeeseeeseeeseenns 17,463 3,137 20,600
Other COMMETCIAL ......ooviiiiieieiieieiei ettt e aens 53,106 54,494 107,600
Total corporate and cOMMEICIal ........c.cccoeverieieieiieninieieieerreeece e 372,064 270,733 642,797
Non-bank financial INSEULIONS ......ccocveirieirieieieieieieeee e 19,931 11,240 31,171
SEttIeMENt ACCOUNLS .....oeuveuieieieiteetieeeeieete ettt e s ese e ese e eaesesenns - 115 115
Total fINANCIAL .....cveevieiieiicieiecieeee ettt s 19,931 11,355 31,286
Gross loans and advances t0 CUSTOMETS .........ceceveevveeeueeereeereeereeereeereeeeeeneeans 623,043 402,242 1,025,285
Individually assessed impairment allowances ...........ccccceoevrrreeecrernireencnene. (1,775) 4,171) (5,946)
Collectively assessed impairment allowWances .............cocoveeeveeriererereeennnes (1,589) (1,438) (3,027)
Net loans and advances to CUSTOMETS ..........cceeeeieieierierierieeee e e eeeeeeenes 619,679 396,633 1,016,312

The geographical information shown above has been classified by the location of the principal operations of the
subsidiary or, in the case of the Bank, by the location of the branch responsible for advancing the funds.

1 Residential mortgages include Hong Kong Government Home Ownership Scheme loans of HK$11,235m (2010: HK$12,663m).
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18 Loans and advances to customers (continued)

¢ Loans and advances to customers include equipment leased to customers under finance leases and hire purchase
contracts having the characteristics of finance leases:

The group

Amounts receivable
— Within one year ........ccccccceeevennnee
— After one year but within

five years .........
— After five years

Impairment allowances ...................
Net investment in finance leases
and hire purchase contracts ........

The Bank

Amounts receivable
— Within one year ........c.ccceceeerennnee
— After one year but within

five years ......ccoeoeveenciincnnene
— After five years .....c.coceceeeveninnnee

Impairment allowances ...................
Net investment in finance leases
and hire purchase contracts ........

88

2011 2010

Present Present

value value
of the Unearned Total of the Unearned Total
minimum future minimum minimum future minimum
lease finance lease lease finance lease
payments income payments payments income payments
HK$m HK$m HK$m HK$m HK$m HK$m
3,022 686 3,708 2,947 562 3,509
7,241 1,701 8,942 7,104 1,441 8,545
13,198 1,661 14,859 13,071 2,034 15,105
23,461 4,048 27,509 23,122 4,037 27,159

(54) (62)

23,407 23,060

2011 2010

Present Present

value value
of the Unearned Total of the Unearned Total
minimum future minimum minimum future minimum
lease finance lease lease finance lease
payments income payments payments income payments
HK$m HK$m HK$m HK$m HK$m HK$m
1,640 272 1,912 1,803 247 2,050
3,938 764 4,702 4,045 644 4,689
8,871 1,207 10,078 6,917 824 7,741
14,449 2,243 16,692 12,765 1,715 14,480

(10) (©29)
14,439 12,744



19 Impairment allowances against loans and advances to customers

a  Impairment allowances against loans and advances to customers

The group
Individually Collectively
assessed assessed
allowances allowances Total
2011 HK$m HK$m HKS$m
AL T JANUATY .ottt 8,259 4,735 12,994
Amounts WIten Off ........ccooveviieiiiiieeeieeee e (2,150) (3,792) (5,942)
Recoveries of loans and advances written off in previous years ................. 356 1,448 1,804
Net charge to income statement (note 4(i)) 694 2,401 3,095
Unwinding of discount of loan impairment (78) (216) (294)
Exchange and other adjustments ...........ccoccccoeeenirieiicinnneeinneecceeene (187) (169) (356)
At 31 December (NOte 18()) .euveveveuiriemirieieieiiierieereee sttt 6,894 4,407 11,301
2010
AL T JANUATY oottt 8,088 6,192 14,280
Amounts WIitten Off ........ccooovoiiiiiiiiiee s (1,995) (5,326) (7,321)
Recoveries of loans and advances written off in previous years ................. 322 1,442 1,764
Net charge to income statement (NOte 4(1)) .e.coevvevereeireerererineneeereeereeees 2,214 2,474 4,688
Unwinding of discount of loan impairment ...........c.cccoceeveerieveneerenerenenes (81) (243) (324)
Exchange and other adjustments ...........ccocovrueuereinnneieeinnneee e (289) 196 (93)
At 31 December (N0t 18(2)) .ouveveveririerieieiereieieniee ettt 8,259 4,735 12,994
The Bank
Individually Collectively
assessed assessed
allowances allowances Total
2011 HKS$Sm HKS$m HK$m
AL T JANUATY oot 5,946 3,027 8,973
Amounts WIIten Off ........ccooveviiiiiiiieeeeeeee e (1,545) (2,216) (3,761)
Recoveries of loans and advances written off in previous years .. 198 845 1,043
Net charge to income statement ................. 612 1,358 1,970
Unwinding of discount of loan impairment . (53) (149) (202)
Exchange and other adjustments ............ccceceviiineinenineneeeeeeeee (173) (136) (309)
At 31 December (N0t€ 18(2)) «.cuvvevevevemiriririeieieeirieieieiciseeieses e 4,985 2,729 7,714
2010
AL T JANUATY oottt 5,371 4,480 9,851
Amounts written off (1,220) (3,835) (5,055)
Recoveries of loans and advances written off in previous years ................. 119 968 1,087
Net charge to inCOmME StAEMENT ......vveuiirireeieiiniiririeieecereteee e 1,727 1,796 3,523
Unwinding of discount of loan impairment . (47) (190) (237)
Exchange and other adjustments ............ccceverieererinenieeieeeeee e (4) (192) (196)
At 31 December (10te 18(2)) ..cvovveueueuirinirieicieiirieieieieieeeieei et 5,946 3,027 8,973
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19 Impairment allowances against loans and advances to customers (continued)

b Impaired loans and advances to customers and allowances

The group
Rest of
Hong Kong Asia-Pacific Total
HKSm HK$m HK$m
At 31 December 2011
Loans and advances to customers which are considered
to be impaired are as follows:
Gross impaired loans and advances' .............c..coocoouoevreereeeerneeeeesieeseeee s 4,538 9,313 13,851
Individually assessed alloWances ...........ccecevveiereeererieenieineeeieeeieeeseenene (2,174) (4,720) (6,894)
2,364 4,593 6,957
Individually assessed allowances as a percentage of
gross impaired loans and advances .............ccccecceereueeennnneeenieneennes 47.9% 50.7% 49.8%
Gross impaired loans and advances as a percentage of
gross loans and advances to CUSTOMETS .........c.ccceveueueueueneriemriereeeieeneeeenenes 0.4% 1.0% 0.6%
At 31 December 2010
Loans and advances to customers which are considered
to be impaired are as follows:
Gross impaired loans and advances' .............c..cocoeeevvevreeeeeeereneeereeesssenees 4,987 11,294 16,281
Individually assessed alloWances ..........c.covvrveueuenininincieerennneeecneeeeeeene (2,615) (5,644) (8,259)
2,372 5,650 8,022
Individually assessed allowances as a percentage of
gross impaired l0ans and adVances ............coceeveerieerieenieiseeeeeeeens 52.4% 50.0% 50.7%
Gross impaired loans and advances as a percentage of
gross loans and advances to CUSTOMETS .........c.ccceveueueueucrereeuriereueernneeeenene 0.5% 1.3% 0.9%
The Bank
Rest of
Hong Kong Asia-Pacific Total
HKSm HKS$m HK$m
At 31 December 2011
Loans and advances to customers which are considered
to be impaired are as follows:
Gross impaired loans and advances' .............c.ccoooevoevreereueersreecenieeseeee s 3,086 5,865 8,951
Individually assessed alloWances ...........cceceveerieierenieenieineeeeeeeeeeenens (1,377) (3,608) (4,985)
1,709 2,257 3,966
Individually assessed allowances as a percentage of
gross impaired loans and advances .............ccccecceereueeennnneeenieneennes 44.6% 61.5% 55.7%
Gross impaired loans and advances as a percentage of
gross loans and advances to CUSTOMETS .........c.cccovvveueueucrerinrriereeeernreeeenenes 0.4% 1.4% 0.8%
At 31 December 2010
Loans and advances to customers which are considered
to be impaired are as follows:
Gross impaired loans and advances' .............c.cocoeeervrvreeeeeerneeeesesssennes 3,436 7,160 10,596
Individually assessed alloWances ..........c.coovrveueuerininineieerennneee e (1,775) (4,171) (5,946)
1,661 2,989 4,650
Individually assessed allowances as a percentage of
gross impaired loans and adVanCes ............cocveervererieerieienieinieeeeeeeeens 51.7% 58.3% 56.1%
Gross impaired loans and advances as a percentage of
gross loans and advances to CUSTOMETS .........c.cceeveueueueuererernrueuereeenreeeenenes 0.6% 1.8% 1.0%

1 Please refer to note 52 for the group policy on the credit risk rating system.
Impaired loans and advances to customers are those loans and advances where objective evidence exists that full

repayment of principal or interest is considered unlikely. The individually assessed allowances are made after
taking into account the value of collateral in respect of such loans and advances.
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19 Impairment allowances against loans and advances to customers (continued)

¢ Individually assessed impaired loans and advances

The group
Rest of
Hong Kong Asia-Pacific Total
HKS$m HK$m HK$m
At 31 December 2011
Gross individually assessed impaired loans and advances ..........c.ccccoceveee. 3,881 8,490 12,371
Individually assessed impairment alloWances ..........cocoeeeeenernueverenenennnens (2,174) (4,720) (6,894)
1,707 3,770 5,477
Gross individually assessed impaired loans and advances as a percentage of
gross loans and advances to CUSIOMETS ......cocveeerveieerierenierinreieieeeieeenens 0.3% 0.9% 0.6%
Fair value of collateral which has been taken into account in respect of
individually assessed impaired loans and advances to customers ............ 1,403 3,252 4,655
At 31 December 2010
Gross individually assessed impaired loans and advances .. 4,804 10,210 15,014
Individually assessed impairment allowWances ...........ccccoveereeereeeneenenennns (2,615) (5,644) (8,259)
2,189 4,566 6,755
Gross individually assessed impaired loans and advances as a percentage of
gross loans and advances to CUSIOMETS ......c.ooveerveieerierenierinieeeieeeneeenens 0.5% 1.2% 0.8%
Fair value of collateral which has been taken into account in respect of
individually assessed impaired loans and advances to customers ........... 1,463 2,887 4,350
The Bank
Rest of
Hong Kong Asia-Pacific Total
HK$m HK$m HKS$m
At 31 December 2011
Gross individually assessed impaired loans and advances ..............cccceeunen. 2,520 5,472 7,992
Individually assessed impairment alloWances ..........c.coceceeeerererueucrcrenennnnens (1,377) (3,608) (4,985)
1,143 1,864 3,007
Gross individually assessed impaired loans and advances as a percentage of
gross loans and advances to customers 0.3% 1.3% 0.7%
Fair value of collateral which has been taken into account in respect of
individually assessed impaired loans and advances to customers ............ 1,032 1,167 2,199
At 31 December 2010
Gross individually assessed impaired loans and advances 3,359 6,521 9,880
Individually assessed impairment allowances ...........cccocecevveerieierereeenienens (1,775) (4,171) (5,946)
1,584 2,350 3,934
Gross individually assessed impaired loans and advances as a percentage of
gross loans and advances to CUSIOMETS ......cccveeeveieerieririerinieeeieeeeeenens 0.5% 1.6% 1.0%
Fair value of collateral which has been taken into account in respect of
individually assessed impaired loans and advances to customers ........... 877 879 1,756
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19 Impairment allowances against loans and advances to customers (continued)

For individually assessed customer loans and advances where the industry sectors comprise more than 10% of total
gross loans and advances to customers, the analysis of gross impaired loans and advances and allowances by major
industry sectors based on categories and definitions used by the HSBC Group is as follows:

The group
Total gross Gross  Individually  Collectively Net new Advances
loans and impaired assessed assessed  impairment written-off
advances advances allowances allowances allowances in year
HK$m HKS$m HKS$m HK$m HKS$m HKS$m
At 31 December 2011
Residential mortgages ............cce..e 608,135 2,369 (372) (166) 29 47
Commercial, industrial and
international trade ............cc.c.e.... 661,308 6,970 (5,184) (2,049) 919 1,435
Commercial real estate ................... 232,263 580 (268) (69) 134 47
At 31 December 2010
Residential mortgages ............co.eu.... 548,325 2,405 (375) (216) 4 78
Commercial, industrial and
international trade .............cco.c.... 585,273 8,445 (5,989) (1,898) 1,096 1,049
Commercial real estate ................... 217,946 893 (254) (54) 76 192
The Bank
Total gross Gross Individually  Collectively Net new Advances
loans and impaired assessed assessed  impairment written-off
advances advances allowances allowances allowances in year
HK$m HK$m HKS$m HK$m HKS$m HKSm
At 31 December 2011
Residential mortgages .........c.coeuee. 317,223 598 98) (72) 7 8
Commercial, industrial and
international trade ............cccceue.. 374,062 5,115 3,897) (1,256) 703 999
Commercial real estate ................... 149,264 357 a7 32 84 4
At 31 December 2010
Residential mortgages .........c.ccoeueue 267,360 637 95) (98) 27 43
Commercial, industrial and
international trade ..........c.cccceuve. 319,531 6,173 (4,395) (1,198) 915 883
Commercial real estate ................... 148,867 349 (60) (22) 20 116

Collectively assessed allowances refer to impairment allowances which are assessed on a collective basis for those
individually assessed loans and advances where an individual impairment has not yet been identified.
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The group

At 31 December 2011
Gross amounts which have been
overdue with respect to either
principal or interest for periods of
— more than three months but
less than six months ...............
— more than six months but
less than one year ...................
— more than one year .................

Individually assessed impairment
allowances made in respect of
amounts overdue ...........c.oeeenee

Fair value of collateral held in
respect of amounts overdue .......

Rescheduled loans and advances to
CUSLOMETS ..eevvieeeeeeriiireeeeeeiieeeees

At 31 December 2010
Gross amounts which have been
overdue with respect to either
principal or interest for periods of
— more than three months but
less than six months ...............
— more than six months but
less than one year ...
— more than one year .................

Individually assessed impairment
allowances made in respect of
amounts overdue .............c.cceeuee

Fair value of collateral held in
respect of amounts overdue ........

Rescheduled loans and advances to
CUSLOIMETS .vovvveevevererereeeeaeneenenees

d Overdue and rescheduled loans and advances to customers

19 Impairment allowances against loans and advances to customers (continued)

Hong Kong Rest of Asia-Pacific Total
HK$m % HKS$m % HK$m %
616 0.1 3,446 0.4 4,062 0.2
234 0.0 720 0.1 954 0.0
1,807 0.2 2,880 0.3 4,687 0.2
2,657 0.3 7,046 0.8 9,703 0.4
(1,614) (4,106) (5,720)
825 2,030 2,855
1,257 0.1 1,938 0.2 3,195 0.1
341 0.0 1,906 0.2 2,247 0.1
974 0.1 825 0.1 1,799 0.1
2,234 0.2 4,345 0.5 6,579 0.4
3,549 0.3 7,076 0.8 10,625 0.6
(1,923) (3,824) (5,747)
823 2,044 2,867
891 0.1 2,793 0.3 3,684 0.2
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19 Impairment allowances against loans and advances to customers (continued)

The Bank
Hong Kong Rest of Asia-Pacific Total
HK$m % HKS$m % HK$m %
At 31 December 2011
Gross amounts which have been
overdue with respect to either
principal or interest for periods of
— more than three months but
less than six months ............... 390 0.1 2,315 0.5 2,705 0.2
— more than six months but
less than one year ................... 181 0.0 270 0.1 451 0.0
— more than one year ................. 1,131 0.2 1,780 0.4 2,911 0.3
1,702 0.3 4,365 1.0 6,067 0.5
Individually assessed impairment
allowances made in respect of
amounts overdue ..............c.ocveuen. (871) (3,090) 3,961)
Fair value of collateral held in
respect of amounts overdue ........ 675 643 1,318
Rescheduled loans and advances to
CUSEOIMETS ...ovevveveveneirieeirereeenens 1,149 0.2 543 0.1 1,692 0.1
At 31 December 2010
Gross amounts which have been
overdue with respect to either
principal or interest for periods of
— more than three months but
less than six months ............... 204 0.0 854 0.2 1,058 0.1
— more than six months but
less than one year .............c..... 886 0.2 391 0.1 1,277 0.1
— more than one year ................. 1,330 0.2 2,574 0.6 3,904 0.4
2,420 0.4 3,819 0.9 6,239 0.6
Individually assessed impairment
allowances made in respect of
amounts overdue ...........cccevuenene (1,115) (2,496) 3,611)
Fair value of collateral held in
respect of amounts overdue ........ 529 607 1,136
Rescheduled loans and advances to
CUSTOMIET'S ..oevvveeeeeeeeeneeeeieee e 772 0.1 1,251 03 2,023 0.2

Rescheduled loans and advances to customers are those loans and advances which have been restructured or
renegotiated because of deterioration in the financial position of the borrower or because of the inability of the
borrower to meet the original repayment schedule. Rescheduled loans and advances to customers are stated net of
any loans and advances which have subsequently become overdue for more than three months and which are
included in ‘Overdue loans and advances to customers’.

20 Impairments and rescheduled amounts relating to loans and advances to banks and other assets

There are no significant impaired or rescheduled loans and advances to banks or overdue or rescheduled other assets

as at 31 December 2011 and 31 December 2010. Information relating to overdue balances can be found in note 52.
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21 Financial investments

The group The Bank
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Debt securities
— held-to-MAaturity ........ccccoeeuivenininieicciieeceee s 134,720 121,743 - -
— available-for-sale ..o 542,536 632,084 325,136 442,336
Equity shares
— available-for-sale ............cccovveeiiiiieiieiceie e 45,177 72,835 37,171 61,416
722,433 826,662 362,307 503,752
Financial investments
— which may be repledged or resold by counterparties ..... 847 1,297 325 1,090
— not subject to repledge or resale by counterparties ........ 721,586 825,365 361,982 502,662
722,433 826,662 362,307 503,752
a  Held-to-maturity debt securities
The group
Book value Fair value
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Listed
— listed in Hong Kong ......c.ccovveveeininnneicninnene 2,932 2,496 3,209 2,733
— listed outside Hong Kong .........ccccceeveieueiccnnnnnne 31,017 30,013 32,847 30,941
33,949 32,509 36,056 33,674
UNBSEEd .ot 100,771 89,234 106,618 92,737
134,720 121,743 142,674 126,411
Issued by public bodies
— central governments and central banks ................. 2,551 2,309 3,049 2,471
— other public sector entities ..........ccoceververrrerereeene. 20,703 18,074 22,347 19,230
23,254 20,383 25,396 21,701
Issued by
— DANKS ot 72,303 72,428 75,309 74,876
— COTPOrate ENLItIES .....ceovvverveeereeeerierereeereeeseeeenenenes 39,163 28,932 41,969 29,834
134,720 121,743 142,674 126,411
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21 Financial investments (continued)

b Available-for-sale debt securities

The group The Bank
2011 2010 2011 2010
HK$m HKS$m HKS$m HK$m
Listed
— listed in Hong Kong ........ccovveivveeneeneiieieenen 23,333 9,519 2,872 1,337
— listed outside Hong Kong 169,312 261,968 131,216 200,125
192,645 271,487 134,088 201,462
UNBSEA vt 349,891 360,597 191,048 240,874
542,536 632,084 325,136 442,336
Issued by public bodies
— central governments and central banks ................. 295,436 263,426 182,580 199,397
— other public sector entities ...........cccovvereerireruenene 78,901 63,972 51,118 46,542
374,337 327,398 233,698 245,939
Issued by
— DANKS oo 136,388 257,408 74,434 159,631
— COTPOrate ENLItIES .....eovvvereeeeeererierereenereeeseeeeneneenes 31,811 47,278 17,004 36,766
542,536 632,084 325,136 442336
¢ Available-for-sale equity shares
The group The Bank
2011 2010 2011 2010
HKS$m HK$m HKS$m HK$m
Listed
— listed in Hong Kong ........cccovveivveeneeneireieenen 31,794 53,867 31,372 53,224
— listed outside Hong Kong .........ccccccovveieueiccnnnnnne 129 699 89 529
31,923 54,566 31,461 53,753
UNBSEA v 13,254 18,269 5,710 7,663
45,177 72,835 37,171 61,416
Issued by
— DANKS oo 7,140 11,376 3,716 4,957
— corporate entities 38,037 61,459 33,455 56,459
45,177 72,835 37,171 61,416
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22 Transfers of financial assets not qualifying for derecognition

The group enters into transactions in the normal course of business by which it transfers recognised financial assets
directly to third parties or to special purpose entities. These transfers may give rise to full or partial derecognition of
the financial assets concerned.

e Full derecognition occurs when the group transfers its contractual right to receive cash flows from the financial
assets, or retains the right but assumes an obligation to pass on the cash flows from the asset, and transfers
substantially all the risks and rewards of ownership. The risks include credit, interest rate, currency, prepayment
and other price risks.

e Partial derecognition occurs when the group sells or otherwise transfers financial assets in such a way that some
but not substantially all of the risks and rewards of ownership are transferred but control is retained. These
financial assets are recognised in the balance sheet to the extent of the group’s continuing involvement.

The majority of transferred financial assets that do not qualify for derecognition are (i) debt securities held by
counterparties as collateral under repurchase agreements or (ii) securities lent under securities lending agreements. The
following table analyses the carrying amount of financial assets transferred to third parties that did not qualify for
derecognition during 2011 and 2010, and their associated financial liabilities:

The group
2011 2010
Carrying Carrying Carrying Carrying
amount of amount of amount of amount of
transferred associated transferred associated
assets liabilities assets liabilities
HK$m HK$m HKS$m HK$m
Repurchase agreements ........ 21,685 21,383 14,652 14,210
Securities lending agreements 735 259 594 65
22,420 21,642 15,246 14,275
The Bank
2011 2010
Carrying Carrying Carrying Carrying
amount of amount of amount of amount of
transferred associated transferred associated
assets liabilities assets liabilities
HK$m HK$m HKS$m HK$m
Repurchase agreements ........ 3,829 3,888 6,692 6,485
Securities lending agreements 579 259 387 65
4,408 4,147 7,079 6,550

The carrying amount of assets transferred by the group to other HSBC Group entities under repurchase agreements is
HK$12,276m (2010: HK$48m) and by the Bank is HK$15,452m (2010: HK$11,647m). The associated liability
assumed by the group is HK$12,292m (2010: HK$48m) and by the Bank is HK$15,462m (2010: HK$11,715m).

The carrying amount of assets transferred under securities lending agreements to other HSBC Group entities is
HK$3,534m (2010: HK$2,341m) by both the group and the Bank. The associated liabilities assumed are HK$3,534m
(2010: HK$2,458m).
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23 Investments in subsidiaries

The Bank
2011 2010
HKS$m HK$m
Investments in subsidiaries:
UNDISTEA INVESIMEINES .....vviieiiieiieeie ettt ettt e eteeteeeteeeaeeaeeteeveeteeeteeseeseeeseeeseeseeseeseeereeseenns 56,859 52,059
LAStEA INVESIMENT ...vevveviiieiiieiieieietetietete ettt ettt ettt te s ese s eseesesabeseeseseese s ese s esesesessesessesesesessenesas 865 865
57,724 52,924

The principal subsidiaries of the Bank are:

The group’s

Nominal value interest in

Place of Principal of issued share Class of issued share

incorporation activity capital share capital

Hang Seng Bank Limited ............cccoovenne Hong Kong Banking HK$9,559m Ordinary 62.14%
HSBC Bank (China) Company Limited .. PRC' Banking RMB10,800m Ordinary 100%
HSBC Bank Malaysia Berhad ................. Malaysia Banking RM$115m Ordinary 100%
HSBC Bank Australia Limited?” ... Australia Banking A$751m Ordinary 100%
HSBC Bank (Taiwan) Limited? ... . Taiwan Banking TWD30,000m Ordinary 100%
HSBC Insurance (Asia) Limited” ........... Hong Kong Insurance HK$1,298m Ordinary 100%
HSBC Life (International) Limited” ....... Bermuda Retirement HK$1,278m Ordinary 100%

benefits and
life insurance

1 People’s Republic of China
2 Held indirectly

The principal countries of operation are the same as the countries of incorporation except for HSBC Life (International)
Limited which operates mainly in Hong Kong.
All of the above companies are controlled subsidiaries and have been consolidated in the financial statements.

The principal subsidiaries are regulated banking and insurance entities and, as such, are required to maintain certain
minimum levels of capital and liquid assets to support their operations. The effect of these regulatory requirements is
to limit the extent to which the subsidiaries may transfer funds to the Bank in the form of repayment of shareholder
loans or cash dividends.
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24 Interests in associates and joint ventures

The Group

2011 2010

HKS$m HK$m

Share of net assets 84,493 68,046

Goodwill .............. . 5,544 5,405

INEANGIDIC ASSELS ...ttt ettt ettt ettt b et bt s e st b et eb et bt na e e 2,216 2,690
Deferred tax on intangible @SSELS ........c.cocveurueueueriririeieteirinirieieies et tebes ettt ettt bbbt ene (468) (573)

91,785 75,568

At 31 December 2011, the group’s interests in associates amounted to HK$90,130m (2010: HK$74,099m).

The Bank
2011 2010
HKS$m HK$m
LIStEA INVESIMENTS ....vviiuviiieiiti ettt ettt ettt ettt e et et e e et e et e eaeeeeeeeaeesaeeeseesseesaeessseseeseeseeseenaeanes 26,561 26,561
Unlisted investments 1,578 1,578
28,139 28,139

Shareholdings in associates held by the Bank include listed investments of HK$26,561m (2010: HK$26,561m). As at
the balance sheet date, the fair value of these investments held by the group, based on quoted market prices, was
HK$87,107m (2010: HK$108,458m).

a  Principal associates

The principal associates of the group are:

At 31 December 2011 At 31 December 2010
Carrying value Fair value Carrying value Fair value
HK$m HKS$m HKS$m HKS$m
Listed
Bank of Communications Co., Ltd ...........c.ccccenen. 66,704 63,964 54,568 83,743
Industrial Bank Co., Ltd.? ....coovvrrirerireeirnrienis 17,199 21,307 13,752 21,753
Bao Viet Holdings® .........coocovvvvvoeieeeeeeeeeeeeeeenn 1,409 1,836 1,418 2,962
85,312 87,107 69,738 108,458
The group’s
Nominal value interest in
Place of Principal of issued share Class of issued share
incorporation activity capital share capital
Listed
Bank of Communications Co., Ltd ... PRC' Banking RMB61,886m Ordinary 19.03%
Industrial Bank Co., Ltd.” ................. PRC' Banking RMB10,786m Ordinary 12.80%
Bao Viet Holdings..........cc.ccccooveec.... Vietnam Insurance VND6,805bn Ordinary 18.00%
Unlisted
Barrowgate Limited® ... Hong Kong Property investment -2 Ordinary 24.64%
OCLP Holdings, Inc. ....cccccevereruruenene Philippines Property investment PHP1,672m Ordinary 34.08%
Vietnam Technological and
Commercial Joint Stock Bank ...... Vietnam Banking VND8,788bn Ordinary 19.61%
Yantai Bank Co., Limited® ................ PRC' Banking RMB2,000m  Ordinary 20.00%

1 People’s Republic of China
2 Nominal value of issued share capital is less than HK$1m
3 Held indirectly

The principal countries of operation are the same as the countries of incorporation.
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24 Interests in associates and joint ventures (continued)

The Bank’s interests in Bank of Communications Co., Ltd (‘BoCom’), Vietnam Technological and Commercial
Joint Stock Bank (‘TechCom Bank’) and Bao Viet Holdings (‘Bao Viet’) are accounted for as associated
companies as the group has representation on the Board of Directors of each, whilst for BoCom, the Bank has
representation on the strategy committee. Hang Seng Bank Limited’s (‘Hang Seng’) interest in Industrial Bank Co.,
Ltd. (‘Industrial Bank’) is accounted for as an associated company as Hang Seng has representation on the Board
of Directors and also has representation on the executive committee.

In respect of the year ended 31 December 2011, BoCom, Industrial Bank, TechCom Bank and Bao Viet were
included in these financial statements based on financial statements drawn up to 30 September 2011, but taking
into account the financial effect of significant transactions or events in the subsequent period from 1 October 2011
to 31 December 2011. The group has taken advantage of the provision contained in HKAS28 ‘Investments in
Associates” whereby it is permitted to include the attributable share of associates’ results based on accounts drawn
up to a non-coterminous period end where the difference is no greater than three months.

In September 2011, TechCom Bank issued shares to its employees. This reduced the group’s equity interest from
19.79% to 19.61%.

Interests in associates include intangible assets recognised on acquisition with respect to customer relationships
and brand names which are amortised over a period of 10 years.

The group has entered into Technical Support and Assistance Agreements with BoCom, Industrial Bank, TechCom
Bank, Bao Viet, Hana HSBC Life Insurance and Canara HSBC Oriental Bank of Commerce Life Insurance to
provide technical support and assistance in relation to their banking and insurance business.

b Summarised aggregate financial information on associates and joint ventures

Assets Liabilities Equity Revenue Expenses Profit
HK$m HK$m HKS$m HKS$m HK$m HKS$m
2011
100% oo 8,127,975 7,647,933 480,042 223,952 133,979 89,973
The group’s effective interest 1,265,356 1,188,011 77,345 36,318 22,342 13,976
2010
TO0% et 6,754,826 6,368,911 385,915 175,768 110,321 65,447
The group’s effective interest' ......... 1,053,418 991,097 62,321 29,268 18,717 10,551

1 The group’s effective interest is stated net of non-controlling interests.

At 31 December 2011, the group’s share of associates and joint ventures’ contingent liabilities was HK$266,530m
(2010: HK$199,304m).

¢ The principal joint ventures of the group are:

The group’s
Nominal value interest in
Place of Principal of issued share Class of issued share
incorporation activity capital share capital
Listed
Canara HSBC Oriental Bank of
Commerce Life Insurance Insurance
Company Limited ........ccoovevvrveirieinnns India manufacturing INRS,000m Ordinary 26.00%
Hana HSBC Life Insurance Co., Ltd ....... South Korea Insurance KRW85,201m Ordinary 49.99%

manufacturing
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25 Goodwill and intangible assets

Goodwill and intangible assets includes goodwill arising on business combinations, the present value of in-force long-
term insurance business, and other intangible assets.

The group The Bank
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Goodwill 7,629 7,891 1,177 1,167
Present value of in-force long-term insurance business 20,232 14,767 - -
Other intangible assets ........cocoeeueeririereeeerininieeceneeeenene 6,978 7,032 3,654 3,546
34,839 29,690 4,831 4,713
a  Goodwill
The group The Bank
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Cost at 1 JANUATY .....cceoveverenienininineieeeese e 7,891 7,519 1,167 1,104
Exchange and other movements ...........c.cccecevvereenne (262) 372 10 63
Net book value at 31 December ...........cccocveeeeeveenneanes 7,629 7,891 1,177 1,167
Segmental analysis of goodwill
The group The Bank
2011 2010 2011 2010
HK$m HK$m HKS$m HK$m
Hong Kong — Retail Banking and Wealth
MaANAZEMENL ...ttt 12 12 - -
Hong Kong — Commercial Banking ......... 36 36 24 24
Hong Kong — Global Banking and Markets ................... 755 755 498 498
Rest of Asia-Pacific — Retail Banking and Wealth
MaNAZEMENL .....oovveieieiieieieieieieeeereer et eseeenene 1,430 1,598 78 78
Rest of Asia-Pacific — Commercial Banking ................. 4,275 4,358 = -
Rest of Asia-Pacific — Global Banking and Markets ..... 1,121 1,132 577 567
7,629 7,891 1,177 1,167

During 2011 there was no impairment of goodwill (2010: nil). Impairment testing in respect of goodwill is
performed annually by comparing the recoverable amount of cash generating units (‘CGUSs’), determined at 1 July
2011 based on a value in use calculation, with the carrying amount of the CGUs. That calculation uses cash flow
estimates based on management’s cash flow projections, extrapolated in perpetuity using a nominal long-term
growth rate based on current Gross Domestic Product for the countries within which the CGU operates. Cash flows
are extrapolated in perpetuity due to the long-term perspective within the group of business units making up the
CGUs. The discount rate used is based on the cost of capital HSBC allocates to investments in the countries in
which the CGU operates.

The cost of capital assigned to an individual CGU and used to discount its future cash flows can have a significant
effect on its valuation. The cost of capital percentage is generally derived from an appropriate capital asset pricing
model, which itself depends on inputs reflecting a number of financial and economic variables including the risk-
free rate in the country concerned and a premium to reflect the inherent risk of the business being evaluated. These
variables are established on the basis of management judgement.
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25 Goodwill and intangible assets (continued)

Management judgement is required in estimating the future cash flows of the CGUs. These values are sensitive to
the cash flows projected for the periods for which detailed forecasts are available, and to assumptions regarding the
long term sustainable pattern of cash flows thereafter. While the acceptable range within which underlying
assumptions can be applied is governed by the requirement for resulting forecasts to be compared with actual
performance and verifiable economic data in future years, the cash flow forecasts necessarily and appropriately
reflect management’s view of future business prospects.

Two key assumptions upon which management has based its determination of the recoverable amount of the CGUs
are the discount rate and the nominal long-term growth rate. The discount rates used in the impairment test in 2011
were in the range of 10% to 11% (2010: 10% to 11%) across different CGUs. The nominal long-term growth rates
used in the impairment test in 2011 for Hong Kong and Rest of Asia-Pacific were 7.9% and 7.8% respectively
(2010: 5.3% and 6.9%).

The present value of in-force long-term insurance business (‘PVIF")
(i) PVIF specific assumptions

The following are the key assumptions used in the computation of PVIF for Hong Kong, being the main life
insurance operation:

2011 2010
Risk free rate .....cooveveveeiveeeneieeeeeees 1.47% 3.10%
Risk discount rate .........c.ccceeeenerrennenns 8.00% 11.00%
Expenses inflation ..........cccoceevevevieiniennnns 3.00% 3.00%
Lapse rate ......coocooevveiviiiiiiiiiceces 0%-20% for the first policy year 0%-20% for the first policy year
and 0%-15% for renewal years and 0%-15% for renewal years
(ii) Movement in PVIF for the year ended 31 December

The group
2011 2010
HK$m HK$m
AL T JAINUATY .ottt ettt e ettt b ettt eb et ettt b et nnene 14,767 10,554
Addition from current year NEW DUSINESS .......cccvevirveririeirieirienieiiiereteeseesseeesesesesseesseeenens 4,982 3,737
Movement from iN-fOrCe DUSINESS .....c.ecveuirieiriiieiiieieieeriecreee ettt ettt snene (333) 369
Exchange and other adjustments ............cooeiiiiriiiniiinicee e 816 107
AL 3T DECEIMDET ...ttt ettt ettt e et et e e e et e et e et e e e e eteeeeeaeens 20,232 14,767
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25 Goodwill and intangible assets (continued)

¢ Other intangible assets

The group
2011
Customer/
Computer merchant
software relationships Other' Total
HKS$m HKSm HKS$m HK$m
Cost
At 1 JaNUATY c.ooveeieiiiccce s 8,208 1,905 2,318 12,431
AILIONS ..o 1,767 - 37 1,804
Disposals/amounts written-off ............ccccceoeevecenenne 173) 2) “4) (179)
Exchange and other movements ..........c.cocoevevecrennnnee (26) (14) (98) (138)
At 31 DECEMDET .....ovvveiiiiiiciccreeiecce e 9,776 1,889 2,253 13,918
Accumulated amortisation and impairment
At 1 JaNUATY .ooveeieiiiicccc s 4,640 727 32 5,399
Amortisation charge for the year .. 1,283 202 11 1,496
Impairment ........c.coceeeeeenee. 264 - - 264
Disposals/amounts written-off .. . 173) ?) @) (179)
Exchange and other movements ...........cccccceceveeerenene (23) 12) 5) (40)
At 31 December .......ccooovieiiiiieieeeeeeee e 5,991 915 34 6,940
Net book value at 31 December ...........ccccccvevveveennnnen. 3,785 974 2,219 6,978
2010
Customer/
Computer merchant
software relationships Other' Total
HK$m HK$m HK$m HK$m
Cost
At 1 JANUATY ..o 6,866 1,743 2,090 10,699
AAIIONS oo 1,345 - 28 1,373
Disposals/amounts written-off ............ccccevevvrernenne (82) - - (82)
Exchange and other movements ............c.coccceverineenne 79 162 200 441
At 31 DECEMDET ...t 8,208 1,905 2,318 12,431
Accumulated amortisation and impairment
At 1 JaNUATY oo 3,203 479 21 3,703
Amortisation charge for the year ..........cccoocevvveeneennne 1,374 195 10 1,579
TMPAITMENT ... 85 - - 85
Disposals/amounts written-off .. (82) - - (82)
Exchange and other movements 60 53 1 114
At 31 DECEMDET ....ocvvveeiieiieieiecteee e 4,640 727 32 5,399
Net book value at 31 December ...........c.ccoeeveennennenn. 3,568 1,178 2,286 7,032
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The Bank
2011
Customer/
Computer merchant
software relationships Other' Total
HKS$m HKSm HKS$m HK$m
Cost
At 1 JaNUATY c.ooveeieiiiccce s 6,424 1,269 12 7,705
AILIONS ..o 1,371 - 37 1,408
Disposals/amounts written-off .. (74) 2) Q)] (81)
Exchange and other movements.... (6) 3) — 9
At 31 DECEMDET ....cuviviiiiiieieiciceeeiee e 7,715 1,264 44 9,023
Accumulated amortisation and impairment
At 1 JaNUATY c.ooeeeeiiiccc s 3,647 503 9 4,159
Amortisation charge for the year . 1,019 105 1 1,125
Impairment.........ccoccceverrueuenee. . 173 - - 173
Disposals/amounts written-off ...........cccccccevirrireenne. (74) ?) Q) (81)
Exchange and other movements .............ccccecvvveerienene Q) 2) - (@)
At 31 DECEMDET .....cvvveiiiiiiciccereecce s 4,760 604 5 5,369
Net book value at 31 December ..........ccccceevvervreennne. 2,955 660 39 3,654
2010
Customer/
Computer merchant
software relationships Other' Total
HK$m HK$m HK$m HK$m
Cost
At 1 JanUary ..ocooeeeeeeeeeeeee e 5,557 1,135 1,975 8,667
AQAItIONS oo 1,071 - 2 1,073
Disposals/amounts written-off .............ccccooveirievenienne (150) - - (150)
Exchange and other movements” ...............c..ccoo........ (54) 134 (1,965) (1,885)
At 31 December .......ccoovvieiieiieeeeeeeeee e 6,424 1,269 12 7,705
Accumulated amortisation and impairment
At 1 JaNUATY oo 2,648 361 8 3,017
Amortisation charge for the year ..........c.cccovvueenencne. 1,115 95 - 1,210
TMPAITMENL ...ttt 80 - — 80
Disposals/amounts written-off .. (150) - - (150)
Exchange and other movements (46) 47 1 2
At 31 DECEMDET ...t 3,647 503 9 4,159
Net book value at 31 December ...........cccoeveeveennenns 2,777 766 3 3,546

1 ‘Other’ includes operating licenses which were recognised during the acquisition of the assets, liabilities and operations of The
Chinese Bank in Taiwan in 2008. These have an indefinite useful life as there are no economic or legal restrictions to limit their use.
The carrying value of this intangible asset was allocated to relevant business units in Taiwan.

2 Other intangible assets arising from the acquisition of the assets, liabilities and operations of The Chinese Bank in Taiwan were
transferred from the Bank to the group following the local incorporation of HSBC Bank (Taiwan) Limited in 2010.

The above intangible assets are amortised over their finite useful lives as follows:

Computer software from 3 years to 5 years
Customer/merchant relationships from 3 years to 10 years
Other (excluding operating licenses) from 3 years to 10 years
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25 Goodwill and intangible assets (continued)

An impairment test was carried out in respect of the operating licenses in Taiwan as at 1 July 2011. The result
confirmed that there was no impairment. The impairment test was performed by comparing the recoverable amount
of the relevant cash generating units (‘CGUs’), determined by a value in use calculation, with the carrying amounts
of the CGUs. The calculation uses cash flow estimates based on management’s cash flow projections, extrapolated
in perpetuity using a long-term growth rate applicable to the banking industry in Taiwan. The discount rate used is
based on the cost of capital the group allocates to Taiwan.

The cost of capital used to discount its future cash flows can have a significant effect on its valuation. The cost of
capital percentage is derived from the capital asset pricing model which is the same model used to compute the
discount rate for goodwill impairment testing.

Management judgement is required in estimating the future cash flows of the CGUs. These values are sensitive to
the cash flows projected for the periods for which detailed forecasts are available and to assumptions regarding the
long-term sustainable pattern of cash flows thereafter. While the acceptable range within which underlying
assumptions can be applied is governed by the requirement for resulting forecasts to be compared with actual
performance and verifiable economic data in future years, the cash flow forecasts necessarily and appropriately
reflect management’s view of future business prospects.

Two key assumptions upon which management has based its determination of the recoverable amount of the CGUs
are the discount rate and the long-term growth rate. The discount rate used during 2011 was in the range of 12% to
13% (2010: 11% to 12%). The long-term growth rate used in the impairment testing during 2011 was 3% (2010:
3%).

26 Property, plant and equipment

a  Property, plant and equipment

The group The Bank
Land and Investment Land and Investment
buildings properties Equipment buildings properties Equipment
HK$m HK$m HKS$m HK$m HKS$m HKS$m
Cost or valuation
At 1 January 2011 ..oooovviviciiie. 63,148 3,503 20,530 41,423 126 13,149
Exchange and other adjustments ..... 11 - (212) (&) - (222)
AddItions .......ceeeiniereeeee 545 - 2,325 505 - 1,397
Disposals .....ccovveeeeenininirieieiceines (@) - (697) A3) - (456)
Elimination of accumulated
depreciation on revalued land
and buildings ......cccoveeirnnnnne. (1,593) - - (1,001) - -
Surplus on revaluation ..................... 12,948 1,033 - 7,477 21 -
Reclassifications ..........cccccevervenenne. 38 80 (24) (74) — (6)
At 31 December 2011 ....ccceuenenenneee. 75,090 4,616 21,922 48,318 147 13,862
Accumulated depreciation
At 1 January 2011 .oooeiiiiinee 2 - 14,832 - - 9,637
Exchange and other adjustments ..... - - (181) - - (182)
Charge for the year .........cccccceeeenene 1,615 - 2,263 1,004 - 1,382
Disposals .......ceeueueirinirieiccinennee (&) - (599) (&) - (384)
Elimination of accumulated
depreciation on revalued land
and buildings ........ccceeeerriririennns (1,593) - - (1,001) - -
Reclassifications ...........ccoceeveerienenenn - — 2) - — 2)
At 31 December 2011 .....cccevenenneee. 21 — 16,313 — — 10,451
Net book value at
31 December 201 L.......veerneee.n. 75,069 4,616 5,609 48,318 147 3411
Total at 31 December 2011 ............. 85,294 51,876
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The group The Bank
Land and Investment Land and Investment
buildings properties Equipment buildings properties Equipment
HK$m HKS$m HKS$m HKS$m HK$m HKS$m
Cost or valuation
At 1 January 2010 ....cccoevevvvnnininens 50,103 3,114 18,460 31,584 126 12,281
Exchange and other adjustments ..... 429 - 497 168 - (161)
AddItions .......ccoceeveevieeneerereen 4,026 - 2,132 4,022 - 1,356
Disposals .......ccceeecieieieinirncee (43) - (543) 17 - 316)
Elimination of accumulated
depreciation on revalued land
and buildings ........cccccoevrniiaee (1,285) - - (778) - -
Surplus on revaluation 10,038 483 — 6,444 — -
Reclassifications ...........ccoceevverireennne (120) (94) (16) — — (11)
At 31 December 2010 ........cceeeeeee. 63,148 3,503 20,530 41,423 126 13,149
Accumulated depreciation
At 1 January 2010 .....c.cceevvinennennce. 11 - 12,856 - - 8,650
Exchange and other adjustments ..... 2 - 338 2 - (81)
Charge for the year ........c.cccoceceeenee 1,279 - 2,146 781 - 1,376
Disposals ..o ) - (495) (5) - (298)
Elimination of accumulated
depreciation on revalued land
and buildings ........ccoceeveeiiiieinnn. (1,285) - - (778) - -
Reclassifications .........c.cceceeevererennne - - (13) - - (10)
At 31 December 2010 ......ccovvveeeenee 2 — 14,832 — — 9,637
Net book value at
31 December 2010 .....ccccceuviiane 63,146 3,503 5,698 41,423 126 3,512
Total at 31 December 2010 ............. 72,347 45,061

b The carrying amount of land and buildings, had they been stated at cost less accumulated depreciation, would
have been as follows:

The group The Bank
2011 2010 2011 2010
HK$m HKS$m HKS$m HK$m
Cost less accumulated depreciation.............cocecevveenene 19,575 19,475 14,541 14,507

¢ An analysis of land and buildings carried at valuation or cost (before deduction of accumulated depreciation) is as

follows:
The group The Bank

2011 2010 2011 2010
HK$m HK$m HKS$m HK$m
Land and buildings carried at valuation ...................... 74,901 62,956 48,318 41,423
Other land and buildings stated at cost ..........ccccceenee 189 192 - -

Land and buildings before deduction of
accumulated depreciation ..........ccocececereeeieireennns 75,090 63,148 48,318 41,423
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26 Property, plant and equipment (continued)

d The net book value of land and buildings and investment properties comprises:

The group The Bank
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
In Hong Kong:
Long leaseholds (over fifty years) .......cccccovveccnenne 34,787 28,263 29,818 24,626
Medium-term leaseholds
(between ten and fifty years) .......cccccvceveencenenne 34,182 28,269 10,004 8,837
Short leaseholds (less than ten years) ..........cccoeeeuenee 90 136 90 100
69,059 56,668 39,912 33,563
Outside Hong Kong:
Freehold ... 4,444 4,287 3,489 3,361
Long leaseholds (over fifty years) 157 125 112 82
Medium-term leaseholds
(between ten and fifty years) .......ccccceeevvrreccninnnne 5,978 5,527 4,905 4,501
Short leaseholds (less than ten years) .........c.cccceveneeee. 47 42 47 42
10,626 9,981 8,553 7,986
79,685 66,649 48,465 41,549
Analysed as follows:
Land and buildings .........cccovveeioinnneccnnneccenes 75,069 63,146 48,318 41,423
Investment Properties ...........c.cooveeuereeererueerecrernnnns 4,616 3,503 147 126
79,685 66,649 48,465 41,549

The group’s land and buildings and investment properties were revalued at 30 November 2011 and updated for any
material changes at 31 December 2011. The basis of valuation for land and buildings and investment properties
was open market value, depreciated replacement cost or surrender value as noted in note 3(0). In determining the
open market value of investment properties, expected future cash flows have been discounted to their present
values. The net book value of ‘Land and buildings’ includes HK$9,384m (2010: HK$8,931m) in respect of
properties which were valued using the depreciated replacement cost method or surrender value.

The surplus on property revaluation was HK$13,981m (2010: HK$10,521m). Amounts of HK$9,656m (2010:
HK$7,513m) and HK$1,041m (2010: HK$585m) were credited to the property revaluation reserve and the income
statement respectively. The amount credited to the property revaluation reserve of HK$9,656m (2010: HK$7,513m)
is stated after deduction of non-controlling interests of HK$1,412m (2010: HK$796m) and deferred tax of
HK$1,872m (2010: HK$1,627m). The amount credited to the income statement comprises the surplus of
HK$1,033m (2010: HK$483m) on revaluation of investment properties, and HK$8m (2010: HK$102m) relating to
the reversal of previous revaluation deficits that arose when the value of certain land and buildings fell below
depreciated historical cost or surrender value.

Land and buildings and investment properties in Hong Kong, the Macau SAR and mainland China, representing
94% by value of the group’s properties subject to valuation, were valued by DTZ Debenham Tie Leung Limited
who has recent experience in the location and type of properties. The valuations were carried out by qualified
valuers who are members of the Hong Kong Institute of Surveyors. Properties in eleven countries, which represent
6% by value of the group’s properties, were valued by different independent professionally qualified valuers.
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26 Property, plant and equipment (continued)
e Properties leased to customers

The group’s investment properties are rented out under operating leases. The leases typically run for a period of
2-3 years and may contain an option to renew and the terms will then be renegotiated. During the current year,
HK$191m (2010: HK$170m) was recognised as rental income in the income statement in respect of operating
leases.

The total future minimum lease payments under non-cancellable operating leases receivable are as follows:

The group The Bank
2011 2010 2011 2010
HK$m HKS$m HKS$m HKS$m
Within ONe YEar ......covvveiiviiiiiieiiriecreeeeeeceesesee 163 130 9 5
After one but within five years .........cocoeeevvrneenne 92 93 18 -
255 223 27 5

27 Leasehold land and land use rights

The net book value of the group’s interests in leasehold land and land use rights that have been accounted for as
operating leases is analysed as follows:

The group The Bank
2011 2010 2011 2010
HK$m HK$m HKS$m HKS$m
In Hong Kong:
Medium-term leaseholds (between ten and fifty years) ..... 330 348 77 79

The above amounts were included within ‘Prepayments and accrued income’ in ‘Other assets’ (note 28).

28 Other assets

The group The Bank
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Current taxation recoverable ...........ccocevvevievierieveneereeenns 676 335 550 208
Assets held for sale ........ccooveeievieiiiiiiceeceeeeeceeeeeee 8,117 257 8,005 6
Prepayments and accrued inCome ..........oeeeerevireeeccncnnnen 3,135 3,218 1,558 1,468
Accrued interest receivable ..........oceeveereririnieieeene 14,524 11,678 5,774 5,813
Acceptances and endorsements 31,750 25,892 21,001 17,041
Other aCCOUNLS ......ocvviieiiieeiecieereee ettt 42,002 19,527 20,050 7,337
100,204 60,907 56,938 31,873

Assets held for sale comprised assets acquired by repossession of collateral for realisation, own properties held for sale
and assets of businesses to be sold.

On 21 December 2011, the group entered into an agreement to sell HSBC’s private banking business in Japan to Credit
Suisse AG and Credit Suisse Securities (Japan) Limited. The transaction is subject to regulatory approvals and is
expected to complete during the first half of 2012.

On 25 January 2012, the group entered into an agreement to sell HSBC's retail banking and wealth management
business in Thailand to Bank of Ayudhya Public Company Limited. The transaction is subject to regulatory approvals
and is expected to complete during the first half of 2012.
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29 Customer accounts

The group The Bank
2011 2010 2011 2010
HKS$m HK$m HKS$m HK$m
Current accounts 696,435 643,850 410,911 376,925
Savings accounts 1,826,893 1,765,835 1,275,503 1,204,293
Other deposit ACCOUNES ......ccvevrveireiieieieieieesee e 1,041,673 903,559 533,658 463,446
3,565,001 3,313,244 2,220,072 2,044,664

30 Trading liabilities

The group The Bank
2011 2010 2011 2010
HKS$m HK$m HKS$m HK$m
Certificates of deposit in iSSUE .......ecvvveeeverieereireeeeeeenes 5,790 2,694 1,379 1,667
Other debt securities in iSSUE ........cccevevveerieerieereiereiennns 15,738 17,919 14,999 14,710
Short positions iN SECUTTHES .....cveveveerierirreiereieieieerieeees 44,891 51,089 18,780 31,665
Deposits by banks ..........cocceeevieiniecciinnnieeceeeecee 6,642 11,103 5,911 10,428
CUSTOMET ACCOUNLES ....evieuvieeiienrienriereeieete e ereereereeveereens 98,370 68,729 37,890 32,714
171,431 151,534 78,959 91,184

31 Financial liabilities designated at fair value

The group The Bank
2011 2010 2011 2010
HKS$m HK$m HKS$m HK$m
Deposits by DANKS .......ccocvveieirieiiieiieiseeeeeeesee e 302 288 302 288
CUSLOMET ACCOUNLES ...nvevieveeiavenitenieeeeeteeesestesesee e seeneeseneeeens 1,618 1,688 1,618 1,688
Debt Securities in ISSUE .........ccveeeeeeveerieeeeereeeeeeeeeeeereeenens 3,990 4,605 3,990 4,605
Liabilities to customers under investment contracts .......... 34,482 33,746 - —
40,392 40,327 5,910 6,581

At 31 December 2011, the carrying amount of financial liabilities designated at fair value was HK$56m higher than
the contractual amount at maturity (2010: the carrying amount was HK$38m lower than the contractual amount). At 31
December 2011, the accumulated gain in fair value attributable to changes in credit risk was HK$9m (2010: the
accumulated loss was HK$5m).

32 Debt securities in issue

The group The Bank
2011 2010 2011 2010
HKS$m HK$m HKS$m HK$m
Certificates 0f dePOSIt .....c.evveereeirieiriieeeerereeeee 37,281 36,222 18,871 30,368
Other debt SECUTTHIES ....cveevveieieieiecieereeee e 40,191 23,061 27,489 12,771
77,472 59,283 46,360 43,139
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33 Other liabilities and provisions

The group The Bank
2011 2010 2011 2010
HKS$m HKS$m HKS$m HKS$m
Accruals and deferred inCOmMe ........cccoceeeverivenieenccncene 23,286 22,502 13,441 13,757
Liabilities held for sale ..........cccoeieeieeiiiiecieeieeeeeeeee 21,970 - 21,970 -
Provisions for liabilities and charges (note 35) . 1,686 1,359 1,184 858
Acceptances and endorsements .............cocceeerenennes 31,750 25,950 21,001 17,099
Share based payment liability to HSBC Holdings plc ....... 2,729 1,812 2,212 1,413
Other Habilities ........oceueeeiriririeieieirieeeceree e 26,893 19,323 11,777 10,905
108,314 70,946 71,585 44,032
34 Liabilities under insurance contracts issued
Gross Reinsurance Net
HK$m HK$m HK$m
2011
Non-life insurance liabilities
Unearned PreMIUIMS .....cc.cerieuirieuirieiieteiieteist ettt ettt ettt sttt ebe et seene e 1,674 157) 1,517
NOLIEd CLAIMS ..oveviieiiicieieeee et 984 (203) 781
Claims incurred but not reported . . 256 35) 221
OFNET ettt bbbttt 145 - 145
3,059 (395) 2,664
Life insurance liabilities to policyholders
Life (NONn-INKed) .....c.ceuiimiriieiiirineciecc ettt 176,238 (228) 176,010
Investment contracts with discretionary participation features ............ccceeeeveenene 86 - 86
Life (HNKEA) .vveeiieiiiieci et 30,055 (6,666) 23,389
206,379 (6,894) 199,485
Total liabilities under inSUrance CONIACES .........ecveveeruerirerierieeereeieeseereeeeeeenes 209,438 (7,289) 202,149
2010
Non-life insurance liabilities
Unearned premiums ... . 1,495 (158) 1,337
Notified claims .........cccceeverenns . 1,008 (219) 789
Claims incurred but nOt rePOTTEd ......c.euveveriiuirieiiieiiieereere e 295 (43) 252
OFNET ettt ettt 122 — 122
2,920 (420) 2,500
Life insurance liabilities to policyholders
Life (Non-lNKed) ...c.ccoririeiiiiiniieiccieeec ettt 145,960 (161) 145,799
Investment contracts with discretionary participation features ............cccoceeeveenene 170 - 170
Life (HNKEA) .vveeieiiiiieic ettt 28,920 (5,567) 23,353
175,050 (5,728) 169,322
Total liabilities under inSUraNCe CONLIACES ........ccvevverververeeriesreereeeereereeeeeeereeeennas 177,970 (6,148) 171,822

Amounts recoverable from reinsurance of liabilities under insurance contracts issued are included in the consolidated
balance sheet in ‘Other assets’.
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34 Liabilities under insurance contracts issued (continued)
a  Movement of liabilities under insurance contracts

(i) Non-life insurance

Gross Reinsurance Net

HKS$m HKS$m HKS$m
2011
Unearned premiums
At 1 January 1,495 (158) 1,337
Gross written premiums 3,318 (455) 2,863
Gross earned premiums .........c.coceeevenene 3,135) 456 (2,679)
Foreign exchange and other movements .............cccoceeeverrerieeneeenene “4) - “4)
At 31 DECEMDET ....ueviniieieiiieiiieicetee ettt 1,674 (157) 1,517
Notified and incurred but not reported claims
At T JANUATY oottt et 1,303 (262) 1,041
— Notified ClaIMS ...ccocveieieieieieieiee e 1,008 (219) 789
— Claims incurred but not reported ...........ocevveereererireieeieeieens 295 43) 252
Claims paid in CUITENE YEAT .....c.ccevirurueuiiiirieieicieieeeeeeeeeieeeee e (1,420) 147 (1,273)
Claims INCUITEA ....o.vevivieviieiiiieieieeetetee et 1,387 1e1) 1,226
Foreign exchange and other movements .............ccoceeveerieerieeneneenene 30) 38 8
At 31 December
— Notified Claims ....c.covvrieieieiriririeecieee e 984 (203) 781
— Claims incurred but not reported 256 35) 221
Total at 31 DECEMDET ......cveuiieiiieiiieireeeeeee s 1,240 (238) 1,002
2010
Unearned premiums
AL 1 JANUATY .ottt nens 1,233 (113) 1,120
Gross WITHEN PrEMIUIMS ....ouveveieriiereierieteseeseeeseeesestesessesessesseseneesenees 3,166 (457) 2,709
Gross earned premiums ...........coceeeeees (2,931) 416 (2,515)
Foreign exchange and other movements 27 4 23
At 31 DECEMDET ....vviveieiietiietiteeeeteeeiet ettt aenas 1,495 (158) 1,337
Notified and incurred but not reported claims
AL T JANUATY oot 1,273 (273) 1,000
— Notified ClaimS ....coovvireeieieiiireieeec e 953 (235) 718
— Claims incurred but not 1eported ...........coeoeeerirereiinenineeneeene 320 (38) 282
Claims paid in CUITENE YEAT .....c.ccovivveueuiuiiieieecieieeeieeeteeeeeee e (1,290) 160 (1,130)
Claims INCUITEA ....vevviieiitieiieieeteete ettt et e s s e e saeese e 1,276 (140) 1,136
Foreign exchange and other movements .............cccoceevvereerieeneeenne 44 ) 35
At 31 December
— Notified ClaImMS ...ccooveirieieieieeee e 1,008 (219) 789
— Claims incurred but not reported 295 (43) 252
Total at 31 DECEMDEL .....oveviieiiieiieriietiieieeiee e 1,303 (262) 1,041
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34 Liabilities under insurance contracts issued (continued)

(ii) Life insurance liabilities to policyholders

Gross Reinsurance Net

HKS$m HKS$m HKSm
2011
Life (non-linked)
AL 1 JANUATY .ottt aens 145,960 ae1) 145,799
Benefits paid . (6,399) 178 (6,221)
Increase in liabilities to policyholders .... 36,997 (183) 36,814
Foreign exchange and other movements ............ccceceeveerieerieenreeenenes (320) (62) (382)
At 31 DECEMDET ....c.vviiiiiicicicieieteie ettt 176,238 (228) 176,010
Life (linked)
AL 1 JANUATY oottt aens 28,920 (5,567) 23,353
Benefits paid . (1,958) 385 1,573)
Increase in liabilities to policyholders..... 3,150 (802) 2,348
Foreign exchange and other movements .............cccoceeveerieerieenreneenene (57) (682) (739)
At 31 DECEMDET ...ttt 30,055 (6,666) 23,389
Investment contracts with discretionary participation features
AL 1 JANUATY oottt 170 - 170
Benefits paid ......cccoovveiirieirieieiens (85) - (85)
Increase in liabilities to policyholders..... 1 = 1
Foreign exchange and other MOVemENts ...........cccecereeurieveuenerinirierenencns - - -
At 31 December 86 — 86
Total policyholders’ liabilities ...........cocevveerreererireieeieieeseeeenen 206,379 (6,894) 199,485
2010
Life (non-linked)
At 1 January .. 116,180 67) 116,113
Benefits paid ... (4,030) 157 (3,873)
Increase in liabilities to policyholders...........ccevveivierirerieinieireeeenn 32,896 (154) 32,742
Foreign exchange and other MOVEMENtS ..........c.ccceeeeerieeeeeriririeiennnns 914 (97) 817
At 31 DECEMDET ...ttt 145,960 (161) 145,799
Life (linked)
At 1 January .. 25,846 (6,237) 19,609
Benefits paid ... (2,330) 298 (2,032)
Increase in liabilities to policyholders.........cooeueueerniricecrinniniciccne 5,002 960 5,962
Foreign exchange and other movements .............cccoceeeverrerecneennenes 402 (588) (186)
At 31 DECEMDET ... 28,920 (5,567) 23,353
Investment contracts with discretionary participation features
At 1 January .. 269 - 269
Benefits paid .... (122) - (122)
Increase in liabilities to policyholders.........ccoeeueininiriccirinniciciccne 3 - 3
Foreign exchange and other movements ...........cccoceeveevieerieeneneenene 20 — 20
At 31 DECEMDET ...ttt 170 — 170
Total policyholders’ Habilities ..........cccocevereriririeinieirerereeeeeees 175,050 (5,728) 169,322
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36

Provisions for liabilities and charges

The group The Bank
2011 2010 2011 2010
HK$m HKS$m HKS$m HKS$m
At 1JanUary ... 1,359 1,226 858 800
Additional provisions/increase in provisions 767 195 707 184
Provisions utilised ...........ccccccociinircicnnne. (276) (114) (243) (96)
AmOUNts reVersed ..........cccceueueueiririniiinieiicicieieereeeccieaes (85) (68) (54) (52)
Exchange and other movements ............coccoeeereeneerennnne (79) 120 (84) 22
At 31 DECEMDET .....ocvievieiieiieiecieceeeee et 1,686 1,359 1,184 858
Of which: provisions for restructuring costs
The group The Bank
2011 2010 2011 2010
HKS$m HKS$m HKS$m HKS$m
At T JANUATY .eoviiiiiiicieeieeeeee e s 83 22 77 -
Additional provisions/increase in provisions ..................... 631 134 580 122
Provisions utilised ............cccccoevvnniniicieienicce (233) (77) (211) (45)
AmOUNtS TEVETSEAd .....cvrvriieiiiiiririereieirinieeeecenese e ®) 2) ?2) -
Exchange and other movements ............coccoeeereeneinenennne 3 6 5) -
At 31 DECMDET .....c.c.cuiiiiiiiiiiciccc e 476 83 439 77

Subordinated liabilities

Subordinated liabilities consist of undated primary capital notes and other loan capital having an original term to
maturity of five years or more, raised by the group for the development and expansion of its business.

2011 2010
HKS$m HKS$m
The Bank
US$1,200m Undated floating rate primary capital NOtES ............cccccovvuiueiciiiiiiiniccciecceene 9,386 9,404
9,386 9,404
The group
A$200m Floating rate subordinated notes due 2016, callable from 201 | - 1,583
A$42m Floating rate subordinated notes due 2018, callable from 20137 ... . 332 332
A$200m Floating rate subordinated notes due 2020, callable from 2015 ........c.ccccouvveuneee 1,580 1,583
US$450m Floating rate subordinated notes due 2016, callable from 201 | A - 3,495
US$300m Floating rate subordinated notes due 2017, callable from 2012* .............cc...c........ 2,328 2,328
RMS500m Fixed rate (4.35%) subordinated bonds due 2022, callable from 2017 o 1,227 1,263
RMS500m Fixed rate (5.05%) subordinated bonds due 2027, callable from 2022° ............... 1,261 1,266
16,114 21,254
1 The A8200m callable subordinated floating rate notes due 2016 were redeemed in May 2011.
2 The interest rate on the A$42m callable subordinated floating rate notes due 2018 will increase by 0.5% from March 2013.
3 The US$450m callable subordinated floating rate notes due 2016 were redeemed in July 201 1.
4 The interest rate on the US$300m callable subordinated floating rate notes due 2017 will increase by 0.5% from July 2012.
5 The interest rate on the 4.35% callable subordinated bonds due 2022 will increase by 1% from June 2017.
6 The interest rate on the 5.05% callable subordinated bonds due 2027 will increase by 1% from November 2022.

113



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

37 Preference shares

Authorised

At both 31 December 2011 and 31 December 2010, the authorised preference share capital of the Bank was
US$13,450,500,000 comprising 3,750,500,000 cumulative redeemable preference shares of US$1 each, 7,500,000,000
non-cumulative irredeemable preference shares of US$1 each and 2,200,000,000 cumulative irredeemable preference
shares of US$1 each.

At a group level, there was an additional Rs.900,000,000 (2010: Rs.900,000,000) of authorised preference share
capital comprising 9,000,000 compulsorily convertible preference shares of Rs.100 each in the share capital of a
subsidiary.

The group The Bank

2011 2010 2011 2010
HKS$m HK$m HKS$m HK$m

Issued and fully paid
Redeemable preference shares 24,862 29,153 24,862 29,153
Irredeemable preference shares ... 68,354 68,422 68,227 68,270
Share Premitm .......ooeeeeveiereieeieesee et 3,880 3,883 3,880 3,883
97,096 101,458 96,969 101,306

500,000 cumulative redeemable preference shares were issued in 1997, which have a mandatory redemption date of
2 January 2019 but may be redeemed at the Bank’s option on or after 2 January 2003, subject to the consent of the
Hong Kong Monetary Authority. The shares are redeemable at the issue price of US$1,000 per share, comprising
nominal value of US$1 per share and premium on issue of US$999 per share. 1,750,000,000 cumulative redeemable
preference shares were issued in 2007, which have mandatory redemption dates between 29 March and 24 November
2017 but may be redeemed at the Bank’s option on or after dates starting between 29 March and 24 November 2012,
subject to the consent of the Hong Kong Monetary Authority. The shares are redeemable at the issue price of US$1 per
share.

400,000,000 cumulative redeemable preferences shares were issued in 2008, which have a mandatory redemption date
of 29 March 2023 but may be redeemed at the Bank’s option on or after 29 March 2018, subject to the consent of the
Hong Kong Monetary Authority. The shares are redeemable at the issue price of US$1 per share. 1,050,000,000
cumulative redeemable preferences shares were issued in 2009, which have a mandatory redemption date of 2 January
2024 but may be redeemed at the Bank’s option on or after 2 January 2019, subject to the consent of the Hong Kong
Monetary Authority. The shares are redeemable at the issue price of US$1 per share. 550,000,000 cumulative
redeemable preference shares, issued in 2006, were redeemed at the issue price of US$1 per share on 21 December
2011. The total number of issued cumulative redeemable preference shares at 31 December 2011 was 3,200,500,000
(2010: 3,750,500,000). No cumulative redeemable preference shares were issued during the year (2010: nil).

The non-cumulative irredeemable preference shares were issued at nominal value, and may be redeemed subject to
30 days’ notice in writing to shareholders and with the prior consent of the Hong Kong Monetary Authority. In the
event of cancellation, holders of the shares shall be entitled to receive the issue price of USS$1 per share held together
with any unpaid dividends for the period since the annual dividend payment date immediately preceding the date of
cancellation, subject to the Bank having sufficient distributable profits. The number of issued non-cumulative
irredeemable preference shares at 31 December 2011 was 6,653,000,000 (2010: 6,653,000,000). No non-cumulative
irredeemable preference shares were issued during the year (2010: nil).
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Preference shares (continued)

The cumulative irredeemable preference shares were issued at nominal value, and may be cancelled subject to 30 days’
notice in writing to shareholders and with the prior consent of the Hong Kong Monetary Authority. In the event of
cancellation, holders of the shares shall be entitled to receive the issue price of US$1 per share held together with any
unpaid dividends for the period since the annual dividend payment date immediately preceding the date of cancellation,
subject to the Bank having sufficient distributable profits. The number of issued cumulative irredeemable preference
shares at 31 December 2011 was 2,130,000,000 (2010: 2,130,000,000). No cumulative irredeemable preference shares
were issued during the year (2010: nil).

The holders of the preference shares are entitled to one vote per share at shareholder meetings of the Bank.

8,700,000 compulsorily convertible preference shares (CCPS) were issued by HSBC InvestDirect Securities (India)
Limited (“HSBC InvestDirect”) in 2009 at a nominal value of Rs.100 each. The shares are irredeemable and may be
converted into fully paid equity shares of HSBC InvestDirect at any time after one year from the date of allotment of
the CCPS by written notice. The conversion shall be made at par or premium as may be determined by the Board of
HSBC InvestDirect at the time of the conversion. The CCPS shall carry a fixed dividend of 0.001% of the face value
per annum. After ten years following the allotment of the CCPS all outstanding CCPS shall be converted at par or
premium as may be determined by the Board of HSBC InvestDirect at the time of the conversion.

Share capital

Authorised

The authorised ordinary share capital of the Bank at 31 December 2011 was HK$50,000m (2010: HK$30,000m)
divided into 20,000m (2010: 12,000m) ordinary shares of HK$2.50 each subsequent to the increase in authorised
ordinary share capital by the creation of HK$20,000m divided into 8,000m new ordinary shares of HK$2.5 each on 21
December 2011. 3,078,560,000 new ordinary shares were issued during 2011 (2010: nil).

Issued and fully paid
The group and the Bank
2011 2010
HKS$m HKS$m
Ordinary Share CAPILAL .......c.oovirieuiuiiiieiete ettt bbbttt ettt benes 30,190 22,494
The group and the Bank
2011 2011
Ordinary shares of HK$2.50 each Number HK$m
AL T JANUATY ettt 8,997,587,294 22,494
ISSUCA AUIING the YEAT ......eviieiiiieicieiete ettt ettt ettt b s e e se s esesseneenan 3,078,560,000 7,696
At 31 December 12,076,147,294 30,190

The holders of the ordinary shares are entitled to receive dividends as declared from time to time, rank equally with
regard to the Bank’s residual assets and are entitled to one vote per share at shareholder meetings of the Bank.
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39 Reserves

Regulatory reserve

The Bank and its banking subsidiaries maintain a regulatory reserve to satisfy the provisions of the Banking Ordinance
and local regulatory requirements for prudential supervision purposes. The effect of this requirement is to restrict the
amount of reserves which can be distributed to shareholders.

In accordance with updated guidance from the HKMA, the regulatory reserve has been increased to HK$17,108m (31
Dec 2010: HK$7,702m).

Retained profits

Retained profits are the cumulative net earnings of the group that have not been paid out as dividends, but retained to
be reinvested in the business.

Property revaluation reserve

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

Available-for-sale investment reserve

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

Cash flow hedge reserve

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

Foreign exchange reserve

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

Other reserve

The other reserve mainly comprises the share-based payment reserve account and other non-distributable reserves. The
share-based payment reserve account is used to record the amount relating to share options granted to employees of the
group directly by HSBC Holdings plc.
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41 Analysis of cash flows payable under financial liabilities by remaining contractual maturities

The group
Due between Due between
On Due within 3 and 12 1 and 5 Due after
demand 3 months months years 5 years Total
HK$m HKS$m HK$m HKS$m HK$m HKS$m
At 31 December 2011
Hong Kong currency notes
in circulation ..........ccccceeeeveeeneennen. 162,524 - - - — 162,524
Items in the course of transmission
to other banks .......c.ccccovrireennne. - 47,163 - - - 47,163
Deposits by banks .........ccccceceeerenneeee 107,693 111,446 2,595 882 265 222,881
Customer accounts .. 2,626,340 766,222 167,859 16,729 211 3,577,361
Trading liabilities ..... 171,431 - - - - 171,431
Financial liabilities designated at
fair value ........ccoeevvevieiieinne 244 114 138 6,006 34,362 40,864
Derivatives ......coceeveeeeevierienieieenns 380,205 205 765 2,065 94 383,334
Debt securities in issue ................... 1,433 21,703 9,260 44,378 5,197 81,971
Amounts due to Group companies .. 56,459 33,025 9,195 165 9,706 108,550
Other financial liabilities ................ 7,641 48,661 37,000 2,791 118 96,211
Subordinated liabilities .. - 189 2,724 3,996 16,089 22,998
Preference shares ...........cccccoeveenanen. — 874 1,413 9,148 117,189 128,624
3,513,970 1,029,602 230,949 86,160 183,231 5,043,912
Loan commitments ...........ccccoceeenee 1,101,283 327,017 31,249 13,080 9 1,472,638
Financial guarantee and credit risk
related guarantee contracts ......... 48,432 - - - — 48,432
4,663,685 1,356,619 262,198 99,240 183,240 6,564,982

At 31 December 2010
Hong Kong currency notes

in circulation ..........ccoccevveeveenennns 148,134 - - - - 148,134
Items in the course of transmission

to other banks ........ccccoevevevvenens — 26,495 — — — 26,495
Deposits by banks ... 80,558 84,971 1,399 741 344 168,013
Customer accounts ...........c.c.eeeveunans 2,528,174 614,212 165,007 14,834 486 3,322,713
Trading liabilities ..........cccovvuerenencne 151,534 - - - - 151,534
Financial liabilities designated at

fair value .........ccoeevevevieiiierine 99 803 205 6,128 33,795 41,030
Derivatives .......c.ccco..... 307,286 334 953 1,163 124 309,860
Debt securities in issue 1,933 32,676 15,144 6,713 6,382 62,848
Amounts due to Group companies .. 48,200 17,453 3,532 7,837 6,201 83,223
Other financial liabilities ................ 4,542 38,925 15,034 2,253 191 60,945
Subordinated liabilities ................... - 211 5,508 6,475 16,078 28,272
Preference shares ...........ccccceenenn. — 919 1,499 9,670 122,519 134,607

3,270,460 816,999 208,281 55,814 186,120 4,537,674

Loan commitments ............ccceeunne. 1,044,586 289,498 25,961 11,050 19 1,371,114
Financial guarantee and credit risk

related guarantee contracts........... 40,752 — — — — 40,752

4,355,798 1,106,497 234,242 66,864 186,139 5,949,540
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

41 Analysis of cash flows payable under financial liabilities by remaining contractual maturities (continued)

The Bank
Due between  Due between
On Due within 3 and 12 1 and 5 Due after
demand 3 months months years 5 years Total
HK$m HKS$m HK$m HK$m HK$m HKS$m

At 31 December 2011
Hong Kong currency notes

in circulation ...........ccoecoeveeveeenns 162,524 - - - - 162,524
Items in the course of transmission

to other banks ........c.cccoeeneinnne - 38,577 - - - 38,577
Deposits by banks .........ccccceeeerenenee 67,552 88,366 1,955 882 265 159,020
Customer accounts ...........ccceeeveenneens 1,733,781 409,918 68,089 12,387 126 2,224,301
Trading liabilities .........c.ccccecevveennne 78,959 - - - — 78,959
Financial liabilities designated at

fair value ......cccoeevveevieenieeneees - 114 138 6,006 117 6,375
Derivatives .......ccccevveeeieeeieeeieinns 375,832 67 428 843 38 377,208
Debt securities in issue .................. 1,433 18,661 3,559 21,706 1,974 47,333
Amounts due to Group companies .. 66,152 66,577 9,690 447 10,161 153,027
Other financial liabilities ................ 3,840 28,844 29,789 2,206 74 64,753
Subordinated liabilities ................... - 121 207 1,313 12,604 14,245
Preference shares ..........ccccceveennen. — 874 1,413 9,148 117,062 128,497

2,490,073 652,119 115,268 54,938 142,421 3,454,819
Loan commitments ......................... 675,165 234,915 11,650 8,713 6 930,449
Financial guarantee and credit risk
related guarantee contracts........... 25,448 - - - — 25,448
3,190,686 887,034 126,918 63,651 142,427 4,410,716
At 31 December 2010
Hong Kong currency notes

in circulation ..........cccoceeeeveeeneennen. 148,134 - - - - 148,134
Items in the course of transmission

to other banks ..........cccccevevennnnne. - 17,951 - - - 17,951
Deposits by banks .........cccceeveueuenee. 59,640 68,678 1,336 623 344 130,621
Customer acCounts ...........cooveerveeens 1,635,681 335,626 66,849 9,679 396 2,048,231
Trading liabilities ...........cccceverreeennnne 91,184 - - - - 91,184
Financial liabilities designated at

fair value - 803 205 6,128 148 7,284
Derivatives 302,368 210 583 586 145 303,892
Debt securities in issue ................... 1,933 29,392 8,993 1,541 2,142 44,001
Amounts due to Group companies .. 56,328 65,001 10,187 8,091 6,404 146,011
Other financial liabilities ................ 2,708 25,256 8,398 1,660 158 38,180
Subordinated liabilities ................... - 120 205 1,298 12,573 14,196
Preference shares ...........ccccceevvenenee. - 919 1,499 9,670 122,368 134,456

2,297,976 543,956 98,255 39,276 144,678 3,124,141

Loan commitments ................o....... 640,773 213,000 7,665 6,537 19 867,994
Financial guarantee and credit risk

related guarantee contracts........... 23,353 — — — — 23,353

2,962,102 756,956 105,920 45,813 144,697 4,015,488

The balances in the above tables will not agree directly with the balances in the consolidated balance sheet as the table
incorporates, on an undiscounted basis, all cash flows relating to principal and future coupon payments (except for
trading liabilities and trading derivatives). In addition, loan commitments and financial guarantee contracts are
generally not recognised on the balance sheet. Trading liabilities and trading derivatives have been included in the ‘On
demand’ time bucket, and not by contractual maturity, because trading liabilities are typically held for short periods of
time. The undiscounted cash flows payable under hedging derivative liabilities are classified according to their
contractual maturity. The undiscounted cash flows potentially payable under loan commitments and financial
guarantee contracts are classified on the basis of the earliest date they can be called.

Cash flows payable in respect of customer accounts are primarily contractually repayable on demand or at short notice.
In practice, however, short-term deposit balances remain stable as inflows and outflows broadly match and a
significant portion of loan commitments and guarantee contracts expire without being drawn upon. The group’s
approach to managing liquidity risk is set out in note 52.
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42 Reconciliation of operating profit to cash generated from/(used in) operations

2011 2010
HK$m HK$m
OPerating Profit ..ottt 76,287 66,703
Net interest income . (75,672) (61,876)
Dividend income ..... (729) (564)
Depreciation and amortisation ............c.ceeeueueueens . 5,638 5,089
Amortisation of prepaid operating 18ase PAYMENLS .........cccoueuirieuirieireirieniree ettt 18 18
Loan impairment charges and other credit risk ProviSions ...........ccceveeveerieinieinieineiseeeeeeee e 3,059 4,619
Loans and advances written off net 0f TECOVETIES ........evuririeiriiirieierere e (4,138) (5,557)
Other provisions for liabilities and CharEes ...........ccoeerieiriiieiiriee e 723 161
Provisions utilised ........ccccoevverieierieirieenns . (276) (114)
Surplus arising on property revaluation . . ®) (102)
Gains on INVEStMENt PrOPEILIES .....c.eveverrerirreirteneeiireeteteteeteeste ettt ettt ebesaeieseeneas . (1,033) (483)
Loss/(Profit) on disposal of property, plant and equipment and assets held for sale ............cccooveennnee. 3 (13)
Loss/(Profit) on disposal of subsidiaries, associates and business portfolios ..............cccceeereeueceennnuns 9 (603)
Gains less losses from financial INVESTMENES .......c.ccveviirieirieieieieiese ettt eaeeneene (128) (2,016)
Share based payments granted COSt fIEE .......cveiririreiirieieiiieeieeee ettt 2,274 1,427
INEETESE TECEIVEA ...eviuietinietiieiiitee ettt ettt ettt ettt b e s b e st b et ss et et e e et ensebensenessenesseneanen 90,790 70,449
INEETEST PAIA .ttt bbbt b e bbbttt b et bttt nes (27,458) (19,535)
Operating profit before changes in working capital ...............c..cccocooiiiinnie 69,359 57,603
Change in treasury bills with original term to maturity of more than three months ..............cccccceeeeee (56,042) 56,186
Change in placings with banks maturing after one month ............cccccccoviieiinnniicnnnen (48,730) (42,482)
Change in certificates of deposit with original term to maturity of more than three months . (15,773) (35,189)
Change N trading ASSELS ........c.eueucueiriririeieiieriree ettt ettt enene . (39,833) (94,985)
Change in trading HabilitIes .........ceoeoiririrueueiriririeee ettt b ettt 19,897 (2,832)
Change in financial assets designated as fair Value ...........ccoovverieinieinieiniecseeeeeeee e (3,066) (6,517)
Change in financial liabilities designated as fair Value ...........cooccccvcoinniniciinnnecceecceeeeeeees 65 3,018
Change N AETIVALIVE @SSELS .....covvveveueuiirieteteteiiietetetetesertst ettt sttt ettt be bbb b bttt bebebe et esebenes (74,674) (67,451)
Change in derivative liabilities 73,414 76,992
Change in financial investments held for backing liabilities to long-term policyholders .. (19,813) 18,682
Change in loans and advances t0 CUSTOMETS .......c.ccrerirueuereiririeieiereirietetenesereseesenereenenes . (243,760) (539,117)
Change in amounts due from Group COMPANIES ..........c.evrueerieirierieriierisieteteesieesseeeseseesessesessesessenenses (15,097) (3,045)
Change N OThET SSELS ........ccoriiuiueuiiirieieieiceree ettt ettt sttt ene s (54,932) (24,354)
Change in deposits DY DANKS .....c.ccoiiiririiieiiiriieieiecerieec ettt ettt 54,755 56,620
Change N CUSTOMET ACCOUNLS ......viuietiuietiieueiesietesteteseeteseeteseesestesessesessesensesessensasenseseneesensesensesessesesseneess 251,757 368,701
Change in amounts due to GroUpP COMPANIES ........c.c.eerurreueueueiririererereereeeeieseeeseeeeseseseseseeseneseseeesesesesenes 22,043 32,735
Change in debt SECUTTIES I ISSUE .....cuvveveueuiuiririeieietesieisieteteiter sttt sttt es et be bbb bbbt seetesebenes 18,189 15,887
Change in liabilities under insurance contracts issued . 31,468 33,042
Change in other liabilities ..........c.ccccovvecccennnnnee . 47,405 (3,465)
EXChange adjUSTIMENLS ......c.oouiieieuiuiiriiieieieie ettt b bbbttt benes (49) (8,553)
Cash generated from/(used in) OPerations ..............c..cccoccoiiiiiiiniiiniinicrc e 16,583 (107,924)
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

43 Analysis of cash and cash equivalents

a  Change in cash and cash equivalents during the year

2011 2010

HK$m HK$m

Balance at 1 JANUATY ......oceoiiiriiiieiieie ettt sttt ebe e 618,199 675,234
Net cash inflow/(outflow) before the effect of foreign exchange movements .. 70,898 (85,858)

Effect of foreign exchange MOVEMENLS ..........cceoiriiriiiiiirieieeree ettt (424) 28,823

Balance at 31 DECEIMDET ......c.evveuiiieiiiieiieieieteieeste ettt ettt ss et es e senaeneeene 688,673 618,199

b Analysis of balances of cash and cash equivalents in the consolidated balance sheet

2011 2010

HKS$m HK$m

Cash in hand and sight balances with central banks ............ccccoeiiviiniiniinieeeee 110,107 81,381

Items in the course of collection from other banks ............cccooveviiviiieiiiecieeeece s 34,546 16,878
Placings With Danks ........c.ccooiiciiiiiiiccci et 481,842 472,774
TTEASULY DILLS ..ttt ettt ettt 96,443 60,149

Certificates OF AEPOSIE ....eivveeieierieieieeieiet ettt ettt b et se st ene s eneesens 11,421 12,331

Other eligible bills .......c.ccccoviriieeiiinincccireeeeeene 1,477 1,181
Less: items in the course of transmission to other banks ...........cocevveviereriinininieiecieeeseens (47,163) (26,495)
688,673 618,199

¢ Analysis of net outflow of cash and cash equivalents in respect of the acquisition of and increased shareholding in

subsidiaries
2011 2010
HKS$m HK$m
CaSh CONSIACTALION .....ecuievieuieiiiieieeteete ettt ettt ettt e e re e st e e e st et esebesaesbeebeeseeseeneeneensensensensen (187) (188)
Cash and cash equivalents aCQUITEA ..........ccevveirieirieiriei et sens 44 61
(143) (127)

d Analysis of net inflow/(outflow) of cash and cash equivalents in respect of the sale of subsidiaries

2011 2010

HKS$m HK$m

SALE PIOCEEAS ..viuvviereriteiieietetetet ettt ettt ettt et et e st st e st e se st et eseebessese s esesseseeses e seseseseeseneeseneas 43 7
Cash and cash equivalents transferred ... (42) (20)
1 (13)

e Analysis of net inflow of cash and cash equivalents in respect of the sale of interests in business portfolios

2011 2010

HK$m HK$m

SALE PIOCEEAS ..ottt ettt ettt 5,649 -
Cash and cash equivalents transferred ............cooeriireiiieiie s - -
5,649 —
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44 Contingent liabilities and commitments

a  Off-balance sheet contingent liabilities and commitments

The group The Bank
2011 2010 2011 2010
HKS$m HKS$m HKS$m HK$m
Contingent liabilities and financial guarantee
contracts
Guarantees and irrevocable letters of credit pledged
as collateral SECUTItY .......ccoceerevireererceriririeieceene 192,428 164,145 128,827 118,568
Other contingent liabilities .........c.coceeeverirreecrinnnnne 359 213 454 386
192,787 164,358 129,281 118,954
Commitments
Documentary credits and short-term trade-related
EFANSACLIONS .veveeveeieenieeenceeeeeteeteieeee et eeaeneee 44,524 45,572 33,233 33,476
Forward asset purchases and forward forward
deposits placed .......ocoeceviiirniicicce 2,524 1,299 255 -
Undrawn formal standby facilities, credit lines and
other commitments to lend ...........ccococeveeneinennne 1,425,590 1,324,243 896,961 834,518
1,472,638 1,371,114 930,449 867,994

The above table discloses the nominal principal amounts of off-balance sheet transactions, the amounts relating to
other contingent liabilities and the nominal principal amounts relating to financial guarantee contracts. Contingent
liabilities and commitments are mainly credit-related instruments which include non-financial guarantees and
commitments to extend credit. Contractual amounts represent the amounts at risk should contracts be fully drawn
upon and clients default. Since a significant portion of guarantees and commitments are expected to expire without
being drawn upon, the total of the contractual amounts is not representative of future liquidity requirements.
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44 Contingent liabilities and commitments (continued)
b Guarantees (including financial guarantee contracts)

The group provides guarantees and similar undertakings on behalf of both third party customers and other entities
within the group. These guarantees are generally provided in the normal course of the banking business. The
principal types of guarantees provided, and the maximum potential amount of future payments which the group
could be required to make, were as follows:

The group The Bank
2011 2010 2011 2010
HKS$m HK$m HK$m HK$m
Guarantees in favour of third parties
Financial guarantee contracts’ ..............ccccoovvvvverrnnne. 26,694 23,538 12,904 12,970
Standby letters of credit which are financial
guarantee COMTACES? oo eeeeeeeeeene 19,684 17,374 10,294 9,960
Other direct credit substitutes® ............coovveevvereneennne. 38,211 36,798 32,311 30,782
Performance bonds® .........cc.cccoevrreerrerrcereeeeeeeeeans 54,429 46,116 39,289 35,479
Bid bonds® ........ooviieeeeeeeeeeee e 2,169 1,911 1,602 1,539
Standby letters of credit related to particular
transactions® ..........cooccoovoovvoeeeeoeee e 12,169 8,653 7,630 4,872
Other transaction-related guarantees® 31,892 25,034 17,678 16,636
185,248 159,424 121,708 112,238
Guarantees in favour of
other HSBC Group entities..............c.cccooeoeniinenne 7,180 4,721 7,119 6,330
192,428 164,145 128,827 118,568

—_—

Financial guarantees are contracts that require the issuer to make specified payments to reimburse the holder for a loss incurred

because a specified debtor fails to make payment when due in accordance with the original or modified terms of a debt instrument.

The amounts in the above table are nominal principal amounts.

2 Standby letters of credit which are financial guarantee contracts are irrevocable obligations on the part of the group to pay third
parties when customers fail to make payments when due.

3 Other direct credit substitutes include re-insurance letters of credit related to particular transactions and trade-related letters of
credit issued without provision for the issuing entity to retain title to the underlying shipment.

4 Performance bonds, bid bonds, standby letters of credit and other transaction-related guarantees are undertakings by which the

obligation on the group to make payment depends on the outcome of a future event.

The amounts disclosed in the above table reflect the group’s maximum exposure under a large number of
individual guarantee undertakings. The risks and exposures from guarantees are captured and managed in
accordance with HSBC’s overall credit risk management policies and procedures. Guarantees are subject to
HSBC’s annual credit review process.

¢ Contingencies

The group is named in and defending legal actions in a number of jurisdictions including Hong Kong, arising out
of its normal business operations. None of the actions is regarded as material litigation, and none is expected to
result in a significant adverse effect on the financial position of the group, either collectively or individually.
Management believes that adequate provisions have been made in respect of such litigation.
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45 Assets pledged as security for liabilities and collateral accepted as security for assets

Liabilities of the group amounting to HK$112,721m (2010: HK$64,772m) and of the Bank amounting to
HK$70,013m (2010: HK$45,264m) are secured by the deposit of assets, including assets pledged in respect of sale and
repurchase agreements, to cover short positions and to facilitate settlement processes with clearing houses. The amount
of assets pledged by the group to secure these liabilities is HK$117,963m (2010: HK$73,002m) and by the Bank is
HK$74,594m (2010: HK$54,890m). These assets comprise treasury bills, debt securities, equities, and deposits.

In respect of reverse repo and stock borrowing transactions, the fair value of collateral held by the group which was
permitted to be sold or repledged amounted to HK$120,319m (2010: HK$151,012m), and by the Bank HK$88,197m
(2010: HK$101,438m). The fair value of such collateral actually sold or repledged by the group amounted to
HK$14,504m (2010: HK$26,242m) and by the Bank HK$5,980m (2010: HK$7,792m).

These transactions are conducted under terms that are usual and customary to standard lending, and stock borrowing
and lending activities.

46 Capital commitments

The group The Bank
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Expenditure contracted for .........ccoceevveviverieinieinieiiieene 3,511 1,011 3,355 913
Expenditure authorised by the Directors but not
contracted fOr ... 6 42 2 -
3,517 1,053 3,357 913

Capital commitments mainly relate to the commitment to purchase premises and equipment.

47 Lease commitments

The group leases certain properties and equipment under operating leases. The leases normally run for a period of one
to ten years and may include an option to renew. Lease payments are usually adjusted annually to reflect market
rentals. None of the leases include contingent rentals. Future minimum lease payments under non-cancellable
operating leases are as follows:

The group The Bank
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Premises
Amounts payable within
— ONE YEAT OF I€SS .ovvevirieeiieiiieiieieieie ettt 3,734 2,652 1,414 1,446
— five years or less but over one year .........c.cccceceevreneenennee 4,603 4,161 2,385 2,067
— OVET fIVE YEAIS .evviiiiiiieicieiiieeetc et 1,103 659 761 254
9,440 7,472 4,560 3,767
Equipment
Amounts payable within
— ONE YEAT OF I€SS ..evvevirieeiieiiieiieieieie ettt 71 67 6 4
— five years or less but OVer one year ...........cccccceeveeueueuencns 100 113 9 2
171 180 15 6
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48 Segmental analysis

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

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

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

Products and services

The group provides a comprehensive range of banking and related financial services to its customers in its two
geographical regions. The products and services offered to customers are organised by global businesses:

¢ Retail Banking and Wealth Management offers a broad range of products and services to meet the personal
banking, consumer lending and wealth management needs of individual customers. Products typically include
current and savings accounts, mortgages and personal loans, credit cards, debit cards, insurance, global asset
management services, wealth management and local and international payment services;

e Commercial Banking product offerings include the provision of financial services, payments and cash management,
international trade finance, treasury and capital markets, commercial cards, insurance, and online and direct
banking offerings;

¢ Global Banking & Markets provides tailored financial solutions to major government, corporate and institutional
clients and private investors worldwide. The client-focused business lines deliver a full range of banking
capabilities including financing; advisory and transaction services; a markets business that provides services in
credit, rates, foreign exchange, money markets, securities services and principal investment activities; and

¢ Global Private Banking provides a range of services to meet the banking, investment and wealth advisory needs of
high net worth individuals.

From 1 January 2011 the Asset Management Group, previously reported within GB&M, was combined with the global
business previously reported as Personal Financial Services (PFS) to form Retail Banking and Wealth Management
(‘RBWM”). Global business comparative information has been restated accordingly.
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48 Segmental analysis (continued)

Total assets

2011 2010
HKS$m % HK$m %
Hong Kong .....c.ooveiiiiiiiiiieiciccncececeeeee 3,594,991 64.1 3,276,432 65.0
Rest of Asia-Pacific ......cccoeveeriiiniiineiccecccee 2,429,228 43.3 2,117,894 42.0
T TEEION evvveerrrreee s eeeeeeeseesesssseeeeseesesesssseseesseseeeese s (416,739) (7.4) (354,408) (7.0)
5,607,480 100.0 5,039,918 100.0
Total liabilities
2011 2010
HKS$m % HK$m %
Hong Kong ..o 3,436,629 65.6 3,130,937 66.7
Rest of Asia-Pacific 2,216,247 42.3 1,915,954 40.8
TIER TEEIOM <ovvvevveeeeeeeeeee e eee s eseeeeesesesseneeeeeeeee (416,739) (7.9) (354,408) (7.5)
5,236,137 100.0 4,692,483 100.0
Interests in associates and joint ventures
2011 2010
HKS$m % HK$m %
HONEG KON ..o 1,525 1.7 1,607 2.1
Rest of Asia-Pacific ......cccoeevivevieiciciciceceeeeeeee e 90,260 98.3 73,961 97.9
91,785 100.0 75,568 100.0
Credit commitments (contract amounts)
2011 2010
HKS$m % HKS$m %
Hong Kong ..o 769,088 46.2 743,732 48.4
Rest of Asia-Pacific ......ccocoveeeiiiiiiieiiciecceeeeeee 896,337 53.8 791,740 51.6
1,665,425 100.0 1,535,472 100.0
Property, plant and equipment, goodwill and intangible assets acquired in the year
2011 2010
HKS$m % HK$m %
Hong Kong .....c.ooveiiiiiiiiiieiiciccneecececeee 1,740 59.9 2,590 41.9
Rest of Asia-Pacific ......cccooeeeeeiiiiiiiicciceceeeeeee 1,167 40.1 3,596 58.1
2,907 100.0 6,186 100.0
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48 Segmental analysis (continued)

Consolidated income statement:

Rest of Intra-segment
Hong Kong Asia-Pacific elimination Total
HKS$m HKS$m HKS$m HK$m
2011
INEErESt INCOME ...o.veevivieeieiieieiet ettt 42,309 68,706 (3,557) 107,458
INLETESt EXPEINSE ...ttt (7,035) (28,310) 3,559 (31,786)
Net interest iNCOME ....covevreirieiiieiiieiirieereeeieeee e 35,274 40,396 2 75,672
FEE INCOME ..ot 27,022 19,315 (1,171) 45,166
FeE EXPONSE ..ottt (4,162) (3,880) 1,171 (6,871)
Net trading iNCOME .....ooveveeviieieieierieeeeeeeeeeieeeeee e 7,691 12,510 ?2) 20,199
Net expense from financial instruments designated at
Al VAU ..o (4,230) (293) - (4,523)
Gains less losses from financial investments ..................... 310 (182) - 128
Dividend iNCOME ......ccoueriruirieiinieiiniciriereieeeeee e 723 6 - 729
Net earned insurance premiums 39,738 5,932 - 45,670
Other operating income ......... 13,229 2,674 (4,514) 11,389
Total operating income ..................cccocooeineincencenene 115,595 76,478 4,514) 187,559
Net insurance claims incurred and movement in
policyholders’ liabilities ..........cccoveirrerieerieireieecnne (35,778) (4,611) — (40,389)
Net operating income before loan impairment charges
and other credit risk provisions 79,817 71,867 4,514) 147,170
Loan impairment charges and other credit risk provisions (938) (2,121) - (3,059)
Net operating income ..............ccccccoverinininninienenenenee, 78,879 69,746 4,514) 144,111
Operating exXpenses ...........ccocoeeverereeieieienienenenenennens (36,106) (36,232) 4,514 (67,824)
Operating profit ... 42,773 33,514 - 76,287
Share of profit in associates and joint ventures .................. 424 14,659 - 15,083
Profit before tax ..............c.cocoooiiiiiiiii e, 43,197 48,173 - 91,370
Tax expense (7,703) (9,763) - (17,466)
Profit for the year .............ccococoviininininieeee 35,494 38,410 — 73,904
Profit attributable to shareholders .........c..cccoceoeeniincinnne 31,165 36,426 - 67,591
Profit attributable to non-controlling interests ................... 4,329 1,984 - 6,313
Net operating income
— EXEETNAL et 70,903 71,088 - 141,991
— inter-company/inter-seZMent ............cooeveeveeerereeereerennes 7,976 (1,342) 4,514) 2,120
Depreciation and amortisation included in operating
CXPCIISES eovremrarerreniaeteeetesenetsseteseseeseeteseseseesseseseseneasees (4,047) (1,591) - (5,638)
ReStrUCtUIINg COSES.....cuvviiiiiiiirieicieieieeeieee e (520) (344) - (864)
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48 Segmental analysis (continued)

Rest of Intra-segment
Hong Kong Asia-Pacific elimination Total
HK$m HK$m HK$m HK$m
2010
INEEreSt INCOME .....veevivieeieiieieiet et 37,687 50,325 (2,489) 85,523
INEETESt EXPEISE ...ttt (5,951) (20,202) 2,506 (23,647)
Net interest iNCOME ....covevreirieiiieiiieiirieereeeieeee e 31,736 30,123 17 61,876
Fee INCOME ......uviiiiiiiicicicicce e 24,972 17,628 (943) 41,657
FEE EXPEIISE ..ttt (3,892) (3,425) 943 (6,374)
Net trading iNCOME .....c.evvvuerieiirieiiieiriereeeeeeeiee e 8,699 12,034 17 20,716
Net income from financial instruments designated at
FaIr VAIUE .o 3,454 303 - 3,757
Gains less losses from financial investments ..................... 937 1,079 — 2,016
Dividend income 545 19 - 564
Net earned insSurance premiums ........oeeeeeeeeeeveeerereeereeennas 33,713 3,480 - 37,193
Other operating iNCOME .......c.coveireeerierirrenieeree e 12,714 2,282 (4,992) 10,004
Total operating iNCOME ........c.coervreerierererrerieenieereeceeeeenenes 112,878 63,523 (4,992) 171,409
Net insurance claims incurred and movement in
policyholders’ liabilities ..........cccoeoeeuererrnnniciciciennne (37,022) (2,821) — (39,843)
Net operating income before loan impairment charges and
other credit risk provisions ..........c.ceceeveevererereieeeenenns 75,856 60,702 (4,992) 131,566
Loan impairment charges and other credit risk provisions (883) (3,736) — (4,619)
Net Operating iNCOME ........c.ceeueueueririrueueuererrrieiereeenreeneneneeens 74,973 56,966 (4,992) 126,947
OPpErating EXPENSES ...cveueererrererrerireerierenierenterereeseseeseeseneesenes (33,053) (32,183) 4,992 (60,244)
Operating Profit .......cceeeeeerieienieireeeeee s 41,920 24,783 - 66,703
Share of profit in associates and joint ventures .................. 270 10,912 — 11,182
Profit before taX ........cccevvevveviivieieeececeeeeeee e 42,190 35,695 - 77,885
TaX EXPEINSE ...viriiiiiiiiiieiieeceec e (7,353) (7,255) — (14,608)
Profit for the Year .......c..cccoevviniiiniincicecc e 34,837 28,440 — 63,277
Profit attributable to shareholders .............ccoccoevevviveereennnne. 30,419 27,178 - 57,597
Profit attributable to non-controlling interests 4418 1,262 - 5,680
Net operating income
— XEEINAL .ooviiiiiiic e 68,348 57,499 - 125,847
— inter-company/inter-seZMent ............coeeeeveerrererereerennas 6,625 (533) (4,992) 1,100
Depreciation and amortisation included in operating
CXPEIISES .rveeeeetrreereeaeseeeieteteses ettt b s e eeaceeeene (3,675) (1,414) - (5,089)
ReEStructuring COStS .........cceueueuniniriniiiciiieieieieiesiesececeees (86) 271) - (357)
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Net operating income by global business

Retail
Banking Global Global
and Wealth Commercial Banking & Private Inter-
Management Banking Markets Banking Other Segment Total
HK$m HKS$m HK$m HK$m HK$m HK$m HKS$m
Year ended 31 December 2011
External ........cccocooeicieiiinnnnne 48,615 31,821 61,508 (196) 243 — 141,991
Intercompany/intersegment 10,904 1,984 (10,824) 597 6,334 (6,875) 2,120
Year ended 31 December 2010
External ......cccoveveeoinnneccninnne 46,254 25,910 51,923 (20) 1,780 - 125,847
Intercompany/intersegment .......... 8,309 2,012 (8,178) 343 5,986 (7,372) 1,100
Information by country
Net external operating income' Non-current assets”
2011 2010 2011 2010
HKS$m HK$m HK$m HK$m
HONg KON ..ottt 70,903 68,348 91,177 67,424
Mainland China ..........coceeeeieieirieieeireseeeeeeesee e 11,952 6,069 91,687 75,410
AUSTTALIA . 7,115 6,020 1,629 1,652
INAIA et 9,684 8,445 2,342 2,901
INAONESIA ... 4,715 4,045 5,349 5,532
Malaysia ... 7,232 5,784 1,033 982
Singapore .. 8,028 6,774 1,256 830
Taiwan..... 3,717 3,165 2,564 2,619
VICINAM ..o 1,606 1,288 2,742 282
OBhT ittt 17,039 15,909 5,151 7,476
TOtAl vt 141,991 125,847 204,930 165,108

1 Net external operating income is attributable to countries based on the location of the principal operations of the subsidiary or branch.
2 Non-current assets consist of property, plant and equipment, goodwill, other intangible assets, interests in associates and joint ventures
and certain other assets expected to be recovered more than 12 months after the reporting date.
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49 Related party transactions

a Immediate and ultimate holding company

The group is controlled by HSBC Asia Holdings BV (incorporated in the Netherlands) which owns 100% of the
ordinary shares. The ultimate parent of the group is HSBC Holdings plc (incorporated in England).

The group’s related parties include the parent, fellow subsidiaries, associates, joint ventures, post-employment
benefit plans for the benefit of the group’s employees, Key Management Personnel, close family members of Key
Management Personnel and entities which are controlled or jointly controlled by Key Management Personnel or
their close family members.

Transactions with the immediate holding company included the payment of interest on preference shares. As at 31
December 2011, the Bank has issued HK$96,969m of preference shares to its immediate holding company (2010:
HK$101,306m). These are classified as liabilities on the balance sheet.

Transactions with the ultimate holding company included the issuance of subordinated liabilities and the payment
of interest on subordinated liabilities. As at 31 December 2011, the Bank has issued HK$9,599m of subordinated
liabilities to its ultimate holding company (2010: HK$6,106m). These are classified as liabilities on the balance
sheet.

Income and expenses for the year

Immediate holding company Ultimate holding company
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Interest expensel ......................................................... 2,337 2,659 172 23
Other operating iNCOME .......c.cccoerererverereerereerereenerennen - - 150 252
Other Operating EXpenses ..........ccecevveereererrererrereerennens 30 28 1,584 1,341

1 Interest expense paid to the immediate holding company represents interest on preference shares. Interest expense paid to the ultimate
holding company represents interest on subordinated liabilities.

Information relating to preference shares can be found in the ‘Notes on the Financial Statements’ where the
following are disclosed: interest expense on preference shares (note 4(b)) and preference shares issued (note 37).

Balances at 31 December

The group
Immediate holding company Ultimate holding company
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Amounts due from’...........coooovververreeeeee e - - 167 319
Amounts due t0% ...........ooocovvereereeeeeeeeeeeeeeeeeeeeennne 98,243 102,669 9,990 6,351
The Bank
Immediate holding company Ultimate holding company
2011 2010 2011 2010
HK$m HK$m HK$m HK$m
Amounts due from' - - 167 319
AMOUNES AUE 107 ..o 98,243 102,669 9,916 6,287

1 Amounts due from the ultimate holding company are mainly IT cost recoveries.
2 Amounts due to the immediate holding company included preference shares of HK$96,969m (2010: HK$101,306m). Amounts due to
the ultimate holding company included subordinated liabilities of HK$9,599m (2010: HK$6,106m).

Guarantees made by the ultimate holding company to and on behalf of the group amounted to HK$283m (2010:
HK$353m).
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49 Related party transactions (continued)
b Share option and share award schemes

The group participates in various share option and share plans operated by HSBC Holdings plc whereby share
options or shares of HSBC Holdings plc are granted to employees of the group. As disclosed in note 50, the group
recognises an expense in respect of these share options and share awards. The cost borne by the ultimate holding
company in respect of these share options and share awards is treated as a capital contribution and is recorded
under ‘Other reserves’. In respect of share awards, the group recognises a liability due to the ultimate holding
company and a corresponding reduction in capital contribution on a straight-line basis over the vesting period for
the amount of share awards expected to vest. The liability is measured at the fair value of the shares at each
reporting date. The balances of the capital contribution and the liability as at 31 December 2011 amounted to
HKS$2,915m and HK$2,729m respectively (2010: HK$2,223m and HK$1,812m respectively).

¢ Pension funds

At 31 December 2011, HK$12.5bn (2010: HK$13.4bn) of pension fund assets were under management by group
companies. Total fees paid or payable by pension plans to group companies for providing fund management,
administrative and trustee services amounted to HK$53m for the year (2010: HK$49m).

d Subsidiaries and fellow subsidiaries

The group entered into transactions with its fellow subsidiaries in the normal course of business, including the
acceptance and placement of interbank deposits, correspondent banking transactions and off-balance sheet
transactions. The activities were on substantially the same terms, including interest rates and security, as for
comparable transactions with third party counterparties.

The group shared certain IT projects with its fellow subsidiaries and also used certain processing services of fellow
subsidiaries on a cost recovery basis. The Bank also acted as agent for the distribution of retail investment funds for
fellow subsidiaries and paid professional service fees on certain structured finance deals to a fellow subsidiary. The
commissions and fees in these transactions are priced on an ‘arm’s length’ basis.

The aggregate amount of income and expenses arising from these transactions during the year and the balances of

amounts due to and from the relevant parties at the year end are as follows:

Income and expenses for the year

Fellow subsidiaries

2011 2010

HK$m HKS$m

INEEIESE IMCOME ....ouveiiiiiiiiicicici et bbb 445 547
INEETEST EXPEIISE ....veeveitiuieteietest ettt ettt ettt ettt bbbttt etttk et b ettt sttt e bt b neene e 797 488
Fee income ....... 2,470 1,969
Fee expense .........ccc.... 935 1,065
Other operating income .. 3,227 2,576
Other OPErating EXPENSES’ .........ovueveerieeiereieessseesse e sssenes 5,169 4,002

1 In 2011 payments were made of HK$1,271m (2010: HK$922m) for software costs which were capitalised as intangible assets in the
balance sheet of the group.
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49 Related party transactions (continued)

Balances at 31 December

The group

Assets

TTAAINEZ SSELS .veuvevirerieteeieteiete ettt ettt ettt et et et et ete b et b eseese st e s e st eseseesesseseasesesseneeseneesensesenseseseneas
Financial assets designated at fair ValUue ............ccccoiviriiciiiininiicciieeceeeee e
OLRET ASSELS ...ttt bbbttt

Liabilities

TTAdING HADIIIEIES ....eveutitiieiiieeee ettt bbb
Financial liabilities designated at fair Value..........cccoeovirieieerinininiciecc e
Other HAbIlItIES .......cooviuieiiiiiiiieieiiiic e

GUATANTEES ...eveeueenienieteteete ettt et et et este e e st e teetesbeebeesteseestentesebeeseeseebeebeeseeneeseense s e beesesseebeeneeneennans

Commitments

The Bank

Assets

Trading aSSetS ......cceveveveeririeiereirinirereereereeieieee e
Financial assets designated at fair value ....................
Other @SSELS ...c.vevveeeiiieciieieeee ettt

Liabilities

Trading Habilities .........cccovveirieinieineerecseeeeene
Financial liabilities designated at fair value ...............
Other labilities ..........ccceveeeueieiniriiiicciceereeae

GUATANTEES ..veevvereenieieeieeieeteeeeeeereeee e ste e sreete e eneenaens
Commitments

Fellow subsidiaries

2011 2010
HKSm HKS$m
11,120 40,396

5,390 5,453

136,051 91,465

152,561 137,314
37,675 25,164

5 3
59,605 50,399
97,285 75,566

7,180 4,721
6,689 17,615

Subsidiaries Fellow subsidiaries

2011 2010 2011 2010
HK$m HK$m HKS$m HK$m
3,486 4,549 10,970 38,792
113,761 77,244 119,616 77,418
117,247 81,793 130,586 116,210
7,421 8,165 25,837 7,364
54,655 77,571 53,803 45,144
62,076 85,736 79,640 52,508
1,039 2,507 6,080 3,823
38,484 24,334 3,639 15,363
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49 Related party transactions (continued)
e Associates and joint ventures

The group provides certain banking and financial services to associates and joint ventures, including loans,
overdrafts, interest and non-interest bearing deposits and current accounts. Details of interests in associates and
joint ventures are given in note 24. Transactions and balances during the year with associates and joint ventures
were as follows:

The group
2011 2010
Highest balance Balance at Highest balance Balance at
during the year 31 December during the year 31 December
HKS$m HKS$m HKS$m HK$m
Amounts due from associates
— subordinated ........c.cooeeiiiiiineee e 34 33 31 31
— unsubordinated ...........ccccerirrrieieeine e 23,418 19,183 16,312 12,930
Amounts due from joint ventures
— subordinated ..........cooeeiiinirneece e 13 6 8 8
— unsubordinated 1,107 966 1,493 699
24,572 20,188 17,844 13,668
Amounts due to aSSOCIALES ......cvervrvererverieieriererieerienens 4,536 3,672 5,329 4,077
Amounts due to joint VeNtures ............coecevveverveereenens 1,488 1,013 1,140 1,013
6,024 4,685 6,469 5,090
COMMITMENLS ....vevivieeieeieteeeeee ettt eenens 1,431 711 470 337
The Bank
2011 2010
Highest balance Balance at Highest balance Balance at
during the year 31 December during the year 31 December
HKS$m HKS$m HKS$m HK$m
Amounts due from associates
— unsubordinated ...........ccooeeiiviiiiiiee s 7,509 3,825 7,045 4,513
Amounts due from joint ventures
— unsubordinated ............cocooeiiiiiiieeee 881 876 1,293 608
8,390 4,701 8,338 5,121
Amounts due to aSSOCIALES ......cervrvereererrerereererieerienens 1,065 1,065 1,158 738
Amounts due to joint VeNtures ...........ccoecevveverveeruenens 1,486 1,011 1,139 1,013
2,551 2,076 2,297 1,751
COMMITMENLS ....vevivieeieeieteeeeee ettt eenens 1,012 351 226 226

The disclosure of the year-end balance and the highest balance during the year is considered the most meaningful
information to represent transactions during the year.

The transactions resulting in amounts to and from associates and joint ventures arose in the ordinary course of
business and on substantially the same terms, including interest rates and security, as for comparable transactions
with third party counterparties.
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49 Related party transactions (continued)
f Key Management Personnel

Key Management Personnel are defined as those persons having authority and responsibility for planning, directing
and controlling the activities of the Bank and the group. It includes members of the Board of Directors and
Executive Committee of the Bank and the Board of Directors and Group Managing Directors of HSBC Holdings

plc.

The following table shows the expense in respect of compensation for Key Management Personnel of the Bank for
services rendered to the Bank:

2011 2010

HKS$m HK$m

Salaries and other Short term DENETIts .........cevvueririiiriieeeeee e 220 207
Retirement benefits

— Defined contribution PLANS .........ceciriiirieieiriniiec ettt 8 12

— Defined DeNefit PIANS .....c.oceoiiiiiiiieieet ettt sttt 2 1

Share-based PAYIMENLS ......c.eeueuiiuiriiiieiiiei ettt ettt ettt eb et se et st ebeseene 110 118

340 338

Transactions, arrangements and agreements involving Key Management Personnel

Transactions, arrangements and agreements are entered into by the group with companies that may be controlled by
Key Management Personnel of the group and their immediate relatives. These transactions are primarily loans and

deposits:
2011 2010

HKS$m HKS$m
For the year
AVEIAZE ASSELS ...vuvviniiiteiirtetiet ettt ettt ettt bbbttt a et sttt et b bbbt ea et ettt be et et eae e enn 22,177 17,282
AVEIAZE HADIIIIES ..uveveuieiiieeiieiiieeeeee ettt ettt et s et s st e b e se b e e ene e eseneenn 27,536 24,206
Contribution to the group’s profit before tax .........ccccccocvireririciciiinricicieieeeee e 818 439
At the year end
Guarantees ..... 3,874 2,487
Commitments 6,417 5,842

The above transactions were entered into in the ordinary course of business and on substantially the same terms,
including interest rates and security, as comparable transactions with persons or companies of a similar standing or,
where applicable, with other employees. The transactions did not involve more than the normal risk of repayment
or present other unfavourable features.

The group adheres to Hong Kong Banking Ordinance Section 83 regarding lending to related parties; this includes
unsecured lending to Key Management Personnel, their relatives and companies that may be directly or indirectly
influenced or controlled by such individuals.

No impairment losses have been recorded against balances outstanding during the year with Key Management
Personnel, and there are no specific impairment allowances on balances with Key Management Personnel at the
year end.

Loans to officers

Officers are defined as the Board of Directors, Executive Committee members and the Secretary of the Bank and
the Boards of Directors of the ultimate holding company, HSBC Holdings plc, and intermediate holding companies.
Particulars of loans to officers disclosed pursuant to section 161B of the Hong Kong Companies Ordinance:

Aggregate amount of loans Maximum aggregate amount of

outstanding at 31 December loans outstanding during the year
2011 2010 2011 2010
HK$m HK$m HKS$m HKS$m
By the Bank ........cccoveiiiinniicccccceeeecene 73 70 83 117
By SubSIdiaries .........ccocevieirieineineineeeeeee 13 4 15 22
86 74 98 139
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50 Share-based payments

a Income statement charge

2011 2010

HKS$m HK$m

Restricted Share @WArdS ..........c.oooiiiiiiiiiiii ettt ettt ettt e et e e e eteereeteeereeere e 1,907 1,044
Performance Share AWArdS ...........ccvoveoiiierieiiiieiiieeeeee ettt b e bt es s enas 17 8
Savings-related Share Option PIANS .........cveveirieieiieirieteeeee et ne 350 375
2,274 1,427

Equity-settled share-based PAYMENES ..........ccorueiriiirieriiirieere et 2,274 1,427
Cash-settled share-based PAYMENLS .........c.ceoieirieirieieieieieieeee ettt enens - -

The above charge was computed from the fair values of the share-based payment transaction when contracted, that
arose under employee share awards made in accordance with HSBC’s reward structures.

HSBC Share Awards
Award Policy Purpose
Restricted e Vesting of awards based on continued employment e Rewards employee performance, potential and
share awards with HSBC of between one and five years from the retention requirements
date of award e To aid recruitment
e Shares awarded without corporate performance e Part-deferral of annual bonuses
conditions

o Certain shares awarded subject to a retention
requirement until cessation of employment

Performance e Vesting of awards based on three independent e Align interests of executives with the creation of
share awards performance measures (relative TSR (40%), shareholder value and recognise individual
economic profit (40%) and growth in earnings per performance and potential
share (‘EPS’) (20%)) and an over-riding ‘sustained e To reflect HSBC’s relative and absolute performance
improvement’ judgment by the HSBC Group over the long-term, taking account of an external
Remuneration Committee measure of value creation, a measure of the extent to
e Performance conditions are measured over a three which the return on capital invested in HSBC is in
year period and reviewed annually excess of a benchmark return and a direct measure of
e Awards are forfeited to the extent the performance the profits generated for shareholders
conditions have not been met
Achievement o Additional awards made throughout the three-year e To promote widespread interest in HSBC shares
share awards vesting period amongst employees
e Original award together with the additional share e Rewards eligible employees for their prior year
awards are released after three years of continued performance
employment within HSBC Group e High performing and/or senior and middle managers
o Shares awarded without corporate performance are normally eligible to receive achievement shares
conditions during their annual pay review

b  Movement on HSBC share awards

The group Restricted share awards  Performance share awards' Achievement share awards'
2011 2010 2011 2010 2011 2010
Number Number Number Number Number Number
(000s) (000s) (000s) (000s) (000s) (000s)
Outstanding at 1 January ..........cccceeeeee 38,476 21,759 283 676 2,911 5,203
Additions during the year. 17,380 23,912 10 17 33 123
Released in the year...... (4,674) (4,554) (61) (140) (2,886) (2,103)
Transferred in the year... . 744 340 - 37 12) (50)
Lapsed in the year .........cccvcevveevieeniennnns (1,701) (2,981) (232) (233) (46) (262)
Outstanding at 31 December ................. 50,225 38,476 — 283 — 2911
Weighted average remaining vesting
period (Years) .......ccoveueueuceeennienenenes 0.68 1.30 - 0.23 - 0.25

1 Additions during the year comprised reinvested dividend equivalents.
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50 Share-based payments (continued)
HSBC Share Option Plans

Award

Savings-related e
share option
plans

Policy

Exercisable within three months following the first
anniversary of the commencement of a one-year
savings contract or within six months following
either the third or fifth anniversaries of the
commencement of three-year or five-year contracts,
respectively

o The exercise price is set at a 20% (2010: 20%)
discount to the market value immediately preceding
the date of invitation (except for the one-year options
granted under the US sub-plan where a 15% discount
is applied)

Purpose

o Eligible employees save up to £250 per month (or its
equivalent in US dollars, Hong Kong dollars or
Euros), with the option to use the savings to acquire
shares

e To align the interests of all employees with the
creation of shareholder value

Vesting of awards based on achievement of certain
TSR targets

Exercisable between third and tenth anniversaries of
the date of grant

Plan ceased in May 2005

Executive Share e
Option Scheme
(‘ESOS’) and .
Group Share
Option Plan .
(‘GSOP”)

e Long-term incentive plan between 2000 and 2005
during which certain HSBC employees were awarded
share options

e To align the interests of those higher performing
employees with the creation of shareholder value

The table on the next page shows the movement on HSBC share option plans during the year.

Calculation of fair values

Fair values of share options/awards, measured at the date of grant of the option/award, are calculated using a Black-
Scholes model. When modelling options/awards with vesting dependent on HSBC’s Total Shareholder Return
(‘TSR’) over a period, the TSR performance targets are incorporated into the model using Monte Carlo simulation.
The fair values calculated are inherently subjective and uncertain due to the assumptions made and the limitations

of the model used.

¢ Significant weighted average assumptions used to estimate the fair value of options granted

1-year Savings-
Related Share

2011

Risk-free interest rate' (%)
Expected life? (years)
Expected volatility® (%)
Share price at grant date (£)

2010

Risk-free interest rate' (%)
Expected life? (years)
Expected volatility® (%)
Share price at grant date (£)

5-year Savings-
Related Share

3-year Savings-
Related Share

Option Option Option
Schemes Schemes Schemes
0.8 1.7 2.5

1 3 5

25 25 25

6.37 6.37 6.37

0.7 1.9 2.9

1 3 5

30 30 30

6.82 6.82 6.82

1 The risk-free rate was determined from the UK gilts yield curve. A similar yield curve was used for the International Savings-Related

Share Option Plans.

2 The expected life of options depends on the behaviour of option holders, which is incorporated into the option model on the basis of
historical observable data and is not a single input parameter but a function of various behavioural assumptions.

3 Expected volatility is estimated by considering both historic average share price volatility and implied volatility derived from traded
options over HSBC shares of similar maturity to those of the employee options.

The expected US dollar denominated dividend yield was determined to be 4.5% per annum in line with consensus

analyst forecasts (2010: 4.5%) which vested in subsequent years.
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50 Share-based payments (continued)

d Movement on HSBC share option plan

The group
Savings-related option Savings-related option
scheme with exercise price scheme with exercise price
ESOS and GSOP set in GBP set in HK$
Number WAEP' Number WAEP' Number WAEP'
(000s) £ (000s) £ (000s) HKS$
2011
Outstanding at 1 January ................ 19,895 7.07 15,404 3.99 45,306 40.72
Granted during the year .................. - - 3,551 5.10 4,857 64.99
Forfeited/expired in the year ........... (4,171) 7.54 (2,757) 4.88 (4,039) 53.06
Exercised during the year-.... . (107) 6.03 1,719) 5.47 (2,355) 60.99
Transferred in the year..................... (63) 7.74 108 3.71 (36) 35.98
Outstanding at 31 December .......... 15,554 6.95 14,587 3.93 43,733 53.06
Exercisable at 31 December ........... 15,554 6.95 317 6.01 50 91.61
At 31 December 2011
Weighted average fair value of
options granted during the year... - 1.25 15.68
Weighted average share price at the
date the options were exercised . 6.45 5.40 69.24
Weighted average remaining
contractual life (years) ................ 1.57 1.75 2.02
Exercise price range ............c..c.c..... 6.02 - 7.96 3.31-6.69 37.88 - 94.51
2010
Outstanding at 1 January ................ 22,379 7.03 16,151 3.67 48,513 38.49
Granted during the year ...... - - 3,755 5.46 4,796 62.98
Forfeited/expired in the year .. . (1,305) 6.89 (1,734) 4.32 (3,116) 44.10
Exercised during the year-................ (1,226) 6.43 (2,859) 391 (4,847) 38.26
Transferred in the year.................... 47 6.92 91 3.87 (40) 49.10
Outstanding at 31 December .......... 19,895 7.07 15,404 3.99 45,306 40.72
Exercisable at 31 December ........... 19,895 7.07 233 6.09 69 94.51
At 31 December 2010
Weighted average fair value of
options granted during the year... - 1.48 19.02
Weighted average share price at the
date the options were exercised . 6.65 6.53 79.38
Weighted average remaining
contractual life (years) .......c........ 2.15 2.45 2.89
Exercise price range ............c.coceene 6.02 -7.96 3.31-6.69 37.88-94.51

1 Weighted Average Exercise Price.

During the year, options granted for schemes with option prices set in euros and US dollars were insignificant.
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51 Fair value of financial instruments

Fair value is the amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing
parties in an arm’s length transaction.

Financial instruments measured at fair value on an ongoing basis include trading assets and liabilities, instruments
designated at fair value through profit or loss, derivatives, and financial instruments classified as available-for-sale
(including treasury and other eligible bills, debt securities and equity securities). Transaction costs are not included in
the fair value calculation. Trade origination costs such as brokerage, fee expense, and post-trade costs are included in
operating expenses. The future cost of administering the over-the-counter derivative portfolio is also not included in
fair value, but is expensed as incurred.

Control framework

Fair values are subject to a control framework that aims to ensure that they are either determined, or validated, by a
function independent of the risk-taker.

For all financial instruments where fair values are determined by reference to externally quoted prices or observable
pricing inputs to models, independent price determination or validation is utilised. In inactive markets, direct
observation of a traded price may not be possible. In these circumstances, the group will source alternative market
information to validate the financial instrument’s fair value, with greater weight given to information that is considered
to be more relevant and reliable. The factors that are considered in this regard are, inter alia:

e the extent to which prices may be expected to represent genuine traded or tradable prices;

e the degree of similarity between financial instruments;

e the degree of consistency between different sources;

e the process followed by the pricing provider to derive the data;

e the elapsed time between the date to which the market data relates and the balance sheet date; and
e the manner in which the data was sourced.

For fair values determined using a valuation model, the control framework may include, as applicable, independent
development or validation of (i) the logic within valuation models; (ii) the inputs to those models; (iii) any adjustments
required outside the valuation models; and (iv) where possible, model outputs. Valuation models are subject to a
process of due diligence and calibration before becoming operational and are calibrated against external market data
on an ongoing basis.

To this end, ultimate responsibility for the determination of fair values lies within the Finance function, which reports
functionally to the Group Finance Director. Finance establishes the accounting policies and procedures governing
valuation, and is responsible for ensuring that these comply with all relevant accounting standards.

Determination of fair value of financial instruments carried at fair value

Fair values are determined according to the following hierarchy:

(a) Level 1 — Quoted market price

Financial instruments with quoted prices for identical instruments in active markets.

(b) Level 2 — Valuation technique using observable inputs

Financial instruments with quoted prices for similar instruments in active markets or quoted prices for identical or
similar instruments in inactive markets and financial instruments valued using models where all significant inputs
are observable.

(c) Level 3 — Valuation technique with significant unobservable inputs

Financial instruments valued using models where one or more significant inputs are unobservable.
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51 Fair value of financial instruments (continued)

The best evidence of fair value is a quoted price in an actively traded market. The fair values of financial instruments
that are quoted in active markets are based on bid prices for assets held and offer prices for liabilities used. Where a
financial instrument has a quoted price in an active market and it is part of a portfolio, the fair value of the portfolio is
calculated as the product of the number of units and quoted price and no block discounts are applied. In the event that
the market for a financial instrument is not active, a valuation technique is used.

The judgement as to whether a market is active may include, but is not restricted to, the consideration of factors such
as the magnitude and frequency of trading activity, the availability of prices and the size of bid/offer spreads. The
bid/offer spread represents the difference in prices at which a market participant would be willing to buy compared
with the price at which they would be willing to sell. In inactive markets, obtaining assurance that the transaction price
provides evidence of fair value or determining the adjustments to transaction prices that are necessary to measure the
fair value of the instrument requires additional work during the valuation process.

Valuation techniques incorporate assumptions about factors that other market participants would use in their valuations,
including interest rate yield curves, exchange rates, volatilities, and prepayment and default rates. For collateralised
counterparties and in significant major currencies, the group has adopted a discounting curve that reflects the overnight
interest rate (‘OIS discounting’). Prior to 2010, in line with market practice, discount curves did not reflect this
overnight interest rate component but were based on a term LIBOR rate. During the period, the group applied an OIS
discounting curve to an expanded range of significant currencies in line with evolving market practice. The financial
effect of this change was not significant at the time of adoption.

The majority of valuation techniques employ only observable market data. However, certain financial instruments are
valued on the basis of valuation techniques that feature one or more significant market inputs that are unobservable,
and for them the derivation of fair value is more judgemental. An instrument in its entirety is classified as valued using
significant unobservable inputs if, in the opinion of management, a significant proportion of the instrument’s carrying
amount and/or inception profit (‘day 1 gain or loss’) is driven by unobservable inputs. ‘Not observable’ in this context
means that there is little or no current market data available from which to determine the level at which an arm’s length
transaction would likely occur, but it generally does not mean that there is absolutely no market data available upon
which to base a determination of fair value (consensus pricing data may, for example, be used).

In certain circumstances, primarily where debt is hedged with interest rate derivatives, the group records its own debt
in issue at fair value, based on quoted prices in an active market for the specific instrument concerned, if available.
Where quoted prices are not available, the own debt in issue is valued using valuation techniques, the inputs for which
are either based upon quoted prices in an inactive market for the instrument, or estimated by comparison with quoted
prices in an active market for similar instruments. In both cases, the fair value includes the effect of applying the credit
spread which is appropriate to the group’s liabilities. The change in fair value of issued debt securities attributable to
the group’s own credit spread is computed as follows: for each security at each reporting date, an externally verifiable
price is obtained or a price is derived by incorporating our own credit spreads in the valuation. Then, using discounted
cash flow, each security is valued using a LIBOR-based discount curve. The difference in the valuations is attributable
to the group’s own credit spread. This methodology is applied consistently across all securities.

Structured notes issued and certain other hybrid instrument liabilities are included within trading liabilities and
measured at fair value. The credit spread applied to these instruments is derived from the spreads at which the group
issues structured notes.

Gains and losses arising from changes in the credit spread of liabilities issued by the group reverse over the contractual
life of the debt, provided that the debt is not repaid at a premium or a discount.
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51 Fair value of financial instruments (continued)
Fair value adjustments

Fair value adjustments are adopted when the group considers that there are additional factors that would be considered
by a market participant that are not incorporated within the valuation model. The magnitude of fair value adjustments
depends upon many entity-specific factors, and therefore fair value adjustments may not be comparable across the
banking industry.

The group classifies fair value adjustments as either ‘risk-related’ or ‘model-related’. The majority of these
adjustments relate to Global Banking and Markets.

Movements in the level of fair value adjustments do not necessarily result in the recognition of profits or losses within
the income statement. For example, as models are enhanced, fair value adjustments may no longer be required.
Similarly, fair value adjustments will decrease when the related positions are unwound, but this may not result in profit
or loss.

Risk-related adjustments
(i) Bid-offer

HKAS 39 requires that portfolios are marked at bid or offer, as appropriate. Valuation models will typically
generate mid market values. The bid-offer adjustment reflects the cost that would be incurred if substantially all
residual net portfolio market risks were closed using available hedging instruments or by disposing of or
unwinding the actual position.

(i) Uncertainty

Certain model inputs may be less readily determinable from market data, and/or the choice of model itself may be
more subjective. In these circumstances, there exists a range of possible values that the financial instrument or
market parameter may assume and an adjustment may be necessary to reflect the likelihood that in estimating the
fair value of the financial instrument, market participants would adopt rather more conservative values for
uncertain parameters and/or model assumptions than those used in the valuation model.

(iii) Credit risk adjustment

The credit risk adjustment is an adjustment to the valuation of 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.

Model-related adjustments

(i) Model limitation

Models used for portfolio valuation purposes may be based upon a simplifying set of assumptions that do not
capture all material market characteristics. Additionally, markets evolve, and models that were adequate in the
past may require development to capture all material market characteristics in current market conditions. In these
circumstances, model limitation adjustments are adopted. As model development progresses, model limitations
are addressed within the valuation models and a model limitation adjustment is no longer needed.

(i) Inception profit (Day 1 profit or loss reserves)

Inception profit adjustments are adopted where the fair value estimated by a valuation model is based on one or
more significant unobservable inputs. The accounting for inception profit adjustments is discussed in note 3(h).
An analysis of the movement in the deferred Day 1 profit or loss reserve is provided in note 17(b).
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51 Fair value of financial instruments (continued)
Credit risk adjustment methodology

A separate credit risk adjustment is calculated for each legal entity of the group, and within each entity for each
counterparty to which the entity has exposure. The calculation of the monoline credit risk adjustment and sensitivity to
different assumptions is described below. The credit risk adjustment is calculated by applying the probability of default
of the counterparty to the expected positive exposure to the counterparty, and multiplying the result by the loss
expected in the event of default. The calculation is performed over the life of the potential exposure.

The probability of default is based on the group’s internal credit rating for the counterparty, taking into account how
credit ratings may deteriorate over the duration of the exposure through the use of historic rating transition matrices.
For most products, to calculate the expected positive exposure to a counterparty, a simulation methodology is used to
incorporate the range of potential exposures across the portfolio of transactions with the counterparty over the life of
an instrument. The simulation methodology includes credit mitigants such as counterparty netting agreements and
collateral agreements with the counterparty. A standard loss given default assumption of 60% is generally adopted.
The group does not adjust derivative liabilities for the group’s own credit risk; such an adjustment is often referred to
as a ‘debit valuation adjustment’.

For certain types of exotic derivatives where the products are not currently supported by the simulation, or for
derivative exposures in smaller trading locations where the simulation tool is not yet available, the group adopts
alternative methodologies. These may involve mapping to the results for similar products from the simulation tool or,
where such a mapping approach is not appropriate, a simplified methodology is used, generally following the same
principles as the simulation methodology. The calculation is applied at a trade level, with more limited recognition of
credit mitigants such as netting or collateral agreements than used in the simulation methodology described previously.

The methodologies do not, in general, account for ‘wrong-way risk’. Wrong-way risk arises where the underlying
value of the derivative prior to any credit risk adjustment is positively correlated to the probability of default of the
counterparty. Where there is significant wrong-way risk, a trade specific approach is applied to reflect the wrong-way
risk within the valuation.

All third party counterparties are included in the credit risk adjustment calculation and credit risk adjustments are not
netted across group entities.

During 2011, no material changes were made to the methodologies used to calculate the credit risk adjustment.

Fair value valuation bases

The approach used to calculate the fair value of each type of financial instrument is as follows:

Private equity and strategic investments

The group’s private equity and strategic investments are generally classified as available for sale and are not all traded
in active markets. In the absence of an active market, an investment’s fair value is estimated on the basis of an analysis
of the investee’s financial position and results, risk profile, prospects and other factors, as well as by reference to
market valuations for similar entities quoted in an active market, or the price at which similar companies have changed
ownership.
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51 Fair value of financial instruments (continued)
Asset-backed securities

While quoted market prices are generally used to determine the fair value of these securities, valuation models are used
to substantiate the reliability of the limited market data available and to identify whether any adjustments to quoted
market prices are required. For ABSs including residential MBSs, the valuation uses an industry standard model and
the assumptions relating to prepayment speeds, default rates and loss severity based on collateral type, and
performance, as appropriate. The valuations output is benchmarked for consistency against observable data for
securities of a similar nature.

Loans, including leveraged finance and loans held for securitisation

Loans held at fair value are valued from broker quotes and/or market data consensus providers where available. Where
unavailable, fair value will be determined using valuation techniques. These techniques include discounted cash flow
models, which incorporate assumptions regarding an appropriate credit spread for the loan, derived from other market
instruments issued by the same or comparable entities.

Debt securities, Treasury and eligible bills, and Equities

These instruments are valued based on quoted market prices from an exchange, dealer, broker, industry group or
pricing service, where available. Where unavailable, fair value is determined by reference to quoted market prices for
similar instruments or, in the case of certain mortgage-backed securities and unquoted equities, valuation techniques
using inputs determined from observable and unobservable market data.

Structured notes

The fair value of structured notes valued using a valuation technique is derived from the fair value of the underlying
debt security, and the fair value of the embedded derivative is determined as described in the paragraph below on
derivatives.

Trading liabilities valued using a valuation technique with significant unobservable inputs principally comprised
equity-linked structured notes, which are issued by the group and provide the counterparty with a return that is linked
to the performance of certain equity securities, and other portfolios. The notes are classified as level 3 due to the
unobservability of parameters such as long-dated equity volatilities and correlations between equity prices, between
equity prices and interest rates and between interest rates and foreign exchange rates.

Derivatives

Over-the-counter (i.e. non-exchange traded) derivatives are valued using valuation models. Valuation models calculate
the present value of expected future cash flows, based upon ‘no-arbitrage’ principles. For many vanilla derivative
products, such as interest rate swaps and European options, the modelling approaches used are standard across the
industry. For more complex derivative products, there may be some differences in market practice. Inputs to valuation
models are determined from observable market data wherever possible, including prices available from exchanges,
dealers, brokers or providers of consensus pricing. Certain inputs may not be observable in the market directly, but can
be determined from observable prices via model calibration procedures or estimated from historical data or other
sources. Examples of inputs that are generally observable include foreign exchange spot and forward rates, benchmark
interest rate curves and volatility surfaces for commonly traded option products. Examples of inputs that may be
unobservable include volatility surfaces, in whole or in part, for less commonly traded option products, and
correlations between market factors, such as foreign exchange rates, interest rates and equity prices.
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Analysis of fair value determination

The following table provides an analysis of the basis for the valuation of financial assets and financial liabilities
measured at fair value in the consolidated financial statements:

The group
Valuation techniques
with
Quoted using significant Amounts
market observable unobservable Third with
price inputs inputs party HSBC
Level 1 Level 2 Level 3 total entities Total
HKS$m HKS$m HKS$m HK$m HK$m HKS$m
At 31 December 2011
Assets
Trading assets ........c.cocoveveerenrenee 306,444 140,294 1,230 447,968 - 447,968
Financial assets designated at fair
ValUe .o 33,552 20,637 3,481 57,670 - 57,670
Derivatives .......cooeeeererneerenecnnne 3,146 286,765 1,408 291,319 85,977 377,296
Available-for-sale investments' ..... 544,954 459,528 17,085 1,021,567 — 1,021,567
Liabilities
Trading liabilities .......c...ccccceoevnennee 53,214 103,703 14,514 171,431 - 171,431
Financial liabilities designated
at fair value .......cccoooevvreeicne - 40,392 - 40,392 - 40,392
Derivatives .......cooeeeerenneereeccnnne 6,117 285,427 1,045 292,589 90,663 383,252
At 31 December 2010
Assets
Trading assets ........ccoceeevveververernencns 263,579 124,594 2,035 390,208 - 390,208
Financial assets designated
at fair value .......cccooovvecccninnn 38,300 13,867 2,437 54,604 - 54,604
Derivatives ......ccocevveeevierereeeereeennns 2,533 236,479 1,372 240,384 62,238 302,622
Available-for-sale investments' ..... 494,178 534,623 22,155 1,050,956 - 1,050,956
Liabilities
Trading liabilities ..........cccccoerueuee. 56,846 80,174 14,514 151,534 - 151,534
Financial liabilities designated
at fair value ........ccoceeveeveiiiienenns - 40,327 - 40,327 - 40,327
Derivatives .......coceceeeererereeeeenenenenss 2,617 234,996 1,612 239,225 70,613 309,838

There were no material movements between Level 1 and Level 2 during the year.
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51 Fair value of financial instruments (continued)

The Bank

Quoted
market
price
Level 1
HK$m
At 31 December 2011
Assets
Trading assets ........c.cocoveveerenrenee 234,611
Financial assets designated at fair
Valle oo -
Derivatives .......cccooeeeeeeeveicieerenene. 2,539
Available-for-sale investments' ... 453,706
Liabilities
Trading liabilities ..........ccocoverenene. 25,746
Financial liabilities designated
at fair value ........coceeveveeeveeienenn -
Derivatives .......cccoecveeeeecieierennnn, 5,856
At 31 December 2010
Assets
Trading assets ........ccocvvueueuecnenee 230,705
Financial assets designated
at fair value .......ccocevveevieienen, -
Derivatives ......cccceevevevenenne. 1,753
Available-for-sale investments' ... 449,296
Liabilities
Trading liabilities ..........c.cccovuvuenee. 37,123
Financial liabilities designated
at fair value .. . -
Derivatives .......cccoevevvevveeeceerienae. 2,332

Valuation techniques

using
observable
inputs
Level 2
HKS$m

81,546
2,283
277,227
219,516
46,973

5,910
276,699

65,256

1,974
227,519
317,363

46,270

6,581
226,901

with
significant
unobservable
inputs

Level 3
HKS$m

1,164

1,131
12,773

6,240

933

1,968
112

1,075
17,708

7,791

1,495

Third
party

total
HKS$m
317,321
2,283
280,897
685,995

78,959

5,910
283,488

297,929

2,086
230,347
784,367

91,184

6,581
230,728

1 An analysis of available-for-sale investments across balance sheet lines can be found in note 10.

There were no material movements between Level 1 and Level 2 during the year.
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with
HSBC
entities
HKSm

89,781

93,677

Total
HKS$m
317,321
2,283
370,678
685,995

78,959

5,910
377,165

297,929

2,086
295,479
784,367

91,184

6,581
303,882



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED
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51 Fair value of financial instruments (continued)
Reconciliation of fair value measurements in Level 3 of the fair value hierarchy

The following table provides a reconciliation of the movement between opening and closing balances of Level 3
financial instruments, measured at fair value using a valuation technique with significant unobservable inputs:

The group
Assets Liabilities
Designated Designated
at fair value at fair value
through through
Available-  Held for profit Held for profit
for-sale trading or loss  Derivatives trading or loss  Derivatives
HK$m HK$m HKS$m HK$m HK$m HKS$m HK$m
At 1 January 2011 ..........ccc.c.c. 22,155 2,035 2,437 1,372 14,514 - 1,612
Total gains or losses recognised
in profit or 10ss ......cccccvvereeuennee (324) (60) 52 782 (433) - 282
Total gains or losses recognised
in other comprehensive
INCOME v (1,460) 30) (C)) (14) (71) - 3
Purchases ........ccccoveevevecveviecrenan. 3,544 1,070 1,459 - — - -
ISSUCS evvevieiieeiecie e - - - - 2,368 - -
SAlES v (85) (737) (157) - - - -
Deposits / settlements . . 4,597) (625) 44) 87 3,886 - (106)
Transfers out ............... . (2,273) 916) (1,276) (930) (8,009) - (768)
Transfers in .......cccoceoeeveeeeeneennnn. 125 493 1,014 111 2,259 - 22
At 31 December 2011 ................ 17,085 1,230 3,481 1,408 14,514 — 1,045
Total gains or losses recognised
in profit or loss relating to
those assets and liabilities
held at the end of the
reporting period ...........cc..c...... () 5 60 58 167) - (265)
At 1 January 2010 .....cceveenenenne 24,161 2,591 5,890 1,891 11,357 - 2,981
Total gains or losses recognised
in profit or l0Ss .....ccevvueucennnne 308 371 492 184 35 - (192)
Total gains or losses recognised
in other comprehensive
INCOME .oviereierienieiere e 1,878 15 12 34 506 - 16
Purchases ... 3,367 279 460 - - - -
Issues ...... . - — - - 2,827 - -
SAlES v (1,347) (2,045) (216) - - - -
Deposits / settlements ................. (539) 475 (170) 1,421 127 - 772
Transfers out .......coceceveccninnnenne (17,961) (2,171) (5,423) (2,462) (2,952) - (2,351)
Transfers in ........ccccoceevveevveeneennn.. 12,288 2,520 1,392 304 2,614 — 386
At 31 December 2010 ................. 22,155 2,035 2,437 1,372 14,514 — 1,612
Total gains or losses recognised
in profit or loss relating to
those assets and liabilities
held at the end of the
reporting period ..................... 63 58 190 97 (114) - (78)
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51 Fair value of financial instruments (continued)

The Bank

At 1 January 2011 .....................
Total gains or losses recognised

in profit or loss

Total gains or losses recognised
in other comprehensive

income ..
Purchases ...

ISSUes ..oooveveieinne
Sales .....cccovvennnne.

Deposits / settlements .................

Transfers out .......
Transfers in .........

At 31 December 2011 ................

Total gains or losses recognised

in profit or loss relating to
those assets and liabilities
held at the end of the

reporting period'

At 1 January 2010

Total gains or losses recognised

in profit or loss

Total gains or losses recognised
in other comprehensive

income ............

Purchases

Issues
Sales

Deposits / settlements .

At 31 December 2010

Transfers out ...............
Transfers in

Total gains or losses recognised

in profit or loss relating to
those assets and liabilities
held at the end of the

reporting period' ...................

The amount has been reported on a net basis, after taking into consideration the total gains or losses arising from

Assets Liabilities
Designated Designated
at fair value at fair value
through through
Available-  Held for profit Held for profit
for-sale trading or loss  Derivatives trading or loss  Derivatives
HK$m HK$m HKS$m HK$m HK$m HKS$m HK$m
17,708 1,968 112 1,075 7,791 - 1,495
5) (60) 34) 871 (480) - 192
(1,896) (30) - as) 49) - @
3,001 1,070 - - - - -
- - = - 1,952 = -
- (737) (78) = - _ _
3,877) (625) - (25) (59) - (73)
(2,158) 915) - (884) 3,169) - (702)
- 493 — 109 254 — 22
12,773 1,164 — 1,131 6,240 — 933
214 2 - 183 (155) - (203)
21,711 1,733 167 1,759 4,859 - 2911
640 2 21 77 119 - (300)
1,025 13 - 33 93 - 15
2,959 278 - - - - -
- - - - 2,220 - -
(1,338) (1,445) - — - _ _
(241) 475 - 1,283 708 - 786
(16,800) (1,542) (76) (2,381) (862) - (2,303)
9,752 2,454 - 304 654 - 386
17,708 1,968 112 1,075 7,791 — 1,495
140 58 21 52 (60) - 34

where the risk has been backed out to other HSBC entities.

153

those transactions



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

51 Fair value of financial instruments (continued)

For available-for sale securities and assets held for trading, the observability of valuations of certain debt securities
resulted in these assets being transferred out of level 3 during the year. Transfers into level 3 also occurred in respect
of certain debt securities as valuations of these assets became unobservable during the year.

For assets designated at fair value through profit or loss, the observability of valuations of certain debt securities and
equity shares resulted in these assets being transferred out of level 3 during the year. Transfers into level 3 resulted
from the valuations of certain debt securities becoming unobservable during the year.

For derivative assets and liabilities, increase in the observability of interest rate basis spreads and equity volatilities
during the year resulted in transfers out of level 3. In addition, the unobservability of credit default swaps resulted in
derivative assets and liabilities being transferred into level 3.

For held-for-trading liabilities, transfers into level 3 were primarily due to a reduction in the observability of
volatilities. Transfers out of level 3 resulted from an increase in the observability of volatilities and correlations.

For assets and liabilities classified as held for trading, realised and unrealised gains and losses are presented in the
income statement under ‘Net trading income”’.

Fair value changes on assets and liabilities designated at fair value are presented in the income statement under ‘Net
(expense) / income from financial instruments designated at fair value’.

Realised gains and losses from available-for-sale securities are presented under ‘Gains less losses from financial
investments’ in the income statement while unrealised gains and losses are presented in ‘Fair value changes taken to
equity’ within ‘Available-for-sale investments’ in other comprehensive income.

Effects of changes in significant non-observable assumptions to reasonably possible alternatives:

As discussed above, the fair value of financial instruments are, in certain circumstances, measured using valuation
models that incorporate assumptions that are not supported by prices from observable current market transactions in
the same instrument and are not based on observable market data. The following table shows the sensitivity of fair
values to reasonably possible alternative assumptions.
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51 Fair value of financial instruments (continued)

Sensitivity of fair values to reasonably possible alternative assumptions

The group

At 31 December 2011
Derivatives/trading assets/trading liabilities ............c.c.......
Financial assets/liabilities designated at fair value
Financial investments: available-for-sale

At 31 December 2010

Derivatives/trading assets/trading liabilities .....................
Financial assets/liabilities designated at fair value ............
Financial investments: available-for-sale ..........c.c.cccccceuee.

The Bank

At 31 December 2011

Derivatives/trading assets/trading liabilities ...........c.c......
Financial assets/liabilities designated at fair value ..
Financial investments: available-for-sale ........c....ccccccceunee.

At 31 December 2010

Derivatives/trading assets/trading liabilities ..........c.c.c..e....
Financial assets/liabilities designated at fair value ............
Financial investments: available-for-sale ..........c.c.ccccceenee.

Reflected in income statement

Favourable Unfavourable
changes changes
HK$m HKSm

353 (281)

348 (348)

492 (494)

234 (234)

Reflected in income statement

Reflected in other comprehensive

income
Favourable Unfavourable
changes changes
HKS$m HK$m
1,663 (1,663)
2,073 (2,073)

Reflected in other comprehensive

Favourable
changes
HK$m

223

Changes in fair value recorded in the income statement

Unfavourable
changes
HK$m

(153)

(445)
@

income
Favourable Unfavourable
changes Changes
HK$m HKS$m
1,232 (1,232)
1,632 (1,632)

The following table details changes in fair values recognised in the income statement during the period, where the fair
value is estimated using valuation techniques that incorporate significant assumptions that are not supported by prices
from observable current market transactions in the same instrument, and are not based on observable market data:

e the table details the total change in fair value of these instruments; it does not isolate that component of the change
that is attributable to the non-observable component; and

e instruments valued with significant non-observable inputs are frequently dynamically hedged with instruments

valued using observable inputs; the table does not include any changes in fair value of these hedges.

At 31 December
Derivatives/trading assets/trading liabilities ........c....c.ccce.....
Financial assets/liabilities designated at fair value ...............

The group The Bank
2011 2010 2011 2010
HKS$m HKS$m HKS$m HKS$m
(369) 37 173) 84
60 190 - 21
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51 Fair value of financial instruments (continued)
Fair value of financial instruments not carried at fair value

The following table provides an analysis of the fair value of financial instruments not measured at fair value in the
balance sheet. For all other instruments the fair value is equal to the carrying value:

The group
31 December 2011 31 December 2010
Carrying value Fair value Carrying value Fair value
HKS$m HK$m HK$m HK$m
Assets
Placings with banks ..........ccceeeevevireninenieeeeeesenn 654,581 654,756 597,081 597,144
Loans and advances to CUSLOMETS ..........cccecerverereeernenens 2,130,871 2,101,243 1,891,060 1,889,974
Dbt SECUTIEIES et 143,062 151,363 128,033 132,832
Liabilities
Deposits by banks ........cceeeeerririceininineecneeene 222,582 222,697 167,827 167,832
CUSLOMET ACCOUNLES ...vveeevienreeieeieeieereereeseesseesseeseennes 3,565,001 3,565,036 3,313,244 3,313,148
Debt securities in iSSUE .......cooveereeeriererieieeieeieereenens 77,472 77,330 59,283 59,343
Subordinated Liabilities ..........ccceoevvvreirernreeenirene 16,114 14,157 21,254 19,771
Preference shares ...........ccccecvevvevievieeeieeeecceeeeeee 97,096 86,932 101,458 93,232
The Bank
31 December 2011 31 December 2010
Carrying value Fair value Carrying value Fair value
HK$m HK$m HK$m HK$m

Assets
Placings with banks ..........ccccovvieiinnineeieeeee 341,527 341,970 318,912 318,983
Loans and advances to CUStOmers .............ccocceevvevvennennn. 1,176,602 1,159,635 1,016,312 1,015,787
Liabilities
Deposits by banks ........ccceeeernereiiininneccinecene 158,746 158,743 130,476 130,475
CUSLOMET ACCOUNLS ...vevniverieeeieeeiereiereseeneseeneeseseeeenene 2,220,072 2,220,031 2,044,664 2,044,807
Debt securities in ISSUE .........cceevveeereevreevreeereeereeereeereenns 46,360 46,245 43,139 43,160
Subordinated liabilities ............ccccevvevrieereerieeeeeieeens 9,386 7,354 9,404 7,992
Preference Shares ...........ccoeceveeenerenennenieeeeeesene 96,969 86,805 101,306 93,081

The following table lists those financial instruments for which their carrying amounts are a reasonable approximation
of fair values because, for example, they are short term in nature or reprice to current market rates frequently:

Assets Liabilities

Cash and balances at central banks Items in the course of transmission to other banks

Hong Kong Government certificates of indebtedness Hong Kong currency notes in circulation

Items in the course of collection from other banks Endorsements and acceptances

Endorsements and acceptances Short-term payables within ‘Other liabilities’

Short-term receivables within ‘Other assets’ Accruals

Accrued income Investment contracts with discretionary participation features

within ‘Liabilities under insurance contracts’

The fair values of financial instruments that are not carried at fair value on the balance sheet are calculated as
described below.

The calculation of fair value incorporates the group’s estimate of the amount at which financial assets could be
exchanged, or financial liabilities settled, between knowledgeable, willing parties in an arm’s length transaction. It
does not reflect the economic benefits and costs that the group expects to flow from the instruments’ cash flows over
their expected future lives. Other reporting entities may use different valuation methodologies and assumptions in
determining fair values for which no observable market prices are available, so comparisons of fair values between
entities may not be meaningful and users are advised to exercise caution when using this data.
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51 Fair value of financial instruments (continued)

The following types of financial instruments are measured at amortised cost unless they are held for trading or
designated at fair value through profit or loss. Where assets or liabilities are hedged by derivatives designated and
qualifying as fair value hedges, the carrying value of the assets or liabilities so hedged includes a fair value adjustment
for the hedged risk only. Fair values at the balance sheet date of the assets and liabilities set out below are estimated
for the purpose of disclosure as follows:

Loans and advances to customers

The fair value of loans and advances to customers is based on observable market transactions where available. In the
absence of observable market transactions, fair value is estimated using discounted cash flow models.

Performing loans are grouped, as far as possible, in to homogenous pools segregated by maturity and interest rates and
the contractual cash flows are generally discounted using the group’s estimate of the discount rate that market
participants would use in valuing instruments with similar maturity, re-pricing and credit risk characteristics.

The fair value of a loan portfolio reflects both loan impairments at the balance sheet date and estimates of market
participants’ expectations of credit losses over the life of the loans. For impaired loans, fair value is estimated by
discounting the future cash flows over the time period they are expected to be recovered.

Financial investments

The fair values of listed financial investments are determined using bid market prices. The fair values of unlisted
financial investments are determined using valuation techniques that take into consideration the prices of and future
earning streams of equivalent quoted securities.

Deposits and customer accounts

For the purpose of estimating fair value, deposits and customer accounts are grouped by remaining contractual
maturity. Fair values are estimated using discounted cash flows, applying current rates offered for deposits of similar
remaining maturities. The fair value of deposits repayable on demand is assumed to be the amount payable on demand
at the balance sheet date.

Debt securities in issue and subordinated liabilities

The fair value of debt securities in issue and subordinated liabilities is based on quoted market prices for the same or
similar instruments at the balance sheet date.

The fair values in this note are stated at a specific date and may be significantly different from the amounts that will
actually be paid on the maturity or settlement dates of the instruments. In many cases, it would not be possible to
realise immediately the estimated fair values given the size of the portfolios measured. Accordingly, these fair values
do not represent the value of these financial instruments to the group as a going concern.

For all classes of financial instruments, fair value represents the product of the value of a single instrument, multiplied
by the number of instruments held. No block discount or premium adjustments are made.

The fair values of intangible assets, such as values placed on portfolios of core deposits, credit card and customer
relationships, are not included above because they are not financial instruments.
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The group’s activities involve the analysis, evaluation, acceptance and management of financial risks. The principal
financial risks are:

e credit risk;

e liquidity risk;

e market risk (including foreign exchange, interest rate and equity price risks);

e operational risk;

e insurance risk; and

e capital management

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

a  Credit risk

Credit risk is the risk of financial loss if a customer or counterparty fails to meet a payment obligation under a
contract. It arises principally from direct lending, trade finance and leasing business, but also from off-balance
sheet products such as guarantees and derivatives, and from the group’s holding of debt and other securities. Credit
risk generates the largest regulatory capital requirement of the risks we incur. The group has standards, policies and
procedures dedicated to controlling and monitoring risk from all such activities. The group’s principal credit risk
management procedures and policies, which follow policies established by HSBC Group Head Office, include the
following:

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

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

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

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

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

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

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

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

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

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

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

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

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

(i) Credit exposure
Maximum exposure to credit risk

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

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

The group

Cash and short-term fUNAS ..........cccoeiieirieirieieceeeeee et aens

Items in the course of collection from other banks ..

Placings with banks maturing after one month ............cccoeveivieiriecineiineieeeeeee e
Certificates Of AEPOSIL ......c.oveueueuiririeieiciiiiee ettt
Hong Kong Government certificates of indebtedness ...........ccccoeereireineinenncnicneeee
TTAQINE SSELS ....eueuveteieniaiietet ettt ettt ettt b ettt bbbttt be et benes
DIEDE SECUTILIES ...euvveveeiieirietetetiieteee ettt ettt sttt bbbt b e ee
Treasury bills and other eligible Bills..........cccooveiriiieinieirieceeeee e
ORET ettt ettt sttt n bt b et et ettt et neanene
Financial assets designated at fair value ..........c.occoeveiiriiniinennecc e
DIEDE SECUITEIES ....euvuiienieieeeieetet ettt ettt sttt bttt sttt be e naens
ONET ettt bbbttt
DIETIVALIVES ...cuvviiiaiieteteicet sttt ettt ettt ettt ettt ea et ee
Loans and advances t0 CUSLOMETS .........c.e.eeriririereueueininieteieieireeeeieseectseesesetese e esesevesenenens
Financial investments: Debt SECUTTIES .......e.erveririeirieirieieieieieteresteee ettt
Amounts due from Group COMPANIES ......coveveruererieririeirieieeeeetetetest ettt eseneas
OFNET @SSELS .....vevieiniieteteiiaiietet ettt ettt ettt b ettt b ettt bbbt sa et be st saebenen

Financial guarantees and other credit-related contingent liabilities ...........ccccccoveecrnnne.
Loan commitments and other credit-related commitments ...........c.cccvcerererieerieeneccreenns

AL 3T DECEMDET ........ovoiivieiieiieieeeeeet ettt ettt ettt et st beeseeseeseesee s esse s e sebenseeeas

The Bank

Cash and Short-term fUNAS .........c.ooiriiiiiiiiiieceeeeeee e

Items in the course of collection from other banks ..
Placings with banks maturing after one month .

Certificates Of AEPOSIE c..overveuirieieieieieieteee ettt s e ebe e enens
Hong Kong Government certificates of indebtedness ...........ccoeeueeerieneicicinnniciccennnnns
TTAAING ASSELS ...ttt ettt ettt b e bbbttt b et ettt e e anene
DDt SECUITLIES ...ttt
Treasury bills and other eligible Dills .........coveveeirininiieincccccee e
OBRET .o

Financial assets designated at fair value: debt securities.

DIEIIVALIVES ...vvivieiieiieiieiicieste ettt ettt ettt et e st et e etesteeteeseessessess e s esesessesseeseeseessessessessensensensas
Loans and advances t0 CUSTOMETS .......c.coveriirieriiriiietietieieieteste e steseeseeereeseeeeaensesaesseeseenas
Financial investments: Dbt SECUTTHIES ......vevirveririeiiieiereieieieteeete st etee s s ees
Amounts due from group COMPANIES .....c.eevererrererieririeieieieeeieeteessee et eseseeseseeseeesessesenees
OLHET @SSELS ..evieviiuiiiiiieieete ettt ettt et et et et e s testeeseeseeseese e s essessessesseeseesessseseessessessensessaasens

Financial guarantees and other credit-related contingent liabilities ..........ccccccoevvveccnnnne.

Loan commitments and other credit-related commitments

At 31 DECEMDET ..ottt ettt ettt naenaas
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2011 2010
HKS$m HK$m
919,906 807,985
34,546 16,878
198,287 149,557
88,691 73,247
162,524 148,134
432,908 372,410
168,849 200,379
230,959 140,873
33,100 31,158
17,402 17,930
16,762 17,299
640 631
377,296 302,622
2,130,871 1,891,060
677,256 753,827
152,730 137,633
77,521 56,452
31,750 25,892
45,771 30,560
48,432 40,752
1,683,589 1,543,697
7,001,959 6,312,184
2011 2010
HKS$m HK$m
612,265 551,003
29,821 12,143
108,873 74,791
23,987 27,888
162,524 148,134
302,343 280,309
120,575 155,174
160,911 112,602
20,857 12,533
2,283 2,086
370,678 295,479
1,176,602 1,016,312
325,136 442,336
248,001 198,322
43,059 28,980
21,001 17,041
22,058 11,939
25,448 23,353
1,067,049 948,987
4,498,069 4,050,123




52 Risk Management (continued)
(ii) Collateral and other credit enhancements
Loans and advances

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

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

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

Personal lending

Residential mortgages including loan commitments by level of collateral

2011 2010
HK$m HK$m
INOt CONALETAISEA ...ttt ettt ettt ettt ettt et eteete et st e s esesens 1,290 896
Fully COateraliSEd ........c.ceoiririeieiiiiiiieieice ettt 659,976 611,137
— Less than 25% LTV 60,167 53,608
— 25%1t0 50% LTV .. 230,027 192,134
- 51%to 75% LTV .. . 278,216 275,830
— 76%1t090% LTV ...... . 81,597 79,525
- 91%to 100% LTV 9,969 10,040
Partially collateralised
— Greater than 100% LTV ....c.oouioioieeeeeeeceeeeeeeeeteete ettt ettt ettt ere e ns s sese s 4,156 605
— Collateral VAIUE.........coovuiiiiiiiiiiiicc s 3,912 I | 461
Total residential MOTEZAZES ......ccveueiruiriiiiieiriei ettt sttt 665,422 612,638

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

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

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

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

2011 2010

HK$m HK$m

RAted CRR/EL 110 7 oouiovieieeeeeteteteetee ettt ettt s e es e esese et ess et ensese s ennann 280,706 266,548
INOE COHALETALISEA ....veneeiieteee ettt ettt ene e enens 120,602 103,321
Fully cOllateraliSed ..........ccovieieieuiiniiiriciceiire ettt 144,975 149,236
Partially collateraliSed (A) ......ooeieeriireereeeee ettt 15,129 13,991
— collateral Valie ON A ........c.oooiiieeecieeee ettt et enes 6,770 8,382
Rated CRR/EL 810 10 ...uiiiuiiciiieiieieeeteeeteee ettt se e s s ss e esennes 616 899
NOt COIAETAIISEA ....ovviiieieiietieiieeete ettt st ea e s et se et se e e ensenbenaeaes 95 67
Fully collateralised ........ . 193 337
Partially collateralised (B) .......oeeeeiririiieieieiirieieteie ettt 328 495
— collateral Valtue 0N B .......ccoiiiiiiiiieiieiieee ettt ens 203 345
Total commercial real estate loans and adVanCes ............cccocvveeeeiiieieeieeiecieeeeeee e 281,322 267,447

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

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

Other corporate, commercial and financial (non-bank) loans and advances including loan commitments by
level of collateral

2011 2010

HK$m HK$m

Rated CRR/EL 810 10 ....ciiiiiiiiiiiieeiciceeeeee ettt 12,501 15,006
INOE COHALETALISEA ...veeeieeeiteeee ettt ettt st se s enenn 8,882 11,053
Fully cOllateraliSed ..........ccovirieueuiiiniiiriciceiieeee ettt 1,634 1,498
Partially collateraliSed (A) .....cooeieerieireereeeee ettt 1,985 2,455
— collateral Value ON A ........c.ooouiieeecieeee ettt ettt enes 1,015 1,246

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

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

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

Loans and advances to banks

Loans and advances to banks including loan commitments by level of collateral

2011 2010

HKS$m HKS$m

INOt CONALETAISEA ...ttt ettt ettt ettt et eteete et s nseesesesens 615,783 541,913
Fully COHAteraliSEd .......oeieviieiiieiiieirieeeee ettt enenees 64,411 75,494
Partially collateraliSed (A) .......ceueeririririeieeiireeeieeere ettt 3,847 218
— collateral value on A ...........cccoiiiiiiiiii 1,996 I | 184
Total loans and advances t0 DANKS ...........c.ocoevieiiiiriiiiieeee ettt 684,041 617,625

The collateral used in the assessment of the above relates primarily to cash and marketable securities. Loans
and advances to banks are typically unsecured. Certain products such as reverse repurchase agreements and
stock borrowing are effectively collateralised and have been included in the above as fully collateralised.
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Derivatives

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

Other credit risk exposures

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

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

Trading assets include loans and advances held with trading intent, the majority of which consist of reverse
repos and stock borrowing which by their nature are collateralised. Collateral accepted as security that the
group is permitted to sell or repledge under these arrangements is described in Note 45 ‘Assets pledged as
security for liabilities and collateral accepted as security for assets’.

The group’s maximum exposure to credit risk includes financial guarantees and similar arrangements that it
issues or enters into, and loan commitments to which it is irrevocably committed. Depending on the terms of
the arrangement, the bank may have recourse to additional credit mitigation in the event that a guarantee is
called upon or a loan commitment is drawn and subsequently defaults. Further information about these
arrangements is provided in Note 44 ‘Contingent liabilities and commitments’.
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The carrying amount of assets obtained by taking possession of collateral held as security, or calling upon

other credit enhancements, is as follows:

Residential properties

Commercial and industrial properties

Other assets

The group The Bank
2011 2010 2011 2010
HK$m HK$m HKS$m HK$m
103 37 35 4
6 12 - 2
3 2 - —
112 51 35 6

Repossessed assets are made available for sale in an orderly fashion, with the proceeds used to reduce or repay
the outstanding indebtedness. If excess funds arise after the debt has been repaid, they are made available
either to repay other secured lenders with lower priority or are returned to the customer. The group does not
generally occupy repossessed properties for its own business use.

(iii) Credit quality of financial instruments

Four broad classifications describe the credit quality of the group’s lending and debt securities portfolios.
These classifications each encompass a range of more granular, internal credit rating grades assigned to
wholesale and retail lending business, as well as the external ratings attributed by external agencies to debt

securities.

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

Credit quality classification

Debt securities/

Quality Classification other bills Wholesale lending and Derivatives Retail lending
Internal credit Probability of Internal credit Expected loss %
External rating rating default rating '
Strong ....ccceveevveerenennes A-— and above CRR 1 to CRR 2 0-0.169 EL 1to EL 2 0-0.999
Medium ... B+toBBB+,and | CRR3to CRRS5 | 0.170-4.914 EL3toELS 1.000 - 19.999
unrated
Sub-standard ................ B and below CRR6to CRR8 | 4.915-99.999 EL6to EL 8 20.000 - 99.999
Impaired ......cccoccccvnenne Impaired CRR9to CRR 10 | 100 EL9to EL 10 100+ or defaulted *

1 We observe the disclosure convention that, in addition to those classified as EL9 to EL10, retail accounts classified ELI to ELS
that are delinquent by 90 days or more are considered impaired, unless individually they have been assessed as not impaired.

(See note 52(v))

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

above 100%, reflecting the cost of recoveries.
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Quality classification definitions

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

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

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

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

The group’s policy in respect of impairment on loans and advances and debt securities is set out in notes
3(d) and 3(g) on the Financial Statements. Analysis of impairment allowances as at 31 December 2011 and
the movement of such allowances during the year are disclosed in note 19.

Granular risk rating scales

The CRR (‘Customer Risk Rating’) 10-grade scale maps to a more granular underlying 23-grade scale of
obligor probability of default. These scales are used Group-wide for all individually significant customers,
depending on which Basel II approach is adopted for the assets in question. The EL 10-grade scale for retail
business summarises a more granular 29-grade scale combining obligor and facility/product risk factors in a
composite measure, used Group-wide. The external ratings cited above have for clarity of reporting been
assigned to the quality classifications defined for internally-rated exposures.

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

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

166



52 Risk Management (continued)

(iv) Distribution of financial instruments by credit quality

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

31 December 2011 HK$m HKS$m HKS$m HK$m HK$m HK$m HK$m
Items in the course of

collection from other

banKs ....ccoevvrieereieiieinne 32,852 1,690 4 - - - 34,546
Trading assets .................. 371,013 61,562 333 - - - 432,908
— treasury and other

eligible bills ................. 224,302 6,657 - - - - 230,959
— debt securities .............. 123,177 45,596 76 - - - 168,849
— loans and advances to

banks .....ccceveeriiiiiennn 22,413 3,491 257 - - - 26,161
— loans and advances to

CUStOMETS ....oveeenrenee 1,121 5,818 — - - - 6,939
Financial assets designated

at fair value .................. 14,701 2,701 — - - - 17,402
— debt securities .............. 14,061 2,701 — - - - 16,762
— loans and advances to

CUStOMETS ....eveevreneeenneen 640 — — — — - 640
Derivatives ........ccoevenenenn 320,122 56,721 453 - - - 377,296
Loans and advances held at

amortised cost .............. 1,778,778 954,195 23,329 26,600 13,851 (11,301) 2,785,452
— loans and advances to

banks .....ccceveveiieiiiennnn 581,800 71,227 1,252 302 - - 654,581
— loans and advances to

CUSLOIMETS ... 1,196,978 882,968 22,077 26,298 13,851 (11,301)|| 2,130,871
Financial investments ...... 1,018,523 99,824 1,048 - 57 - 1,119,452
— treasury and other

eligible bills ................ 329,458 24,047 - - - - 353,505
— debt securities”.............. 689,065 75,777 1,048 - 57 - 765,947
Other assets ............cocveune 28,910 46,338 1,635 545 93 — 77,521
— endorsements and

acceptances .................. 6,549 24,320 876 - 5 - 31,750
— Other ....ccoovvervveieienee 22,361 22,018 759 545 88 — 45,771
Total ooveeeieieieeiereieee 3,564,899 1,223,031 26,802 27,145 14,001 (11,301) 4,844,577

1 Includes HK$91,657m of treasury and eligible bills and debt securities that have been classified as BBB— to BBB+ using the
ratings of Standard & Poor’s.
2 Includes HK$16m of impaired debt securities overdue more than 1 year.
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Neither past due nor impaired

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

31 December 2010 HK$m HK$m HK$m HK$m HK$m HK$m HK$m
Items in the course of

collection from other

banks .....ccovvieereieiieinne 15,294 1,584 — — — - 16,878
Trading assets .................. 319,851 51,858 701 — — — 372,410
— treasury and other

eligible bills ................. 133,799 7,074 - - - - 140,873
— debt securities 160,916 39,306 157 - - - 200,379
— loans and advances to

banks .....ccceveeriiiiiennn 24,140 1,509 471 - - - 26,120
— loans and advances to

CUStOMETS ..c.vveevrenrennneen 996 3,969 73 — — — 5,038
Financial assets designated

at fair value .................. 15,994 1,936 — — — — 17,930
— debt securities .............. 15,363 1,936 - - - - 17,299
— loans and advances to

CUStOMETS ....eveevreneennnenn 631 — — — — — 631
Derivatives .......cccoeevrnnen 264,605 37,114 903 - - - 302,622
Loans and advances held at

amortised cost .............. 1,577,126 847,090 35,382 25,256 16,281 (12,994) 2,488,141
— loans and advances to

banks .....ccoeeveirieiiennn 537,729 56,777 1,739 836 - - 597,081
— loans and advances to

CUSTOMETS .....cvvveranes 1,039,397 790,313 33,643 24,420 16,281 (12,994) 1,891,060
Financial investments ...... 1,017,926 87,053 993 121 61 - 1,106,154
— treasury and other

eligible bills ................. 259,134 19,946 - - - - 279,080
— debt securities” ............ 758,792 67,107 993 121 61 — 827,074
Other assets ..........cceueunee 18,565 36,409 903 501 74 — 56,452
— endorsements and

acceptances .................. 6,481 18,617 694 41 59 - 25,892
— Other ....ccoovvevvieierinen 12,084 17,792 209 460 15 — 30,560
Total c.ooveeeieieieieieieee 3,229,361 1,063,044 38,882 25,878 16,416 (12,994) 4,360,587

1 Includes HK$78,778m of treasury and eligible bills and debt securities that have been classified as BBB— to BBB+ using the
ratings of Standard & Poor’s.
2 Includes HK$26m of impaired debt securities overdue for between 6 months and 1 year.
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The Bank
Neither past due nor impaired
Past
Sub- due not Impairment
Strong Medium' standard impaired Impaired allowances Total

31 December 2011 HK$m HKS$m HKSm HK$m HKS$m HKS$m HK$m
Items in the course of

collection from other

banKs ....ccoevvrieereieiieinne 28,334 1,483 4 - - - 29,821
Trading assets .................. 254,395 47,615 333 - - - 302,343
— treasury and other

eligible bills ................. 154,316 6,595 - - - - 160,911
— debt securities .............. 84,222 36,277 76 - - - 120,575
— loans and advances to

banks .....ccceveeriiiiiennn 14,742 1,531 257 - - - 16,530
— loans and advances to

CUStOMETS ....oveeenrenee 1,115 3,212 — - - - 4,327
Financial assets designated

at fair value: debt

SECUTIIES ...cvveevreeeennes 587 1,696 — - - - 2,283
Derivatives .......ccceevvruenene 317,049 53,294 335 - - - 370,678
Loans and advances held at

amortised cost .............. 972,734 519,868 12,504 11,786 8,951 (7,714) 1,518,129
— loans and advances to

banks ......coeeveeeveniennne 303,108 37,739 386 294 - - 341,527
— loans and advances to

CUSLOMETS ..ovvveveeivenes 669,626 482,129 12,118 11,492 8,951 (7,714)|| 1,176,602
Financial investments ...... 571,375 76,344 1,048 - 57 - 648,824
— treasury and other

eligible bills ................. 278,105 21,596 - - - - 299,701
— debt securities .............. 293,270 54,748 1,048 - 57 - 349,123
Other assets ..........ccceevenee 11,255 30,556 1,080 82 86 - 43,059
— endorsements and

acceptances ... . 3,949 16,665 382 - 5 - 21,001
— Other .occoovvveirieeieeee 7,306 13,891 698 82 81 — 22,058
Total ooveveeeieeeieeieees 2,155,729 730,856 15,304 11,868 9,094 (7,714) 2,915,137

1 Includes HK$81,436m of treasury and eligible bills and debt securities that have been classified as BBB- to BBB+ using the
ratings of Standard & Poor’s.
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Neither past due nor impaired

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

31 December 2010 HK$m HK$m HK$m HK$m HK$m HK$m HK$m
Items in the course of

collection from other

banks .....ccovvieereieiieinne 10,649 1,494 - - - - 12,143
Trading assets .................. 235,598 44,010 701 — — — 280,309
— treasury and other

eligible bills ................. 105,596 7,006 - - - - 112,602
— debt securities 122,531 32,486 157 - - - 155,174
— loans and advances to

banks .....ccceveeriiiiiennn 6,500 1,509 471 - - - 8,480
— loans and advances to

CUStOMETS ..c.vveevrenrennneen 971 3,009 73 — — — 4,053
Financial assets designated

at fair value: debt

SECUTIHIES . ..vreveerrereeienens 863 1,223 - - - - 2,086
Derivatives .......ccccoeevreenene 260,596 34,171 712 - - - 295,479
Loans and advances held at

amortised cost .............. 858,392 449,484 14,290 11,435 10,596 (8,973) 1,335,224
— loans and advances to

banks .....cocevveiivieiieiens 296,100 21,119 860 833 — — 318,912
— loans and advances to

CUStOMETS ..ovvvveveeivenies 562,292 428,365 13,430 10,602 10,596 (8,973) 1,016,312
Financial investments ...... 647,365 74,411 993 121 61 — 722,951
— treasury and other

eligible bills ................. 234,567 18,160 - - - - 252,727
— debt securities .............. 412,798 56,251 993 121 61 — 470,224
Other assets ........ccccevnee 9,563 18,495 796 58 68 — 28,980
— endorsements and

ACCEPLaNCes .........coveune 4,478 11,831 632 41 59 - 17,041
— Other .occeovvvereieierene, 5,085 6,664 164 17 9 — 11,939
Total c.oovveeieieeeeee 2,023,026 623,288 17,492 11,614 10,725 (8,973) 2,677,172

1 Includes HK$72,641m of treasury and eligible bills and debt securities that have been classified as BBB- to BBB+ using the
ratings of Standard & Poor’s.
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(v) Ageing analysis of past due but not yet impaired financial instruments

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

the counterparty.

The group

31 December 2011

Loans and advances held at amortised cost ....
— loans and advances to banks ....
— loans and advances to customers- ..............

Financial investments ...........ccocecvevievienieniennens
— treasury and other eligible bills ...
— debt Securities ........ocovveverveenieciieieeeeene

Oher @SSetS .....evvvveveviieiiieerieieeeeeseeeeieiene

31 December 2010
Loans and advances held at amortised cost ...
— loans and advances to banks ......................
— loans and advances to customers'

Financial investments .............cccovevveevveernennnn
— treasury and other eligible bills
— debt Securities .......cocvvveereeerieireieeeeene

Other aSSetS ...ceevveerieieieieiere et eeeeeeens

The Bank

31 December 2011

Loans and advances held at amortised cost ....
— loans and advances to banks ......................
— loans and advances to customers' ..............

Financial investments ...........c.cocecevveerieernennn
— treasury and other eligible bills ..................
— debt SeCUrities .......ocvvverreeerieeieeeeeeeene

Other aSSetS ......ccvveereeieieieieseeseereee e

31 December 2010

Loans and advances held at amortised cost ...
— loans and advances to banks ......................
— loans and advances to customers' ..............

Financial investments ..............ccocoevvevevvennennnns
— treasury and other eligible bills ..................
— debt SECUrities ......cccevveeveeeeeerierieeeeeeiene

Oher @SSetS ......evvveiererierireeiieeeeeereseereeaeenne

Up to 30-59 60-89 90-180 Over
29 days days days days 180 days Total
HKS$m HKS$m HKS$m HK$m HK$m HK$m
21,616 3,685 1,113 143 43 26,600
302 - - - - 302
21,314 3,685 1,113 143 43 26,298
138 143 71 66 127 545
21,754 3,828 1,184 209 170 27,145
20,264 3,305 1,324 298 65 25,256
836 - - - - 836
19,428 3,305 1,324 298 65 24,420
121 — — — — 121
121 — — — — 121
144 111 123 57 66 501
20,529 3,416 1,447 355 131 25,878

Up to 30-59 60-89 90-180 Over
29 days days days days 180 days Total
HKS$m HKSm HKS$m HK$m HK$m HK$m
9,628 1,700 410 31 17 11,786
294 - - - - 294
9,334 1,700 410 31 17 11,492
28 16 13 14 11 82
9,656 1,716 423 45 28 11,868
9,341 1,386 586 107 15 11,435
833 - - - - 833
8,508 1,386 586 107 15 10,602
121 - - - - 121
121 - - - - 121
52 4 1 — 1 58
9,514 1,390 587 107 16 11,614

1 The majority of the loans and advances to customers that are operating within revised terms following restructuring are excluded

from this table.

171




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

52 Risk Management (continued)
(vi) Impaired loans and advances

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

Analyses of impairment allowances at 31 December 2011, and the movement of such allowances during the
year, are disclosed in note 19.

b Liquidity risk

Liquidity relates to the ability of a company to meet its obligations as they fall due. The group maintains a stable
and diversified funding base of core retail and corporate customer deposits as well as portfolios of highly liquid
assets. The objective of the group’s liquidity and funding management is to ensure that all foreseeable funding
commitments and deposit withdrawals can be met when due.

Liquidity risk is the risk that we do not have sufficient financial resources to meet our obligations as they fall due,
or will have to do so at an excessive cost. This risk arises from mismatches in the timing of cash flows. Funding
risk (a form of liquidity risk) arises when the liquidity needed to fund illiquid asset positions cannot be obtained at
the expected terms and when required.

The objective of our liquidity and funding management framework is to ensure that all foreseeable funding
commitments can be met when due, and that access to the wholesale markets is co-ordinated and cost-effective. To
this end, we maintain a diversified funding base comprising core retail and corporate customer deposits and
institutional balances. We augment this with wholesale funding and portfolios of highly liquid assets diversified by
currency and maturity which are held to enable us to respond quickly and smoothly to unforeseen liquidity
requirements.

Operating entities are required to maintain strong liquidity positions and to manage the liquidity profiles of their
assets, liabilities and commitments with the objective of ensuring that their cash flows are balanced appropriately
and that all their anticipated obligations can be met when due.

We adapt our liquidity and funding risk management framework in response to changes in the mix of business that
we undertake, and to changes in the nature of the markets in which we operate. We also continuously seek to
evolve and strengthen our liquidity and funding risk management framework.

It is the responsibility of local management to ensure compliance with local regulatory requirements and limits set
by the HSBC Group/regional head office. Liquidity is managed on a daily basis by local treasury functions, with
the larger treasury sites providing support to smaller entities where required.

Compliance with liquidity and funding requirements is monitored by local Asset and Liability Management
Committees (‘ALCO”) which report to the group’s Head Office on a regular basis. This process includes:

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

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

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

e managing the concentration and profile of debt maturities;

e managing contingent liquidity commitment exposures within pre—determined limits;
e maintaining debt financing plans;

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

e maintaining liquidity and funding contingency plans. These plans identify early indicators of stress conditions
and describe actions to be taken in the event of difficulties arising from systemic or other crises, while
minimising adverse long-term implications for the business.
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Current accounts and savings deposits payable on demand or at short notice form a significant part of our funding,
and we place considerable importance on maintaining their stability. For deposits, stability depends upon
preserving depositor confidence in our capital strength and liquidity, and on competitive and transparent pricing.
Professional markets are accessed for the purposes of providing additional funding, maintaining a presence in local
money markets and optimising asset and liability maturities.

A maturity analysis of assets and liabilities is disclosed in note 40, while an analysis of possible cash flows under
contractual terms is disclosed in note 41.

We use a number of principal measures to manage liquidity risk, as described below.

Inherent liquidity risk categorisation

We categorise our operating entities into one of three categories to reflect our assessment of their inherent liquidity
risk, considering political, economic and regulatory factors within the operating entities’ host country, and also
factors specific to the entity itself, such as the local footprint, market share, balance sheet strength and control
framework. This assessment is used to determine the severity of the liquidity stress that we expect our operating
entities to be able to withstand, as expressed in our principal liquidity risk metrics, being the stressed one month
coverage ratio and the advances to core funding ratio.

Core deposits

Our internal framework is based on our categorisation of customer deposits into core and non-core. This
characterisation takes into account the inherent liquidity risk categorisation of the entity originating the deposit, the
nature of the customer and the size and pricing of the deposit.

Advances to core funding ratio

The group emphasises the importance of core customer deposits as a source of funds to finance lending to
customers, and discourages reliance on short-term professional funding. This is achieved by placing limits on
banking entities which restrict their ability to increase loans and advances to customers without a corresponding
growth in core customer deposits or long term debt funding, this measure is referred to as the ‘advances to core
funding’ ratio.

The ratio describes current loans and advances to customers as a percentage of the total of core customer deposits
and term funding with a remaining term to maturity in excess of one year. Loans and advances to customers which
are part of reverse repurchase arrangements, and where the group receives securities which are deemed to be
liquid, are excluded from the advances to core funding ratio.

Projected cash flow scenario analysis

The group uses a number of standard projected cash flow scenarios designed to model both group-specific and
market-wide liquidity crises, in which the rate and timing of deposit withdrawals and drawdowns on committed
lending facilities are varied, and the ability to access interbank funding and term debt markets and to generate
funds from asset portfolios is restricted. The scenarios are modelled by all group banking entities. The
appropriateness of the assumptions under each scenario is regularly reviewed. In addition to the group’s standard
projected cash flows scenarios, individual entities are required to design their own scenarios to reflect specific local
market conditions, products and funding bases.
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Stressed one month coverage ratio

The stressed one month coverage ratios tabulated below are derived from projected cash flow scenario analyses,
and express the stressed cash inflows as a percentage of stressed cash outflows over a one month time horizon.
Group sites are required to target a ratio of 100% or greater.

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

Advances to core funding ratio Stressed one month coverage ratio

2011 2010 2011 2010

% % % %

Year-end ......ccociiiiiiiii 75.0 70.3 122.9 144.6
IMAXIMIUIN <ot 78.9 70.3 144.6 165.4
MINIMUM <ot 70.3 55.5 116.4 132.6
AVEIAZE ..ot 75.9 63.6 124.0 148.8

Liquidity behaviouralisation will be applied to reflect our conservative assessment of the expected period for which
we are confident that we will have access to our liabilities, even under a severe liquidity stress scenario, and the
expected period for which we must conservatively assume that we will need to fund our assets. Behaviouralisation
is applied when the contractual terms do not reflect the expected behaviour.

Contingent liquidity risk

In the normal course of business, group entities provide customers with committed and standby facilities. These
facilities increase the funding requirements of the group when customers choose to raise drawdown levels over and
above their normal utilisation rates. The liquidity risk consequences of increased levels of drawdown are analysed
in the form of projected cash flows under different stress scenarios. Limits are set for non-cancellable contingent
funding commitments by the group after due consideration of each entity’s ability to fund them. The limits are split
according to the borrower and the size of the committed line.

Liquidity ratio under the Hong Kong Banking Ordinance

The Hong Kong Banking Ordinance also requires banks operating in Hong Kong to maintain a minimum liquidity
ratio. The requirement applies separately to the Hong Kong branches of the Bank and to those subsidiaries which
are Authorised Institutions under the Banking Ordinance in Hong Kong.

¢ Market risk

Market risk is the risk that movements in foreign exchange rates, interest rates, credit spreads, or equity and
commodity prices will result in profits or losses to the group. Market risk arises on financial instruments which are
measured at fair value and those which are measured at amortised cost. The objective of market risk management
is to control market risk exposures to achieve an optimal return while maintaining risk at acceptable levels.

The group monitors market risk separately for trading portfolios and non-trading portfolios. Trading portfolios
include positions arising from market-making in exchange rate, interest rate, credit and equity derivative
instruments, as well as in debt and equity securities. Trading risks arise either from customer-related business or
from proprietary position-taking.

The management of market risk is principally undertaken in Global Markets through risk limits approved by the
group’s Executive Committee. Wholesale and Market Risk, an independent unit within the Risk function, develops
risk management policies and measurement techniques.

Risk limits are determined for each location and, within location, for each portfolio. Limits are set by product and
risk type with market liquidity being a principal factor in determining the level of limits set. Limits are set using a
combination of risk measurement techniques, including position limits, sensitivity limits, as well as value at risk
limits at a portfolio level. Similarly, option risks are controlled through full revaluation limits in conjunction with
limits on the underlying variables that determine each option’s value.
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Value at risk (‘VAR’)

One of the principal tools used by the group to monitor and limit market risk exposure is VAR. VAR is a technique
which estimates the potential losses that could occur on risk positions taken due to movements in market rates and
prices over a specified time horizon and to a given level of confidence (99% for the group). VAR is calculated
daily.

The group uses a historical simulation model which derives plausible future scenarios from historical market data.
Potential movements in market prices are calculated with reference to market data from the last two years. The
model used assumes a 1-day holding period, as this reflects the way the risk positions are managed.

Although a valuable guide to risk, VAR should always be viewed in the context of its limitations. For example:

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

e the use of a 1-day holding period assumes that all positions can be liquidated or hedged in one day. This may
not fully reflect the market risk arising at times of severe illiquidity, when a 1-day holding period may be
insufficient to liquidate or hedge all positions fully;

e the use of a 99% confidence level, by definition, does not take into account losses that might occur beyond this
level of confidence; and

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

The group recognises these limitations by augmenting the VAR limits with other position and sensitivity limit
structures, as well as with stress testing, both on individual portfolios and on a consolidated basis. The group’s
stress testing regime provides senior management with an assessment of the impact of extreme events on the
market risk exposures of the group.

Trading

The group’s control of market risk is based on restricting individual operations to trading within a list of
permissible instruments authorised for each site by Wholesale and Market Risk, and enforcing rigorous new
product approval procedures. In particular, trading in the more complex derivative products is concentrated in
offices with appropriate levels of product expertise and robust control systems.

In addition, at both portfolio and position levels, market risk in trading portfolios is monitored and controlled using
a complementary set of techniques such as VAR and present value of a basis point, together with stress and
sensitivity testing and concentration limits. These techniques quantify the impact on capital of defined market
movements.
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The total VAR for Global Markets was as follows:

The group The Bank
2011 2010 2011 2010
HKS$m HK$m HKS$m HK$m
Total VAR
Year €nd ....ccveevevvieiieiieiieiieeeee e 393 433 279 331
AVETAZE ..ottt 306 466 235 377
MAXIMUIN ot se e s 463 596 326 528
MINIMUIMN Lo 190 271 156 230
Total interest rate VAR
Year €nd ....ccveevivueeiieiieieiieeeee e 151 174 105 158
AVETAZE ..ottt 141 264 121 249
MAXIMUIN ©oviviiireeeeeeeeee e se e 187 350 161 332
IMINTMUIN Lo 108 139 92 144
Total foreign exchange VAR
Year end ....ooveeviieieiieieieeeeee e 49 68 51 58
AVEIAZE ..ttt 50 44 52 45
MAXIMUIT ot enees 116 116 111 115
MINIMUIMN Lo 28 19 29 15
Total credit spread VAR?
Year €nd ....ooveeveveieiieeieieieeeee e 343 264 196 173
AVETAZE ..ovvenvieiieeeieeieeetete ettt 246 335 166 245
MAXIMUIN ©oviviiireeeeeeeeee e se e 380 464 247 347
IMINIMUIN Lo 136 188 96 149
Total trading VAR
Year €nd ....ooveevieeieiieiieieieeeee e 184 136 156 122
AVETAZE oottt 131 169 118 170
MAXIMUIN oot 208 255 184 242
MINIMUIM Lo 73 84 69 76
Interest rate trading VAR
Year €nd ....ooveevieeieiieieieieeeee e 98 79 101 68
AVETAZE ..ottt 91 148 87 150
MAXIMUIN oot 150 208 120 227
MINTMUIN Lo 62 76 59 67
Foreign exchange trading VAR
Year €nd ....ocveeviieieiieieieieeeee e 46 64 48 53
Average ..... . 47 41 47 43
Maximum . 99 118 95 122
Minimum 24 15 27 14
Credit spread trading VAR
Year €nd ....ooveeviveieiieieieieeeee e 109 47 82 42
AVETAZE ..ottt 67 66 57 62
MAEAXIMUIN <ot 115 103 96 97
MINTMUIN o 36 39 32 37
Equity trading VAR'
Yearend .... . 15 9 15 9
Average ..... 18 15 18 15
Maximum .... . 37 45 37 45
MINTMUIN o 5 3 5 3

1 In addition to equity trading positions managed by Global Markets, the group also has exposure to changes in equity prices and
interest rates relating to guarantees given to customers who purchase certain HSBC investment contracts. As at 31 December 2011, a
10% decrease in equity prices would reduce profit before tax and net assets by HK$186m (2010: HK$119m) and a 100 basis points
decrease in interest rates would reduce profit before tax and net assets by HK$156m (2010: HK$27m).

2 Total credit spread VAR includes credit spread VAR for the accrual book from March 2010 onwards.
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Non-trading portfolios

Market risk in non-trading portfolios arises principally from mismatches between the future yield on assets and
their funding cost as a result of interest rate changes. Analysis of this risk is complicated by having to make
assumptions on optionality in certain product areas, for example mortgage prepayments, and from behavioural
assumptions regarding the economic duration of liabilities which are contractually repayable on demand, for
example current accounts. In order to manage this risk optimally, market risk in non-trading portfolios is
transferred to Global Markets or to separate books managed under the supervision of the local Asset and Liability
Management Committee (‘ALCO”).

The transfer of market risk to books managed by Global Markets or supervised by ALCO is usually achieved by a
series of internal deals between the business units and these books. When the behavioural characteristics of a
product differ from its contractual characteristics, the behavioural characteristics are assessed to determine the true
underlying interest rate risk. Local ALCOs regularly monitor all such behavioural assumptions and interest rate
risk positions, to ensure they comply with interest rate risk limits established by senior management.

As noted above, in certain cases, the non-linear characteristics of products cannot be adequately captured by the
risk transfer process. For example, both the flow from customer deposit accounts to alternative investment products
and the precise prepayment speeds of mortgages will vary at different interest rate levels. In such circumstances,
simulation modelling is used to identify the impact of varying scenarios on valuations and net interest income.

Once market risk has been consolidated in Global Markets or ALCO-managed books, the net exposure is typically
managed through the use of interest rate swaps within agreed limits.

Within the group, banking entities also monitor the sensitivity of projected net interest income under varying
interest rate scenarios. The group aims, through its management of market risk in non-trading portfolios, to
mitigate the impact of prospective interest rate movements which could reduce future net interest income, whilst
balancing the cost of such hedging activities on the current net revenue stream.

A large part of the group’s exposure to changes in net interest income arising from movements in interest rates
relates to its core deposit franchise. The group’s core deposit franchise is exposed to changes in the value of the
deposits raised and spreads against wholesale funds. The value of core deposits increases as interest rates rise and
decreases as interest rates fall. This risk is, however, asymmetrical in a very low interest rate environment as there
is limited room to lower deposit pricing in the event of interest rate reductions.
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Structural foreign exchange exposure

The group’s gross structural foreign exchange exposure is represented by the net asset value of the group’s foreign
currency investments in subsidiaries, branches and associates, and the fair value of the group’s long-term foreign
currency equity investments.

The group’s structural foreign currency exposures are managed by the group’s ALCO with the primary objective
of ensuring, where practical, that the group’s and the Bank’s capital ratios are protected from the effect of changes
in exchange rates. The group considers hedging structural foreign currency exposures only in limited
circumstances to protect the capital ratios or the value of capital invested. Such hedging would be undertaken using
foreign exchange contracts or by financing with borrowings in the same currencies as the functional currencies
involved.

Foreign currency investments amounted to the foreign currency equivalent of HK$267,382m (78% of
shareholders’ funds) at 31 December 2011, a decrease of HK$5,501m from HK$272,883m (85% of shareholders’
funds) at 31 December 2010. Gains or losses on structural foreign currency exposures are taken to reserves.

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

The group The Bank
LCYm HK$m LCYm HK$m
At 31 December 2011
Chinese reNMinbi ..........cecvvveeeieirerineieeeeeeeeeene 117,895 145,347 32,290 39,809
At 31 December 2010
Chinese reNMinDi .......c.c.ccveveiereieririeeieeeereeieresieenns 122,017 143,909 52,598 62,035
INAIAN TUPEES ...veveeiieeiieieieiceteeie e 179,314 31,178 127,064 22,093
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d Operational risk

Operational risk is the risk of loss arising from fraud, unauthorised activities, error, omission, inefficiency, systems
failure or external events. It is inherent in every business organisation and covers a wide spectrum of issues.

The group manages this risk through a controls-based environment in which processes are documented,
authorisation is independent and transactions are reconciled and monitored. This is supported by an independent
programme of periodic reviews undertaken by internal audit, and by monitoring external operational risk events,
which ensure that the group stays in line with industry best practice and takes account of lessons learnt from
publicised operational failures within the financial services industry.

The HSBC Group has codified its operational risk management process by issuing a high level standard,
supplemented by more detailed formal guidance. This explains how the group manages operational risk by
identifying, assessing, monitoring, controlling and mitigating the risk, rectifying operational risk events, and
implementing any additional procedures required for compliance with local regulatory requirements. The standard
covers the following:

e operational risk management responsibility is assigned to senior management within the business operation;

e information systems are used to record the identification and assessment of operational risks and to generate
appropriate, regular management reporting;

e assessments are undertaken of the operational risks facing each business and the risks inherent in its processes,
activities and products. Risk assessment incorporates a regular review of identified risks to monitor significant
changes;

e operational risk loss data is collected and reported to senior management. Aggregate operational risk losses are
recorded and details of incidents above a materiality threshold are reported to the HSBC Group’s Audit
Committee; and

e risk mitigation, including insurance, is considered where this is cost-effective.
The group maintains and tests contingency facilities to support operations in the event of disasters.

Additional reviews and tests are conducted in the event that any HSBC office is affected by a business disruption
event, to incorporate lessons learnt in the operational recovery from those circumstances. Plans have been prepared
for the continued operation of the group’s business, with reduced staffing levels, should a flu pandemic occur.

e Insurance risk

The group is exposed to the uncertainty surrounding the timing and severity of claims under insurance contracts.
The principal insurance risk faced by the group is that, over time, the combined cost of claims, benefits,
administration and acquisition of the contracts may exceed the aggregate amount of premiums received and
investment income. The cost of a claim can be influenced by many factors, including mortality and morbidity
experience, lapse and surrender rates and, if the policy has a savings element, the performance of the assets held to
support the liabilities. Contracts under which the transfer of insurance risk from the policyholder to the group is not
significant are classified as investment contracts.

The group manages its insurance risk through underwriting limits, approval procedures for transactions that
involve new products or that exceed set limits, risk diversification, pricing guidelines, reinsurance and monitoring
of emerging issues.

All insurance products, whether internally manufactured or provided by a third party manufacturer, are reviewed
by the Product and Pricing Committee. Several methods are used to assess and monitor insurance risk exposures
both for individual types of risks insured and overall risks. These methods include internal risk measurement
models, sensitivity analyses, scenario analyses and stress testing.
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The theory of probability is applied to the pricing and provisioning for a portfolio of insurance contracts. Insurance
events are, by their nature, random, and the actual number of events during any one year may vary from those
estimated using established statistical techniques.

Asset and liability management

A principal tool used by the group to manage its exposure to insurance risk, in particular for life insurance
contracts, is asset and liability matching. The group actively manages its assets using an approach that considers
asset quality, diversification, cash flow matching, liquidity, volatility and target investment return. The goal of the
investment process is to achieve the target level of investment return with minimum volatility. The Asset and
Liability Management Committee reviews and approves target portfolios on a periodic basis, establishes
investment guidelines and limits, and provides oversight of the asset and liability management process.

The group establishes target asset portfolios for each major insurance product category consistent with local
regulatory requirements. The investment strategy and asset allocations consider yield, duration, sensitivity, market
risk, volatility, liquidity, asset concentration, foreign exchange and credit quality.

The following table shows the composition of assets and liabilities for each major insurance product category. 92%
of both assets and liabilities are derived from Hong Kong.

Statement of financial position of insurance subsidiaries by type of contract

Life
Life linked non-linked Non-life Other
contracts' contracts’ insurance assets’ Total
HK$m HK$m HKS$m HK$m HKS$m
At 31 December 2011
Financial assets:
— financial assets designated at
fair value .......ccoceevevvnnenee. 28,067 26,016 404 120 54,607
— derivatives .......cccoeerveeereenens 10 873 - - 883
— financial investments ........... 4 147,049 1,151 10,843 159,047
— other financial assets ........... 2,086 31,022 1,355 1,271 35,734
Total financial assets ............... 30,167 204,960 2,910 12,234 250,271
Reinsurance assets ................... 6,666 228 395 96 7,385
PVIF* ...... = = = 20,232 20,232
Other assets .........coceeeevverveenenns 7 3,419 190 3,879 7,495
Total asSets ....cooevererveerierenenas 36,840 208,607 3,495 36,441 285,383
Liabilities under investment
contracts designated at
fair value .........cccoeeevveeieenenns 6,633 27,849 - - 34,482
Liabilities under insurance
CONLACES ..vvveeieeeieriieieieiiins 30,055 176,324 3,059 - 209,438
Deferred tax ......coeveveevevenennne 6) 161 1 3,479 3,635
Other liabilities ..........cc.cceveneee. — — - 2,625 2,625
Total liabilities ...........cc.cccvene... 36,682 204,334 3,060 6,104 250,180
Total equity .....cccoeevevererrenenne - - - 35,203 35,203
Total equity and liabilities ....... 36,682 204,334 3,060 41,307 285,383
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Life
Life linked non-linked Non-life Other
contracts' contracts’ insurance assets’ Total
HK$m HK$m HK$m HK$m HK$m
At 31 December 2010
Financial assets:
— financial assets designated at
fair value ........cocevveierennns 28,652 21,753 417 917 51,739
— derivatives ............... - 474 3 3 480
— financial investments . — 127,213 1,280 7,896 136,389
— other financial assets ........... 2,296 24,132 1,369 705 28,502
Total financial assets ............... 30,948 173,572 3,069 9,521 217,110
Reinsurance assets ................... 5,567 161 420 89 6,237
PVIF? oo - - - 14,767 14,767
Other assets ........ccoevevevveeveenenns 4 1,923 190 3,766 5,883
Total aSSets ....cooevvererveerreienennes 36,519 175,656 3,679 28,143 243,997
Liabilities under investment
contracts designated at
fair value .......ccoceeveveierennnnns 7,478 26,268 - - 33,746
Liabilities under insurance
CONLACES v.vvveeierrierieieieeieiins 28,920 146,130 2,920 - 177,970
Deferred tax ........ccccoeevvevveenens - 121 1 2,497 2,619
Other liabilities ..........cc.ccevenee. — — — 2,705 2,705
Total liabilities ...........c..cccvene.. 36,398 172,519 2,921 5,202 217,040
Total equity ...cceeoerevvreeieeecenne — — — 26,957 26,957
Total equity and liabilities ....... 36,398 172,519 2,921 32,159 243,997

1 Comprises life linked insurance contracts and linked investment contracts.

2 Comprises life non-linked insurance contracts and non-linked investment contracts.
3 Comprises shareholder assets.

4 Present value of in-force long-term insurance contracts.

Underwriting strategy

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

Reinsurance strategy

The group reinsures a portion of the insurance risks it underwrites in order to mitigate its exposures to losses and
protect capital resources. The group buys a combination of proportionate and non-proportionate reinsurance to
reduce the retained sum assured so that it falls within the specified insurance risk appetite. The group also utilises
reinsurance to manage financial risk arising from guaranteeing minimum investment performance under a specific
unit-linked insurance product, and uses reinsurance agreements with non-affiliated reinsurers to manage its
exposure to losses resulting from certain catastrophes.

Ceded reinsurance contains credit risk, and to minimise such risk, only those reinsurers meeting the group’s credit
rating standard, either assessed from public rating information or from internal investigations, will be approved.
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Nature of risks covered
The following gives an assessment of the nature of risks inherent in the group’s main products:
(i) Insurance contracts — non-linked products

The basic feature of non-linked insurance business is to provide guaranteed death benefits determined at the
time of policy issue. For non-linked insurance products with a savings element, guaranteed surrender benefit,
guaranteed maturity benefit, crediting rate 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 bonuses. The group has complete contractual discretion on the bonuses declared. It is the group’s
goal to maintain a stable dividend scale based on the long-term rate of return. Annual reviews are performed to
confirm whether the current dividend scale is supportable.

(i) Insurance contracts — unit-linked products

The group writes unit-linked life insurance policies, which typically provide policyholders with life insurance
protection and a choice of investment in a variety of funds. Premiums received are deposited into the chosen
funds after deduction of premium fees. Other charges for the cost of insurance and administration are deducted
from the funds accumulated. Where there is a performance guarantee, the risk is managed through reinsurance.

(iii) Investment contracts — retirement funds with guarantees

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

(iv) Investment contracts — retirement funds without guarantees

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

(v) Non-life insurance contracts

The group assumes the risk of loss from persons and organisations relating to property, liability, accident,
health, financial or other perils that may arise from an insurable event. The group manages the risk through
underwriting limits, approval procedures for transactions that involve new products or that exceed set authority
limits, risk diversification, underwriting guidelines, reinsurance and centralised management of reinsurance
and monitoring of emerging issues.

Concentrations of insurance risks

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

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

The policyholders of the insurance contracts issued by the group, its associates and joint ventures, are mainly
residents of Hong Kong, Macau, mainland China, Taiwan, Singapore, Malaysia, Vietnam, India and South Korea,
where the majority is Hong Kong.
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To determine the concentration of insurance risks and the reinsurance coverage required, scenario analyses are
performed to investigate the potential financial impact on the group. Total loss is estimated based on the chosen
stress level. Details of the group’s reinsurance strategy are disclosed on page 181.

Life business tends to be longer-term in nature than non-life business and frequently involves an element of
savings and investment in the contract. An analysis of life insurance liabilities is therefore the best available overall
measure of insurance exposure, because provisions for life contracts are typically set by reference to expected
future cash outflows relating to the underlying policies and a range of assumptions which mainly include interest
rate and mortality levels. The process used to determine the assumptions is intended to result in stable and prudent
estimates of future outcomes. This is achieved by adopting relatively conservative assumptions which can
withstand a reasonable range of fluctuation of actual experience. An annual review of the relevant experience is
performed to assess the adequacy of margins that exist between the assumptions adopted and the most likely
estimate of future outcome. By definition, the group is not exposed to insurance risk on investment contracts, so
they have not been included in the insurance risk management analysis. Details of the analysis of life insurance
liabilities are disclosed in note 34. By contrast for analysis of non-life insurance risk, written premiums represent
the best available measure of risk exposure as shown in the following table.

Analysis of non-life insurance risk — net written insurance premiums'

2011 2010

HK$m HK$m

Accident and NEalth ..........ccooiiiiiiiiie et 1,504 1,411
Fire and other damage 307 306
Motor ... . 325 332
Liability .o.ocoovvveeeieieeriieieines . 164 180
Marine, aviation and trANSPOTL .........cc.ctrueuirieirteririene ettt ettt sttt ettt eb sttt et eteneebeneene 105 111
Oher (NON=TIFE) 1.vvvieiiiiiieiiietiet ettt s e es et b s b se st ene s enasens 458 369
Total net Written iNSUANCE PIEIMIUINS .....c.evevirueririeeeiesieteteteeesessesesseseeseseesessesessesessesesseseesensesesens 2,863 2,709

1 Net written insurance premiums represent gross written premiums less gross written premiums ceded to reinsurers.

Financial risks

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

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

The following table analyses the assets held in the group’s insurance underwriting subsidiaries at 31 December
2011 by type of liability, and provides a view of the exposure to financial risk:
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Financial assets held by insurance manufacturing operations

At 31 December 2011

Life non-
Life linked linked Non-life
contracts contracts insurance Other assets Total
HK$m HK$m HK$m HK$m HKS$m
Financial assets designated
at fair value
— Debt Securities .........cocevevvererverenene. - 13,815 404 120 14,339
— Equity securities 28,067 12,201 - - 40,268
28,067 26,016 404 120 54,607
Financial investments
Held-to-maturity:
— Debt Securities .........ccceververerverenene. - 131,932 1,033 10,097 143,062
Available-for-sale:
— Treasury bills - - - - -
— Debt securities . - 15,115 118 728 15,961
— Equity securities .........c.coceeereennne 4 2 — 18 24
4 15,117 118 746 15,985
Derivatives ........c.ccccovvvvieiinieniiienne. 10 873 - - 883
Other financial assets ..................... 2,086 31,022 1,355 1,271 35,734
30,167 204,960 2,910 12,234 250,271
At 31 December 2010
Life non-
Life linked linked Non-life
contracts contracts insurance Other assets Total
HK$m HK$m HK$m HK$m HK$m
Financial assets designated
at fair value
— Debt securiti€s ........ccccovvevvevievieenens 506 13,226 417 917 15,066
— Equity securities .......c...coceoeveennne. 28,146 8,527 — — 36,673
28,652 21,753 417 917 51,739
Financial investments
Held-to-maturity:
— Debt Securities .........ccoevvrereerereenene. - 119,791 1,186 7,057 128,034
Available-for-sale:
— Treasury bills ......cccocoviveeirennnnes - - - - -
— Debt securities .......ccocevuevrirereenenns - 7,418 94 808 8,320
— Equity securities .......c..ccccceverruenenee - 4 - 31 35
- 7,422 94 839 8,355
Derivatives ......occeeeeeeereerienieieereenene - 474 3 3 480
Other financial assets ............c.ccoeuea... 2,296 24,132 1,369 705 28,502
30,948 173,572 3,069 9,521 217,110

The table demonstrates that for linked contracts, the group typically designates assets at fair value. For non-linked
contracts, the classification of the assets is driven by the nature of the underlying contract. The assets held to
support life linked liabilities represented 12.1% of the total financial assets of the group’s insurance manufacturing
subsidiaries at the end of 2011 (2010: 14.3%). The table also shows that approximately 69.3% of financial assets
were invested in debt securities at 31 December 2011 (2010: 69.7%) with 16.1% (2010: 16.9%) invested in equity
securities.

Market risk

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

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

For participating products, interest rate risk related to non-linked policies can also be mitigated through sharing of
risk with policyholders under the discretionary participation mechanism.

A shift in interest yield curves as at 31 December 2011 in all territories in which the group’s insurance subsidiaries
operate would have the following impact on the profit for the year and net assets at that date:

31 December 2011 31 December 2010
Impact on Impact on
profit for Impact on profit for Impact on
the year net assets the year net assets
HK$m HKS$m HK$m HKS$m
+ 100 basis points shift in yield curves ..........cccoco.... 1,065 (390) 515 (194)
— 100 basis points shift in yield curves ..........c......... 977) 547 (556) 173

The interest rate sensitivities set out above are illustrative only and employ simplified scenarios. It should be noted
that the effects may not be linear and therefore the results cannot be extrapolated. The sensitivities do not
incorporate actions that could be taken by management to mitigate the effect of the interest rate movements, nor do
they take account of any resultant changes in policyholder behaviour.

Equity risk

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

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

31 December 2011 31 December 2010
Impact on Impact on
profit for Impact on profit for Impact on
the year net assets the year net assets
HKS$m HKS$m HK$m HKS$m
10% increase in equity PriCes ............cccoerereverererunnns 629 629 473 474
10% decrease in €qUity Prices ...........cccovvrveerererennns (1,075) (1,076) 471) 471)

These equity sensitivities are illustrative only and employ simplified scenarios. It should be noted that the effects
may not be linear and, therefore, the results cannot be extrapolated. They do not allow for the effect of
management actions which may mitigate the equity price decline, nor for any resultant changes, such as in
policyholder behaviour, that might accompany such a fall.

Foreign currency risk

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

The group’s portfolios of fixed income securities, and to a lesser extent short-term and other investments, are
subject to credit risk. This risk is defined as the potential loss in market value resulting from adverse changes in a
borrower’s ability to repay the debt. The group’s objective is to earn competitive relative returns by investing in a
diversified portfolio of securities. Management has a credit policy in place and limits are established to manage
credit quality and concentration risk. The following table presents the analysis of the treasury bills, other eligible
bills and debt securities within the group’s insurance business. The definition of the four credit quality
classifications is included on page 166. Only assets supporting non-linked liabilities are included in the table as
financial risk on assets supporting linked liabilities is predominantly borne by the policyholders. 91.1% (2010:
96.5%) of the assets included in the table are invested in investments rated as ‘Strong’.

Neither past due nor impaired

Past
Sub- due not Impairment
Strong Medium standard impaired Impaired allowances Total
HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m
31 December 2011
Supporting liabilities
under life non-linked
and non-life insurance
contracts
Financial assets designated
at fair value .........c.o...... 13,238 981 - - - - 14,219
— treasury and other
eligible bills ................... -
— debt securities ................ 13,238 981 — - — — 14,219

Financial investments ........ 134,738 13,460 — - — — 148,198

— treasury and other
eligible bills ... - - -

— debt securities ................ 134,738 13,460 — - — — 148,198

Supporting shareholders
funds'
Financial assets designated
at fair value .........c..o...... 96 24 - - - - 120
— treasury and other
eligible bills ................... - - - - - - -
— debt securities ................ 96 24 — - — — 120

Financial investments ........ 9,837 988 — - — — 10,825

— treasury and other
eligible bills .......ccco.cec.e. - -

— debt securities ................ 9,837 988 — - — — 10,825

Total
Financial assets designated
at fair value ............c.c... 13,334 1,005 - — - - 14,339
— treasury and other
eligible bills .........c........ - -
— debt securities ................ 13,334 1,005 — — — — 14,339

Financial investments ........ 144,575 14,448 — - — — 159,023
— treasury and other

eligible bills .......ccceueee - - - - - - -
— debt securities ................ 144,575 14,448 — - — — 159,023
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Neither past due nor impaired

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

31 December 2010 HK$m HKS$m HK$m HK$m HKS$m HKS$m HK$m
Supporting liabilities under

life non-linked and non-

life insurance contracts
Financial assets designated at

fair value .......cccccoevvevvennnen. 13,087 556 - - - - 13,643
— treasury and other

eligible bills .......c.cccvevenneee - - - - - - -
— debt securiti€s ................... 13,087 556 — — — — 13,643

Financial investments ........... 123,893 4,596 — — — — 128,489
— treasury and other

eligible bills ......ccoeuennee. - - - - - - -
— debt securities ................... 123,893 4,596 — — — — 128,489

Supporting shareholders
funds'
Financial assets designated at
fair value ........ccoccecuennne. 898 19 - - — — 917
— treasury and other
eligible bills ........ccoveuennene. - - - - - - -
— debt securities ...........c...... 898 19 - - - - 917

Financial investments ........... 7,755 110 — — — — 7,865
— treasury and other

eligible bills ......cccceueunee.
— debt securities

7,755 110 - - — — 7,865

Total
Financial assets designated at
fair value ..o 13,985 575 — — — — 14,560
— treasury and other
eligible bills .....
— debt securities

13,985 575 - - — — 14,560

Financial investments ........... 131,648 4,706 — — — — 136,354
— treasury and other

eligible bills ......cccoovevnnene. - -
— debt securities ................... 131,648 4,706 — — — — 136,354

1 Shareholders’ funds comprise solvency and unencumbered assets.

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

Neither past due nor impaired

Past
Sub- due not Impairment
Strong Medium standard impaired Impaired  allowances Total
HK$m HK$m HK$m HK$m HK$m HK$m HK$m
31 December 2011
Linked insurance
CONLTACES ..oovveereeieeiieeerennns 3 6,663 - - - - 6,666
Non-linked insurance
CONLIacts ....covevereerrenreenenne 428 194 - 1 - - 623
Total coveeeeeieieeeeeee 431 6,857 - 1 - - 7,289
Reinsurance debtors.............. 27 18 - 51 - - 96
31 December 2010
Linked insurance
CONIACES ..vveeeeveeeenreeeeneeens 1 5,566 — — — — 5,567
Non-linked insurance
CONLIACtS ..vvevvereeeeieiennne 444 66 — 71 — — 581
Total cveveeeiieeeeeeeee 445 5,632 - 71 - - 6,148
Reinsurance debtors ............. 35 8 - 46 - - 89

The group has sold a unit-linked life insurance product which provides guaranteed minimum death benefits and
guaranteed minimum accumulated benefits which are underwritten by the group but reinsured by a third party. The
group has a credit risk exposure in respect of this third party’s ability to meet its reinsurance obligation. At
31 December 2011, the exposure to the third party was HK$6,663m (2010: HK$5,566m).

Liquidity risk

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

The group has to meet daily calls on its cash resources, notably from claims arising on its insurance and investment
contracts and early surrender of policies for surrender value. There is therefore a risk that cash will not be available
to settle liabilities when due at a reasonable cost. The group manages this risk by monitoring and setting an
appropriate level of operating funds to settle these liabilities. Investment portfolios are also structured with regard
to the liquidity requirement of each underlying fund, and early surrender penalties and market adjustment clauses
are used to defray costs of unexpected cash requirements.
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The following table shows the expected maturity of insurance contract liabilities at 31 December 2011:

Expected maturity of insurance contract liabilities

Expected cash flows (undiscounted)

Within 1 year 1-5 years 5-15 years Over 15 years Total
HK$m HKS$Sm HK$m HK$m HKS$m
At 31 December 2011
Non-life insurance ................... 1,782 834 388 56 3,060
Life insurance (non-linked) ..... 10,490 85,770 148,983 178,200 423,443
Life insurance (linked) ............. 3,538 10,824 39,266 98,261 151,889
15,810 97,428 188,637 276,517 578,392
At 31 December 2010
Non-life insurance ................... 1,736 875 256 54 2,921
Life insurance (non-linked) ..... 11,752 76,103 128,920 141,714 358,489
Life insurance (linked) ............. 1,562 10,338 25,126 66,725 103,751
15,050 87,316 154,302 208,493 465,161
Remaining contractual maturity of investment contract liabilities
Linked Non-linked Investment
investment investment contracts
contracts contracts with DPF Total
At 31 December 2011 HK$m HKSm HKS$m HK$m
Remaining contractual maturity
— due within 1 year .......ccccecvvevieirieireereeeeeeeeenes 216 21 60 297
— due between 1 and 5 years ... - - 26 26
— due between 5 and 10 years .........cccccceeevveeeennnnne 259 - - 259
— due after 10 Years .......cococvvevveerieerieeneeseeeeenenes - - - -
— undated’ ..o 6,157 27,828 - 33,985
6,632 27,849 86 34,567
At 31 December 2010
Remaining contractual maturity
— due Within 1 Year ........cococeeeininereeeeeeeeeeee 41 58 84 183
— due between 1 and 5 years ........cccoceceeernvcicncnnnnnn - - 86 86
— due between 5 and 10 years ...........ccccceeeveerccinnnnnn 316 - - 316
— due after 10 years .......c.ccccveveernennenceneceecne - - - -
—undated’ ..o 7,121 26,210 — 33,331
7,478 26,268 170 33,916

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

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

189



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

52 Risk Management (continued)
Present value of in-force long-term insurance business (PVIF)

The group’s life insurance business is accounted for using the embedded value approach, which, inter alia,
provides a comprehensive framework for the evaluation of insurance and related risks. The value of the PVIF asset
at 31 December 2011 was HK$20,232m (2010: HK$14,767m), representing the present value of the shareholders’
interest in the profits expected to emerge from the book of in-force policies.

The calculation of the PVIF asset was refined during the year by incorporating explicit margins and allowances for
certain risks and uncertainties in place of implicit adjustments to the discount rate. The valuation now includes
explicit risk margins for non-economic risks in the projection assumptions, and explicit allowances for financial
options and guarantees using stochastic methods. Risk discount rates are now set on an active basis with reference
to market risk free yields and have been reduced as a result of removing the implicit adjustments, as shown in the
key assumptions table in Note 25b. It should be noted that these refinements will introduce greater volatility within
the insurance results in the future which is reflected in higher sensitivity impacts, including sensitivities to lapse,
mortality and/or morbidity. A one-off gain of HK$1,133m resulted from these refinements, which is included in
“Other operating income” in the consolidated income statement.

PVIF can be stress-tested to assess the sensitivity of the value of life business to adverse movements of different
risk factors. The following table shows the effect on the PVIF as at 31 December 2011 of reasonably possible
changes in the main economic assumption:

Impact on results

2011 2010

HKS$m HK$m

+ 100 basis points shift in riSK-free rate .......c.coeeeriririririeiiiiecee e 1,101 1,613
— 100 basis points shift in FiSK-IEe TALE ........ccooeirriieiiceieereee e (687) (1,218)

The effects on PVIF shown above are illustrative only and employ simplified scenarios. They do not incorporate
actions that could be taken by management to mitigate effects nor do they take account of consequential changes in
policyholder behaviour.

Non-economic assumptions

Non-economic assumptions including, for non-life business, claims costs and expense rates and, for life business,
mortality and/or morbidity, lapse rates and expense rates, are also used for the determination of the policyholder
liabilities and PVIF. The sensitivity of profit for the year and net assets to reasonably possible changes in these
non-economic assumptions at 31 December 2011 across all insurance underwriting subsidiaries is as follows:

Impact on 2011 results Impact on 2010 results
Profit after tax Net assets Profit after tax Net assets
HKS$m HKS$m HK$m HKS$m
20% increase in claims COStS .........cccvevervrueueuecrerereennes (194) (194) (183) (183)
20% decrease in claims costs 194 194 183 183
10% increase in mortality and/or morbidity rates ....... (406) (406) (176) (176)
10% decrease in mortality and/or morbidity rates ...... 407 407 167 167
50% increase in lapse rates ... (605) (605) 351 351
50% decrease in lapse rates ...... 1,524 1,524 (58) (58)
10% increase in eXpense Iates ...........ccccveeereeerereruennes (286) (286) (171) (171)
10% decrease in eXpense rates ...........c.coocceeeveerueunes 285 285 171 171
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52 Risk Management (continued)
f Capital management

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

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

Our capital management process is articulated in our annual group capital plan which is approved by the Board.
The plan is drawn up with the objective of maintaining both an appropriate amount of capital and an optimal mix
between the different components of capital. The group raises non-equity core capital and subordinated debt in
accordance with HSBC Group’s guidelines on market and investor concentration, cost, market conditions, timing,
effect on composition and maturity profile. Each subsidiary manages its own capital to support its planned business
growth and meet its local regulatory requirements within the context of the approved annual group capital plan. In
accordance with HSBC Group’s Capital Management Framework, capital generated by subsidiaries in excess of
planned requirements is returned to the Bank, normally by way of dividends.

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

The principal forms of capital are included in the following balances on the consolidated balance sheet: share
capital, retained profits, other reserves, preference shares and subordinated liabilities. Capital also includes the
collective impairment allowances held in respect of loans and advances.

Externally imposed capital requirements

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

The group uses the advanced internal ratings-based approach to calculate its credit risk for the majority of its non-
securitisation exposures. The group uses the internal ratings-based (securitisation) approach to determine credit
risk for its securitisation exposures. For market risk, the group uses an internal models approach to calculate its
general market risk, specific risk for the interest rate risk category and market risk relating to equity options. The
group uses the standardised (market risk) approach for calculating other market risk positions and the standardised
(operational risk) approach to calculate its operational risk.

During the year, the individual entities within the group and the group itself complied with all of the externally
imposed capital requirements of the Hong Kong Monetary Authority.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

53

Ultimate holding company

54

The ultimate holding company of the Bank is HSBC Holdings plc, which is incorporated in England.

The largest group in which the accounts of the Bank are consolidated is that headed by HSBC Holdings plc. The
consolidated accounts of HSBC Holdings plc are available to the public on the HSBC Group’s web site at
www.hsbc.com or may be obtained from 8 Canada Square, London E14 SHQ, United Kingdom.

Nature of business

55

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

Events after the balance sheet date

56

There have been no events after the balance sheet date that would require disclosure in these financial statements.

Approval of accounts

The accounts were approved and authorised for issue by the Board of Directors on 27 February 2012.
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