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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Supplementary Notes on the Financial Statements (unaudited) (continued)

Introduction

The information contained in this document is for The Hongkong and Shanghai Banking Corporation Limited (‘the Bank’)
and its subsidiaries (together ‘the group’). It is supplementary to and should be read in conjunction with the Annual Report
and Accounts 2015. The Annual Report and Accounts and these Supplementary Notes (which includes Supplementary
Notes on the Financial Statements, Supplementary Notes Appendices and the Regulatory Capital Instruments), taken
together, comply with the Banking (Disclosure) Rules made under section 60A of the Banking Ordinance, as amended by
the Banking (Disclosure) (Amendment) Rules 2013. They also serve to comply with the disclosures on remuneration as
required by the Hong Kong Monetary Authority (‘HKMA”) Supervisory Policy Manual CG-5 ‘Guideline on a Sound
Remuneration System’.

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.

While the Supplementary Notes are not required to be externally audited, the document has been verified internally in
accordance with the group’s policies on disclosure and its financial reporting and governance processes.

1 Basis of preparation

a The approaches used in calculating the group’s regulatory capital or capital charge are in accordance with the
Banking (Capital) Rules. The group uses the advanced internal ratings-based approach to calculate its credit risk
for the majority of its non-securitisation exposures and the internal ratings-based (securitisation) approach to
determine credit risk for its banking book securitisation exposures. For market risk, the group uses an internal
models approach to calculate its general market risk for the risk categories of interest rate and foreign exchange
(including gold) exposures, and equity exposures. The group also uses an internal models approach to calculate its
market risk in respect of specific risk for interest rate exposures and equity exposures. The group uses the
standardised (market risk) approach for calculating other market risk positions as well as trading book
securitisation exposures, and the standardised (operational risk) approach to calculate its operational risk.

b Except where indicated otherwise, the financial information contained in these Supplementary Notes has been
prepared on a consolidated basis. The basis of consolidation for regulatory purposes is different from that for
accounting purposes. Information regarding subsidiaries that are not included in the consolidation for regulatory
purposes is set out in note 20.

¢ The accounting policies applied in preparing these Supplementary Notes are the same as those applied in preparing
the consolidated financial statements for the year ended 31 December 2015, as set out in note 3 on the financial
statements in the Annual Report and Accounts 2015.



2 Credit risk capital requirements

The group uses the advanced internal ratings-based (‘IRBA”) approach to calculate its credit risk for the majority of its
non-securitisation exposures. The remainder of its credit risk for non-securitisation exposures was assessed using the
standardised (credit risk) approach.

The table below shows the capital requirements for credit risk for each class and subclass of non-securitisation
exposures as specified in the Banking (Capital) Rules. Capital requirement means the amount of capital required to be

held for that risk based on its risk-weighted amount multiplied by 8%.
At 31 December

2015 2014
HKS$m HK$m
Capital required for exposures under the IRB approach
Corporate exposures
Specialised lending under the supervisory slotting criteria approach
= POJECE FINANCE ..ottt ettt s et s bt et e bt ene e st et e te bt eneeneeneen 1,029 1,052
= ODBJECE FINANCE ....enviiieiieie ettt ettt b e see st et e s bt ete bt sneent et eteeneeneeneeneen 42 80
- CommOdities fINANCE ........cccovueiiiiiiiiiiiiiiitc et 9 118
- Income- producing real ESLALE .........ccevirieiierierierireee ettt ettt 2,421 2,601
Small-and-medium sized corporates . 15,068 20,443
ONET COTPOTALES .....euvniiinieiieieiettetett ettt ettt ettt bbbttt b bbb et st et ebe st be st s nseneene 69,977 71,049
Sovereign exposures
SOVEICIGIIS -.uveuteutieiieuietete ettt et et et sttt e ee e st et et e e be st e e bt e st esse s e et e eseeneense st ense bt seeeneententesseeseeneeneeneens 10,627 12,998
Multilateral Development Banks .........c..cccoeirireiriiiinieinieeneei ettt 146 264
Bank exposures
BANKS ...tttk b ettt b ettt tene 10,991 16,406
SECUITHES IS ....uiuiiiciiiiccic ettt 718 350

Retail exposures
Residential mortgages
S INAIVIAUALS ..oouviiiiceiecee ettt ettt e ettt et e ae e teeeateeateeaeeteeeaeennes 7,419 5,458

- Property- holding shell companies . 311 217

Qualifying revolving retail exposures .. 4,968 4,409

Small business retail exposures ........ 13 14

Other retail exposures to INAIVIAUALS ........coueiririiiiiiiiicree et 746 794
Equity Exposures

Equity exposures under the simple risk-weighted method .............cccococcoiiniiine 2,440 1,502

Other equity exposures 9,187 8,876
Other exposures

Cash items 242 90

Other items 10,174 9,672
Total for the IRB apPIoOach ..........ccoirieiiiiieiriiiriciee ettt 146,528 156,393
Capital required for exposures under the standardised (credit risk) approach
SOVETCIZI EXPOSULES ...evnverearenreretentetetestrteseesestesesestetesteststestebenteseases e et ensesestentesebeseasesestensesesteneasensenens 54 32
Public sector entity exposures . 812 710
Bank exposures ..........co.cc..... 50 116
SECUTItIES I EXPOSUIES ..c.veuveiiieiirtiieiiiteiet ettt ettt ettt ettt b bbbt be st et b et b et eb et ebesae e ebenaeneas 1 3
COTPOTALE EXPOSUIECS ...verveeueeneenteseeseeneensestesesseaseeseensessessesseenteseessensessesseeseensensesseaseesesseassensensessesseensensen 8,439 9,197
Regulatory retail EXPOSUIES .....cc.eeieirierieriirtieieeieetiete ettt be sttt bess e st e s e teebeeseeneensesesesseesesneenee 4,215 4,465
Residential MOItZAZE L0ANS .....c.coueiriirieiiriiieiiriei ettt ettt ettt ettt aene e 3,399 3,297
Other exposures which are not past due exposures . 511 565
Past AUE EXPOSUIES ..c.veveeuieiienieiiitieieeeeie ettt ettt sttt ettt et se s e et e snensesae e 326 313
Off-balance sheet exposures other than OTC derivative transactions and credit derivative contracts ... 1,094 1,277
OTC derivative transactions and credit derivative CONLIACES .........ccevereeierierierenieneseeiereesie s e 400 512
Total for the standardised (credit risk) appProach ...........cccocevieiiiinininee e 19,301 20,487
Capital required for Central Clearing Counterparties (CCP) .........cc.cccccoevininiiiininincncnceeene. 281 675
Capital required for Credit Valuation Adjustment (CVA) .........c.cocooviriiiinininirieeeese e 5,602 6,485
TOEAL ..otttk h et b ettt b ettt 171,712 184,040




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Supplementary Notes on the Financial Statements (unaudited) (continued)

3 Summary of risk-weighted assets

The group’s total risk-weighted assets are summarised as follows:

At 31 December

2015 2014
HKS$m HKS$m
Credit risk

Standardised APPIOACKH .......c.iviiiuiiieieieece ettt 235,235 248,891
Internal ratings-based (‘IRB’) approach ..........cooeveiiiiiiniiiiieeee e 1,701,500 1,811,343
IRB (securitisation) apPrOACh .........coiiiiieieieriecec ettt 5,695 4,453

Counterparty credit risk
Standardised APPIOACKH .......c.iiiiiiiiieieieere ettt 5,003 6,406
TRB APPIOACK ...ttt sttt b e et s ettt e et bt et st et e te e neeneennenean 98,229 113,801
Central clearing counterparty (“CCP”).....co.coieirieirinieiririeiee ettt sttt 3,511 8,435
Credit Valuation Adjustment (‘CVA”) .....ooiiiiieieieieciceeteee ettt eas 70,021 81,061
IMEATKEE TISK ..ttt 101,551 143,199
OPETAtIONAL TISK ...uviutitiiiieiteteet ettt sttt sttt et sa e sae e st et e b e s e st e e st sneenee s enteaneeneensenean 298,662 290,342
2,519,407 2,707,931

4 Credit risk under the internal ratings-based approach

a  The internal ratings system and its risk components
Nature of exposures within each IRB class

The group uses the advanced IRB approach for the majority of its business under the approval granted by the
HKMA. This includes the following major classes of non-securitisation exposures:

— Corporate exposures including exposures to global and local large corporates, middle-market corporates, non-
bank financial institutions and specialised lending.

— Sovereign exposures including exposures to central governments, central monetary institutions, multilateral
development banks and relevant international organisations.

— Bank exposures including exposures to banks and regulated securities firms.

— Retail exposures including residential mortgages, qualifying revolving retail exposures and other retail
exposures.

— Equity exposures.

— Other exposures including cash items and other assets.

Measurement and monitoring — risk rating systems

Exposure to credit risk arises from a very wide range of customers and product types, and the risk rating systems
in place to measure and monitor these risks are correspondingly diverse.

Credit risk exposures are generally measured and managed in portfolios of either distinct customer types or
product categories. Risk rating systems for the former are designed to assess the default risk of, and loss severity
associated with, customers who are typically managed as individual relationships; these rating systems tend to
have a higher subjective content. Risk rating systems for the latter are generally more analytical, applying
techniques such as behavioural analysis across product portfolios comprising large numbers of homogeneous
transactions.

A fundamental principle of the group’s policy and approach is that analytical risk rating systems and scorecards
are decision tools facilitating management, serving ultimately judgemental decisions for which individual
approvers are accountable. In the case of automated decision making processes, accountability rests with those
responsible for the parameters built into those processes/systems and the controls surrounding their use. For
distinct customers, the credit process requires at least annual review of facility limits granted. Review may be
more frequent, as required by circumstances.



4 Credit risk under the internal ratings-based approach (continued)

Group standards govern the process through which risk rating systems are initially developed, judged fit for
purpose, approved and implemented; the conditions under which individual approvers can override analytical risk
model outcomes; and the process of model performance monitoring and reporting. There is emphasis on an
effective dialogue between business lines and risk management, appropriate independence of decision-takers, and
a good understanding and robust reflection on the part of senior management.

Like other facets of risk management, analytical risk rating systems are not static and are subject to review and
modification in the light of the changing environment and the greater availability and quality of data. Structured
processes and metrics are in place to capture relevant data and feed it into continuous model improvement.

Application of IRB parameters

The group’s credit risk rating framework incorporates the probability of default (‘PD’) of a borrower and the loss
severity, expressed in terms of exposure at default (‘EAD’) and loss given default (‘LGD’). These measures are
used to calculate both expected loss (‘EL’) and capital requirements, subject to any floors required by the HKMA.
They are also used in conjunction with other inputs to inform rating assessments for the purpose of credit approval
and many other risk management decisions.

The narrative explanations that follow relate to the IRB advanced approaches, that is, IRB advanced for distinct
customers and retail IRB for the portfolio-managed retail business.

Wholesale business

PD for wholesale customer segments (Central Governments and Central Banks (Sovereigns), Institutions,
Corporates) is estimated using a Customer Risk Rating (‘CRR’) scale of 23 grades, of which 21 are non-default
grades representing varying degrees of strength of financial condition and two are default grades. A score
generated by a model for the individual borrower type is mapped to the corresponding CRR. The process through
which this, or a judgementally amended CRR, is then recommended to and reviewed by a credit approver takes
into account all additional information relevant to the risk rating determination, including external ratings where
available. The approved CRR is mapped to a PD value range of which the ‘mid-point’ is used in the regulatory
capital calculation. PD models are developed where the risk profile of corporate borrowers is specific to a country
and sector. For illustration purposes, the CRR is also mapped to external ratings of Standard and Poor’s (‘S&P’),
though we also benchmark against other agencies’ ratings in an equivalent manner.

LGD and EAD estimation for the wholesale business is subject to a Group framework of basic principles. EAD is
estimated to a 12-month horizon and broadly represents the current exposure plus an estimate for future increases
in exposure, taking into account such factors as available but undrawn facilities and the crystallisation of
contingent exposures, post-default. LGD focuses on the facility and collateral structure, involving factors like
facility priority/seniority, the type and value of collateral, type of client and regional variances in experience, and
is expressed as a percentage of EAD.

The group uses the Supervisory Slotting Criteria approach in rating its specialised lending exposures. Under this
approach, ratings are determined by considering both the borrower and the transaction risk characteristics.

Retail business

The wide range of application and behavioural models used in the management of retail portfolios has been
supplemented with models to derive the measures of PD, EAD and LGD required for Basel framework. For
management information and reporting purposes, retail portfolios are segmented according to location, analytically
derived PD bands, in 9 composite PD grades, facilitating comparability across the group’s retail customer
segments, business lines and product types.
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4 Credit risk under the internal ratings-based approach (continued)

Model governance

Model governance of group risk rating models, including development, validation and monitoring, are under the
general oversight of the Wholesale Credit and Market Risk (“WCMR’”) Model Oversight Committee (‘“MOC’) and
Retail Banking and Wealth Management Risk (‘(RBWMR’) MOC. Both the WCMR MOC and RBWMR MOC are
under the oversight of the Group MOC and are accountable to the group Risk Management Committee.

Internal Audit, or a comparable independent model review unit, conducts regular reviews of the risk rating model
application by the global businesses.

Use of internal estimates

Internal risk parameters derived from applying the IRB approach are not only employed in the calculation of risk-
weighted assets (‘RWAs’) for the purpose of determining regulatory capital requirements, but also in many other
contexts within risk management and business processes, including:

credit approval and monitoring: IRB models, scorecards and other methodologies are valuable tools
deployed in the assessment of customer and portfolio risk in lending decisions, including the use of CRR
grades within watch-list processes and other enhanced monitoring procedures;

risk appetite: IRB measures are an important element of risk appetite definition at customer, sector and
portfolio levels, and in the implementation of the Group risk appetite framework, for instance in subsidiaries’
operating plans and the calculation of remuneration through the assessment of performance;

portfolio management: regular reports to the Board, Audit Committee and Risk Committee contain analyses
of risk exposures, e.g. by customer segment and quality grade, employing IRB metrics;

pricing: IRB risk parameters are used in wholesale pricing tools when considering new transactions and
annual reviews; and

economic capital: IRB measures provide customer risk components for the economic capital model that has
been implemented across the group to improve the consistent analysis of economic returns, help determine
which customers, business units and products add greatest value, and drive higher returns through effective
economic capital allocation.



4 Credit risk under the internal ratings-based approach (continued)

b  Exposures by IRB calculation approach

The following table shows the group’s exposures' by each IRB calculation approach:

Supervisory
slotting
Advanced IRB criteria Retail IRB Total
approach approach approach exposures
HKS$m HKS$m HKS$m HKS$m
At 31 December 2015
COrporate EXPOSUIES .....c..eoverreruerreerrereruensenrereneeeenne 1,921,516 64,394 — 1,985,910
SOVEIeIZN EXPOSUIES ....evveeeenienierereeeiieeeneereeseeaneeeenes 1,577,190 - - 1,577,190
Bank eXpOSUIES ........cceeveuerieirienieinieerieieienieieseeenes 816,240 - — 816,240
Retail exposures
- Residential mortgages to individuals and
property-holding shell companies ...........c.c..c...... - - 686,548 686,548
- Qualifying revolving retail eXposures .................... - - 237,721 237,721
- Other retail exposures to individuals and small
business retail €XpOSUIES ........ccceoevereeerierenenenens - - 55,288 55,288
At 31 December 2014
Corporate exposures

1,979,076 69,437 - 2,048,513
Sovereign exposures .. 1,333,386 — — 1,333,386
Bank eXpOSUIES ......cceevveierieriinieieieieiese e 895,506 - - 895,506
Retail exposures

- Residential mortgages to individuals and

property-holding shell companies .............cccceueeee - - 683,750 683,750
- Qualifying revolving retail eXposures .................... - - 211,730 211,730
- Other retail exposures to individuals and small

business retail eXpoSUIES ..........cccevererereerieneens - - 52,399 52,399

1 This includes EAD of on-balance sheet and off-balance sheet exposures.

The corporate, sovereign and bank exposures reported under the IRBA approach as at 31 December 2015 include
amounts of HK$75,280m, HK$5,261m and HK$199,163m respectively (31 December 2014: HK$103,288m,
HK$5,526m and HK$204,644m respectively) that are subject to supervisory estimates. In addition, equity
exposures of HK$7,296m (31 December 2014: HK$4,519m) reported under the simple risk-weighted method and
amounts reported under the Supervisory Slotting Criteria approach are subject to supervisory estimates.

¢ Exposures covered by recognised guarantees or recognised credit derivative contracts

The following shows the group’s exposures' (after the effect of any on-balance sheet or off-balance sheet
recognised netting) which are covered by recognised guarantees or recognised credit derivative contracts after the
application of haircuts required under the Banking (Capital) Rules. These exposures exclude securities financing
transactions and derivative contracts.

At 31 December

2015 2014

HK$m HK$m

COTPOTALE EXPOSUIES ....nvenvearernientenretesseesteseeseensessesseeseeseansessessesesseaseensensessesseeseessensensensensesseeseensn 495,235 456,147
SOVETEIZN EXPOSUIES ..c.everveneetenteniatentesertesesteseesesteseasesteseaseseesestebesteseasenteseaseseetenseseebeseasensesensenease 1,163 -
Bank exposures 20,918 9,953
Retail exposures 38,310 37,532
555,626 503,632

1 This includes EAD of on-balance sheet and off-balance sheet exposures.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Supplementary Notes on the Financial Statements (unaudited) (continued)

4 Credit risk under the internal ratings-based approach (continued)

d Risk assessment for exposures under IRB approach

The EADs, PDs and LGDs disclosed below in respect of corporate, sovereign and bank exposures have taken into
account the effect of recognised collateral, recognised netting, recognised guarantees and recognised credit

derivative contracts.

Corporate exposures (other than specialised lending) — analysis by obligor grade

CRR
At 31 December 2015
Default risk

Minimal ................... 0.1
1.1
1.2
LOW e 2.1
2.2
Satisfactory .............. 3.1
32
33
Fair ..o 4.1
42
4.3
Moderate ................. 5.1
52
53
Significant ............... 6.1
6.2
High .o 7.1
7.2

Special
management ........... 8.1
8.2
8.3
Default ......ccccveenee. 9/10

PD range
%

0.000 to 0.010
0.011 to 0.028
0.029 to 0.053

0.054 to 0.095
0.096 to 0.169

0.170 to 0.285
0.286 to 0.483
0.484 to 0.740

0.741 to 1.022
1.023 to 1.407
1.408 to 1.927

1.928 t0 2.620
2.621 to 3.579
3.580 to 4.914

4.915t0 6.718
6.719 to 8.860

8.861 to 11.402
11.403 to 15.000

15.001 to 22.000
22.001 to 50.000
50.001 to 99.999

100.000

Exposure
at default
HKS$m

5,842
120,316

179,704
274,579

232,008
272,260
239,059

143,904
116,321
111,570

101,727
44,291
36,859

13,512
7,510

5,050
1,939

604
3
24

14,434
1,921,516

Exposure-
weighted
average
PD

%

0.03"
0.04

0.07
0.13

0.22
0.37
0.63

0.87
1.20
1.65

2.25
3.05
4.20

5.75
7.85

10.00
13.00

19.00
36.00
75.00

100.00

Exposure-
weighted
average
LGD

%

38.7
41.6

46.1
46.4

43.2
40.7
42.1

40.2
41.8
38.4

37.2
429
41.4

41.1
46.2

35.3
37.0

41.3
47.3
31.9

45.4

Exposure-
weighted
average
risk-weight
%

10
14

22
33

41
50
67

71
83
84

92
117
124

137
171

140
173

209
254
89

RWAs
HKS$m

587
17,139

38,876
89,599

94,173
136,715
159,823

101,926
96,355
93,229

93,781
51,863
45,854

18,523
12,877

7,094
3,354

1,260
7
22

1,063,057

Mapped
External
Rating

AAA to AA

BBB+
BBB
BBB-

BB+
BB
BB-

CCC+
CCC+

CCC
CCC-to CC
C

Default



4 Credit risk under the internal ratings-based approach (continued)

d Risk assessment for exposures under IRB approach

Corporate exposures (other than specialised lending) — analysis by obligor grade

1

CRR
At 31 December 2014
Default risk

Minimal ................... 0.1
1.1
1.2
LOW e 2.1
2.2
Satisfactory .............. 3.1
32
33
Fair ..o 4.1
42
4.3
Moderate ................. 5.1
52
53
Significant ............... 6.1
6.2
High .o 7.1
7.2

Special
management ........... 8.1
8.2
8.3
Default ......cccveene. 9/10

PD range
%

0.000 to 0.010
0.011 to 0.028
0.029 to 0.053

0.054 to 0.095
0.096 to 0.169

0.170 to 0.285
0.286 to 0.483
0.484 to 0.740

0.741 to 1.022
1.023 to 1.407
1.408 to 1.927

1.928 to 2.620
2.621 to 3.579
3.580 to 4.914

4.915t06.718
6.719 to 8.860

8.861 to 11.402
11.403 to 15.000

15.001 to 22.000
22.001 to 50.000
50.001 to 99.999

100.000

Exposure
at default
HK$m

12,062
106,127

223,868
290,066

286,425
241,646
223,324

117,443
122,674
136,632
86,644
49,456
44,381

12,591
7,328

2,606
1,923
1,262

1,184

11,434
1,979,076

Exposure-
weighted
average
PD

%

0.03'
0.04

0.07
0.13

0.22
0.37
0.63
0.87
1.20
1.65
225
3.05
4.20

5.75
7.85

10.00
13.00
19.00
75.00

100.00

PD is floored at 0.03% according to the HKMA Banking Capital Rules.

Exposure-
weighted
average
LGD

%

49.2
40.4

45.0
46.6

43.2
44.9
433
43.0
42.5
40.8
39.0
45.7
43.6

42.9
50.3

36.7
41.9
37.2
48.5

453

Exposure-
weighted
average
risk-weight
%

15
12

22
34

41
56
70

78
86
92
98
124
132

144
195

154
199
200

144

RWAs
HKS$m

1,799
12,826

49,698
97,974

116,675
136,052
156,068
91,661
105,679
126,151
85,038
61,121
58,473

18,084
14,257

4,023
3,833
2,524
1,705

1,143,641

Mapped
External
Rating

AAA to AA

BBB+
BBB
BBB-

BB+
BB
BB-

CCC+
CCC+

CCC
CCC-to CC
C

Default
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4 Credit risk under the internal ratings-based approach (continued)

d Risk assessment for exposures under IRB approach (continued)

Corporate exposures (specialised lending) — analysis by supervisory rating grade

WEAK .t

At 31 December 2015

At 31 December 2014

Exposure
at default
HKS$m

49,827
12,156
2,085
201
125

64,394

Exposure-
weighted
average risk-
weight

%

62
79
122
265

Exposure-

weighted

Exposure average risk-
at default weight
HK$m %
55,077 60
10,524 82
2,397 122
1,240 265
199 -

69,437

The supervisory rating grades and risk-weights of specialised lending are determined in accordance with section
158 of the Banking (Capital) Rules.

Sovereign exposures — analysis by obligor grade

CRR
At 31 December 2015
Default risk

Minimal ........cc.c.... 0.1
1.1
1.2
LOW toiiiiviiieice 2.1
2.2
Satisfactory ............. 3.1
3.2
33
Fair c..cooooevveieeieene 4.1
42
4.3
Moderate ................ 5.1
52
53
Significant ............... 6.1
6.2
High oo 7.1
7.2

Special
management ........... 8.1
8.2
8.3
Default .........co........ 9/10

PD range
%

0.000 to 0.010
0.011 to 0.028
0.029 to 0.053

0.054 to 0.095
0.096 to 0.169

0.170 to 0.285
0.286 to 0.483
0.484 to 0.740

0.741 to 1.022
1.023 to 1.407
1.408 to 1.927

1.928 to 2.620
2.621 to 3.579
3.580 to 4.914

4.915t0 6.718
6.719 to 8.860

8.861 to 11.402

11.403 to 15.000

15.001 to 22.000
22.001 to 50.000
50.001 to 99.999

100.000

10

Exposure-
weighted
Exposure average
at default PD
HK$m %
440,512 0.01
772,369 0.02
220,192 0.04
24,409 0.07
63,884 0.13
28,440 0.22
258 0.37
2,999 0.63
8,218 1.20
9,258 1.65
5,031 2.25
1,221 3.05
399 5.75

_ LTI

Exposure-
weighted
average
LGD

%

45.0
24.0
45.0

45.0
45.0

45.0

45.0
45.0

45.0
45.0
45.0
45.0

45.0

Exposure-
weighted
average
risk-weight
%

17
32

36

60
64

86
106
111
125

198

Mapped

External

RWAs Rating
HKS$m

20,651 AAA

25,521 AA+to AA
26,670 AA-to A+

4,079 A
20,570 A-
10,274 BBB+

153 BBB

1,925 BBB-

= BB+

7,063 BB

9,848 BB-

5,594 BB-

1,525 B+

- B

791 B

_ B-

- CCC+

- CCC+
CCC+

- CCC+

- CCCtoC

- Default

134,664



4 Credit risk under the internal ratings-based approach (continued)

d Risk assessment for exposures under IRB approach (continued)

Sovereign exposures — analysis by obligor grade

CRR
At 31 December 2014
Default risk

Minimal .................. 0.1
1.1
1.2
LOW e 2.1
2.2
Satisfactory ............. 3.1
32
33
Fair ..o 4.1
42
4.3
Moderate ................ 5.1
52
53
Significant ............... 6.1
6.2
High .o 7.1
7.2

Special
management ........... 8.1
8.2
8.3
Default ......cccveene. 9/10

PD range
%

0.000 to 0.010
0.011 to 0.028
0.029 to 0.053

0.054 to 0.095
0.096 to 0.169

0.170 to 0.285
0.286 to 0.483
0.484 to 0.740

0.741 to 1.022
1.023 to 1.407
1.408 to 1.927

1.928 to 2.620
2.621 to 3.579
3.580 to 4.914

4.915t06.718
6.719 to 8.860

8.861 to 11.402
11.403 to 15.000

15.001 to 22.000
22.001 to 50.000
50.001 to 99.999

100.000

Exposure
at default
HK$m

252,045
412,987
307,399

222,202
26,625

65,395
16,647
3,922

9,507
2,414

6,550
5,674
1,290

729

1,333,386

11

Exposure-
weighted
average
PD

%

0.01
0.02
0.04

0.07
0.13

0.22
0.37
0.63

0.87
1.20

225
3.05
4.20

Exposure-
weighted
average
LGD

%

45.0
13.0
45.2

45.0
45.0

45.0
45.0
45.0

45.0
45.0

45.0
45.0
45.0

Exposure-
weighted
average
risk-weight
%

18
25

44
49
64

78
105

109
124
132

182

165,781

Mapped
External
Rating

AAA
AA+to AA
AA-to A+

A
A-

BBB+
BBB
BBB-

BB+
BB
BB-

CCC+
CCC+

CCC+
CCC+
CCCtoC

Default



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Supplementary Notes on the Financial Statements (unaudited) (continued)

4 Credit risk under the internal ratings-based approach (continued)

d Risk assessment for exposures under IRB approach (continued)

Bank exposures — analysis by obligor grade

CRR
At 31 December 2015
Default risk

Minimal ................... 0.1
1.1
1.2
LOW e 2.1
2.2
Satisfactory ............. 3.1
32
33
Fair ..o 4.1
42
4.3
Moderate ................ 5.1
52
53
Significant ............... 6.1
6.2
High .o 7.1
7.2

Special
management ........... 8.1
8.2
8.3
Default ......cccveene. 9/10

PD range
%

0.000 to 0.010
0.011 to 0.028
0.029 to 0.053

0.054 to 0.095
0.096 to 0.169

0.170 to 0.285
0.286 to 0.483
0.484 to 0.740

0.741 to 1.022
1.023 to 1.407
1.408 to 1.927

1.928 to 2.620
2.621 to 3.579
3.580 to 4.914

4.915t0 6.718
6.719 to 8.860

8.861 to 11.402
11.403 to 15.000

15.001 to 22.000
22.001 to 50.000
50.001 to 99.999

100.000

Exposure
at default
HKS$m

24,938
111,114
360,764

182,844
72,577

24,873
19,265
9,384

3,017
1,070
1,815

464
474
1,779

871
802

33
23

122

816,240

12

Exposure-
weighted
average
PD

%

0.03'
0.03
0.04

0.07
0.13

0.22
0.37
0.63

0.87
1.20
1.65
2.25
3.05
4.20

5.75
7.85

10.00
13.00

19.00

100

Exposure-
weighted
average
LGD

%

20.0
36.3
40.1

33.5
40.7

41.6
42.2
43.3

45.6
44.8
49.9
56.3
43.1
57.8

54.0
36.6

67.1
60.3

73.8

62.0

Exposure-
weighted
average
risk-weight
%

10
12

18
28

40
52
64

84
91
109

140
120
158

170
142

265
275

368

RWAs
HKS$m

2,108
11,198
42,116

32,400
20,307

9,960
9,932
6,026

2,525
970
1,985

648
570
2,811

1,480
1,142

88
63

146,369

Mapped
External
Rating

AAA
AA+to AA

BBB+
BBB
BBB-

BB+
BB
BB-

CCC+
CCC+

CCC
CCC-to CC
C

Default



4 Credit risk under the internal ratings-based approach (continued)

d Risk assessment for exposures under IRB approach (continued)

Bank exposures — analysis by obligor grade

1

CRR
At 31 December 2014
Default risk

Minimal.................... 0.1
1.1
1.2
LOW v 2.1
2.2
Satisfactory ............. 3.1
32
33
Fair ...ccocoeveveeiene 4.1
42
43
Moderate ................ 5.1
52
53
Significant ............... 6.1
6.2
High oo 7.1
7.2

Special
management ........... 8.1
8.2
8.3
Default .................... 9/10

PD range
%

0.000 to 0.010
0.011 to 0.028
0.029 to 0.053

0.054 to 0.095
0.096 to 0.169

0.170 to 0.285
0.286 to 0.483
0.484 to 0.740

0.741 to 1.022
1.023 to 1.407
1.408 to 1.927

1.928 to 2.620
2.621 to 3.579
3.580to 4.914

4915t06.718
6.719 to 8.860

8.861 to 11.402
11.403 to 15.000

15.001 to 22.000
22.001 to 50.000
50.001 to 99.999

100.000

Exposure
at default
HK$m

18,633
94,602
156,802

413,612
84,794

59,331
41,839
12,543

2,006
2,275
1,498

436
713
1,450

2,120
2,427

250
44

125

895,506

Exposure-
weighted
average
PD

%

0.03'
0.03
0.04

0.07
0.13

0.22
0.37
0.63

0.87
1.20
1.65

2.25
3.05
4.20

5.75
7.85

10.00
13.00

PD is floored at 0.03% according to the HKMA Banking Capital Rules.

13

Exposure-
weighted
average
LGD

%

36.6
40.1
335

40.2
41.9

43.0
42.9
42.0

51.4
46.9
44.4
47.6
52.3
61.8

78.2
19.9

78.4
72.4

89.8

61.9

Exposure-
weighted
average
risk-weight
%

13
11
11

19
32

0
55
64

86
87
94

126
151
172

241
75

309
332

451

RWAs
HK$m

2,514
10,538
17,920

78,543
26,987

25,009
22,858
7,974

1,728
1,982
1,402

552
1,076
2,497

5,112
1,808

773
146

209,447

Mapped
External
Rating

AAA
AA+to AA

BBB+
BBB
BBB-

BB+
BB
BB-

CCC+
CCC+

CCC
CCC-to CC
C

Default



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Supplementary Notes on the Financial Statements (unaudited) (continued)

4 Credit risk under the internal ratings-based approach (continued)

d Risk assessment for exposures under IRB approach (continued)

Retail exposures — analysis by internal PD grade

Exposure- Exposure- Exposure-
weighted weighted weighted
Exposure average average average
PD range at default PD LGD risk-weight RWAs
% HKS$Sm % % % HK$m
At 31 December 2015
Residential mortgages
Band 1 .....cccooovvennnn 0.000 to 0.483 475,615 0.14 10.7 11 50,932
Band 2 . 0.484 to 1.022 97,347 0.70 15.7 18 17,718
Band 3 . 1.023 to 4.914 83,713 1.74 10.2 19 16,097
Band 4 . . 4.915 to 8.860 22,624 5.28 10.7 38 8,665
Band 5 ....cccooovviricnennnn. 8.861 to 15.000 4,882 12.78 11.7 62 3,021
Band 6 ......ccceueueee 15.000 to 50.000 269 15.90 13.2 74 200
Band 7 ..o 50.001 to 100.000 2,098 100.00 14.4 - —
686,548 96,633
Qualifying revolving
retail exposures
Band 1 0.000 to 0.483 166,559 0.13 101.7 8 12,990
Band 2 0.484 to 1.022 27,154 0.69 97.6 29 7,992
Band 3 1.023 to 4.914 33,565 2.14 95.3 66 22,268
Band 4 ......cccoeieiie 4.915 to 8.860 5,988 6.68 95.6 148 8,865
Band 5 ....cccooovviricncnnnn 8.861 to 15.000 1,482 11.47 97.5 207 3,071
Band 6 ......ccceueueee 15.000 to 50.000 2,546 21.32 93.6 260 6,617
Band 7 ...cccooeveiis 50.001 to 100.000 427 90.97 92.3 69 295
— 62,098
Other retail exposures
Band 1 ....cccccooveiniins 0.000 to 0.483 37,325 0.17 11.5 5 2,040
0.484 to 1.022 6,619 0.66 20.7 17 1,135
1.023 to 4.914 8,859 2.58 32.8 47 4,120
4.915 to 8.860 1,267 6.30 47.4 77 976
8.861 to 15.000 525 11.58 67.7 126 662
15.000 to 50.000 266 25.05 82.7 205 546
50.001 to 100.000 427 99.94 63.3 - 2
55,288 9,481
0.000 to 0.483 679,499 0.14 33.1 10 65,963
0.484 to 1.022 131,119 0.69 32.9 20 26,844
1.023 to 4.914 126,137 1.90 34.5 34 42,485
4.915 to 8.860 29,879 5.60 29.2 62 18,507
. 8.861 to 15.000 6,889 12.40 344 98 6,754
Band 6 ......ccceueueee 15.000 to 50.000 3,082 21.17 85.6 239 7,362
Band 7 ....ccccoovviinnnnn 50.001 to 100.000 2,952 98.68 32.8 10 296
979,557 168,211
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Retail exposures — analysis by internal PD grade

At 31 December 2014
Residential mortgages
Band 1 ...cccovvvvevrnne.
Band 2 .
Band 3 .
Band 4 .

Qualifying revolving
retail exposures
Band 1

Band I ....ccocovvenvvennnne

PD range
%

0.000 to 0.483
0.484 to 1.022
1.023 t0 4.914
4.915 to 8.860
8.861 to 15.000
15.000 to 50.000
50.001 to 100.000

0.000 to 0.483
0.484 to 1.022
1.023 t0 4.914
4.915 to 8.860
8.861 to 15.000
15.000 to 50.000
50.001 to 100.000

0.000 to 0.483
0.484 to 1.022
1.023 to 4.914
4.915 to 8.860
8.861 to 15.000
15.000 to 50.000
50.001 to 100.000

0.000 to 0.483
0.484 to 1.022
1.023 t0 4.914
4.915 to 8.860
8.861 to 15.000
15.000 to 50.000
50.001 to 100.000

Exposure
at default
HK$m

477,242
103,963
79,696
12,340
8,265

8

2,236

683,750

149,619
23,472
29,310

5,334
1,396
2,246

353

211,730

36,584
5,909
8,148

676
451
265
366

52,399

663,445
133,344
117,154
18,350
10,112
2,519
2,955

947,879
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4 Credit risk under the internal ratings-based approach (continued)

d Risk assessment for exposures under IRB approach (continued)

Exposure-
weighted
average
PD

%

0.14
0.68
1.91
5.06
12.90
30.15
100.00

0.13
0.68
2.14
6.70
11.52
21.47
90.07

0.17
0.69
2.83
6.83
11.43
24.65
99.95

0.14
0.68
2.03
5.60
12.64
21.83
98.81

Exposure-
weighted
average
LGD

%

11.6
159
10.3
10.4
11.3
10.0
15.3

101.7
97.8
95.8
96.0
97.9
93.9
92.9

132
19.4
39.7
81.7
75.3
85.6
71.1

32.0
30.5
33.7
379
26.1
92.8
31.5

Exposure-
weighted
average
risk-weight
%

17
20
37
60
62

29
67
149
209
261
77

16
57
133
141
212

19
35
73
84
256

RWAs
HK$m

27,698
17,448
16,286
4,555
4,950

70,942

11,643
6,916
19,556
7,940
2,911
5,871
272

55,109

2,400
947
4,655
900
633
563

1

10,099

41,741
25,311
40,497
13,395
8,494
6,439
273

136,150



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Supplementary Notes on the Financial Statements (unaudited) (continued)

4 Credit risk under the internal ratings-based approach (continued)

d Risk assessment for exposures under IRB approach (continued)

(4

Undrawn commitments

The following table shows the amount of undrawn commitments and exposure-weighted average EAD for
corporate, sovereign and bank exposures:

At 31 December 2015 At 31 December 2014
Exposure- Exposure-
Undrawn weighted Undrawn weighted
commitments average EAD commitments average EAD
HK$m HK$m HK$m HK$m
COrporate EXPOSUIES .....cveverrerreereeneerereeesenseseeaeeeenns 1,165,206 321,725 989,449 274,491
SOVEIeiZN EXPOSUIES ...eveeveereenreierrieiieienrereseeeeeeenns 1,377 410 964 285
Bank eXpoSUIES ........coevveuerieirienieinieenieieieneee e 38,540 8,415 17,108 2,892
1,205,123 330,550 1,007,521 277,668

IRB expected loss and impairment charges

The following table compares actual outcomes for the year against the risk elements estimated at the beginning of
the year.

PD LGD EAD

Actual Projected Actual Projected Actual Projected
% % % % % %

At 31 December 2015
0.00 0.23 0.00 35.69 0.00 100.18
0.00 0.61 0.00 36.05 0.00 98.98
0.48 0.93 37.75 43.60 61.29 67.82
0.71 0.89 8.02 14.60 97.01 113.03
0.44 0.68 81.93 92.05 82.89 84.85
1.22 1.40 41.74 56.58 82.13 98.72

At 31 December 2014
SOVEICIZN ..t 0.00 0.26 0.00 44.27 0.00 100.12
Bank ......... 0.00 0.81 0.00 30.24 0.00 96.86
Corporate .. 0.45 0.97 17.20 42.69 53.34 67.43
Residential mortgages ...... 0.74 091 9.54 13.34 92.86 112.17
Qualifying revolving retail ................... 0.45 0.66 80.49 85.87 87.67 90.02
Other retail ..........cccocovvecinnniciins 1.28 1.55 57.16 72.14 69.48 88.28

The difference between actual PD and projected PD is driven by the difference in the time horizon used to
calculate actual and estimated default rates. The actual default rate represents the actual number of borrower or
account defaults during the year, whereas the projected PD is based on internally developed models built on long-
run default experience.

The group measures actual LGD by calculating the economic loss incurred by the defaults, whereas projected
LGD is based on an internally developed model built on loss experience in downturn conditions and applied with
the relevant regulatory floors as appropriate. For wholesale classes, due to the different calculation methodologies
and the portfolio mix between the default population and the overall book, actual and projected results can differ.
In general, the projected LGD was more conservative than actual LGD across asset classes.

The group measures actual EAD by comparing the realised credit exposure of the defaulted counterparties in 2014
against the limits one year prior to default. The projected EAD is based on an internally developed model built on
long run default experience.
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4 Credit risk under the internal ratings-based approach (continued)

e IRB expected loss and impairment charges (continued)

The following table sets out, for each IRB exposure class, the expected loss (EL) and the actual loss experience
reflected in impairment charges. EL is the estimated loss likely to be incurred arising from the potential default of
the obligator in respect of the exposure over a one-year period. Impairment charges are the net charge for actual
losses for each IRB class made during the year.

As at 31 December 2015 As at 31 December 2014
Impairment Impairment
Expected charge for Expected charge for
loss at 1 Jan the year loss at 1 Jan the year
HKS$m HK$m HKS$m HK$m
502 - 462 _
677 - 698 -
COTPOTALE ..ot 12,698 2,551 10,848 2,315
Residential mOrtgages .........coceevevveveeneenienerenereeens 877 (55) 890 -
Qualifying revolving retail 2,203 854 1,622 722
Other retail ..o 505 199 500 177
17,462 3,549 15,020 3,214

The movement of impairment charges in 2015 is immaterial. It should be noted that impairment charges and EL
are measured using different methodologies which are not directly comparable. In general, EL is greater than
impairment charges for each IRB class. The limitation arises from the fundamental differences in the definition of
‘loss’ under the accounting standards which determine impairment charges by reflecting the current circumstances
and specific cashflow expectations of a customer, and the Basel framework which determines the regulatory EL
calculation on a forward looking basis using modelled estimates.

5 Credit risk under the standardised (credit risk) approach

a  Application of the standardised approach

The standardised (credit risk) approach is applied where exposures do not qualify for use of an IRB approach
and/or where an exemption from IRB has been granted. The standardised (credit risk) approach requires banks to
use risk assessments prepared by External Credit Assessment Institutions (‘ECAI’) to determine the risk
weightings applied to rated counterparties.

ECAI risk assessments are used within the group as part of the determination of risk weightings for the following
classes of exposure:

e Public sector entity exposures;
e Bank or corporate exposures (those without an internal CRR); and
e Collective investment scheme exposures.

The group uses external credit ratings from the following ECAIs:

e Fitch Ratings;
e Moody’s Investors Service; and
e Standard & Poor’s Ratings Services.

The group determines ECALI issuer ratings or ECAI issue-specific ratings in the banking book in a process
consistent with Part 4 of the Banking (Capital) Rules.

All other exposure classes are assigned risk weightings as prescribed in the HKMA’s Banking (Capital) Rules.
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BANKING CORPORATION LIMITED

THE HONGKONG AND SHANGHAI

Supplementary Notes on the Financial Statements (unaudited) (continued)
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Supplementary Notes on the Financial Statements (unaudited) (continued)

6 Counterparty credit risk-related exposures

a

Counterparty credit risk arises from securities financing transactions and derivative contracts. It is calculated in
both the trading and non-trading books, and is the risk that a counterparty to a transaction may default before
completing the satisfactory settlement of the transaction. Following the implementation of Basel III on 1 January
2013, changes have been introduced to the capital treatment of counterparty credit risk exposures, which expanded
the scope of transactions for which counterparty credit risk needs to be considered as well as amending the capital
calculation.

In respect of the group’s counterparty credit risk exposures arising from these transactions, all credit limits are
established in advance of transactions. Credit and settlement risk is captured, monitored and reported in
accordance with group risk methodologies. Credit exposures are divided into two categories: (1) exposure
measures in book or market value terms depending on the product involved; and (2) exposure measures on the
basis of 95 percentile potential worst case loss estimates. These methods of calculating credit exposure apply to all
counterparties and differences in credit quality are reflected in the size of the limits.

The group adopts the current exposure method to determine its exposures to counterparty credit risk to OTC
derivative transactions and credit derivative contracts.

Collateral arrangements

The policy for secured collateral on derivatives is guided by the group’s internal Best Practice Guidelines ensuring
that the due diligence necessary to understand the effectiveness of netting and collateralisation by jurisdiction,
counterparty, product and agreement type is assessed and that due-diligence standards are consistently applied.

Credit ratings downgrade

The credit ratings downgrade language in a Master Agreement or Credit Support Annexes defines the series of
events that are triggered if the credit rating of the affected party falls below a specified level. The group presently
produces a report which identifies the additional collateral requirements where credit ratings downgrade language
affects the threshold levels within a collateral agreement.

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

Wrong-way risk

Wrong-way risk occurs when a counterparty’s exposures are adversely correlated with its credit quality. There are
two types of wrong-way risk.

e General wrong-way risk occurs when the probability of counterparty default is positively correlated with
general risk factors such as where the counterparty is resident and/or incorporated in a higher-risk country and
seeks to sell a non-domestic currency in exchange for its home currency.

e Specific wrong-way risk occurs when the exposure to a particular counterparty is positively correlated with the
probability of counterparty default such as a reverse repo on the counterparty’s own bonds. Group policy sets
out that specific wrong-way transactions are approved on a case by case basis.

We use a range of tools to monitor and control wrong-way risk, including requiring the business to obtain prior
approval before undertaking wrong-way risk transactions outside pre-agreed guidelines. The regional Traded Risk
functions are responsible for the control and the monitoring process. This includes the monthly submission of
wrong-way risk information to Group Risk and the Global Market Risk Management Committee.
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6 Counterparty credit risk-related exposures (continued)

b Counterparty credit risk exposures under the advanced internal ratings-based approach
As at 31 December 2015 As at 31 December 2014
Securities Securities
Derivative financing Derivative financing
Contracts™ transactions Contracts™ transactions
HK$m HKS$m HK$m HK$m
Gross total positive fair value ..........cccoeevvevvreeviennenns 415,871 - 368,959 -
Default risk exposures, net of bilateral netting 300,233 58,137 313,459 28,496
Recognised collateral held by type:
DeEbt SECUITLIES .vuvvveveeeeieceececicicicicierereieeeeeseseseseeene 5,327 188,717 9,054 231,160
Others .....cceueeeueiiieieieeec et 26,419 121,637 28,315 66,390
31,746 310,354 37,369 297,550
Default risk exposures, net of recognised collateral
REA? oo 300,233 58,137 313,459 28,496
Risk-weighted amounts ..........cccoeceeveveneneniencneens 94,778 4,914 111,046 2,755
1 The recognised collateral is netted against the default risk exposure for securities financing transactions with or without a netting

agreement in place.

2 For OTC and credit derivative contracts, the recognised collateral is reflected in the LGD.

3 The HKMA issued a circular on 6 August 2015 requiring exposures to central counterparties to be included in the general
disclosures of counterparty credit risk related exposures under section 80 and disclosures of credit risk mitigation under section

81 of Banking (Disclosure) Rules. The relevant exposures for the year ended 31 December 2015 have been disclosed accordingly.
Comparatives have not been restated.

¢ Counterparty credit risk exposures under the standardised (credit risk) approach

As at 31 December 2015 As at 31 December 2014
Securities Securities
Derivative financing Derivative financing
contracts transactions' contracts transactions'
HK$m HK$m HKS$m HK$m
Gross total positive fair value ..........cccoeevevereeviennnnns 8,113 - 7,717 -
Default risk exposures, net of bilateral netting 10,978 189 11,876 206
Recognised collateral held by type:
Debt SECUIEIES ....c.oovevieiiiciiiiieiciccteccccecce — 187 492 -
OthETS .ottt 1,497 2,943 2,373 2,036
1,497 3,130 2,865 2,036
Default risk exposures, net of recognised collateral
REIA" oo 10,978 189 11,876 206
Risk-weighted amounts ..........ccceceeveevenenenienineenne 4,820 183 6,212 194
1 The recognised collateral is netted against the default risk exposure for securities financing transactions with or without netting

agreement in place.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Supplementary Notes on the Financial Statements (unaudited) (continued)

6 Counterparty credit risk-related exposures (continued)

d  Major classes of exposures under the advanced internal ratings-based approach by counterparty type

As at 31 December 2015 As at 31 December 2014
Securities Securities
Derivative financing Derivative financing
Contracts™ transactions Contracts™* transactions
HKS$m HKS$m HK$m HK$m
Notional amounts:
SOVETCIZNS ..ottt 842,106 30,554 491,546 16,249
BanKs .....coeniiiiii e 28,342,977 325,342 21,996,213 228,089
COTPOTALES ...ttt 2,414,422 7,192 3,200,707 67,155
31,599,505 363,088 25,688,466 311,493
Default risk exposures'
SOVETCIZNS ...euveviieieiirieieienieeeieie ettt 6,291 23,906 5,526 12,993
Banks ..o 213,469 33,215 204,644 13,133
COTPOTALES ...ttt 80,473 1,016 103,289 2,370
300,233 58,137 313,459 28,496
Risk-weighted amounts
SOVEICIZNS ..evveeveenieieiieiieiieriesiesie sttt eeenee 1,807 1,039 1,089 1,384
Banks ......coooiiii 42,078 3,361 48,792 879
COTPOTALES ..vevveeeeieneenieeeeieeie ettt eeeenee e 50,893 514 61,165 492
94,778 4,914 111,046 2,755
1 The recognised collateral is netted against the default risk exposure for securities financing transactions with or without a netting

agreement in place.

2 For OTC and credit derivative contracts, the recognised collateral is reflected in the LGD.

3 The HKMA issued a circular on 6 August 2015 requiring exposures to central counterparties to be included in the general
disclosures of counterparty credit risk related exposures under section 80 and disclosures of credit risk mitigation under section
81 of the Banking (Disclosure) Rules. The relevant exposures for the year ended 31 December 2015 have been disclosed

accordingly. Comparatives have not been restated.

e  Major classes of exposures under the standardised (credit risk) approach by counterparty type

As at 31 December 2015

As at 31 December 2014

Securities Securities

Derivative financing Derivative financing

contracts Transactions' contracts Transactions'

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

Notional amounts:

Public sector entities ... 151,779 249 147,764 1,431

Banks .................. 5,270 — 3,991 -

COTPOTALES ..vevveeeieneeiieieeieeie ettt eeeeneeeenee 89,808 838 136,516 673

246,857 1,087 288,271 2,104

Default risk exposures .............cccccoeverenenienenneenne 10,978 189 11,876 206

Risk-weighted amounts .................ccccocevinvnvnennn. 4,820 183 6,212 194
1 The recognised collateral is netted against the default risk exposure for securities financing transactions with or without netting

agreement in place.
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6 Counterparty credit risk-related exposures (continued)

f  Risk exposures to derivative transactions

Contract Risk-weighted
Amount' amount' Fair value'
HKS$m HKS$m HKS$m
At 31 December 2015
Exchange rate contracts
FOIWArdS ...vooviivieeieieiecc ettt 10,891,177 27,480 36,767
Options purchased .. . 486,589 18,613 10,858
SWAPS vttt ettt sttt ettt sttt ene 3,516,493 30,446 37,806
14,894,259 76,539 85,431
Interest rate contracts
FOIWAIAS ..ocvviiiiiiieeiiceee ettt eve e 978,256 9 109
Options Purchased .........coceeeerierierenierieeeese e 271,366 1,691 1,708
SWAPS evevenieeieietetertes et et e e ste e se st e e se s et e se e ese e esesbe st senseneesennene 14,634,307 12,722 25,799
15,883,929 14,422 27,616
Credit derivative contracts...............cccoeevevieeiieiieieeceeeeeeeeeens 431,097 1,419 330
Other OTC derivative contracts..................cccoeoeeeeiiieeieeecneeens 637,077 7,218 15,232
31,846,362 99,598 128,609
At 31 December 2014
Exchange rate contracts
FOIWALAS ....ovivieeieeciecee et 8,920,165 24,204 44,347
Options purchased ..........c.coeeveereineniiinieieeeeee e 707,251 20,469 9,230
SWAPS vttt ettt sttt ettt sttt ene 3,433,804 34,833 38,537
13,061,220 79,506 92,114
Interest rate contracts
FOrWAIAS ....ooovviiiiiiee e 394,241 104 15
Options purchased ..........c.coeeeeereirenienieineeeeeee e 136,598 866 1,209
SWAPS vttt ettt sttt ettt b ettt ene 11,240,845 25,545 23,197
11,771,684 26,515 24,421
Credit derivative CONIACES .........ccoeeuvevreeiieiieeeeereereeere v e 262,200 1,434 246
Other OTC derivative CONLIACTS .......cccveeeeiveeeeieeeeiieeeeeeeeereeeereeeenns 881,633 9,803 15,590
25,976,737 117,258 132,371

The above table is compiled in accordance with the ‘Capital Adequacy Ratio’ return submitted to the HKMA. This
return is prepared using a consolidated basis as specified by the HKMA under the requirements of section 3C of
the Banking (Capital) Rules. This consolidation basis is different from the group’s basis of consolidation for
accounting purposes, as explained in note 20. Therefore, the contract amounts shown in the above table are
different from those disclosed in note 12 of the Annual Report and Accounts 2015.

The fair values are calculated after taking into account the effect of valid bilateral netting agreements amounting to

HKS$295,375m (2014: HK$244,305m)".

1 The Hong Kong Monetary Authority issued a circular on 6 August 2015 requiring exposures to central counterparties to be
included in the general disclosures of counterparty credit risk related exposures under section 80 and disclosures of credit risk
mitigation under section 81 of Banking (Disclosure) Rules. The relevant exposures for the year ended 31 December 2015 have

been disclosed accordingly. Comparatives have not been restated.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Supplementary Notes on the Financial Statements (unaudited) (continued)

6 Counterparty credit risk-related exposures (continued)

g Contract amounts of credit derivative contracts which create exposure to counterparty credit risk

At 31 December

2015 2014
HKS$m HK$m
Used for credit portfolio
Credit default swaps
Protection bought .. 3,372 7,040
ProteCtion SOLA ......couiviieuieieieieeteee ettt sttt b ettt et n et e e bt e ene s - -
Total return swaps
Protection DOUZNE ........coiiiiiiieieceeee ettt st - 7,917
ProteCtion SOLA ......couiviieuiiieieieetee ettt sttt et b ettt et n et e it b e eneeneen - -
3,372 14,957
Used for intermediation activities
Credit default swaps
Protection BOUGNT .........couiiiiiiiiii et 210,135 116,473
ProteCtion SOIA ........ocuiiiiiiiiiieeie ettt sae et e st eeta e e e b e sbeenbeebeenteeenea e 211,095 121,562
Total return swaps
Protection DOUZNE ........coiiiiiieieee ettt st 6,495 9,208
ProteCtion SOLA ......oouiiiieuieiieieseetee ettt ettt sa ettt et n et e e b e ene s - -
427,725 247,243
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7 Credit risk mitigation

The group grants credit facilities on the basis of capacity to repay, rather than place primary reliance on credit risk
mitigation. Depending on a customer’s standing and the type of product, unsecured facilities may be provided. The
mitigation of credit risk is nevertheless a key aspect of effective risk management. By consideration of type,
jurisdiction and geographical location of the credit risk mitigation held, there is no material concentration.

The group’s general policy is to promote the use of credit risk mitigation, justified by commercial prudence and good
practice as well as capital efficiency. Specific, detailed policies cover the acceptability, structuring and terms of
various types of business with regard to the availability of credit risk mitigation, for example in the form of collateral
security. These policies, together with the determination of suitable valuation parameters, are subject to regular review
to ensure that they are supported by empirical evidence and continue to fulfil their intended purpose.

The most common method of mitigating credit risk is to take collateral. The main types of recognised collateral taken
by the group are those as stated in section 77 of the Banking (Capital) Rules, including (but not limited to) cash on
deposit, a mortgage over property, a charge over business assets, guarantees, equities (including convertible bonds)
included in any main indices, units or shares in collective investment schemes and various recognised debt securities.

In accordance with sections 98 and 99 of the Banking (Capital) Rules, certain guarantees and credit derivative
contracts are recognised for credit risk mitigation purposes. The main types of guarantees are from sovereigns,
corporates and banks. The credit mitigating effect of recognised guarantees is grounded on empirical evidence of loss
recovery experiences regionally. Exposures related to sovereign and bank guarantees are managed by central teams in
HSBC Group Head Office in London.

Trading facilities are often supported by charges over financial instruments such as cash, debt securities and equities.
Netting is extensively used and is a prominent feature of market standard documentation. Techniques such as credit
default swaps, structured credit notes and securitisation structures can be deployed to actively manage the credit risk of
the portfolios. The credit and market risk concentrations within the credit risk mitigants (recognised collateral, netting,
guarantees and credit derivative contracts) used by the group are not considered to be material.

The group’s policy stipulates that netting should only be applied where there is a legal right to do so. Under section
209 of the Banking (Capital) Rules, recognised netting is defined as any netting done pursuant to a valid bilateral
netting arrangement. Consistent with the Banking (Capital) Rules, only bilateral netting arrangements are eligible to
net amounts owed by the group for capital adequacy purposes.

The group has in place specific policies with respect to the valuation and re-valuation of credit risk mitigants. The
primary objective of these policies is to monitor and ensure that the respective mitigants will provide the secure
repayment source as anticipated at the time they were taken. Where collateral is subject to high volatility, valuation is
frequent; where stable, less so. Policies in respect of credit mitigants underlying past due accounts are more stringent
and call for more frequent monitoring and valuation.

In terms of their application within an IRB approach risk mitigants are considered in two broad categories: 1) those
which reduce the intrinsic probability of default of a borrower and therefore are accounted for with adjustments to PD
estimation; 2) those which affect the estimated recoverability of obligations and are accounted for with adjustments of
LGD or, in certain circumstances, EAD.

The adjustment of PD estimation is also subject to supplementary methodologies in respect of a ‘sovereign floor’,
constraining the risk ratings assigned to borrowers in countries of higher risk, and partial parental support.

LGD and EAD values, in the case of individually assessed exposures, are determined by reference to internal risk
parameters based on the nature of the exposure, subject to the relevant regulatory requirements and floors. For retail
portfolios, credit mitigation data is incorporated into the internal risk parameters and fed into the calculation of the EL
band summarising both customer delinquency and product or facility risk.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Supplementary Notes on the Financial Statements (unaudited) (continued)

8 Asset securitisation

Group securitisation strategy

The group’s strategy is to use securitisations to meet its needs for aggregate funding or capital management, to the
extent that market, regulatory treatments and other conditions are suitable, and for customer facilitation.

Group securitisation roles
The roles played by the group in the securitisation process are as follows:

e Investor: where the group invests in a securitisation transaction directly, or provides derivatives or liquidity
facilities to a securitisation;

e Originator: where the group originates the assets being securitised, either directly or indirectly; and

e Sponsor: in relation to an asset-backed commercial paper (‘ABCP’) programme, or a programme with similar
features, where the group establishes and manages a securitisation programme that purchases exposures from third
parties.

The group as investor

The group has exposure to third-party securitisations, including re-securitisation positions, in the form of investments,
liquidity facilities and as a derivative counterparty. The majority of the group’s securitisation positions are held as part
of its investment portfolios in the banking book. The group also holds securitisation positions occasionally to generate
trading profits. The credit and market risks of securitisation positions are monitored and managed along with their
respective business portfolios. Factors such as the estimated future cash flows on underlying pools of collateral,
including prepayment speeds, and whether historical performance remains representative of current economic and
credit conditions, are considered in assessing impairment of these positions.

The group as originator

The group securitises customer loans and advances that it originated using special purpose entities (‘SPEs’) to
diversify its sources of funding for asset origination, and for capital efficiency purposes. In such cases, the group
transfers the loans and advances to the SPEs for cash, and the SPEs issue debt securities to investors to fund the cash
purchases. The group may also act as a derivative counterparty or provide a guarantee. Credit enhancements to the
underlying assets may be used to obtain investment grade ratings on the senior debt issued by the SPEs. The group
currently consolidates these securitisations for accounting purposes. The group did not use any SPEs to securitise
exposures acquired from third parties during the year (2014: none). The group’s policy on credit risk mitigation to
mitigate the risks of securitisation exposures retained is the same as that for non-securitisation exposures, as set out in
note 7.

In addition, the group uses SPEs to mitigate the capital absorbed by some of the customer loans and advances it has
originated. Credit derivatives are used to transfer the credit risk associated with such customer loans and advances to
an SPE, using securitisations commonly known as synthetic securitisations, by which the SPEs write credit default
swap protection to the group. These SPEs are consolidated for accounting purposes when the group is exposed to the
majority of risks and rewards of ownership. The group did not originate any synthetic securitisations during the year
(2014: none).

The group as sponsor

There were no outstanding underlying exposures in securitisation transactions where the group acted as a sponsor
(2014: none).
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8 Asset securitisation (continued)
Valuation of securitisation positions

The group’s banking and trading book investments in securitisation exposures, including re-securitisation exposures,
are valued according to their accounting classification. Valuation methods include, but are not limited to, quotations
from third parties, observed trade levels and calibrated valuations from market standard models. The principal
assumptions to determine fair value are based on benchmark information about prepayment speeds, default rates, loss
severities and the historical performance of the underlying assets. This process did not change in 2015.

Securitisation activities in 2015

As an investor, the group’s securitisation activities in 2015 mainly consisted of changes to the existing portfolio mix in
the normal course of business. There was no transfer of securitisation exposures between the banking book and trading
book during the year (2014: none).

As an originator, the group transferred and securitised HK$1,589m of corporate loans in the banking book into a new
SPE which the group consolidates in 2015 (2014: none). The group did not securitise any residential mortgages in the
banking book (2014: HK$17,169m). There were no gains or losses recognised (2014: none).

Securitisation accounting treatment

For accounting purposes, the group consolidates SPEs when the substance of the relationship indicates that it controls
them. In assessing control, all relevant factors are considered, including qualitative and quantitative aspects. The group
reassesses the required consolidation whenever there is a change in the substance of the relationship between the group
and an SPE, for example, when the nature of its involvement or the governing rules, contractual arrangements or
capital structure of the SPE change.

For securitisation transactions originated, the transfer of assets to an SPE may give rise to full or partial derecognition
of the financial assets concerned. Only in the event that derecognition is achieved are sales and any resultant gains on
sales recognised in the financial statements.

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.

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 on the balance sheet to the extent of the group’s continuing involvement.

The rights and obligations that the group retains from its continuing involvement in securitisations are initially
recorded as an allocation of the fair value of the financial asset between the part that is derecognised and the part that
continues to be recognised on the date of transfer.

When the group has contractual arrangements that could require it to provide financial support for the underlying
exposures that have been securitised, these are recognised following the accounting policies as set out in the group’s
Annual Report and Accounts.

Securitisation regulatory capital approaches

The group uses the internal ratings-based (securitisation) approach to calculate the credit risk for its securitisation
exposures in the banking book. Securitisation positions in the trading book are treated under the standardised (market
risk) approach, which calculates the market risk capital charge for specific risk interest rate exposures using the same
methodology as the internal ratings-based (securitisation) approach.

The group uses Standard & Poor’s Rating Services, Moody’s Investors Service and Fitch Ratings as the ECAIs for
each and all classes of securitisation exposures.
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Supplementary Notes on the Financial Statements (unaudited) (continued)

8 Asset securitisation (continued)

a  Securitisation transactions — underlying exposures and impairment

At 31 December

2015 2014
HK$m HK$m
As originator
Traditional securitisations:
Residential MOItZage 10ANS ........cc.evuiiirieiiiieere ettt eees 15,910 24,565
15,910 24,565

As at 31 December 2015, there were securitised impaired or overdue residential mortgage loans of HK$380m
(2014: HK$548m) and there were no losses recognised during the year (2014: none).

The group does not report any amounts under the internal ratings-based (securitisation) approach or the
standardised (market risk) approach for these securitisation exposures as they do not fall within the scope of
$229(1) of the Banking (Capital) Rules. The related credit risk has been calculated using the same approach as
other non-securitisation exposures. The capital requirements and the amounts deducted from capital under the
internal ratings-based (securitisation) approach are therefore nil.

b Securitisation exposures — by exposure type

At 31 December 2015 At 31 December 2014
Banking Trading Banking Trading
book book Total book book Total
On-balance sheet exposures HK$m HK$m HK$m HK$m HK$m HK$m
As investor
Residential mortgage loans .................... 276 6 282 646 7 653
Student loans..........cccoeeveverinvieneiee, - - - 26 - 26
Commercial mortgage loans ................... 445 - 445 453 - 453
Loans and receivables..........coceevereniennene 540 - 540 686 - 686
AULO 10ANS.....ccvieiieiieieeeieee e 5,354 - 5,354 3,078 - 3,078
Others ....coovvuciiiriiciiccccceeee - - - 122 451 573
6,615 6 6,621 5,011 458 5,469
Off-balance sheet exposures
As investor
Commercial mortgage loans ................... 608 - 608 679 - 679
Loans and receivables...........ccccccceevnneee. 46 - 46 61 - 61
654 - 654 740 - 740
7,269 6 7,275 5,751 458 6,209
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8 Asset securitisation (continued)

¢ Securitisation exposures — by risk-weight bands

Securitisation exposures Capital requirements
Banking Trading Total Banking Trading Total
book book book book
HKS$Sm HKS$m HKS$Sm HKS$m HKS$Sm HKS$m
At 31 December 2015
As investor
Securitisations
- less than or equal to 10% ......cccoueunneee. 1,718 - 1,718 11 - 11
- greater than 10% and less than
or equal t0 20% ...coeevveiriieieeee 388 - 388 7 - 7
- greater than 20% and less than
or equal to 50% ...cccevevirieieieereeee - - - - - -
- greater than 50% and less than
or equal to 100% .....cccoeveueiniriecinnne 5,163 - 5,163 438 - 438
- greater than 100% and less than
or equal to 650% .....ccoeveririeireieene - - - - - -
- greater than 650% and less than 1,250%
= 1,250% oo - 6 6 - 6 6
Re-securitisations
= 1,250%. 0. - - - - - -
7,269 6 7,275 456 6 462
At 31 December 2014
As investor
Securitisations
- less than or equal to 10% ........ccoeeuenneee. 1,430 451 1,881 9 3 12
- greater than 10% and less than
or equal to 20%0 ...cccevveririeieieieeeee 622 - 622 9 - 9
- greater than 20% and less than
or equal to 50% ...ccccevveiiinieinieee - - - - - -
- greater than 50% and less than
or equal to 100% .....cccoeueveinirieicinnne 3,673 - 3,673 311 - 311
- greater than 100% and less than
or equal to 650% ...cceverieieiiieieeiee - - - - - -
- greater than 650% and less than 1,250% - - - - - -
= 1,250% e 19 7 26 20 7 27
5,744 458 6,202 349 10 359
Re-securitisations
= 1,250%. . 7 - 7 7 - 7
5,751 458 6,209 356 10 366

Securitisation exposures are presented as the principal amount net of specific provision or partial write-offs.
Capital requirements mean the amount of capital required to be held for that risk based on the risk-weighted
amount for that risk multiplied by 8%.

d Securitisation exposures deducted from capital

There were no securitisation exposures deducted from capital (2014: none).

There were no credit-enhancing interest-only strips and other exposures that have been allocated a risk-weight of
1,250% by the group (2014: none).
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8 Asset securitisation (continued)

e Other disclosures

(1) There were no securitisation transactions that were subject to an early amortisation provision in which the
group was the originating institution (2014: none).

(i1) There were no securitisation transactions under the internal ratings-based (securitisation) approach which were
covered by recognised guarantees or recognised credit derivative contracts during the year (2014: none). There
were no re-securitisation exposures to which credit risk mitigation or guarantees were applied (2014: none).

(iii) There were no affiliates within the meaning of section 35 of the Banking (Capital) Rules that the group
managed or advised, which invested in the securitisation exposures issued by (i) the group; or (ii) the SPEs of
which the group was a sponsor. (2014: none)

(iv) At 31 December 2015, there was no corporate loan exposure in the banking book held by the group with the
intention of transferring into a securitisation transaction (2014: HK$1,589m).

9 Market risk

Market risk is the risk that movements in market factors, including foreign exchange rates, interest rates, credit spreads
or equity and commodity prices will result in profits or losses to the group. The group uses an internal models
approach to calculate its general market risk for the risk categories of interest rate and foreign exchange (including
gold) exposures, and equity exposures. The group also uses an internal models approach to calculate its market risk in
respect of specific risk for interest rate exposures and equity exposures. The group uses the standardised approach for
calculating other market risk positions as well as trading book securitisation exposures.

The group’s market risk capital requirement under the internal models approach uses Value at Risk (‘VaR’), stressed
VaR and an incremental risk charge. The comprehensive risk charge is not used by the group.

Market risk capital requirement
At 31 December

2015 2014
HKS$m HKS$m
Under the standardised (market risk) approach
Commodity exposures 1 -
Equity eXposures ......c...coeeeereenne 25 10
Interest rate eXpoSures- NON-SECUIITISALIONS .....ecvervieureierierteetieeeeeeeteeeetesteseeeneeseetesseesesteseeeneeneensessenees - -
Interest rate eXpoSUres- SECUTItISALIONS ......eververuerueeieieterteeteeteeieeteeee e steeeeeneesenaensestesbeeseeneennesesaeens 6 10
Under the internal models approach
VAR b b ettt bbbkttt b ettt ee 1,096 1,449
SEEESSEA VAR ....eiiiiieiicciieceee ettt ettt e et et eebe e beesteestaessaeesseesseesbeesbeenbeebeeeseeenseenneeneennns 2,292 2,413
Incremental TiSK ChATZE ......co.eoieuiriiiriiieiic ettt st 3,722 6,045
Add-ons for interest rate . 282 696
Add-0NS TOT BQUILY ..euvetiiieiieiieieeteri ettt ettt sttt et e e sae st e ae e st et e st e tessesseeneeneensennenteane 700 833
Capital requirement for market FisK ...........c..coccooiiiiiniiiiic e 8,124 11,456

Capital requirement means the amount of regulatory capital which the group is required to hold for an exposure to a
relevant risk which, if multiplied by 12.5, becomes the risk-weighted amount of that exposure for that risk.
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9 MarKket risk (continued)
Methodology and Characteristics of Market Risk Models
VaR and stressed VaR models-

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

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

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

The historical simulation models used incorporate the following features:

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

e potential market movements utilised for VaR are calculated with reference to data from the past two years; and

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

VaR measures are calculated to a 99% confidence level and use a one-day holding period, whereas stressed VaR uses a
10-day holding period.

Historical, hypothetical and technical scenario stress testing is performed on positions on a weekly basis. Back-testing
of the interest rate, foreign exchange, equity and credit spread models uses actual and hypothetical profits and losses
from trading operations and compares these to overall VaR on a daily basis.

Our VaR model is designed to capture significant basis risks such as credit default swaps versus bond, asset swap
spreads and cross-currency basis. Other basis risks which are not completely covered in VaR, such as the Libor tenor
basis, Libor-OIS basis, dividend and correlation risks, are complemented by risk-not-in-VaR (‘RNIV”) calculations and
are integrated into the capital framework. These add-ons are calibrated at least as conservatively as comparable risk
factors under the internal models approach.

To enable group entities to aggregate and hold a risk-adjusted amount of capital resources appropriate to the group, all
entities with trading book portfolios have adopted the group’s VaR approach.

A comparison of the group’s trading VaR with the actual profit and loss during the year reveals no loss side back-
testing exceptions. For capital charge calculation purposes, the number of loss exceptions is accumulated on a 250
business day basis.

Incremental risk charge (‘IRC’)

The IRC measures the default and migration risk of issuers of traded instruments. It is computed using Monte-Carlo
simulation and employing a multi-factor Gaussian Copula model.

The IRC model is calibrated to the 99.9" percentile loss over a one-year capital horizon. Risk factors covered include
credit migration, default, product basis, concentration, hedge mismatch, recovery rate and liquidity.

Liquidity horizons are assessed based on a combination of factors including issuer type, currency and size of exposure,
and are floored to three months.

The IRC is a standalone charge generating no diversification benefit with other charges.

As part of normal model oversight, the IRC model is periodically recalibrated in order to continue accurately to
capture the risk profile in a stressed environment.
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9 MarKket risk (continued)

Analysis of VaR, stressed VaR and incremental risk charge measures

The group’s VaR for the positions covered by the internal models approach were as follows:

2015 2014

HKS$m HKS$m
Total
YEAL ©NIA. ..ttt ettt ettt ettt ettt et et e e beeseeaa e st e b e e heeteete e st e rb e b e eteeteereenbenseeteereereeseenean 93 177
AVEIAZE .ttt ettt h e bttt a e e b bt at ettt b e e bt et ettt st be s 137 138
IMEAXIITIUITY ..ottt ettt e eteeete e et e e e e eaaeesaeessee s e esseesseessseesseesseenseesseesseenseensaesssesssesnseenseennesnseensen 234 192
IMHTUITIUITE L.ttt ettt e e st e et et estess e st e besseeseessessasseaseeseeseeseessessasseaseessessesansenseaseessenean 80 76
Interest rate
Yearend .... . 71 153
Average ..... . 102 125
IMEAXTINIUITY .ottt ettt et et et e e st e et e eseesaessessesbesseesaessensanseeseeseesseseessessasseeseesaessensenseaseaseessennas 196 176
IMIIINIUITE ©oiie ettt et e et e et e et e esaeesaeesseesteesaessseesseesbeessaenseesseenseesaasssesssesnseenseenneenseensen 60 66
Foreign exchange
Y QAT N0 ..ottt ettt ettt ettt e ettt eeae et e e b e e te e be e taeeaaeeabe e be et beenbeenbeeabaeeseeenaeenneeneenneeneeten 40 30
AVEIAZE ..ttt ettt sh et h e a e e b bt a ettt bt bt a et et aesae et eanen 66 49
Maximum .. . 118 86
IMIIINIUITE ©oivcie ettt ettt e et e et eeaseesaeesaeesseesseesseessaeesseesbeesseenseesseenseesaasssesssesnneenseenneenseensen 31 17
Credit spread
VAL ©IIA. ..ttt ettt ettt ettt ettt et e b e beete e st et e b e teeteete e st e s b e b e eteeaeereenbenseeteereereeseenean 29 27
AVEIAZE ..ttt ettt h e bttt b a e e bt bt at ettt b e e bt ettt sae bt eanen 27 23
IMEAXIITIUITY ..ottt ettt et e e e aeeeaeeeseeesseeaeesseesseesaeesseessseesseesseesseesseessaenseesaessseesseenseenseesesnseensen 45 41
IMHTUITIUITE L.ttt ettt ettt e et teestess e st e besseeseessessasseaseeseeseeseessessanseessessessensanseaseeseesseneas 13 11
Equity
YEAL ©NIA. ..ttt ettt ettt ettt ettt et et e e beeseeaa e st e b e e heeteete e st e rb e b e eteeteereenbenseeteereereeseenean 23 28
Average . 17 18
IMIAXIINIUITE .ottt ettt ettt e e esaeeteeseeseesse st esbesseesaessensanseeseeseessesaessessaeseeseesaessensensenseeseessenean 30 31
IMIIINIUITE ©oiiciee ettt ettt e et e et eesseesseesaeesseesaeeseessaeesseesseessaenseesseenseesaasssesssesnseenseennennseensen 8 7

The above table is prepared in accordance with the basis of preparation used to calculate the group’s market risk
capital charge under the internal models approach. The preparation basis and the amounts shown are different from
those disclosed in the Risk Report of the Annual Report and Accounts 2015, which reflects the group’s trading VaR
within Global Markets where the management of market risk is principally undertaken.

The group’s stressed VaR for the positions covered by the internal models approach was as follows:

2015 2014

HKS$Sm HK$m

YAI €N ..o 671 800

Average ..... . 672 813

Maximum .. . 1,025 1,439

IMINIITIUITY ottt et sttt et bt s et s e et e s e snenenenn 361 545
The following table shows an analysis of the group’s incremental risk charge:

2015 2014

HKS$m HK$m

Y QAT EIIA ..ottt ettt et ettt ettt ettt e e a et e et et e bt beeeteeeateeateeateeteeeteeetteteenteenaeas 3,534 5,993

Average ..... . 4,976 6,668

Maximum .. . 7,382 8,169

IMIIINIUITE ..ottt ettt e et e et e eaeesaeesaeease e seessseesseesbeenseesseeseenseessassseenseenseenseessensaenseensnas 3,534 5,550
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10

Operational risk

11

The group uses the standardised (operational risk) approach to calculate its operational risk.

At 31 December

2015 2014
HKS$m HK$m
Capital requirement for Operational TiSK ..........c.oceoueiririiiniiinieiiee e 23,893 23,227

Capital requirement means an amount of regulatory capital which the group is required to hold for an exposure to a
relevant risk which, if multiplied by 12.5, becomes the risk-weighted amount of that exposure for that risk.

Equity exposures in the banking book

12

Investments in equity shares which are intended to be held on a continuing basis, but which are not investments in
associates, jointly controlled entities or subsidiaries, are classified as available-for-sale securities and are reported in
the balance sheet as financial investments. Available-for-sale securities are measured at fair value as described in
Notes 3(h) and (i) in the Annual Report and Accounts 2015. Included within this category are primarily investments
made by the group for strategic purposes, which are subject to additional internal procedures and approvals to ensure
that the investment is in accordance with the group’s and HSBC Group’s strategy and to ensure compliance with all
relevant regulatory and legal restrictions. In some cases, additional investments may be made later such that the
investee becomes an associate, jointly controlled entity or subsidiary, at which point the investment is reclassified in
accordance with the group’s accounting policies. In certain cases, some investments may be held for sale such that
their carrying amounts will be recovered principally through sale, they are available for sale in their present condition
and their sale is highly probable. These are reclassified and measured following the group’s accounting policies as
described in note 3(ad) in the Annual Report and Accounts 2015.

2015 2014

HKS$m HK$m

Realised gains from sales fOor the YEar ..........cccveiiiriiiriiiierce e 10,758 4,573
Unrealised gains included in reserves but not through the income statement .............cccecevererereeenen. 3,084 12,859

Interest rate exposures in the banking book

A principal part of our management of market risk in non-trading portfolios is to monitor the sensitivity of projected
net interest income at least quarterly under varying interest rate scenarios (simulation modelling). The group aims,
through its management of market risk in non-trading portfolios, to mitigate the effect of prospective interest rate
movements which could reduce future net interest income, while balancing the cost of such hedging activities on the
current net revenue stream.

For simulation modelling, our businesses use a combination of scenarios and assumptions relevant to them and local
markets as well as standard scenarios which are required throughout the HSBC Group. The standard scenarios are
consolidated to illustrate the combined pro forma effect on the group’s consolidated portfolio valuations and net
interest income.

The table below sets out the effect on future net interest income of an incremental 25 basis points parallel rise or fall in
all yield curves at the beginning of each quarter during the 12 months from 1 January. Assuming no management
actions, the sensitivity of projected net interest income is as follows:
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12 Interest rate exposures in the banking book (continued)

Change in projected net interest income arising from a shift in yield curves of:

2015

Projections

2016 Projections HK$m HKS$m

Singapore

Underlying Currency HK dollar  US dollar Renminbi dollar Others Total Total
+25 basis points at the beginning of

each quarter..........coceeeoinvieicincnnenns 1,719 1,780 407 379 2,002 6,287 5,384
-25 basis points at the beginning of

€ach qUArter........cccoovvvueerinnieiccrcrrne (5,042) 3,822) 497) (458) (1,246) (11,065) (8,681)

The sensitivity analysis is based on the simplified assumption that Balance Sheet Management positioning remains
unchanged. As the group is a deposit led bank our deposit taking businesses generally benefit from rising interest rates.
The main drivers of the year-on-year changes in the group's projected net interest income were due to higher implied
Hong Kong dollar and US dollar yield curves under a reducing interest rate scenario, wider margins in a rising interest
rate scenario and a decrease in the funding requirements of the trading book. Projected net interest income and its
associated sensitivity, as reflected in the table above, include the expense of internally funding trading assets, while the
related revenue is reported in ‘Net trading income’

The interest rate sensitivities set out in the table above are illustrative only and are based on simplified scenarios. The
figures represent the effect of the pro forma movements in net interest income based on the projected yield curve
scenarios and the group’s current interest rate risk profile. This effect, however, does not incorporate actions that
would be taken by Balance Sheet Management or in the business units to mitigate the effect of interest rate risk. In
practise, Balance Sheet Management seeks proactively to change the interest rate risk profile to minimise losses and
optimise net revenues. The projections above also assume that interest rates of all maturities move by the same amount
(although rates are not assumed to become negative in the falling rates scenario) and, therefore, do not reflect the
potential impact on net interest income of some rates changing while others remain unchanged. In addition, the
projections take account of the effect on net interest income of anticipated differences in changes between interbank
interest rates and interest rates linked to other bases (such as Central Bank rates, or product rates over which the entity
has discretion in terms of the timing and extent of rate changes). The projections make other simplifying assumptions,
including that contractually fixed term positions run to maturity, managed rate products and non-interest bearing
balances, such as interest free current accounts, are subject to interest rate risk behaviouralisation, and any material
effect from the extent to which movements in interest rates will alter the demand for the group’s products and how
customers’ behaviour may change with movements in interest rates, such as loan repayments are incorporated.

Projecting the movements in net interest income from prospective changes in interest rates is a complex interaction of
structural and managed exposures. The group’s exposure to the effect of movements in interest rates on its net interest
income arises in two main areas: savings and demand deposit accounts and Balance Sheet Management portfolios.

e The net interest income of savings and demand deposit accounts increases as interest rates rise and decreases as
interest rates fall. However, this risk is asymmetrical in a very low interest rate environment as there is limited
room to lower deposit pricing in the event of interest rate reductions.

e Interest rate risk is transferred from the commercial bank to Balance Sheet Management under our policy where
interest rate risk is managed within defined limits.
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Off-balance sheet exposures other than derivative transactions

14

Contract amounts

Direct credit SUDSHIEULES .....iccvieiiieeieeiieii et eee ettt e e e e aesaaeesbeebeeseeseesseeenneens

Transaction-related contingencies ..
Trade-related contingencies .........

Forward asset PUICRASES ..........ccuerieriiriieieieieiee ettt
Forward forward deposits Placed ...........oeoveierieriiriiieieeerese e
Commitments that are unconditionally cancellable without prior notice .............ccc.....
Commitments which have an original maturity of not more than one year ...................
Commitments which have an original maturity of more than one year .............ccccoeeene

Risk-weighted amOUNES .......cccveiiiiiiiiiiieieeee et

At 31 December

2015 2014
HKS$m HK$m
69,988 68,422
152,810 142,811
99,461 107,766
2,135 2,329
1,615 435
1,879,081 1,605,529
52,023 62,886
168,258 173,829
2,425,371 2,164,007
264,216 236,299

The table above gives the nominal contract amounts and risk-weighted amounts of contingent liabilities and
commitments. The information is consistent with that in the ‘Capital Adequacy Ratio’ return submitted to the HKMA
by the group. The return is prepared on a consolidated basis as specified by the HKMA under the requirement of

section 3C(1) of the Banking (Capital) Rules.

For accounting purposes, acceptances and endorsements are recognised on the balance sheet in ‘Other assets’ in
accordance with HKAS 39 ‘Financial Instruments: Recognition and Measurement’. For the purpose of the Banking
(Capital) Rules, acceptances and endorsements are included in the capital adequacy calculation as if they were

contingencies.

Loans and advances to customers by geographical area

Analysis of loans and advances to customers by geographical areas according to the location of counterparties, after

recognised risk transfer:

Rest of
Hong Kong Asia-Pacific Other Total
HK$m HKS$m HK$m HK$m
At 31 December 2015
Gross loans and advances to CUStOMETS ........c..cceevveeereerueernrennen. 1,371,783 1,194,267 207,769 2,773,819
At 31 December 2014
Gross loans and advances to CUStOMETS ...........cceeeevveeeeireeeeineenns 1,336,446 1,256,404 232,886 2,825,736
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15 Loans and advances to customers by industry sectors

The following analysis of the group’s loans and advances to customers is based on the categories contained in the
‘Quarterly Analysis of Loans and Advances and Provisions — (MA(BS)2A)’ return required to be submitted to the
HKMA by branches of the Bank and by banking subsidiaries in Hong Kong.

Gross advances Collateral and other security
at 31 December at 31 December
2015 2014 2015 2014
HKS$Sm HK$m HK$m HK$m
Gross loans and advances to customers
for use in Hong Kong
Industrial, commercial and financial
Property development ............ccoceverierieneneneneeeeeeee 87,696 90,524 34,282 24,370
Property investment .... 240,018 240,221 182,025 187,070
Financial concerns .. 55,658 39,510 36,968 19,944
Stockbrokers .................. s 6,685 7,527 1,133 1,773
Wholesale and retail trade ..........cccoovevveeieeiiieieeieeieeneen, 94,460 106,875 22,996 29,165
ManufaACIUIING .....ocvervireieieierieeieeeeeee e 47,486 50,755 12,720 13,523
Transport and transport qUIPMENt ..........cceevereevereervereenne 43,566 47,046 25,654 23,748
Recreational actiVities .........ccoeververerenieinerenenieeseeeeen 718 415 288 284
Information technology ..........ccovveievieneneninieieeeee 17,356 10,125 1,465 1,892
OFNETS ettt 108,466 112,466 51,096 38,285
702,109 705,464 368,627 340,054
Individuals
Advances for the purchase of flats under the Hong Kong
Government’s Home Ownership Scheme,
Private Sector Participation Scheme
and Tenants Purchase Scheme .............ccoecveveevvennienen. 27,702 26,671 27,702 26,671
Advances for the purchase of other residential properties . 413,768 378,992 413,753 378,992
Credit card adVances ..........ccocceeveeveeiieeeeceeeieecie e 55,353 53,499 - -
OFNETS ettt 74,999 64,523 38,043 31,547
571,822 523,685 479,498 437,210
Gross loans and advances to customers
for use in Hong Kong .......cccoeeveniniinincnciccne 1,273,931 1,229,149 848,125 777,264
Trade finance 166,107 161,250 34,697 32,260
Gross loans and advances to customers
for use outside Hong Kong..........cccoevvveneininncnncnns 1,333,781 1,435,337 473,317 522,027
Gross loans and advances to CUStOMETS ..........cccevveeveennnns 2,773,819 2,825,736 1,356,139 1,331,551

The categories of advances, and the relevant definitions, used by the HKMA differ from those used for internal
purposes by the HSBC Group as disclosed in note 15 on the financial statements in the Annual Reports and Accounts
2015.

The geographical information shown above has been classified by the location of the principal operations of the
subsidiary and by the location of the branch responsible for advancing the funds.

Collateral includes any tangible security that has a determinable fair market value and is readily marketable. This
includes (but is not limited to) cash and deposits, stocks and bonds, mortgages over properties and charges over other
fixed assets such as plant and equipment. Where collateral values are greater than gross advances, only the amount of
collateral up to the gross advance has been included.
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16 Mainland activities

The analysis of non-bank mainland exposures is based on the categories of non-bank counterparties and the type of
direct exposures defined by the HKMA under the Banking (Disclosure) Rules with reference to the HKMA’s ‘Return
of Mainland Activities’, which includes the mainland exposures extended by the Bank’s Hong Kong offices, mainland
China branches and wholly owned banking subsidiaries in mainland China.

The comparatives have been restated due to revised interpretation of HKMA requirement.

On-balance Off-balance Total
sheet exposure  sheet exposure exposures
HKS$m HK$m HK$m
At 31 December 2015
Types of Counterparties
1. Central government, central government-owned entities and their subsidiaries
and JoIint VENtUIES (“JVS™) .oouieiiiiiiiieieeiietee e e 191,692 10,303 201,995
2. Local governments, local government-owned entities and their subsidiaries and
TVS s 45,911 6,866 52,777
3. People’s Republic of China (‘PRC’) nationals residing in mainland China or
other entities incorporated in mainland China and their subsidiaries and JVs .... 221,513 27,012 248,525
4. Other entities of central government not reported in item 1 above .........c..c.c..... 10,317 763 11,080
5. Other entities of local governments not reported in item 2 above............c..c....... 6,736 1,125 7,861
6. PRC nationals residing outside mainland China or entities incorporated outside
mainland China where the credit is granted for use in mainland China.............. 73,418 7,644 81,062
7. Other counterparties where the exposures are considered by the reporting
institution to be non-bank mainland China €XpOSUres ............ccoceeeeeevereeneneenne 61,189 3,333 64,522
TOLAL ..o 610,776 57,046 667,822
Total assets after PrOVISION .......ccevirieierieriieere et 4,022,835
On-balance sheet exposures as percentages of total assets............ccoccevervecucceninnnee 15.18%
On-balance Off-balance Total
sheet exposure sheet exposure exposures
HK$m HK$m HK$m
At 31 December 2014
Types of Counterparties
1. Central government, central government-owned entities and their subsidiaries
and Joint VENtUIEs (‘JVS”) ..c.iveiririiirieirieie et 263,489 9,714 273,203
2. Local governments, local government-owned entities and their subsidiaries and
TVS s 66,103 6,009 72,112
3. PRC nationals residing in mainland China or other entities incorporated in
Mainland China and their subsidiaries and JVS ........c..ccoooeiviiiieiiieciiecceceee 209,951 22,896 232,847
4. Other entities of central government not reported in item 1 above ... 5,250 2,664 7,914
5. Other entities of local governments not reported in item 2 above...........ccc.c...... 1,091 2 1,093
6. PRC nationals residing outside mainland China or entities incorporated outside
mainland China where the credit is granted for use in mainland China.............. 76,295 11,214 87,509
7. Other counterparties where the exposures are considered by the reporting
institution to be non-bank mainland China €XpOSUres ............ccoceeeeeeeereenennenne 55,251 2,050 57,301
TOLAL ..o 677,430 54,549 731,979
Total assets after PrOVISION ......ccevirieieieriesere et 3,908,505
On-balance sheet exposures as percentages of total aSSets........coceoevereeererererrenine 17.33%
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17 International claims

The group’s country risk exposures in the table below are prepared in accordance with the HKMA’s ‘Return of
International Banking Statistics — (MA(BS)21)’ guidelines. International claims are on-balance sheet exposures to
counterparties based on the location of the counterparties after taking into account the transfer of risk, and represent
the sum of cross-border claims in all currencies and local claims in foreign currencies.

The table show claims on individual countries and territories or areas, after recognised risk transfer, amounting to not
less than 10% of the group’s total international claims.

Comparative figures for 2014 have not been provided as the current year is the first year of disclosure.

Non-bank
financial Non-financial

Banks Official sector institutions private sector Others Total
HKS$m HKS$m HKS$m HK$m HKS$m HKS$m

At 31 December 2015
Developed countries ..................... 461,536 503,088 154,330 239,419 - 1,358,373
of which: United States .............. 47,871 253,652 28,895 50,599 - 381,017
Offshore centres .............c............. 83,297 8,719 57,780 401,698 839 552,333
Developing Asia and Pacific ........ 398,275 89,010 41,544 386,748 177 915,754
of which: mainland China .......... 310,337 49,652 17,875 202,518 117 580,499

18 Foreign currency positions

The group had the following non-structural foreign currency positions that were not less than 10% of the net non-
structural positions in all foreign currencies in either year:

United
States Singapore Brunei

dollars dollars dollars Renminbi
At 31 December 2015
SPOL ASSEES .euveeieiieieteeieeieeite sttt sttt ettt ettt ne e 1,755,460 214,592 11,405 601,725
SPOt HHADIIIIES .eoveveeieviieiieieieiee e (1,886,435) (185,277) (15,168) (576,803)
Forward purchases .........ccccoeoeverieeneincinenierieeceeeeseee e 8,316,811 156,565 212 2,603,843
FOrward SAIES ........ccvuiiiieiieiieiieteete ettt (8,172,575) (182,482) (190) (2,628,291)
Net Options POSILIONS ...ecveveeeriereirieriieiieierieiereeeeeteeee e eeeeenes 5,232 9) — (3,170)
Net long (net short) position ..................ccoocooiiiiiiiiiiiis 18,493 3,389 (3,741) (2,696)
At 31 December 2014
SPOL ASSEES vvuvineeeirienieieienieteeeieeetesteeeteste e seneese st et eseneesesseseenennens 1,743,998 296,573 15,535 728,481
SPOt HADILIIES ...vevenieiiieieiieieicceee e (1,892,847) (241,818) (19,643) (698,814)
Forward purchases .........ccccoeoeverieenieincineniecie e 8,154,446 333,035 243 2,262,230
FOrward SAIES ........cecvruerieeirieieieieieiee ettt (7,978,516) (384,261) (111) (2,286,303)
Net Options POSIHIONS ....c.evveeruerieirieieiirieerieeeterte et 10,047 10 - (6,641)
Net long (net short) POSItION ..........cccecevieeeeriririeinieeseeeeeine 37,128 3,539 (3,976) (1,047)

The net options positions reported above are calculated using the delta-weighted position of the options contracts.

38



19 Senior management compensation and benefits

Remuneration of senior management and key personnel

The following tables show the remuneration paid to senior management and key personnel. These disclosures are in
compliance with the guideline in Part 3 (Disclosure on remuneration) of the HKMA Supervisory Policy Manual CG-5
‘Guideline on a Sound Remuneration System’.

Senior management is defined as those persons responsible for oversight of the group’s strategy, activities or material
business lines. This includes the Executive Directors, Executive Committee members, Chief Executive, Alternative
Chief Executive and Managers as registered with the HKMA. There were 27 members of senior management in 2015
(2014: 26 members). This includes one member (2014: one) who is a Director of, and is remunerated by, HSBC
Holdings plc and is consequently not included in the disclosures below.

Key personnel is defined as individual employees whose duties or activities involve the assumption of material risk or
the taking on of material exposures on behalf of the group. Under the provisions of the UK Prudential Regulation
Authority’s (PRA) Remuneration Code (‘the Code’), HSBC is required to identify individuals who will be considered
as ‘Identified Staff and Material Risk Takers’ (collectively referred to as ‘Material Risk Takers’ or ‘MRTs’) based on
the qualitative and quantitative criteria specified in the Regulatory Technical Standard (RTS) issued by the European
Banking Authority (‘EBA”).

The group follows the remuneration system of HSBC Holdings plc. Please refer to the Director’s Remuneration
Report in the Annual Report and Accounts of HSBC Holdings plc for details of the governance structure and the major
design characteristics of the remuneration system.

Analysis of remuneration between fixed, variable, deferred and non-deferred amounts

2015 2014
Senior Key Senior Key
management personnel management personnel
(26 people) (242 people) Total (25 people) (226 people) Total
HKSm HKSm HKS$m HK$m HKS$m HKS$m
Fixed
Cashbased .......c.cccoevevevevecrienenn, 116 924 1,040 115 911 1,026
Share based ........cccoceeveevevecieiiena, 110 128 238 111 139 250
Total fixed pay .....cccccvveveerereeenee 226 1,052 1,278 226 1,050 1,276
Variable!
Cash ...oooovieeieeeieceeeeeeeeeee 51 278 329 47 255 302
Non-Deferred Shares . 50 265 315 47 251 298
Deferred cash .........ccoooeveveevenennen. 64 238 302 60 213 273
Deferred shares ..........cccoeevveveennene 76 242 318 74 214 288
Total variable pay ........cccccoveveenennee 241 1,023 1,264 228 933 1,161
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19 Senior management compensation and benefits (continued)

Analysis of deferred remuneration

Deferred remuneration at

31 December

Outstanding, unvested®*.................
Outstanding, cash .........ccccccoereenennee
Outstanding, shares.......................

Awarded during the year ................

Paid out ..o
Deferred shares paid out’ ................
Deferred cash paid out ...................
Reduced through performance
adjustment .......coccoeceveenenennenee

2015 2014

Senior Key Senior Key

management personnel management personnel
(26 people) (242 people) Total (25 people) (226 people) Total
HKS$m HKS$m HK$m HK$m HK$m HK$m
382 859 1,241 452 1076 1,528
136 267 403 144 170 314
246 592 838 308 906 1,214
126 401 527 200 550 750
147 476 623 149 625 774
80 402 482 86 554 640
67 74 141 63 71 134

1 The forms of variable remuneration and the proportion deferred are based on the seniority, role and responsibilities of employees and

their level of total variable compensation.

[ I ]

Outstanding, unvested, deferred remuneration is exposed to ex post explicit adjustments.

There is no retained remuneration exposed to ex post explicit adjustments as at 31 December 2015 and 31 December 2014.

There is no reduction of deferred remuneration and retained remuneration due to ex post explicit adjustments during 2015 and 2014.

Outstanding, unvested, deferred shares are exposed to ex post implicit adjustments. The total value of these shares in 2015 and 2014 are

calculated based on the closing market share price as at 31 December of the respective financial years. HSBC's share price is 17%

lower as at 31 December 2015 when compared to that of 31 December 2014.
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20 Basis of consolidation

The basis of consolidation for financial accounting purposes is in accordance with Hong Kong Financial Reporting
Standards, as described in Note 1 on the financial statements in the Annual Report and Accounts 2015.

The basis of consolidation for regulatory purposes is different from that for accounting purposes. Subsidiaries included in
the consolidation for regulatory purposes are specified in a notice from the HKMA in accordance with section 3C(1) of the
Banking (Capital) Rules. Subsidiaries not included in consolidation for regulatory purposes are securities and insurance
companies that are authorised and supervised by a regulator and are subject to supervisory arrangements regarding the
maintenance of adequate capital to support business activities comparable to those prescribed for authorised institutions
under the Banking (Capital) Rules and the Banking Ordinance. The capital invested by the group in these subsidiaries is
deducted from the capital base as determined in accordance with Part 3 of the Banking (Capital) Rules.

A list of these subsidiaries is shown below:

At 31 December 2015 At 31 December 2014

Total assets  Total equity Total assets Total equity

Principal activity HKS$m HKS$m HK$m HK$m

HSBC Broking Futures (Hong Kong) Ltd Futures Broking 2,915 589 2,699 464
HSBC Broking Services (Asia) Ltd and its

subsidiaries Broking services 16,806 3,014 16,698 2,694
HSBC Corporate Advisory (Malaysia) Sdn Bhd'  Financial Services 6 5 n/a n/a
HSBC Global Asset Management Holdings

(Bahamas) Ltd Asset management 124 124 125 124
HSBC Global Asset Management (Hong Kong)

Ltd Asset management 617 363 658 402
HSBC Investment Funds (Hong Kong) Ltd Asset management 319 157 266 113
HSBC Global Asset Management (Japan) K.K. Asset management 146 76 161 75
HSBC Global Asset Management (Singapore)

Ltd Asset management 92 55 124 86
HSBC Insurance (Asia-Pacific) Holdings Ltd

and its subsidiaries Insurance 305,340 22,207 284,555 21,485
HSBC InvestDirect (India) Ltd and its

subsidiaries Financial Services 637 497 676 485
HSBC Securities (Asia) Ltd and its subsidiaries Broking services 435 421 431 420
HSBC Securities (Japan) Ltd Broking services 95,063 1,213 86,246 1,198
HSBC Securities (Singapore) Pte Ltd Broking services 174 60 114 31
HSBC Securities Brokers (Asia) Ltd Broking services 10,094 4,264 16,677 3,958
Hang Seng (Nominee) Ltd’ Nominee services n/a n/a - -
Hang Seng Bank (Trustee) Ltd? Trustee services n/a n/a 5 3
Hang Seng Futures Ltd Futures Broking 102 102 103 102
Hang Seng Insurance Co. Ltd and its

subsidiaries Insurance 112,857 9,139 103,945 10,170
Hang Seng Investment Management Ltd Asset management 946 910 870 557
Hang Seng Investment Services Ltd Investment services 9 9 9 9
Hang Seng Securities Ltd Broking services 2,493 1,596 4,462 1,329

1 The entity is excluded from consolidation for regulatory purposes in 2015.

2 With effect from 1 January 20135 these entities are included in consolidation for regulatory purposes.

For insurance entities, the figures shown above exclude deferred acquisition cost assets as these are derecognised for
consolidation purpose due to the recognition of the present value of in-force long-term insurance business (‘PVIF’) on
long-term insurance contracts and investment contracts with discretionary participation features at group level. The PVIF
asset of HK$36,897m (31 December 2014: HK$ 32,389m) and the related deferred tax liability, however, are recognised
at the consolidated group level only, and are therefore also not included in the asset or equity positions for the standalone
entities shown above.

There are no subsidiaries which are included within both the accounting scope of consolidation and the regulatory scope of
consolidation but where the method of consolidation differs at 31 December 2015 and 31 December 2014.

There are no subsidiaries which are included within the regulatory scope of consolidation but not included within the
accounting scope of consolidation at 31 December 2015 and 31 December 2014.

The group operates subsidiaries in a number of countries and territories where capital is governed by local rules and there
may be restrictions on the transfer of regulatory capital and funds between members of the banking group.
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