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Certain defined terms

This document comprises the Annual Report and Accounts 2016 for The Hongkong and Shanghai Banking Corporation
Limited (‘the Bank’) and its subsidiaries (together ‘the group’). References to ‘HSBC’, ‘the Group’ or ‘the HSBC Group’
within this document mean HSBC Holdings plc together with its subsidiaries. Within this document the Hong Kong
Special Administrative Region of the People’s Republic of China is referred to as ‘Hong Kong’. The abbreviations
‘HK$m’ and ‘HKS$bn’ represent millions and billions (thousands of millions) of Hong Kong dollars respectively.

Cautionary statement regarding forward-looking statements

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

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

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

Chinese translation

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

Financial Highlights

2016 2015
HK$m HK$m
For the year
Net operating income before loan impairment charges ...........ccccooeeioeinineiiceiiens 168,152 183,514
Profit DEFOIE 1AX ...vviiieii it 102,707 117,279
Profit attributable to Shareholders ... 78,646 89,533
At the year-end
Total Shareholders” EQUILY .....viveoererieierieiiriee et eaes 628,006 584,201
QLI LT [0 SRR 679,136 635,886
TOtal CAPITAL ...veveeiiiccce s 491,302 468,863
CUSTOMET ACCOUNTS ...ttt 4,900,004 4,640,076
TOAL BSSELS ...ttt bbbt bbb 7,548,952 6,953,683
Ratios % %
Return on average ordinary shareholders’ €qUity ........cccccveivreirneieniersineeseenneas 13.0 15.9
Post-tax return on average total @SSELS .......ccocovirererinirenere e 1.14 1.40
COSt EFfICIENCY TALIO 1..iiviiviiiiiicie bbb 44.5 42.0
NEL INTEMEST MAIGIN .eeiiiiieitece ettt st sbe sttt 1.75 1.78
AdVanCe-to-dePOSILS FALIO ....ocviiiiiiiiiiii st 57.8 59.5
Capital ratios
— Common equity tier 1 Capital ........cooevirinie e 16.0 15.6
— THEN L CAPIEAL ..ot 17.2 16.6
— TOtAl CAPITAL ..o.veveieiieciecie e 19.0 18.6

Established in Hong Kong and Shanghai in 1865, The Hongkong and Shanghai Banking Corporation Limited is the
founding member of the HSBC Group — one of the world’s largest banking and financial services organisations. It is the
largest bank incorporated in Hong Kong and one of Hong Kong’s three note-issuing banks. It is a wholly-owned
subsidiary of HSBC Holdings plc, the holding company of the HSBC Group, which has an international network
organised into five geographical regions: Europe, Asia, Middle East and North Africa, North America and Latin
America.

The Hongkong and Shanghai Banking Corporation Limited

Incorporated in the Hong Kong SAR with limited liability

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



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors

Principal Activities

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

Asia Strategy

HSBC Group’s aim is to be the world’s leading international bank. As a subsidiary of the HSBC Group, the group applies
a disciplined approach in managing its portfolio of businesses to focus on areas where it has a clear competitive
advantage. The Group has set clear strategic actions to capture growth opportunities arising from (i) fast-growing trade
corridors and (ii) increasing wealth creation in our priority growth markets. These include delivering growth from our
international network, extending our market-leading capability in renminbi products, and specific plans to prioritise and
accelerate investments in Association of Southeast Asian Nations countries, the Pearl River Delta, and our Insurance
and Asset Management businesses in the region. We will continue to implement HSBC Global Standards as a
competitive advantage and to increase the quality of earnings.

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

Financial Statements

The state of affairs of the Bank and the group, and the consolidated profit of the group, are shown on pages 65 to 143.

Share Capital

Details of the movements in share capital of the Bank during the financial year, are set out in notes 27 and 28 on the
Financial Statements.

Dividends

The interim dividends paid in respect of 2016 are set out in note 6 on the Financial Statements.

Directors

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

Stuart T Gulliver, Chairman Rose Wai Mun Lee

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

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

Zia Mody*, Deputy Chairman John Robert Slosar*

Graham John Bradley* Kevin Anthony Westley*

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

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

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

* independent non-executive Director
# non-executive Director

All the Directors served throughout the year save for Kevin Westley who was appointed on 1 September 2016. James
Riley retired on 18 April 2016.

A list of the directors of the Bank’s subsidiary undertakings (consolidated in the financial statements) during the period
from 1 January 2016 to the date of this report is available on the Bank’s website
https://www.personal.hsbc.com.hk/1/2/hk/regulatory-disclosures.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors (continued)

Permitted Indemnity Provision

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

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

Directors’ Interests in Transactions, Arrangements or Contracts

No transactions, arrangements or contracts that were significant in relation to the Bank’s business and in which a Director
or his or her connected entities had, directly or indirectly, a material interest were entered into by or subsisted with the
Bank’s holding companies, its subsidiaries or any fellow subsidiaries during the year.

Directors’ Rights to Acquire Shares or Debentures

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

Executive Directors, Group Managing Directors and Group General Managers of HSBC Holdings plc are eligible to
receive an annual incentive award based on the outcome of the performance measures set out in the annual scorecard.
The maximum opportunity for executive Director’s annual incentive award is up to 215% of base salary. The annual
incentive awards are discretionary and for the executive Directors, these are generally delivered in the form of shares.

Effective from 1 January 2016, executive Directors of HSBC Holdings plc are eligible to receive Long-term incentives
(‘LTI’). The maximum opportunity for LTI award is up to 320% of base salary. The awards are strongly aligned to the
business strategy and are tied to long-term financial and non-financial measures. The awards are discretionary and
subject to a forward-looking three-year performance period from the start of the financial year in which the awards are
granted. Awards will commence vesting after the end of the three-year performance period and will vest in five equal
instalments. On vesting, the shares (net of shares sold to cover any income tax and social security) will be subject to a
minimum retention period of six months if required by regulators. The first award of the LTI is scheduled in the first
quarter of 2017.

For Group Managing Directors and Group General Managers of HSBC Holdings plc, annual incentive awards are
normally delivered in cash and/or shares, subject to a minimum six-month retention period. Group Managing Directors
are also eligible to receive LTI, however, it is not anticipated that any such award will be made to them for the 2016
performance year. The total of any annual incentive awards and any LTI which may be awarded will be capped by the
maximum of 200% of their overall fixed pay. For the annual incentive awards, these generally have a deferral rate of
60% or 40%. The period over which annual incentive awards would be deferred will be in accordance with the
requirements of the Prudential Regulation Authority (‘PRA’) Remuneration Rules, i.e. 7 years for Senior Managers, 5
years for Risk Managers, and 3 years for other Material Risk Takers (‘MRTs’). On vesting, the shares (net of shares sold
to cover any income tax and social security) will be subject to a minimum retention period of at least six months.

All unvested deferred awards made under the HSBC Share Plan 2011 are subject to application of malus, i.e. the
cancellation and reduction of unvested deferred awards. All paid or vested variable pay awards made to Identified Staff
and MRTs will be subject to clawback for a period of 7 years from the date of award. For Senior Managers, this may be
extended to ten years in the event of an ongoing internal or regulatory investigation at the end of the seven-year period.

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



The last awards granted under the Group Performance Share Plan (‘GPSP’) were made in respect of the 2015
performance year. The GPSP award is subject to a five year vesting period. These awards will continue to form part of
the remuneration policy until final vesting which is scheduled in 2021. The vesting of conditional deferred awards over
shares in HSBC Holdings plc granted to executive Directors under the HSBC Share Plan 2011 are generally subject to
the individual remaining an employee on the vesting date.

Changes were made to the Fixed Pay Allowance policy (‘FPA’) in 2016. For executive Directors of HSBC Holdings
plc, the FPA will continue to be granted in shares and be subject to a retention period. Under the Remuneration Policy
approved at the HSBC Holdings plc AGM in April 2016, the FPA will be capped at 150% of base salary levels for the
executive Directors. These share awards will be released on a pro rata basis over five years starting from the March
immediately following the end of the financial year in which the shares are granted. For all other employees including
Group Managing Directors and Group General Managers of HSBC Holdings plc who are receiving FPA, the entire
allowance is to be delivered in cash through payroll with effect from 1 July 2016.

Executive Directors and other senior executives of the Bank are subject to the Group’s minimum shareholding
requirements on shares in HSBC Holdings plc. Individuals are given five years from 2014 or their appointment, if later,
to build up the recommended levels of shareholding.

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

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

Donations

Donations made by the Bank and its subsidiaries during the year amounted to HK$344m (2015: HK$783m).

Compliance with the Banking (Disclosure) Rules

The Directors are of the view that the Annual Report and Accounts 2016, and Supplementary Notes on the Financial
Statements 2016, which will be published separately, fully comply with the Banking (Disclosure) Rules made under
section 60A of the Banking Ordinance.

Auditor

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

Corporate Governance

The Bank is committed to high standards of corporate governance. As an Authorised Institution, the Bank is subject to
and complies with the Hong Kong Monetary Authority (‘HKMA®) Supervisory Policy Manual CG-1 ‘Corporate
Governance of Locally Incorporated Authorised Institutions’.

Board of Directors

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



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors (continued)

Directors

The Bank has a unitary Board. The authority of each Director is exercised in Board meetings where the Board acts
collectively. As at 21 February 2017, the Board comprised the Chairman, Deputy Chairman and Chief Executive, two
Deputy Chairmen who are independent non-executive Directors, one other Director with executive responsibilities for a
subsidiary’s operations, one non-executive Director and another ten independent non-executive Directors.

Independence of non-executive Directors

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

Chairman and Chief Executive

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

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

Board Committees

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

Executive Committee

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

The Bank’s Deputy Chairman and Chief Executive, Peter Wong, is Chairman of the Committee. The current members
of the Committee are: Diana Cesar (Chief Executive Officer Hong Kong), Pui Mun Chan (Head of Regulatory
Compliance Asia-Pacific), Raymond Cheng (Chief Operating Officer Asia-Pacific), Gordon French (Head of Global
Banking and Markets Asia-Pacific), Kathleen Gan (Chief Financial Officer Asia-Pacific), Guy Harvey-Samuel (Chief
Executive Officer Singapore), Mukhtar Hussain (Chief Executive Officer Malaysia), Vincent Li (Head of Financial
Crime Compliance, Asia-Pacific), David Liao (Chief Executive Officer China), Kevin Martin (Regional Head of Retail
Banking and Wealth Management Asia-Pacific), Mark McKeown (Chief Risk Officer, Asia-Pacific), Stuart Milne (Chief
Executive Officer India), Siew Meng Tan (Regional Head of Global Private Banking Asia-Pacific), Jayant Rikhye (Head
of Strategy and Planning, Asia-Pacific and Head of International Asia-Pacific), Susan Sayers (Regional General
Counsel, Asia-Pacific), Stuart Tait (Regional Head of Commercial Banking, Asia-Pacific), Donna Wong (Head of
Human Resources Asia-Pacific), Helen Wong (Chief Executive Officer Greater China). Paul Stafford (Corporation
Secretary) is the Committee Secretary. In attendance are: Malcolm Wallis (Head of Communications Asia-Pacific) and
William Tam (Deputy Secretary).



Asset and Liability Management Committee

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

Risk Management Meeting

The Risk Management Meeting (formerly named the Risk Management Committee) is chaired by the Chief Risk Officer
and is a formal governance committee established to provide recommendations and advice requested to the Chief Risk
Officer on enterprise-wide management of all risks and the policies and guidelines for the management of risk within
the Bank. The Meeting consists of senior executives of the Bank, most of whom are members of the Executive
Committee.

Audit Committee

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

The current members of the Committee, all being independent non-executive Directors, are Kevin Westley (Chairman
of the Committee), Graham Bradley, Irene Lee and Jennifer Li.

Governance structure

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

Risk Committee

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

Financial System Vulnerabilities Committee for India

A Financial System Vulnerabilities Committee for India was established by the Board as a sub-committee of the Risk
Committee effective from 1 January 2017. The Committee is expected to meet six times in 2017 and is responsible for
the review, monitoring and advice on the effectiveness of the policies, procedures and the controls framework established
relating to financial crime and financial system abuse risks specific to India.

Governance structure

All of the Bank’s activities involve, to varying degrees, the measurement, evaluation, acceptance and management of
risk or combinations of risks. The Board, advised by the Risk Committee, requires and encourages a strong risk
governance culture which shapes the Bank’s attitude to risk. The Bank’s risk governance is supported by the Group’s
enterprise-wide risk management framework which provides a clear policy of risk ownership and accountability of all
staff for identifying, assessing and managing risks within the scope of their assigned responsibilities. This personal
accountability, reinforced by clear and consistent employee communication on risk that sets the tone from senior
leadership, the governance structure, mandatory learning and remuneration policy, helps to foster a disciplined and
constructive culture of risk management and control throughout the group.
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Report of the Directors (continued)

Risk management

The Board and the Risk Committee oversee the maintenance and development of a strong risk management framework
by continually monitoring the risk environment, top and emerging risks facing the group and mitigating actions planned
and taken. The Risk Committee recommends the approval of group’s risk appetite statement to the Board and monitors
performance against the key performance/risk indicators included within the statement. The Risk Committee monitors
the risk profiles for all of the risk categories within the group’s business. The Committee also monitors the effectiveness
of the Bank’s risk management and internal controls, including operational and compliance controls, and risk
management systems. Regular reports from the Risk Management Meeting, which is the executive body responsible for
overseeing risk, are also presented at each Risk Committee meeting to report on these items.

Nomination Committee

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

The current members of the Committee, being a majority of independent non-executive Directors, are Stuart Gulliver
(Chairman of the Committee), Laura Cha and Marjorie Yang. Peter Wong attends each meeting of the Committee.

Chairman’s Committee

The Chairman’s Committee acts on behalf of the Board either in accordance with authority delegated by the Board from
time to time, or as specifically set out within its terms of reference. The Committee meets with such frequency and at
such times as it may determine, and can implement previously agreed strategic decisions, approve specified matters
subject to their prior review by the full Board, and act exceptionally on urgent matters within its terms of reference.

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

Group Remuneration Committee

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

Remuneration policy

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

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

In accordance with the ‘Guideline on a Sound Remuneration System’, details of the remuneration strategy are contained
within the Annual Report and Accounts 2016 of HSBC Holdings plc.



Banking structural reform and recovery and resolution planning

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

The Financial Institutions (Resolution) Ordinance (‘FIRO’) was enacted by the Hong Kong Legislative Council in June
2016. The FIRO provides the legal basis for the establishment of a resolution regime for financial institutions in Hong
Kong to mitigate the risks posed by the non-viability of systemically important financial institutions to the stability and
effective working of the financial system of Hong Kong. The FIRO is expected to commence operation during 2017
following the Legislative Council's passing of the protected arrangements regulations to be made as subsidiary legislation
under the FIRO. Details of certain key aspects, including operation of bail-in and requirements for total loss-absorbing
capacity (‘TLAC”), will follow the rules and regulations that are expected to be progressed by the HKMA in 2017.

The HSBC Group is working with our primary regulators to develop and agree a resolution strategy for the HSBC Group.
The preferred resolution strategy for the group is a bail-in by the HKMA at an intermediate holding company (‘IHC’) in
Hong Kong to recapitalise the group as a whole. Given the above, considerations are being progressed for the
establishment of an IHC in Hong Kong as the resolution entity for the group whereby adequate loss absorbing capacity
will be available in a form that will be bailed in with certainty at the point of resolution.

Similar to all Global Systemically Important Banks (‘G-SIBs’), the Group is working with our regulators to mitigate or
remove critical inter-dependencies between our subsidiaries to further facilitate the resolution of the HSBC Group. In
particular, in order to remove operational dependencies (where one subsidiary bank provides critical services to another),
the HSBC Group is in the process of transferring critical services from our subsidiary banks to a separate internal group
of service companies (‘ServCo Group’). Transfers of employees, critical shared services and assets in Hong Kong will
be considered in due course.

Business review

The Bank is exempt from the requirement to prepare a business review under section 388(3) of the Companies Ordinance
Cap. 622 since it is a wholly-owned subsidiary of HSBC Holdings plc.

On behalf of the Board
Stuart Gulliver, Chairman
21 February 2017



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review

Summary of Financial Performance

Results for 2016

Profit before tax for 2016 reported by The Hongkong and Shanghai Banking Corporation Limited (‘the Bank’) and its
subsidiaries (together ‘the group’) decreased by HK$14,572m, or 12%, to HK$102,707m.

Consolidated income statement by global business (audited)

Retail
Banking Global Global
and Wealth Commercial Banking & Private Corporate
Management Banking Markets Banking Centre! Total
HK$m HK$m HK$m HK$m HK$m HK$m

Year ended 31 December 2016
Net interest inCOMe ........ccccceevvveenennne 43,632 26,945 17,367 1,444 7,520 96,908
Net fee iNCOME ..c.vvvvvvvveieiieee 17,949 10,355 9,502 1,278 218 39,302
Net trading iNCOME ........cccecvreiriinnne 1,377 2,450 17,168 1,007 2,062 24,064
Net income/(expense) from financial

instruments designated at fair value 3,591 (276) 91 - 164 3,570
Gains less losses from financial

INVESEMENTS ... B85 249 33 - 615 1,232
Dividend inCOME ........ccocevvevieririinnne 67 1 - - 166 234
Net insurance premium

iNCOME/(EXPENSE) ...vevvveveiricieriias 52,954 3,004 - - (46) 55,912
Other operating inCOMe ..........cccveuenenne. 7,792 473 1,143 15 2,093 11,516
Total operating income ..........cc.ccooev... 127,697 43,201 45,304 3,744 12,792 232,738
Net insurance claims and benefits paid

and movement in liabilities to

policyholders .........ccccovecrnncnnne. (61,280) (3,306) - - - (64,586)
Net operating income before loan

impairment charges and other credit

risk provisions ..........c.coceeevirrnenene. 66,417 39,895 45,304 3,744 12,792 168,152
Loan impairment (charges)/releases

and other credit risk provisions ....... (2,133) (2,469) (874) 4 (82) (5,554)
Net operating inCOMe .........cccccceeenenae 64,284 37,426 44,430 3,748 12,710 162,598
Operating eXPeNSeS ........coceeerererueeene (32,520) (14,971) (19,413) (2,332) (5,567) (74,803)
Operating profit ........ccccvceivvieveieiennn. 31,764 22,455 25,017 1,416 7,143 87,795
Share of profit in associates and joint

VENEUES .ot 148 - - - 14,764 14,912
Profit before tax .........c.coceoeevvincieninae 31,912 22,455 25,017 1,416 21,907 102,707
Net loans and advances to customers... 936,310 996,772 791,522 91,574 17,936 2,834,114
Customer accounts .........ccceevvervvernnenns 2,537,128 1,286,368 857,583 192,163 26,762 4,900,004
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Consolidated income statement by global business (continued)

Retail
Banking Global Global
and Wealth Commercial Banking & Private Corporate
Management Banking Markets Banking Centre! Total
HK$m HK$m HK$m HK$m HK$m HK$m

Year ended 31 December 2015
(Re-presented)
Net interest inCOMe ..........ccocovvvvvrnnnns 40,373 26,389 17,684 1,356 8,575 94,377
Net fee iNCOME .....covvvvvvvviiicicenns 22,191 11,450 10,174 1,658 186 45,659
Net trading income/(expense) ............. 1,532 2,527 18,788 990 (221) 23,616
Net income/(expense) from financial

instruments designated at fair value (2,542) (241) 51 - 172 (2,560)
Gains less losses from financial

INVESEMENTS ....oveviicccceae 333 116 26 - 11,136 11,611
Dividend inCOMe ........coeviirinceninne 12 - 4 - 194 210
Net insurance premium

iNCOME/(EXPENSE) ...vevvveveiricieriias 49,161 3,456 - - (24) 52,593
Other operating income ............c.coeue.. 5,421 604 1,119 33 3,262 10,439
Total operating income ............ccccevuee. 116,481 44,301 47,846 4,037 23,280 235,945
Net insurance claims and benefits paid

and movement in liabilities to

policyholders .........ccccoveeninrnneenn. (48,684) (3,746) - — 1) (52,431)
Net operating income before loan

impairment charges and other credit

riSK provisions ..........c.coceeevinrnenenn. 67,797 40,555 47,846 4,037 23,279 183,514
Loan impairment (charges)/releases

and other credit risk provisions ....... (2,370) (3,079) 385 (5) (5) (5,074)
Net operating inCOME .........cccovveeninne 65,427 37,476 48,231 4,032 23,274 178,440
Operating eXPeNSeS ........coceeerererueeene (33,448) (15,229) (20,434) (2,438) (5,442) (76,991)
Operating profit ........ccccovevecrenrnenene. 31,979 22,247 27,797 1,594 17,832 101,449
Share of profit in associates and joint

VENEUES .o 177 — — - 15,653 15,830
Profit before tax .........c.coceeeeevrincieninae 32,156 22,247 27,797 1,594 33,485 117,279
Net loans and advances to customers... 913,038 979,438 751,518 101,873 16,423 2,762,290
CuStomer acCoUNtS ......cccovvevvereerieeenenns 2,352,493 1,243,696 801,441 222,320 20,126 4,640,076

1 Includes inter-segment elimination

During 2016, segmental reporting has been changed from geographical region to global business. Details on the change
in reportable segment are set out in note 37 ‘Segmental analysis’.

During the year, management has also made the decision to realign certain functions to a Corporate Centre. These include
balance sheet management, certain interests in associates and joint ventures, as well as results of our financing operations
and central support costs with associated recoveries. In addition, a portfolio of customers has been transferred from CMB
to GB&M during the year to align customer requirements to those global businesses best suited to service their respective
needs. Comparative figures have been re-presented to conform to current year presentation.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Results Commentary (unaudited)

The group reported profit before tax of HK$102,707m, a decrease of 12% compared with 2015, mainly reflecting the
non-recurrence of the gain on partial disposal of Hang Seng’s shareholding in Industrial Bank of HK$10,636m in 2015.
Excluding this gain, profit before tax decreased by HK$3,936m, or 4%, mainly driven by lower net fee income from
wealth management as the strong equity market performance in the first half of 2015 was not repeated in 2016.

Net interest income increased by HK$2,531m, or 3%, compared with 2015, mainly in Hong Kong driven by growth in
financial investments from increased commercial surplus and insurance fund size, coupled with improved deposit
spreads. This was partly offset by lower net interest income in mainland China due to successive rate cuts by the Central
Bank throughout 2015.

Net fee income decreased by HK$6,537m, or 14%, compared with 2015, mainly in Hong Kong from lower securities
broking income, unit trust and global custody fees, as the strong market performance in the first half of 2015 was not
repeated in 2016. Net fee income also decreased in Singapore and mainland China from lower unit trust fees and lower
trade-related fees.

Net trading income increased by HK$448m, or 2%, driven by mainland China from lower revaluation losses and interest
expense on structured deposits, and in India from higher Rates trading income. These increases were partly offset by
lower trading income in Hong Kong from equities trading, coupled with lower foreign exchange income, partly offset
by higher Rates trading income.

Net income from financial instruments designated at fair value increased by HK$6,130m, driven by revaluation
gains on the equity portfolio held by the insurance business in Hong Kong in 2016, compared with revaluation losses in
2015. To the extent that revaluation is attributable to policyholders, there is an offsetting movement reported under ‘Net
insurance claims and benefits paid and movement in liabilities to policyholders’.

Gains less losses from financial investments decreased by HK$10,379m, mainly reflecting the non-recurrence of the
gain on partial disposal of Hang Seng’s shareholding in Industrial Bank.

Other operating income increased by HK$1,077m, or 10%, mainly driven by the movement in the present value of
in-force insurance business as a result of a favourable interest rate assumption update. This was partly offset by the
non-recurrence of a gain from the 150" anniversary banknotes issuance in 2015 (fully offset by a corresponding decrease
in operating expenses), coupled with lower revaluation gains on investment properties in Hong Kong.

Loan impairment charges and other credit risk provisions increased by HK$480m, or 9%, mainly due to an increase
in individually assessed impairment charges in Hong Kong, mainly in GB&M due to the non-recurrence of an
impairment release in 2015, and higher charges in CMB. Increases were also noted to a lesser extent in Singapore and
mainland China, partly offset by a decrease in Indonesia, mainly in CMB. These were partly offset by lower collectively
assessed impairment charges.

Total operating expenses decreased by HK$2,188m, or 3%, mainly due to lower staff costs, and also from the
non-recurrence of charitable donations and other expenses in relation to the 150™ anniversary banknotes issuance in
2015, partly offset by higher professional and consultancy expenses on regulatory and compliance programmes, Global
Standards and transformation initiatives, coupled with higher IT-related costs and rental expenses.

Share of profit in associates and joint ventures decreased by HK$918m, or 6%, mainly from the impact of foreign
exchange translation.
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Net interest income (unaudited)

2016 2015

HK$m HK$m

INEL INTEIESE INCOME ...iiiiiiitece ettt ettt e e et et e s r e e besbeeseesbesseebesreebaensesebesnenteans 96,908 94,377
AVErage iNTEreSt-BaNMING ASSEES ......e.vvivrieriririrteteiieiiet ettt sttt bbbttt bbbt eb e 5,527,461 5,311,284
Net interest margin % %
ST oL (o ISP PPRPPP 1.67 1.67
Contribution from NEt free TUNGS .......cvieiicicce e 0.08 0.11
I | SO SR SRRSO 1.75 1.78

Net interest income (‘NII’) increased by HK$2,531m compared with 2015. Excluding the impact from foreign
exchange translation, NIl rose by HK$3,879m, or 4%, mainly in Hong Kong driven by growth in financial investments
from increased commercial surplus and insurance fund size, coupled with improved deposit spreads. This was partly
offset by lower NII in mainland China due to successive rate cuts by the Central Bank throughout 2015.

Average interest-earning assets increased by HK$216bn, or 4%, compared with 2015, driven by Hong Kong mainly
due to an increase in financial investments from the deployment of increased commercial surplus.

Net interest margin decreased by three basis points compared with 2015, mainly from mainland China, partly offset by
an increase in Hong Kong.

In Hong Kong, the net interest margin for the Bank increased by three basis points, mainly due to improved customer
deposit spreads, although the impact was partly offset by a change in portfolio mix as commercial surplus continued to
increase, which was deployed in relatively lower yielding financial investments.

At Hang Seng Bank, the net interest margin decreased by three basis points, mainly from compressed customer lending
spreads, notably in term lending, partly offset by improved customer deposit spreads.

In mainland China, the net interest margin decreased from compressed customer lending spreads and lower reinvestment
yields in Balance Sheet Management, coupled with lower contribution from net free funds. To a lesser extent, decreases
in the net interest margin were also noted in Australia and India, although these were partly offset by an increase in
Singapore.

Insurance income (unaudited)

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

2016 2015

HK$m HK$m

INEE INTETEST INCOMIE ...ttt bbbttt b et bens 11,543 10,486
Net fee income........ 2,044 1,941
NEt trading 10SS.....c.viuiiieiirieieicee e (1,126) (656)
Net income/(expense) from financial instruments designated at fair value. 3,315 (2,783)
Net insurance Premium iNCOME ......c.ovreeererieeiieeeeeee e seere e seseeenens 55,912 52,593
Movement in PVIF ....... 7,306 4,689
Other OPEratiNg INCOME ......c.eiuiieiiiteiete ettt ettt b et b bbb e bt se st e b st e st et e e ebe b eseseen 771 760
79,765 67,030

Net insurance claims and benefits paid and movement in liabilities to policyholders...............ccoceovunee. (64,586) (52,431)
[Nz o] o T=T LA T o Lo 0 - PSR R 15,179 14,599
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Insurance income (continued)

Net interest income increased by 10% from growth in insurance fund size, reflecting net inflows from new and renewal
of life insurance premiums.

Net trading loss increased due to higher revaluation losses on cross currency swaps supporting non-linked insurance
contracts in Hong Kong.

Net income from financial instruments designated at fair value increased, driven by Hong Kong, with revaluation gains
on the equity portfolio in 2016 compared with revaluation losses in 2015. To the extent that revaluation is attributable
to policyholders, there is an offsetting movement reported under ‘Net insurance claims and benefits paid and movement
in liabilities to policyholders’.

Net insurance premium income increased, mainly in Hong Kong, driven by an increase in new business sales. The
movement in present value of in-force business increased by HK$2,617m, mainly in Hong Kong as a result of a
favourable interest rate assumption update. These increases were partly offset by a corresponding increase in ‘Net
insurance claims and benefits paid and movement in liabilities to policyholders’.

Balance sheet (unaudited)
The consolidated balance sheet at 31 December 2016 is set out in the Financial Statements.

Gross loans and advances to customers grew by HK$73bn, or 3%, to HK$2,847bn. Gross loans and advances in Hong
Kong increased by HK$114bn, or 7%, largely from increases in corporate and commercial lending, lending to non-bank
financial institutions and residential mortgages. Gross loans and advances to customers in Australia and India also
increased, although these were partly offset by decreases in Singapore, mainland China and Malaysia.

Overall credit quality remained strong, with total gross impaired loans and advances as a percentage of gross loans and
advances standing at 0.68% at the end of 2016, compared with 0.66% at the end of December 2015. Loan impairment
charges as a percentage of average gross customer advances remained low at 0.20% for 2016 (2015: 0.18%).

Interest in associates and joint ventures

At 31 December 2016, an impairment review on the group’s investment in Bank of Communications Co., Ltd (‘BoCom®)
was carried out and it was concluded that the investment was not impaired based on our value in use calculation (see
note 15 on the Financial Statements for further details). In future periods, the value in use may increase or decrease
depending on the effect of changes to model inputs. It is expected that the carrying amount will increase in 2017 due to
retained profits earned by BoCom. At the point where the carrying amount exceeds the value in use, the group would
continue to recognise its share of BoCom’s profit or loss, but the carrying amount would be reduced to equal the value
in use, with a corresponding reduction in income, unless the market value has increased to a level above the carrying
amount.

Customer deposits rose by HK$260bn, or 6%, to HK$4,900bn. At 31 December 2016, the advances-to-deposits ratio
was 57.8%, compared with 59.5% at 31 December 2015.

Shareholders’ equity grew by HK$44bn to HK$628bn at 31 December 2016. Retained profits rose by HK$33bn, mainly
reflecting current year’s profit, net of dividend payments. Share capital also increased by HK$18bn due to the issuance
of ordinary shares during the year for general corporate purposes and to further strengthen the capital base.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Risk Report

Risk Management

(Unaudited)

All the group’s activities involve to varying degrees, the measurement, evaluation, acceptance and management of risk
or combinations of risks.

As a provider of banking and financial services, we actively manage risk as a core part of our day-to-day activities.

Risk management framework

The HSBC Group Head Office formulates high-level risk management policies for the HSBC Group worldwide. We use
an enterprise-wide risk management framework at all levels of the organisation and across all risk types. It is underpinned
by a strong risk culture and is reinforced by HSBC Values and our Global Standards.

The framework fosters continuous monitoring of the risk environment and an integrated evaluation of risks and their
interactions. It also ensures a consistent approach to monitoring, managing and mitigating the risks we accept and incur
in our activities.

The following diagram and descriptions summarise key aspects of the framework: the governance and structure; the risk
management tools; and our risk culture, which together help align employee behaviour with our risk appetite.

Key aspects of risk management framework

HSBC Values and Risk Culture

The Board approvesrisk appetite, plans and performance targets
which sets the ‘tonefromthetop’.
Risk Committee advises on risk appetite, risk governance and other

The Board and its Committees

Governance Risk Committee high-level risk related matters.
s 20 he Risk : Responsible for the enterprise-wide management of all risks, including
Azl L% (02 L ETEEETE A BT key policies and frameworks for the management of risk within the group
i Ensures appropriate oversight of and accountability for management
Risk governance framework of risk

Our ‘Three lines of defence’ model defines roles and responsibilities
for risk management.

Cirse [z as Independent ~ Our riskculture empowers our people to do the right thing for our

Responsibilities defence People Risk function  customers, reinforced by our approach to remuneration.
model An Independent Risk function ensures the necessary balance in
risk/return decisions.
Risk management tools Processes to identify, monitor and mitigate risks to ensure we
remains within our risk appetite.
Processes Risk Appetite Top and emerging risks
Risk map Stress testing

Material risks arising from our business activities thatare measured,

Banking and insurance risks monitored and managed.

Set by Risk stewards for each of our principal banking and insurance

Controls Risk policies and practices risks

The operational risk management framework defines minimum standards
and processes for managing operational risks and internal controls

Systems and tools

Internal Controls
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Risk Report (continued)

Our risk culture

HSBC has long recognised the importance of a strong risk culture, the fostering of which is a key responsibility of senior
executives. Our risk culture is reinforced by HSBC Values and our Global Standards. It is instrumental in aligning the
behaviours of individuals with our attitude to assuming and managing risk, which helps to ensure that our risk profile
remains in line with our risk appetite.

We use clear and consistent employee communications on risk to convey strategic messages and set the tone from senior
management. A suite of mandatory training on risk and compliance topics is deployed to embed skills and understanding
in order to strengthen our risk culture and reinforce the attitude to risk in the behaviour expected of employees, as
described in our risk policies. Mandatory training materials are updated regularly, describing technical, cultural and
ethical aspects of the various risks assumed by the group and how they should be managed effectively. Staff are
supported in their roles by a disclosure line which enables them to report matters of concern confidentially.

Our risk culture is reinforced by our approach to remuneration. Individual awards, including those for executives, are
based on compliance with HSBC Values and the achievement of financial and non-financial objectives which are aligned
to our risk appetite and global strategy.

Risk governance structure

The Board has ultimate responsibility for the effective management of risk and approves the group’s risk appetite. It is
advised by the Risk Committee on risk appetite and its alignment with strategy, risk governance and internal controls,
and high-level risk related matters.

Executive accountability for the ongoing monitoring, assessment and management of risk resides with the group’s Chief
Risk Officer, supported by the Risk Management Meeting (‘RMM”).

Day-to-day responsibility for risk management is delegated to senior management with individual accountability. These
managers are supported by global functions as described under ‘Three lines of defence’ below.

Responsibilities

All employees are required to identify, assess and manage risk within the scope of their responsibilities as part of the
three lines of defence model.

Three lines of defence

We use the three lines of defence model to delineate management accountabilities and responsibilities over risk
management and the control environment, thereby creating a robust control environment to manage inherent risks. The
model underpins our approach to strong risk management by defining responsibilities, encouraging collaboration and
enabling efficient coordination of risk and control activities.

The three lines consist of:

o The first line of defence owns the risks and is responsible for identifying, recording, reporting and managing them
and ensuring that the right controls and assessments are in place to mitigate these risks.

e The second line of defence sets the policy and guidelines for managing the risks and provides advice, guidance
and challenge to the first line of defence on effective risk management.

o The third line of defence is Internal Audit which helps the Board and Executive Management to protect the assets,
reputation and sustainability of the group.

Independent Risk function

e The group’s Risk function, headed by the group’s Chief Risk Officer, is responsible for enterprise-wide risk
oversight. This includes establishing and monitoring of risk profiles and forward-looking risk identification and
management. The group’s Risk function is made up of sub-functions covering all risks to our operations and forms
part of the second line of defence. They are independent from the sales and trading functions, ensuring the
necessary balance in risk/return decisions.
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Risk management tools

The Group uses a range of tools to identify, monitor and manage risk. The key tools are summarised below.

Risk appetite

The group’s risk appetite defines its desired forward-looking risk profile and informs the strategic and financial planning
process. It is also integrated within other risk management tools such as stress testing and our top and emerging risks
report to ensure consistency in risk management practices.

The group sets out the aggregated level and risk types it accepts in order to achieve its business objectives in a Risk
Appetite Statement (‘RAS”). This is reviewed on an ongoing basis, with formal approval from the Board on an annual
basis on the recommendation of the group’s Risk Committee.

The group’s actual risk appetite position is reported to the group’s RMM on a monthly basis to enable senior management
to monitor the risk profile and guide business activities in order to balance risk and return. This allows risks to be
promptly identified and mitigated, and inform risk-adjusted remuneration to drive a strong risk culture across the group.

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

Global businesses and strategic countries are required to have their own RASs, which are subject to assurance to ensure
they remain directionally aligned to the group’s RAS. All RASs and business activities are guided and underpinned by
a set of qualitative principles. Additionally, quantitative metrics are defined along with appetite and tolerance thresholds
for key risk areas.

Risk map

The group uses a risk map to provide a point-in-time view of its risk profile across a suite of risk categories, including
our material banking and insurance risks (see page 18). This highlights the potential for these risks to materially affect
our financial results, reputation or business sustainability on current and projected bases. Risk stewards assign ‘current’
and ‘projected’ risk ratings, supported by commentary. Risks that have an ‘Amber’ or ‘Red’ risk rating require
monitoring and mitigating action plans being either in place or initiated to manage the risk down to acceptable levels.

Top and emerging risks

We use a top and emerging risks process to provide a forward-looking view of issues that have the potential to threaten
the execution of our strategy or operations over the medium to long term.

We define a ‘top risk’ as a thematic issue arising across any combination of risk map categories, countries or global
businesses which has the potential to have a material effect on the group’s financial results, reputation or long-term
business model, and which may form and crystallise between six months and one year. The risk impact may be well
understood by senior management, with some mitigating actions already in place. Stress tests of varying granularity may
also have been carried out to assess the effect.

An ‘emerging risk’ is defined as a thematic issue that has large unknown components which may form and crystallise
beyond a one year time horizon. If it were to materialise, it could have a significant material effect on a combination of
the group’s long-term strategy, profitability and reputation. Existing management action plans are likely to be minimal,
reflecting the uncertain nature of these risks at this stage. Some high-level analysis and/or stress testing may have been
carried out to assess the impact.

Our top and emerging risks are discussed on page 21.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Risk Report (continued)

Stress testing

Our stress testing programme examines the sensitivities and resilience of our capital plans and unplanned demand for
regulatory capital under a number of scenarios and ensures that top and emerging risks are appropriately considered.
These scenarios include, but are not limited to, adverse macroeconomic events, failures at country, sector and
counterparty levels, geopolitical occurrences and a variety of projected major operational risk events. Scenarios are
translated into financial impacts to assess the sensitivities and resilience of our capital demand. Action plans are
developed to mitigate identified risks. The group’s Risk Committee is informed and consulted on the group’s stress
testing activities, as appropriate.

Reverse stress testing is run annually on both Group and, where required, subsidiary entity bases. Reverse stress testing
is used to strengthen our resilience by identifying potential stresses and vulnerabilities which the group might face and
helping to inform early-warning triggers, management actions and contingency plans designed to mitigate their effect,
were they to occur.

Risks managed by HSBC

The principal risks associated with our banking and insurance manufacturing operations are described in the tables
below.

Description of risks - banking operations
(Audited)

Risks
Credit risk

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

Arising from Measurement, monitoring and management of risk

Credit risk:

e is measured as the amount which could be lost if a
customer or counterparty fails to make repayments;

e is monitored within limits approved by individuals
within a framework of delegated authorities; and

e is managed through a robust risk control framework
which outlines clear and consistent policies, principles
and guidance for risk managers.

e Credit risk arises principally from
direct lending, trade finance and
leasing business, but also from certain
other products such as guarantees and
derivatives.

Liquidity and funding risk

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

Liquidity risk arises from mismatches Liquidity and funding risk:
in the timing of cash flows. o is measured using a range of different metrics including

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

Funding risk arises when illiquid asset
positions cannot be funded at the
expected terms and when required.

liquidity coverage ratio and net stable funding ratio;

is monitored against the Group’s liquidity and funding
risk framework; and

is managed on a stand-alone basis with no reliance on
any Group entity (unless pre-committed) or central
bank unless this represents routine established
business-as-usual market practice.

Market risk

The risk that movements in market
factors will reduce our income or
the value of our portfolios.

L]

Exposure to market risk is separated into
two portfolios:
e Trading portfolios

Non-trading portfolios

Market risk:

is measured in terms of value at risk (‘VaR’), which is
used to estimate potential losses on risk positions over
a specified time horizon for a given level of confidence.
It is augmented with stress testing;

is monitored using VaR, stress testing and other
measures including the sensitivity of net interest
income and the sensitivity of structural foreign
exchange; and

is managed using risk limits approved by the RMM for
the group and the various global businesses.
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Risks

Avrising from

Measurement, monitoring and management of risk

Operational risk

The risk to achieving our strategy
or objectives as a result of
inadequate or failed internal
processes, people and systems or
from external events.

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

Regulatory compliance risk and
financial crime risk are discussed
below.

Operational risk:

e is measured using the risk and control assessment
process, which assesses the level of risk and
effectiveness of controls;

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

o is primarily managed by global business and functional
managers who identify and assess risks, implement
controls to manage them and monitor the effectiveness
of these controls using the operational risk management
framework.

Regulatory compliance risk

The risk that we fail to observe

the letter and spirit of all relevant
laws, codes, rules, regulations and
standards of good market practice,
and incur fines and penalties and
suffer damage to our business as a
consequence.

Regulatory compliance risk is part of
operational risk, and arises from the
provision of products and services to
clients and counterparties.

Regulatory compliance risk:

o is measured by reference to identified metrics, incident
assessments, regulatory feedback and the judgement
and assessment of our Regulatory Compliance teams;

e is monitored against our compliance risk assessments
and metrics, the results of the monitoring and control
activities of the second line of defence functions, and
the results of internal and external audits and regulatory
inspections; and

e is managed by establishing and communicating
appropriate  policies and procedures, training
employees in them, and monitoring activity to assure
their observance. Proactive risk control and/or
remediation work is undertaken where required.

Financial crime risk

The risk that we knowingly or
unknowingly help parties to commit
or to further potentially illegal
activity through HSBC.

Financial crime risk is part of
operational risk and arises from day
to day banking operations.

Financial crime risk:

o is measured by reference to identified metrics, incident
assessments, regulatory feedback and the judgement
and assessment of our Financial Crime Compliance
teams;

e is monitored against the results of the monitoring and
control activities of the second line of defence
functions, and the results of internal and external audits
and regulatory inspections; and

e is managed by establishing and communicating
appropriate  policies and procedures, training
employees in them, and monitoring activity to assure
their observance. Proactive risk control and/or
remediation work is undertaken where required.

Other material risks

Reputational risk

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

Primary reputational risks arise
directly from an action or inaction by
HSBC, its employees or associated
parties that are not the consequence
of another type of risk. Secondary
reputational risks are those arising
indirectly and are a result of a failure
to control any other risks.

Reputational risk:

o is measured by reference to our reputation as indicated
by our dealings with all relevant stakeholders,
including media, regulators, customers and employees;

o is monitored through a reputational risk management
framework that is integrated into the Group’s broader
risk taxonomy; and

o is managed by every member of staff and is covered by
a number of policies and guidelines. There is a clear
structure of committees and individuals charged with
mitigating reputational risk.

Pension risk

The risk that the performance of
assets held in pension plans is
insufficient to cover existing
pension liabilities resulting in an
increase in obligation to support
the plans.

Pension risk arises from investments
delivering an inadequate return,
adverse changes in interest rates or
inflation, or members living longer
than expected. Pension risk includes
operational risks listed above.

Pension risk:

e is measured in terms of the schemes’ ability to generate
sufficient funds to meet the cost of their accrued
benefits;

* is monitored through the specific risk appetite; and

e is managed through the appropriate pension risk
governance structure.
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Risk Report (continued)

Risks

Arising from

Measurement, monitoring and management of risk

Sustainability risk

The risk that financial services
provided to customers by the group
indirectly result in unacceptable
impacts on people or on the
environment.

provision of financial

companies or projects which indirectly
result in unacceptable impacts on

people or on the environment.

o Sustainability risk arises from the Sustainability risk:
services to

e is measured by assessing the potential sustainability
effect of a customer’s activities and assigning a
Sustainability Risk Rating to all high risk transactions;

o is monitored by the RMM and by Group Sustainability
Risk; and

e is managed using sustainability risk policies covering
project finance lending and sector-based sustainability
policies for sectors and themes with potentially high
environmental or social impacts.

Our insurance manufacturing subsidiaries are separately regulated from our banking operations. Risks in the insurance
entities are managed using methodologies and processes appropriate to insurance manufacturing operations, but remain
subject to oversight at group level. Our insurance operations are also subject to the operational and other material risks
presented in relation to the banking operations, and these are covered by the group’s respective risk management

processes.

Description of risks - insurance manufacturing operations

Risks

Arising from

Measurement, monitoring and management of risk

Insurance risk

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

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

Insurance risk:

is measured in terms of economic capital;

is monitored by the Risk Management Meeting of the
Insurance operations; and

is managed both centrally and locally using asset and
liability matching, product design, underwriting,
reinsurance and claims-handling procedures.

Financial risks

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

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

Exposure to financial risks arises from:

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

e credit risk and the potential for

financial loss following the default e

of third parties in meeting their
obligations; and

o liquidity risk of entities not being
able to make payments to
policyholders as they fall due as
there are insufficient assets that can
be realised as cash within the
required timeframe.

Financial risks:

are measured separately for each type of risk:

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

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

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

are monitored within limits approved by individuals

within a framework of delegated authorities;

are managed through a robust risk control framework

which outlines clear and consistent policies, principles

and guidance for risk managers. Subsidiaries

manufacturing products with guarantees are usually

exposed to falls in market interest rates and equity prices

to the extent that the market exposure cannot be managed

by using any discretionary participation (or bonus)

features within the policy contracts they issue; and

can be mitigated through sharing of risk with

policyholders under the discretionary participation

features for participating products.
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Top and emerging risks

(Unaudited)

Our approach to identifying and monitoring top and emerging risks is described on page 17. Our current key top and
emerging risks are as follows:

o Deferred Prosecution Agreement and related agreements and consent orders
e  Adverse credit risk outlook

e  Cyber threat and unauthorised access to systems

e  Elevated regional political risk

e Impact of organisational change and regulatory demand on employees

Deferred Prosecution Agreement and related agreements and consent orders

HSBC is subject to a deferred prosecution agreement (‘US DPA’). The US DPA and the work of the independent
compliance monitor (‘the Monitor’) are discussed on page 42.

The design and execution of the anti-money laundering (‘AML”) and sanctions remediation plans to address the findings
of the US DPA are complex and require major investments in people, systems and other infrastructure. This complexity
creates significant execution risk, which could affect our ability to effectively identify and manage financial crime risk
and remedy AML and sanctions compliance deficiencies in a timely manner. If HSBC were to breach the US DPA,
potential consequences could include the imposition of additional terms and conditions on HSBC, an extension of the
agreement, including its monitorship, or the criminal prosecution of HSBC, which could, in turn, entail further financial
penalties and collateral consequences. A breach could also result in restrictions on performing dollar-clearing functions
through HSBC Bank USA or revocation of bank licences.

Regulatory scrutiny of financial crime risks that may arise from clearing payments on behalf of HSBC affiliates,
particularly US dollar transactions, has increased. If clearing banks fail to conduct adequate due diligence on clients,
including affiliates, or the affiliates do not remediate with urgency any control deficiencies in this regard, it could result
in the curtailment of currency clearing services for certain Group affiliates.

Mitigating actions

e  We continued to make progress during 2016 towards putting in place a robust and sustainable AML and sanctions
compliance programme, including the on-going development of the Financial Crime Compliance sub-function,
rolling out improved systems and infrastructure to manage financial crime risk and improve transaction monitoring,
and enhancing internal audits.

e  We are working to implement the agreed recommendations flowing from the Monitor’s previous reviews, and will
implement the agreed recommendations from the 2016 review.

e We are remediating customer due diligence processes and controls in certain affiliates and have increased scrutiny
of higher-risk payments.
Adverse credit risk outlook

The long-anticipated move by the US Federal Reserve Board to raise interest rates and the slowdown in mainland China’s
economy, which is expected to continue, have increased risk aversion in global markets.

Sentiment towards mainland China could also deteriorate amid concerns over its increasing debt burden, and political
events in the US, UK and EU could deliver negative economic outcomes.

Impairment allowances or losses could begin to rise if the credit quality of our customers is affected by less favourable
global economic conditions in some markets. There may be impacts on delinquency and losses in some portfolios which
may be impacted by worsening macroeconomic conditions and their possible effects on particular geographies or
industry sectors.
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Mitigating actions

e We closely monitor economic developments in key markets and sectors, taking portfolio actions where necessary
including enhanced monitoring or reducing limits and exposures.

e We stress test those portfolios of particular concern to identify sensitivity to loss, with management actions taken
to control appetite where necessary.

e Reviews of key portfolios are undertaken regularly to ensure that individual customer or portfolio risks are
understood and that the level of facilities offered and our ability to manage through any downturn are appropriate.
Cyber threat and unauthorised access to systems

Like other public and private organisations, we continue to be a target of increasing and more sophisticated cyber attacks
which may disrupt customer services.

Mitigating actions

e We continue to strengthen and invest significantly in our ability to prevent, detect and respond to the
ever-increasing and sophisticated threat of cyber-attacks. Specifically, we continue to enhance our capabilities to
protect against increasingly sophisticated malware, denial of service attacks and data leakage prevention as well
as enhancing our security event detection and incident response processes.

e We participate in intelligence sharing with both law enforcement and industry schemes to help improve our
understanding of, and ability to respond to, the evolving threats faced by ourselves and our peers within our
industry.

Elevated regional political risk

The new US administration could exacerbate an already volatile Asia-Pacific geopolitical landscape. Potential political
crisis scenarios on the Korean peninsula, the Taiwan Strait or the South China Sea could disrupt trade flows and impact
our operations.
Mitigating actions
e We continuously monitor the geopolitical outlook, in particular in countries where we have material exposures
and/or a physical presence.

e We incorporate geopolitical scenarios, such as conflicts in countries where we have a significant presence or
political developments that could disrupt our operations, into our internal stress tests to assess their potential effect
on our portfolios and businesses.

Impact of organisational change and regulatory demand on employees

Significant demands continue to be placed on our staff. The cumulative workload arising from regulatory reform and
remediation programmes together with those related to the delivery of our strategy, continues to place increasingly
complex and conflicting demands on a workforce that operates in an employment market where expertise in key markets
is often in short supply and mobile.
Mitigating actions
e We continue to increase the level of specialist resource in key areas, and to engage with our regulators as they
finalise new regulations.

e We use a broad array of talent sourcing channels, succession planning for key management roles, and heightened
promotion of opportunities internally, with particular attention in our more challenging markets.
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Credit Risk

(Audited)

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Maximum exposure to credit risk
(Audited)

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

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

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

2016 2015

HK$m HK$m

Cash and sight balances at central DANKS ............cocoiviiiiiincee e 213,783 151,103
Items in the course of collection from other banks 21,401 25,020
Hong Kong Government certificates of iNdebtedness ............ccocovreiiiiieiiinsce e 242,194 220,184
TTAAING ASSEES .vuviueeteitesietesieteet ettt ettt ettt s ettt b etk e b e bt st e st ne et et st e b e b e st et e et e st e ne et s 299,719 257,851
Derivatives 479,807 380,955
Financial assets designated at fair VAIUE ............cooeiieiiiieinie e 17,853 18,825
Reverse repurchase agreements — NON-tradiNng .........ocoeeeriiieieiriririeieeee et 271,567 212,779
Placings with and advances to banks 463,211 421,221
L0oans and adVANCES t0 CUSEOMETS ........civiereiriereereertetesteereeseeseetesrebesseeseeseessessesaeebesaeessessessebessearesns 2,834,114 2,762,290
FINANCIal INVESIMENTS ....c.viiiiiiiti et sttt sreebeese e s e besresbesae s 1,826,640 1,706,981
Amounts due from Group companies 242,773 244,396
OhEI BSSEES ...vivviviitiiee ettt ettt ettt et sttt et e st et e st e et e e be e st e st e st et e saeebeess et et e steebeersensesteneeabenaeeres 84,162 76,035
Financial guarantees and other credit-related contingent liabilities ...........ccccooviiiiiiicinnciins 64,017 63,812
Loan commitments and other credit-related COMMItMENS? .........cccoovvvveeieieiciee e 2,655,816 2,545,291
AL 3L DECEMDET ..ottt ettt et e et et et ae ettt saeere e 9,717,057 9,086,743

1 Includes both revocable and irrevocable commitments.

Total exposure to credit risk remained broadly unchanged in 2016, with loans and advances continuing to be the
largest element.

(ii) Credit quality of financial instruments

(Audited)

Five broad classifications describe the credit quality of the group’s lending and debt securities portfolios. Each of
these classifications encompasses a range of more granular, internal credit rating grades assigned to wholesale and
retail lending businesses, as well as ratings attributed by external agencies to debt securities.

For debt securities and certain other financial instruments, external ratings have been aligned to five credit quality
classifications based on the mapping of related customer risk ratings (‘CRR”) to external credit ratings. The mapping
is reviewed on a regular basis and the most recent review resulted in sovereign exposures of ‘BBB+ and BBB’
previously mapped to credit quality classification ‘Good’ being remapped to ‘Strong’. Sovereign exposures of ‘BB+
and BB’ previously mapped to ‘Satisfactory’ being remapped to ‘Good’. This represents a change in internal mapping
unrelated to changes in counterparty creditworthiness. Had this mapping been applied in 2015, the change in credit
quality classification of sovereign exposures would have been as follows: ‘Strong’ — increase of HK$25.0bn; ‘Good’
— decrease of HK$14.4bn; and ‘Satisfactory’— decrease of HK$10.6bn.
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There is no direct correlation between internal and external ratings at the granular level, except insofar as both fall

within one of the five classifications.

Sovereign debt Other debt
securities securities
and bills and bills Wholesale lending and derivatives Retail lending
12 month Internal
External credit  External credit Internal credit probability of credit
rating rating rating default % rating®  Expected loss %
Credit quality
classification
Strong ...ooevereeniiine BBB and above A-and above  CRR1 to CRR2 0-0.169 EL?1toEL2 0-0.999
G0o0d ..o BBB-to BB  BBB+ to BBB- CRR3 0.170-0.740 EL3 1.000 — 4.999
BB- to B, BB+ to B,
Satisfactory ............... and unrated and unrated CRR4to CRR5 0.741-4.914 ELA4toEL5 5.000 — 19.999
Sub-standard .............. B-to C B-toC CRR6to CRR8 4.915-99.999 ELG6 toEL8 20.000 — 99.999
Impaired ........cccovvene. Default Default CRR9 to CRR10 100 EL9to EL10 100+ or defaulted®

1  We observe the disclosure convention that, in addition to those classified as EL9 to EL10, retail accounts classified EL1 to EL8 that
are delinquent by 90 days or more are considered impaired, unless individually they have been assessed as not impaired (see page
27, ‘Ageing analysis of past due but not impaired financial instruments’).

2 Expected loss.
The EL percentage is derived through a combination of PD and LGD, and may exceed 100% in circumstances where the LGD is
above 100%, reflecting the cost of recoveries. Please refer to note 39 for definitions of PD and LGD.

Credit quality classification definitions
(Audited)

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

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

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

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

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

Granular risk rating scales
(Audited)

The CRR 10-grade scale summarises a more granular underlying 23-grade scale of obligor probability of default
(‘PD’). All HSBC wholesale customers are rated using the 10 or 23-grade scale, depending on the degree of
sophistication of the Basel 11 approach adopted for the exposure.

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

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

25



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Risk Report (continued)

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

Distribution of financial instruments by credit quality

(Audited)

Neither past due nor impaired

Past
Sub-  due not Impairment
Strong Good Satisfactory standard impaired Impaired allowances Total
31 December 2016 HK$m HK$m HK$m HK$m  HK$m HK$m HK$m HK$m
Items in the course of collection
from other banks.................. 19,557 103 1,740 1 - - - 21,401
Trading assets ........cocoveenne 248,523 23,449 27,348 399 299,719
Derivatives ........cccceevvevenene. 404,360 62,446 11,923 1,078 479,807
Financial assets designated at
fair value .......ccoooeveviveninns 16,741 463 649 - 17,853
Reverse repurchase agreements
—non-trading .......c.cceeenee 204,144 49,580 17,835 8 - - - 271,567
Placings with and advances to
banks held at amortised cost 427,060 31,786 4,031 334 - - - 463,211
Loans and advances to
customers held at
amortised cOst .......c...con.e. 1,406,265 741,754 624,632 28,304 26,473 19,378 (12,692) 2,834,114
—personal .......coeveeeiiiiennns 894,151 80,243 46,548 1,120 || 18,230 4,388 (2,198)| | 1,042,482
— corporate and
commercial .........c.ccoennee. 441,340 608,415 551,446 | | 26,923 7,864 14,777 (10,419)| | 1,640,346
— non-bank financial
iNSEItUtions ........ccccevveveinns 70,774 53,096 26,638 261 379 213 (75) 151,286
Financial investments ............ 1,716,823 71,072 38,745 - - - - 1,826,640
Other assets .......cccoeevvevveerenene 33,048 17,873 30,598 2,105 382 156 - 84,162
Total cooeveeeeeceeeeeeeeee 4,476,521 998,526 757,501 32,229 26,855 19,534 (12,692) 6,298,474
31 December 2015
Items in the course of
collection from other banks 23,122 138 1,758 2 - - - 25,020
Trading assets ........cocoeeenns 196,284 33,923 27,548 96 257,851
Derivatives ..........cccceeveveuenee. 331,119 32,973 16,442 421 380,955
Financial assets designated at
fair value .......ccocoeveeevennns 16,119 635 2,071 - 18,825
Reverse repurchase agreements
—non-trading .........cccoeo..... 152,464 33,441 26,842 32 - - — 212,779
Placings with and advances to
banks held at amortised cost 385,484 32,197 3,050 487 3 - - 421,221
Loans and advances to
customers held at
amortised COSt .........ccceuee 1,381,933 737,571 585,852 23,674 26,386 18,403 (11,529) 2,762,290
—personal .......ccoeveeeiiiiennns 882,961 75,931 44,963 729 || 19,940 3,998 (1,978)| | 1,026,544
— corporate and
commercial ........cccceevevennne 454,541 619,577 520,073 | | 22,424 6,122 14,315 (9,454)| | 1,627,598
— non-bank financial
iNStitUtions ...........cccevene. 44,431 42,063 20,816 521 324 90 (97) 108,148
Financial investments ............ 1,578,353 80,329 48,299 - - - - 1,706,981
Other assets .......cccovevvevveerenens 24,151 20,765 29,800 1,051 162 106 — 76,035
Total oo 4,089,029 971,972 741,662 25763 26,551 18,509 (11,529) 5,861,957

1  The above table does not include balances due from Group companies.
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(iif)Ageing analysis of past due but not impaired financial instruments
(Audited)

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

Up to 30-59 60-89 90-180 QOver
29 days days days days 180 days Total
HK$m HK$m HK$m HK$m HK$m HK$m
31 December 2016
Loans and advances to customers
held at amortised COSt! ..........ccooveeerererererereerenees 21,182 3,865 1,421 5 - 26,473
— PEISONA ... 14,402 2,818 1,010 - - 18,230
— corporate and commercial ... 6,499 949 411 5 - 7,864
— non-bank financial institutions . 281 98 - - - 379
Other @SSELS ....vovveiviiviiicieicce e 206 42 28 51 59 382
21,388 3,907 1,449 56 55 26,855
31 December 2015
Loans and advances to customers
held at amortised COSt ...........cocoveeeeeerercereererens 20,868 4,182 1,321 15 - 26,386
— PEISONAI ...t 15,161 3,594 1,185 - - 19,940
— corporate and cOmmercial ...........coccoevrrnriereninnnn. 5,385 586 136 15 - 6,122
—non-bank financial institutions ...............cccceevenenn. 322 2 - - - 324
Placings with and advances to banks held at
aMOrtiSEd COSE ...oovvivieviiiciiiece e 3 - - - - 3
Oher @SSELS ....vovveiviiriciceeicce e 66 26 27 33 10 162
20,937 4,208 1,348 48 10 26,551

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

(iv) Impaired loans and advances
(Audited)

The group’s policy for recognising and measuring impairment allowances on both individually assessed loans and
advances and those which are collectively assessed on a portfolio basis is described in note 1(b)(iv) on the Financial
Statements.

Analyses of impairment allowances at 31 December 2016, and the movement of such allowances during the year,
are disclosed in note 11 on the Financial Statements.

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

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

e retail loans and advances:
— classified as EL 9 or EL 10; or
— classified as EL 1 to EL 8 with 90 days and over past due
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e renegotiated loans and advances that have been subject to a change in contractual cash flows as a result of a
concession which the lender would not otherwise consider, and where it is probable that without the concession
the borrower would be unable to meet its contractual payment obligations in full, unless the concession is
insignificant and there are no other indicators of impairment. Renegotiated loans remain classified as impaired
until there is sufficient evidence to demonstrate a significant reduction in the risk of non-payment of future cash
flows, and there are no other indicators of impairment. For loans that are assessed for impairment on a collective
basis, the evidence to support reclassification as no longer impaired typically comprises a history of payment
performance against the original or revised terms, depending on the nature and volume of renegotiation and the
credit risk characteristics surrounding the renegotiation. For loans that are assessed for impairment on an
individual basis, all available evidence is assessed on a case by case basis.

(v) Impairment assessment
(Audited)

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

For details of our impairment policies on loans and advances and financial investments, see notes 1(b)(iv) and 1(b)(v)
on the Financial Statements.

Impairment and credit risk mitigation

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

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

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

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

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

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

Loans and advances

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

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

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

Personal lending
(Audited)

Residential mortgages including loan commitments by level of collateral
At 31 December

2016 2015
HK$m HK$m
Unimpaired loans
FUITY COIALEIAISEA ......cveieeiiieieieieeeee et ettt et e beneneen 807,534 775,823
Partially collateralised
— Greater than 1009 LTV (A) .ocirieiiicett ettt 320 1,300
— Collateral ValUE ON A ..ot | 206 | I 1,199 |
NOE CONBLETAIISEA ...ttt 15 839
807,869 777,962
Impaired loans
FUIY COIALETAIISEA ......ecveviiiiicteit ettt bbb 1,913 1,721
— Lessthan 70% LTV .. 1,410 1,330
- 71%1t090% LTV ...... 372 333
— 919010 10090 LTV .ottt bbbttt 131 58
Partially collateralised
— Greater than 100% LTV (B) ..c.cooiriiiiiicii et 51 64
— Collateral Value 0N B .........ccoiciiiiiiiiiic e 42 | | 50 |
NOE CONMALETAIISEA ......veeeeetieeiee ettt 1 8
1,965 1,793
Total reSidential MOMGAGES . ...ceiveirerieiieeeee ettt st se st s e eseneene et s 809,834 779,755

The above table shows residential mortgage lending including off-balance sheet loan commitments, by level of
collateral. The collateral included in the table above consists of fixed first charges on real estate.
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The LTV ratio is calculated as the gross on-balance sheet carrying amount of the loan and any off-balance sheet loan
commitment at the balance sheet date divided by the value of collateral. The methodologies for obtaining residential
property collateral values vary throughout the group, but are typically determined through a combination of professional
appraisals, house price indices or statistical analysis. Valuations are updated on a regular basis and, as a minimum, at
intervals of every three years. Valuations are conducted more frequently when market conditions or portfolio
performance are subject to significant change or where a loan is identified and assessed as impaired.

Other personal lending

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

Corporate, commercial and non-bank financial institutions lending

(Audited)

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

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

At 31 December

2016 2015

HK$m HK$m

RAEA CRRIEL 110 7 ooviuiiieieetectece ettt sttt ettt sttt st ettt st se et st be st e bt ene st ennebe e 318,874 314,069
NOE COHALEIAIISEA .....evieeiicie et ettt sttt bt e 98,601 95,551
FUIY CONBLETATISEU .......oviiiiiiicici bbb 211,694 203,603
Partially CONAEraliSEA (A) ......ovourueririiieieieriririeiee ettt 8,579 14,915
— COMALErAl VAIUE ON A ..ottt sttt sr e beeba ettt e beane s 4,283 9,104
RAEA CRRIEL 8 ...ttt ettt ettt ettt sa bt se st ene et e st eneete s ene s enessennete e 3 45
NOE COHALEIAIISEA ......cvevieiceiictice ettt e b e b b nessenn et e - -
FUITY CONAIETATISEU .....o.vvieiiiieieie ettt 2 37
Partially CONAEraliSEd (B) .........coeiriiriieiiriririciiiiect et 1 8
— COlIAteral ValUE ON B ......c.ovciiiiiciciee ettt e 1 3
RAted CRRIEL 910 10 .oiuiieiietiiieceetetete ettt ettt ettt sttt se st s ebe st neste e nestenesnennete e 168 570
NOE COHALEIAIISEA ......cvvvieiceiiictisie ettt se e b e s b nessene et e 25 395
FUITY CONBLETATISEU .......oviviiiiiicicic ettt 101 137
Partially CONAEraliSEa (C) .......oeiiriiiiieiririsieiii e 42 38
— COMALErAl VAIUE ON € ...ttt st sr et ra st esreebeane s 46 22
Total commercial real estate 10ans and adVANCES ..........cccccvcviiiiriiiieiiceceeee e 319,045 314,684

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

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

(Audited) At 31 December
2016 2015
HK$m HK$m
RAtEd CRRIEL 8 ...t e 3,258 1,954
Not collateralised ..... 3,139 1,274
Fully collateralised .............. 24 316
Partially COINAEraliSEa (A) ......coviiiieeiririieiciiie ettt 95 364
— collateral Value On A .........c.coiiii 25 | | 131 |
Rated CRR/EL 910 10 ....uiitiin it 15,033 14,197
NOE COHALEIAIISEA ....uviiuviiiiicie ettt b e e et e e ebe et e e et e et e e teesteesaeesaaesaeesaees 6,581 6,869
FUIY COALETAIISEA .....o.vveeiiiiieiei bbbt 3,472 3,408
Partially COlAteraliSEd (B) ..ottt 4,980 3,920
— COHAEral VAIUE ON B ...ttt sttt sr et re e sr e beane s 2,081 I I 1,827
TOTAL bbbttt 18,291 16,151

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

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

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

Placings with and advances to banks
(Audited)

Placings with and advances to banks are typically unsecured. At 31 December 2016, 4% of the placings with and
advances to banks rated CRR/EL 1 to 7, including loan commitments, are fully collateralised (2015: 3%).

Derivatives
(Audited)

The International Swaps and Derivatives Association (‘ISDA’) Master Agreement is our preferred agreement for
documenting derivatives activity. It provides the contractual framework within which dealing activity across a full
range of over the counter (‘OTC”) products is conducted, and contractually binds both parties to apply close-out netting
across all outstanding transactions covered by an agreement if either party defaults or another pre-agreed termination
event occurs. It is common, and our preferred practice, for the parties to execute a Credit Support Annex (‘CSA’) in
conjunction with the ISDA Master Agreement. Under a CSA, collateral is passed between the parties to mitigate the
counterparty risk inherent in outstanding positions. The majority of our CSAs are with financial institution clients.
Please refer to note 36 ‘Offsetting of financial assets and liabilities’ for further details.
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Other credit risk exposures
(Audited)

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

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

The group’s maximum exposure to credit risk includes financial guarantees and similar arrangements that it issues or
enters into, and loan commitments to which it is irrevocably committed. Depending on the terms of the arrangement,
the bank may have recourse to additional credit mitigation in the event that a guarantee is called upon, or a loan
commitment is drawn and subsequently defaults. Further information about these arrangements is provided in note 34
‘Contingent liabilities and commitments’.

Liquidity and Funding Risk
(Audited)

Liquidity and funding risk management framework

HSBC has an internal liquidity and funding risk management framework (‘LFRF’) which aims to allow it to withstand
very severe liquidity stresses. It is designed to be adaptable to changing business models, markets and regulations.

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

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

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

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

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

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

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

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

o reviewing the funding structure of operating entities and the allocation of liquidity among them; and
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monitoring liquidity and funding limit breaches and providing direction to those operating entities that have not
been able to rectify breaches on a timely basis.

Compliance with liquidity and funding requirements is monitored by local ALCO who report to the group ALCO on a
regular basis. This process includes:

maintaining compliance with relevant regulatory requirements of the operating entity;

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

monitoring liquidity and funding ratios against internal and regulatory requirements;
maintaining a diverse range of funding sources with adequate back-up facilities;
managing the concentration and profile of term funding;

managing contingent liquidity commitment exposures within pre-determined limits;
maintaining debt financing plans;

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

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

Development in 2016

On 1 January 2016, the Group implemented a new LFRF. It uses the liquidity coverage ratio (‘LCR’) and net stable
funding ratio (‘NSFR’) regulatory framework as a foundation, but adds extra metrics, limits and overlays to address the
risks that we consider are not adequately reflected by the regulatory framework.

The LFRF is delivered using the following key aspects:

standalone management of liquidity and funding by operating entity;
operating entity classification by inherent liquidity risk (‘ILR’) categorisation;
minimum LCR requirement depending on ILR categorisation;

minimum NSFR requirement depending on ILR categorisation;

legal entity depositor concentration limit;

three-month and 12-month cumulative rolling term contractual maturity limits covering deposits from banks,
deposits from non-bank financial institutions and securities issued;

annual individual liquidity adequacy assessment (‘ILAA’) by principal operating entity;
minimum LCR requirement by currency;
intraday liquidity; and

forward-looking funding assessments.

The new internal LFRF and the risk tolerance limits were approved by the Board on the basis of recommendations made
by the Group Risk Committee.

Our ILAA process aims to:

identify risks that are not reflected in the LFRF, and, where required, to assess additional limits required locally;
and

validate the risk tolerance at the operating entity level by demonstrating that reverse stress testing scenarios are
acceptably remote and ensuring vulnerabilities have been assessed through the use of severe stress scenarios.
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Management of liquidity and funding risk

Inherent liquidity risk categorisation
(Audited)

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

Liquidity coverage ratio
(Unaudited)

The LCR aims to ensure that a bank has sufficient unencumbered high-quality liquid assets (‘HQLA”) to meet its liquidity
needs in a 30-calendar-day liquidity stress scenario. HQLA consist of cash or assets that can be converted into cash at
little or no loss of value in markets.

As at 31 December 2016, all the group’s operating entities were within the LCR risk tolerance level established by the
Board and applicable under the LFRF.

Net stable funding ratio
(Unaudited)

The NSFR requires institutions to maintain sufficient stable funding relative to required stable funding, and reflects a
bank’s long-term funding profile (funding with a term of more than a year). It is designed to complement the LCR. The
European calibration of NSFR is pending following the Basel Committee’s final recommendation in October 2014. We
calculate NSFR in line with the Basel Committee on Banking Supervision publication 295, pending its implementation
in Europe.

As at 31 December 2016, all the group’s operating entities were within the NSFR risk tolerance level established by the
Board and applicable under the LFRF.

Depositor concentration and term funding maturity concentration
(Unaudited)

The LCR and NSFR metrics assume a stressed outflow based on a portfolio of depositors within each deposit segment.
The validity of these assumptions is challenged if the underlying depositors do not represent a large enough portfolio so
that a depositor concentration exists. Operating entities are also exposed to term re-financing concentration risk if the
current maturity profile results in future maturities being overly concentrated in any defined period.

As at 31 December 2016, all the group’s operating entities were within the risk tolerance levels established by the Board
and applicable under the LFRF.

Sources of funding
(Audited)

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

The group allows currency mismatches to provide some flexibility in managing the balance sheet structure and to carry
out foreign exchange trading, on the basis that there is sufficient liquidity in the swap market to support currency
conversion in periods of stress. The group sets limits on LCR by currency for all material currencies based on liquidity
in the swap markets. These limits are approved and monitored by ALCO.

Additional contractual obligations
(Unaudited)

Under the terms of our current collateral obligations under derivative contracts (which are ISDA compliant CSA
contracts), the additional collateral required to post in the event of one-notch and two-notch downgrade in credit ratings
is immaterial.

Liquidity regulation

(Unaudited)

The Banking (Liquidity) Rules were introduced by the HKMA in 2014 and became effective from 1 January 2015.
Under rule 11(1), the group is required to calculate its LCR on a consolidated basis. During 2016 the group is required
to maintain an LCR of not less than 70%, increasing in steps of 10% each year to not less than 100% by January 2019.
The NSFR is expected to be implemented in Hong Kong from 1 January 2018.

The average LCRs for the period are as follows:

Quarter ended
31 December 30 September 30June 31 March 31 December 30 September 30June 31 March

2016 2016 2016 2016 2015 2015 2015 2015
% % % % % % % %
Average LCRs .. 184.9 189.6 193.6 186.6 159.8 156.7 142.5 137.4

The liquidity position of the group remained strong in 2016. The average LCR increased by 25.1% from 159.8% for the
quarter ended on 31 December 2015 to 184.9% for the quarter ended on 31 December 2016, mainly as a result of the
refinement of reporting of deposits which are operational in nature. In addition, the increase in customer deposits
exceeded the growth in loans and advances to customers, resulting in an increase in HQLA.

The majority of HQLA included in the LCR are Level 1 assets as defined in the Banking (Liquidity) Rules, which consist
mainly of government debt securities.

Weighted amount (average value) at quarter ended
31 December 30 September 30 June 31 March 31 December 30 September 30June 31 March

2016 2016 2016 2016 2015 2015 2015 2015

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

Level 1 assets .. 1,580,397 1,533,814 1,512,512 1,510,252 1,443,350 1,405,245 1,368,320 1,324,230
Level 2A assets 59,571 64,572 64,381 55,134 58,026 49,916 41,658 35,956
Level 2B assets 10,954 12,250 10,136 7,266 6,267 7,729 7,992 7,314
Total .....cocvee. 1,650,922 1,610,636 1,587,029 1,572,652 1,507,643 1,462,890 1,417,970 1,367,500

Further details of the group’s liquidity information disclosures can be viewed in the Supplementary Notes on the
Financial Statements 2016, which will be available in the Regulatory Disclosure Section of our website:
www.hsbc.com.hk.
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Market Risk
(Audited)

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

There were no significant changes to our policies and practices for the management of market risk in 2016.

Exposure to market risk

Exposure to market risk is separated into two portfolios:

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

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

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

- Foreign exchange & Commodities - Structural foreign exchange
Risk Types - Interest rates - Interest rates
- Credit spreads - Credit spreads
- Equities
Global Businesses GB&M, incl BSM GB&M, incl BSM GPB CMB RBWM
VaR / Sensitivity / Stress testing VaR / Sensitivity / Stress testing

Note — Balance Sheet Management (‘BSM’), for external reporting purposes, forms part of Corporate Centre while daily operations and risk
are managed within GB&M.

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

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

Market risk governance
(Audited)

Market risk is managed and controlled through limits approved by the Risk Management Meeting of the GMB for HSBC
Holdings plc and the various global businesses. These limits are allocated across business lines and to the Group’s legal
entities. The management of market risk is principally undertaken in Global Markets through risk limits. Value at Risk
limits are set for portfolios, products, and risk types, with market liquidity and business need being the primary factors
in determining the level of limits set.

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

Our aim isto ensure that all market risks are consolidated within operations that have the necessary skills, tools,
management and governance to manage them. In certain cases where the market risks cannot be fully transferred, we
identify the impact of varying scenarios on valuations or on net interest income resulting from any residual risk positions.
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Model risk is governed through Model Oversight Committees (‘MOC’s) at the regional and Global Wholesale Credit
and Market Risk (‘“WCMR”) level. They have direct oversight and approval responsibility for all traded risk models
utilised for risk measurement and management and stress testing. The MOCs prioritise the development of models,
methodologies and practices used for traded risk management and ensure that they remain within our risk appetite and
business plans. The Markets MOC reports into the Group MOC, which oversees all risk types at Group level. Group
MOC informs the Risk Management Meeting of the GMB about material issues at least on a bi-annual basis. The Risk
Management Meeting is the Group’s ‘Designated Committee” according to the regulatory rules and it has delegated day-
to-day governance of all traded risk models to the Global WCMR MOC.

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

Market risk measures
(Audited)
Monitoring and limiting market risk exposures

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

Sensitivity analysis
(Unaudited)

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

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

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 VVaR for non-trading portfolios in order to have a complete picture of market risk. Where
VaR is not calculated explicitly, alternative tools are used as summarised in the Market Risk stress testing section below.

Our models are predominantly based on historical simulation which incorporate the following features:

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

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

The models also incorporate the effect of the option features on the underlying exposures. 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 model limitations

Although a valuable guide to risk, VaR should always be viewed in the context of its limitations. For example:

o the use of historical data as a proxy for estimating future events may not encompass all potential events, particularly
those which are extreme in nature;
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o the use of a holding period assumes that all positions can be liquidated or the risks offset during that period. This
may not fully reflect the market risk arising at times of severe illiquidity, when the holding period may be insufficient
to liquidate or hedge all positions fully;

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

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

Backtesting

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

We would expect on average to see two to three profits, and two or three losses, in excess of VaR at the 99% confidence
level over a one-year period. The actual number of profits or losses in excess of VaR over this period can therefore be
used to gauge how well the models are performing. We back-test our group-level VaR which reflects the full scope of
HSBC, including entities that do not have local permission to use VaR for regulatory purposes.

Risk not in VaR framework
(Unaudited)

The RNIV framework aims to manage and capitalise material market risks that are not adequately covered in the VaR
model. On average in 2016, the capital requirement derived from these stress tests represented 4.2% of the total internal
model-based market risk requirement.

Risk factors are reviewed on a regular basis and either incorporated directly in the VaR models, where possible, or
quantified through the VaR-based RNIV approach or a stress test approach within the RNIV framework. The outcome
of the VaR-based RNIV is included in the VaR calculation and back-testing; a stressed VaR RNIV is also computed for
the risk factors considered in the VaR-based RNIV approach. Stress-type RNIVs include a gap risk exposure measure
to capture risk on non-recourse margin loans and a de-peg risk measure to capture risk to pegged and heavily-managed
currencies.

Stress testing
(Audited)

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

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

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

Stressed VaR and stress testing, together with reverse stress testing, provide management with insights regarding the
‘tail risk” beyond VaR for which HSBC’s appetite is limited.
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Market risk in 2016
(Unaudited)

Global economic growth remained subdued with a divergence in monetary policies in 2016. The ongoing reform of the
renminbi (‘RMB’) exchange rate regime and the economic slowdown of the mainland Chinese economy caused volatility
in currency markets. Market concerns persisted due to the scale of the economic slowdown and the potential for further
RMB depreciation. The prospect of the US interest rate hike attracted capital outflows from emerging markets and
generated economic headwinds for some Asian countries. There was significant depreciation in several Asian currencies
against the strengthening US dollar. Major market events including the Brexit referendum and the US Presidential
Election added further to the market volatility in 2016.

Against this backdrop, we maintained an overall defensive risk profile in our trading businesses. Defensive positions are
characterised by relatively low net open positions or the purchase of protection hedges to mitigate downside risk to
portfolios during times of market distress.

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

Trading VaR predominantly resides within Global Markets. This was higher at 31 December 2016 compared to
31 December 2015 due to an increase in the interest rate trading VaR, which was driven by portfolio composition
changes.

The trading VaR for the year is shown in the table below.

Trading value at risk, 99% 1 day*

Foreign
exchange and Interest Credit Portfolio
commodity rate Equity spread diversification? Total

HK$m HK$m HK$m HK$m HK$m HK$m
At 31 December 2016
Year eNd.....c.covvuvieiiiieiiieiisieee e 27 95 14 17 (56) 97
Average .... 52 108 13 23 110
MaXimUM ..o 78 161 26 54 181
At 31 December 2015
Year eNd.....coovvvveiniriniieiiee e 31 70 21 29 (62) 89
Average .... 54 102 16 27 134
MaXimUuM ..o 92 194 39 45 238

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

2 Portfolio diversification is the market risk dispersion effect of holding a portfolio containing different risk types. It represents the
reduction in unsystematic market risk that occurs when combining a number of different risk types, for example, interest rate, equity and
foreign exchange, together in one portfolio. It is measured as the difference between the sum of the VaR by individual risk type and the
combined total VaR. A negative number represents the benefit of portfolio diversification. As the maximum and minimum occur on
different days for different risk types, it is not meaningful to calculate a portfolio diversification benefit for these measures.

Non-trading portfolios
(Unaudited)

Market risk in non-trading portfolios arises principally from mismatches between the future yield on assets and their
funding cost, as a result of interest rate changes. Analysis of this risk is complicated by having to make assumptions on
embedded optionality within certain investment product areas, such as the incidence of mortgage prepayments, and from
behavioural assumptions regarding the economic duration of liabilities which are contractually repayable on demand
such as current accounts, and the re-pricing behaviour of managed rate products.

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

Sensitivity of net interest income

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

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

Structural foreign exchange exposures
(Unaudited)

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

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

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

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

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

LCYm HK$m
equivalent
At 31 December 2016
RENMINDI ...ttt s s et e e be st e se e b et e s e ssessebe st enesbe e esesaeseanens 170,111 189,993
At 31 December 2015
RENMINDI .ot ettt sttt te et e e st et e sbeebeesb et et e st e et e saeenaentesaebesaeers 156,567 186,866

Operational Risk

(Audited)

Operational risk is the risk to achieving our strategy or objectives as a result of inadequate or failed internal processes,
people and systems or from external events. Responsibility for minimising operational risk lies with HSBC’s staff. All
staff are required to manage the operational risks of the business and operational activities for which they are responsible.

Operational risk management framework

HSBC'’s Operational Risk Management Framework (‘ORMEF”) is our overarching approach for managing operational

risk, the purpose of which is to:

¢ identify and manage our operational risks in an effective manner;

e remain within the operational risk appetite, which helps the organisation to understand the level of risk it is willing
to accept; and

o drive forward-looking risk awareness and assist management focus.
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Business and functional managers throughout the organisation are responsible for maintaining an acceptable level of
internal control commensurate with the scale and nature of operations, and for identifying and assessing risks, designing
controls and monitoring the effectiveness of these controls. The ORMF helps managers to fulfil these responsibilities by
defining a standard risk assessment methodology and providing a tool for the systematic reporting of operational loss
data.

A centralised database is used to record the results of the operational risk management process. Operational risk and
control self-assessments are input and maintained by business units. Business and functional management and business
risk and control managers monitor the progress of documented action plans to address shortcomings. To ensure that
operational risk losses are consistently reported and monitored at Group level, all Group companies are required to report
individual losses when the net loss is expected to exceed US$10,000, and to aggregate all other operational risk losses
under US$10,000. Losses are entered into the Group Operational Risk database and are reported to the Risk Management
Meeting on a monthly basis.

Activities to strengthen our risk culture and better embed the use of the ORMF were further implemented in 2016. In
particular, the use of the activity-based ‘Three lines of defence’ model sets out roles and responsibilities for managing
operational risks on a daily basis.

Exposures
(Unaudited)

HSBC continues to strengthen those controls that manage our most material risks by:

o further embedding Global Standards to ensure that we know and protect our customers, ask the right questions and
escalate concerns;

¢ increased monitoring and enhanced detective controls to manage those fraud risks which arise from new technologies
and new ways of banking;

e strengthening internal security controls to prevent cyber-attacks;

e improve controls and security to protect customers when using digital channels.

Controls over unauthorised system access (‘IT privileged access’)

Deficiencies in the design and operational effectiveness of a number of controls associated with IT privileged access
have been identified. This included controls over individual access rights to operating systems, applications, and data
used in the financial reporting process. Significant improvement in this area has been made during 2016 as a result of
actions taken under the associated remediation program. Effective mitigating IT, business, monitoring and period-end
controls were in place for 2016.

Regulatory Compliance Risk

(Unaudited)
Overview

The Regulatory Compliance (‘RC”) function provides independent, objective oversight and challenge and promotes a
compliance-oriented culture, supporting the business in delivering fair outcomes for customers, maintaining the integrity
of financial markets and achieving HSBC’s strategic objectives.

Key risk management processes

We regularly review our policies and procedures. Global policies and procedures require the prompt identification and
escalation of any actual or potential regulatory breach to RC. Reportable events are escalated to the RMM and the Risk
Committee, as appropriate.
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Conduct of business
In 2016, we continued to take steps to raise our standards relating to conduct, which included:

o delivering further global mandatory conduct training to all employees in 2017;

e incorporating the assessment of expected values and behaviours as key determinants in recruitment, performance
appraisal and remuneration processes;

e improving our Group-wide market surveillance capability;

¢ introducing policies and procedures to strengthen support for potentially vulnerable customers;

¢ enhancing the quality and depth of conduct management information and how it is used across the Group;

e implementing an assessment process to check the effectiveness of our conduct initiatives across the Group; and

e assessing conduct standards and practices within our key third-party suppliers and distributors.

Financial Crime Risk

(Unaudited)
Overview

Financial Crime Risk is a global function that brings together all areas of financial crime risk management at HSBC and
is dedicated to implementing the most effective global standards to combat financial crime. The function has been set
up to enable us to build on our achievements in managing financial crime risk effectively across the Group and to
continue to strengthen financial crime detection, and anti-money laundering, sanctions and anti-bribery and corruption
compliance.

Key risk management processes

We continue to embed policies and procedures, introduce new technology solutions and support the cultural change
needed to effectively manage financial crime risk. A key enhancement during 2016 was the deployment of our global
Customer Due Diligence system. This, along with the enhanced financial crime risk training, will ensure our people have
the guidance and tools that they need.

Deferred Prosecution Agreement and related agreements and consent orders, and the Monitor

In December 2012, HSBC Holdings, HSBC North America Holdings Inc. (‘“HNAH’) and HSBC Bank USA, N.A.
(‘HSBC Bank USA’) entered into agreements with US and UK authorities regarding past inadequate compliance with
AML and sanctions laws. Among these agreements, HSBC Holdings and HSBC Bank USA entered into a five-year
deferred prosecution agreement (‘US DPA”) with the US Department of Justice (‘DoJ’). HSBC Holdings also entered
into an undertaking with the UK FCA (the ‘FCA Direction’) to comply with certain forward-looking obligations with
respect to AML and sanctions requirements. In addition, HSBC Holdings entered into a cease and desist order with the
US Federal Reserve Board (‘FRB’) with respect to compliance with US AML and sanctions requirements. The
agreements with the DoJ and the FRB, and the FCA Direction, require us to retain an independent monitor to evaluate
our progress in fully implementing our obligations and the Monitor was appointed in 2013 to produce annual assessments
of the effectiveness of the Group’s AML and sanctions compliance.

Throughout 2016, the Group’s Financial System Vulnerabilities Committee (‘FSVC’) received regular reports on
HSBC’s relationship with the Monitor and its compliance with the US DPA. The Monitor’s second annual review was
received by the FSVC, and it received regular updates from the Monitor on the preliminary findings arising from the
Monitor’s ongoing country Visits. In February 2017, the Monitor delivered his third annual follow-up review report
which the DoJ and HSBC are reviewing further. The Monitor’s fourth annual follow-up review is underway.
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Reputational Risk

(Unaudited)

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

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

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

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

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

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

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

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

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

The majority of the risk in our insurance business derives from manufacturing activities and can be categorised as
financial risk and insurance risk. Financial risks include market risk, credit risk and liquidity risk. Insurance risk is the
risk, other than financial risk, of loss transferred from the holder of the insurance contract to the issuer (HSBC).

HSBC’s bancassurance model

We operate an integrated bancassurance model which provides insurance products principally for customers with whom
we have a banking relationship. The insurance contracts we sell relate to the underlying needs of our banking customers,
which we can identify from our point-of-sale contacts and customer knowledge. The majority of sales are of savings and
investment products.

By focusing largely on personal and small and medium-sized enterprise businesses, we are able to optimise volumes and
diversify individual insurance risks.

We choose to manufacture these insurance products in HSBC subsidiaries based on an assessment of operational scale
and risk appetite. Manufacturing insurance allows us to retain the risks and rewards associated with writing insurance
contracts by keeping part of the underwriting profit and investment income within the group. It also reduces distribution
costs for our products by using our established branch network, and enables us to control the quality of the sale process
and the products themselves to ensure our customers receive products which address their specific needs at the best value.
We have life insurance manufacturing operations in six locations: mainland China, Hong Kong, India, Macau, Malaysia,
and Singapore.

Where we do not have the risk appetite or operational scale to be an effective insurance manufacturer, we engage with a
handful of leading external insurance companies in order to provide insurance products to our customers through our
banking network and direct channels. These arrangements are generally structured with our exclusive strategic partners
and earn the group a combination of commissions, fees and a share of profits. We distribute insurance products in all of
our geographical regions. Insurance products are sold through all global businesses, but predominantly by RBWM and
CMB through our branches and direct channels.

Risk management of insurance manufacturing operations
Governance

Insurance risks are managed to a defined risk appetite, which is aligned to the Group risk appetite and risk management
framework, including the Group’s ‘Three lines of defence’ model. The Insurance Risk Management Meeting oversees
the control framework and is accountable to the RBWM Risk Management Meeting on risk matters relating to insurance
business.

The monitoring of the risks within the insurance operations is carried out by the Insurance Risk teams. Specific risk
functions, including wholesale market risk, operational risk, information security risk and financial crime compliance,
support insurance risk teams in their respective areas of expertise.

Measurement

The risk profile of our insurance manufacturing businesses is measured using an economic capital approach. Assets and
liabilities are measured on a market value basis and a capital requirement is defined to ensure that there is a less than 1
in 200 chance of insolvency over a one year time horizon, given the risks that the businesses are exposed to. The
methodology for the economic capital calculation is largely aligned to the pan-European Solvency Il insurance capital
regulation, which is applicable from January 2016. The economic capital coverage ratio (economic net asset value
divided by the economic capital requirement) is a key risk appetite measure. In addition to economic capital, the
regulatory solvency ratio is also a metric used to manage risk appetite on an entity basis.

The tables below show the composition of assets and liabilities by contract type. 92% (2015: 93%) of both assets and
liabilities are derived from Hong Kong.
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Balance sheet of insurance manufacturing subsidiaries by type of contract

Other
Non-linked Linked assets and
contracts® contracts? liabilities® Total
HK$m HK$m HK$m HK$m
At 31 December 2016
Financial assets:
— financial assets designated at fair value ................ 56,863 48,644 107 105,614
— deriVatiVES ...covceveeeicse e . 660 17 1 678
— financial investments- held-to-maturity ................ 238,126 - 22,641 260,767
— financial investments- available-for-sale .............. 43,412 - 1,071 44,483
— other financial assets ........c..ccocevvvervreiniesernserenn 24,194 1,091 3,955 29,240
Total financial assets .........ccoevevervrriienierernsereeesienens 363,255 49,752 27,775 440,782
REINSUrANCE SSELS ....veiveivievieiiiieiiecre et 10,321 1,308 - 11,629
PVIF ottt — — 44,077 44,077
OLhEr @SSELS ....vevveveicreiieieeeie et 7,665 3 3,894 11,562
TOtAl ASSELS .vvveveririeievieisiereee e 381,241 51,063 75,746 508,050
Liabilities under investment contracts designated at
FaIr VAIUB ..o 29,511 6,792 - 36,303
Liabilities under insurance contracts .. . 342,134 44,036 - 386,170
Deferred taX .......cccceeveieiiciciisece e 159 - 6,981 7,140
Other labilities ........ccccvveereivcire e - - 10,540 10,540
Total liabilities ......cccovvvevvieiciee e 371,804 50,828 17,521 440,153
TOtal BQUILY .oveveeeeeiee e - - 67,897 67,897
Total equity and liabilities ...........cccoooveennrriicnnnn. 371,804 50,828 85,418 508,050
At 31 December 2015
Financial assets:
— financial assets designated at fair value ................ 51,197 46,561 426 98,184
— derivatiVes .......ccccoeeveeeeieeeee e . 633 1 86 720
— financial investments- HTM ... 204,961 - 23,638 228,599
— financial investments- AFS .. . 41,583 - 1,066 42,649
— other financial @SSets .........cccceevvevvevieieveiiceeiens 23,796 1,444 3,525 28,765
Total financial assets .........cccceveveieieciececececiens 322,170 48,006 28,741 398,917
7,303 1,402 - 8,705
- - 36,897 36,897
7,275 6 3,232 10,513
TOtAl ASSELS ..eveiveieieiiiecreceee e 336,748 49,414 68,870 455,032
Liabilities under investment contracts designated at
faIr value .....o.oooveeeiiceceecc 29,228 6,821 - 36,049
Liabilities under insurance contracts .. . 298,576 42,244 - 340,820
Deferred taX .......ccccceeveiveieeieiicecece e 95 - 5,846 5,941
Other labilities ......c..ccoovveveviiieiececeece e — — 10,445 10,445
Total labilities .....coveveeeveecececeeccee e 327,899 49,065 16,291 393,255
Total @QUILY ...oveveeiieeee e - - 61,777 61,777
Total equity and liabilities ...........ccoccovveniiiiicniiinne 327,899 49,065 78,068 455,032
1 Comprises life non-linked insurance contracts, non-linked investment contracts and remaining non-life insurance contracts.

2

Comprises life linked insurance contracts and linked investment contracts.

3 Comprises shareholder assets and liabilities.
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Stress and scenario testing

Stress testing forms a key part of the risk management framework for the insurance business. We participate in local
and Group-wide regulatory stress tests, including the Bank of England stress test, the Hong Kong Monetary Authority
stress test, and individual country insurance regulatory stress tests.

These have highlighted that a key risk scenario for the insurance business is a prolonged low interest rate environment.
In order to mitigate the impact of this scenario, the insurance operations identify a range of strategies including the
hedging of interest rate risk, a dynamic approach of re-pricing the products to reflect lower interest rates, diversification
of product offerings with less sensitivity to interest rate levels, risk transfer to third parties, and yield enhancement
investment strategies to optimise the expected returns against the cost of economic capital.

Key Risk Types

The key risk for our insurance operations is market risk, followed by insurance risk. Credit and liquidity risk, whilst
significant for the bank, are minor for our insurance operations.

Market risk (insurance)

Market risk is the risk of changes in market factors affecting HSBC’s capital or profit. Market factors include interest
rates, equity and growth assets, spread risk and foreign exchange rates.

Our exposure varies depending on the type of contract issued. Our most significant life insurance products are contracts
with discretionary participating features (‘DPF’) issued in Hong Kong. These products typically include some form of
capital guarantee or guaranteed return, on the sums invested by the policyholders, to which discretionary bonuses are
added if allowed by the overall performance of the funds. These funds are primarily invested in bonds with a proportion
allocated to other asset classes, to provide customers with the potential for enhanced returns.

DPF products expose HSBC to the risk of variation in asset returns, which will impact our participation in the investment
performance. In addition, in some scenarios the asset returns can become insufficient to cover the policyholders' financial
guarantees, in which case the shortfall has to be met by HSBC. Reserves are held against the cost of such guarantees,
calculated by stochastic modelling.

For unit-linked contracts, market risk is substantially borne by the policyholders, but some market risk exposure typically
remains as fees earned are related to the market value of the linked assets.

All our insurance manufacturing subsidiaries have market risk mandates which specify the investment instruments in
which they are permitted to invest and the maximum quantum of market risk which they may retain. They manage
market risk by using, amongst others, some or all of the techniques listed below, depending on the nature of the contracts
written:

o For products with DPF, adjusting bonus rates to manage the liabilities to policyholders. The effect is that a significant
portion of the market risk is borne by the policyholders;

o Asset and liability matching where asset portfolios are structured to support projected liability cash flows. The group
manages its assets using an approach that considers asset quality, diversification, cash flow matching, liquidity,
volatility and target investment return. It is not always possible to match asset and liability durations due to
uncertainty over the receipt of all future premiums and the timing of claims; and also because the forecast payment
dates of liabilities may exceed the duration of the longest dated investments available. We use models to assess the
effect of a range of future scenarios on the values of financial assets and associated liabilities, and ALCOs employ
the outcomes in determining how to best structure asset holdings to support liabilities;

e Using derivatives to protect against adverse market movements or better match liability cash flows;

e For new products with investment guarantees, considering the cost when determining the level of premiums or the
price structure;

o Periodically reviewing products identified as higher risk, which contain investment guarantees and embedded
optionality features linked to savings and investment products;

e Replacing existing products with new products to mitigate market risk, such as changing the investment return
sharing portion between policyholders and the shareholder;

e Exiting, to the extent possible, investment portfolios whose risk is considered unacceptable; and

¢ Repricing premiums charged to policyholders.
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The following table illustrates the effects of selected interest rate, equity price and foreign exchange rate scenarios on
our profit for the year and the total equity of our insurance manufacturing subsidiaries.

31 December 2016 31 December 2015
Impact on Impact on
profit after profit after
tax for Impact on tax for Impact on
the year total equity the year total equity
HK$m HK$m HK$m HK$m
+ 100 basis points parallel shift in yield curves .................. (56) (4,137) 172 (3,602)
— 100 basis points parallel shift in yield curves .................. (371) 4,575 (949) 3,618
10% increase in equity prices 1,345 1,347 1,225 1,225
10% decrease in equity prices (1,354) (1,357) (1,092) (1,092)
10% increase in USD exchange rate compared to all
CUTTENCIES .evviiiretciii sttt 143 143 136 136
10% decrease in USD exchange rate compared to all
CUFTENCIES ..ottt (143) (143) (136) (136)

Where appropriate, the effects of the sensitivity tests on profit after tax and total equity incorporate the impact of the
stress on the PVIF. The relationship between the profit and total equity and the risk factors is non-linear and non-
symmetrical, therefore the results disclosed should not be extrapolated to measure sensitivities to different levels of
stress. For the same reason, the impact of the stress is not symmetrical on the upside and downside. The sensitivities
reflect the established risk sharing mechanism with policyholders for participating products, and are stated before
allowance for management actions which may mitigate the effect of changes in the market environment. The sensitivities
presented do not allow for adverse changes in policyholders’ behaviour that may arise in response to changes in market
rates.

Credit risk (insurance)

Credit risk is the risk of financial loss if a customer or counterparty fails to meet their obligation under a contract. It

arises in two main areas for our insurance manufacturers:

o risk of default by debt security counterparties after investing premiums to generate a return for policyholders and
shareholders; and

o risk of default by reinsurance counterparties and non-reimbursement for claims made after ceding insurance risk.

The amounts outstanding at the balance sheet date in respect of these items are shown in the table on page 45.

Our insurance manufacturing subsidiaries are responsible for the credit risk, quality and performance of their investment
portfolios. Our assessment of the creditworthiness of issuers and counterparties is based primarily upon internationally
recognised credit ratings and other publicly available information. Investment credit exposures are monitored against
limits by our local insurance manufacturing subsidiaries, and are aggregated and reported to Group Insurance Credit
Risk and Group Credit Risk. Stress testing on the investment credit exposures using credit spread sensitivities and default
probabilities is included in the stress and scenario testing as described above.

We use a number of tools to manage and monitor credit risk. These include a credit report which contains a watch-list
of investments with current credit concerns and is circulated monthly to senior management in Group Insurance and the
individual country Chief Risk Officers to identify investments which may be at risk of future impairment.

Credit risk on assets supporting unit-linked liabilities is predominantly borne by the policyholders; therefore our
exposure is primarily related to liabilities under non-linked insurance and investment contracts and shareholders’ funds.
The credit quality of these financial assets is included in the table on page 26.

The credit quality of the reinsurers’ share of liabilities under insurance contracts is primarily assessed as ‘strong’ or
‘good’ (as defined on page 26), with 100% of the exposure being neither past due nor impaired (2015: 100%).

Liquidity risk (insurance)

Liquidity risk is the risk that an insurance operation, though solvent, either does not have sufficient financial resources
available to meet its obligations when they fall due, or can secure them only at excessive cost.
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Risk is managed by cashflow matching and maintaining sufficient cash resources; investing in high-credit-quality
investments with deep and liquid markets, monitoring investment concentrations and restricting them where appropriate
and establishing committed contingency borrowing facilities. Insurance manufacturing subsidiaries produce quarterly
liquidity risk reports for Group Insurance to review annually the liquidity risks to which they are exposed.

The following table shows the expected undiscounted cash flows for insurance contract liabilities at 31 December 2016.
The liquidity risk exposure is wholly borne by the policyholders in the case of unit-linked business and is shared with
the policyholders for non-linked insurance. The remaining contractual maturity of investment contract liabilities is
included in the table on page 117.

Expected maturity of insurance contract liabilities

Expected cash flows (undiscounted)

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

At 31 December 2016
Non-linked insurance contracts... 28,980 118,623 255,449 252,421 655,473
Linked insurance contracts.......... 3,025 16,492 35,559 70,238 125,314
32,005 135,115 291,008 322,659 780,787

At 31 December 2015
Non-linked insurance contracts... 26,738 112,308 230,750 237,112 606,908
Linked insurance contracts.......... 2,454 13,397 42,131 82,993 140,975
29,192 125,705 272,881 320,105 747,883

Insurance risk

Insurance risk is the risk of loss through adverse experience, in either timing or amount, of insurance underwriting
parameters (non-economic assumptions). These parameters include mortality, morbidity, longevity, lapses and unit costs.

The principal risk we face is that, over time, the cost of the contract, including claims and benefits may exceed the total
amount of premiums and investment income received. The table on page 47 analyses our life insurance risk exposures
by type of business.

HSBC Insurance primarily manages its insurance risk through asset and liability management, product design, pricing
and overall proposition management (e.g. lapses management by introducing surrender charges), underwriting policy,
claims management process and reinsurance which cedes risks above our acceptable thresholds to an external reinsurer
thereby limiting our exposure.

Present value of in-force long-term insurance business

In calculating PVIF, expected cash flows are projected after adjusting for a variety of assumptions made by each
insurance operation to reflect local market conditions and management’s judgement of future trends, and after applying
risk margins to reflect any uncertainty in the underlying assumptions. Variations in actual experience and changes to
assumptions can contribute to volatility in the results of the insurance business.

Actuarial Control Committees for each key insurance entity meet on a quarterly basis to review and approve assumptions
proposed for use in the determination of the PVIF. All changes to non-economic assumptions, economic assumptions
that are not observable and model methodology must be approved by the Actuarial Control Committee.

Economic assumptions are either set in a way that is consistent with observable market values or, in certain markets,
long-term economic assumptions are used. Setting such assumptions involves the projection of long-term interest rates
and the time horizon over which observable market rates trend towards these long-term assumptions. The assumptions
are informed by relevant historical data and by research and analysis performed by the Group’s Economic Research
team and external experts, including regulatory bodies. The valuation of PVIF will be sensitive to any changes in these
long-term assumptions in the same way that it is sensitive to observed market movements, and the impact of such changes
is included in the sensitivities presented below.

The group sets the risk discount rate applied to the PVIF calculation by starting from a risk-free rate curve and adding
explicit allowances for risks not reflected in the best estimate cash flow modelling. Where shareholders provide options
and guarantees to policyholders, the cost of these options and guarantees is an explicit reduction to PVIF.
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The following table shows the effect on the PVIF of changes in the risk-free rate at 31 December, across all insurance
manufacturing subsidiaries.

Impact on PVIF

2016 2015

HK$m HK$m

+ 100 basis points shift in FISK-TrEe FAte ... 67 (63)
— 100 basis points shift in FiSK-frEE rate ..........cccoiriiiiiiic s 379 (64)

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

Non-economic assumptions

The table below shows the sensitivity of profit and total equity to reasonably possible changes in non-economic
assumptions across all our insurance manufacturing subsidiaries.

Impact on 2016 results Impact on 2015 results

Profit after tax Total equity Profit after tax Total equity

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

10% increase in mortality and/or morbidity rates ......... (464) (464) (402) (402)
10% decrease in mortality and/or morbidity rates ........ 467 467 400 400
10% increase in lapse rates ...........ccocovrrerermnnerenenenns (398) (398) (355) (355)
10% decrease in lapse rates 452 452 407 407
10% increase in eXPeNnse rates .........covveeeervnrereernnenns (331) (331) (285) (285)
10% decrease in eXPenSe rates ...........coveeerervreerererens 318 318 271 271

Mortality and morbidity risk is typically associated with life insurance contracts. The effect on profit of an increase in
mortality or morbidity depends on the type of business being written.

Sensitivity to lapse rates depends on the type of contracts being written. In general, for life insurance contracts a policy
lapse has two offsetting effects on profits, which are the loss of future income on the lapsed policy and the existence of
surrender charge recouped at policy lapse. The net impact depends on the relative size of these two effects which varies
with the type of contracts.

Expense rates risk is the exposure to a change in the cost of administering insurance contracts. To the extent that
increased expenses cannot be passed on to policyholders, an increase in expense rates will have a negative effect on our
profits.
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Capital

Capital Management
(Audited)

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

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

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

Capital measures:

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

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

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

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

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

Externally imposed capital requirements
(Unaudited)

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

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

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

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

The Basel 111 capital rules set out the minimum common equity tier 1 (‘CET1’) requirement of 4.5% and a minimum
total capital requirement of 8% from 1 January 2015.

In addition to the criteria detailed in the Basel 111 proposals, the Basel Committee issued further minimum requirements
in January 2011 to ensure that all classes of capital instruments fully absorb losses at the point of non-viability before
taxpayers are exposed to loss. Instruments issued on or after 1 January 2013 may only be included in regulatory capital
if the new requirements are met. The capital treatment of securities issued prior to this date will be phased out over a
10-year period commencing on 1 January 2013.

The provisions of the Banking (Capital) (Amendment) Rules 2012 came into effect on 1 January 2013 to implement the
first phase of the Basel 11l capital standards in Hong Kong (‘Basel 11 rules’).

The Banking (Capital) (Amendment) Rules 2014 came into effect on 1 January 2015 to implement the Basel 111 capital
buffer requirements in Hong Kong. The changes include the phase-in from 2016 to 2019 of the Capital Conservation
Buffer (‘CCB’) which is designed to ensure banks build up capital outside periods of stress of 2.5% of RWAs, the
Countercyclical Capital Buffer (‘CCyB’) which is set on an individual country basis and is built up during periods of
excess credit growth to protect against future losses, and the Higher Loss Absorbency (‘HLA”) requirement for Domestic
Systemically Important Banks (‘D-SIB”) of up to 3.5 % of RWAs. The CCyB for Hong Kong is 0.625% from 1 January
2016 and 1.25% from 1 January 2017. The HKMA announced on 27 January 2017 that it will be increased to 1.875%
from 1 January 2018. This increase is consistent with the Basel 111 phase-in arrangements for the CCyB. On 16 March
2015, the HKMA announced the designation of the group as a D-SIB and the HLA requirement to be 2.5% of RWAs
which will be phased-in from 0.625% in 2016 to reach the full implementation in 2019. On 31 December 2015 and
30 December 2016, the HKMA confirmed the designation of the group as a D-SIB as well as the HLA requirements.

Total Loss Absorbing Capacity proposals
(Unaudited)

In November 2014, as part of the ‘too big to fail’ agenda, the Financial Stability Board (‘FSB’) published proposals for
Total Loss-absorbing Capacity (‘TLAC”) for Global Systemically Important Banks (‘G-SIBs”). In November 2015, the
FSB issued its final term sheet on TLAC which set the minimum TLAC requirement to be 16% of RWAs from 1 January
2019, rising to 18% from 1 January 2022. In addition, there must be sufficient TLAC to meet a leverage ratio requirement
of 6% from 1 January 2019, rising to 6.75% by 1 January 2022.

Leverage Ratio
(Unaudited)

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

Basel 111 provides for a transitional period for the introduction of this ratio, comprising a supervisory monitoring period
that started in 2011 and a parallel run period from January 2013 to January 2017. The parallel run will be used to assess
whether the proposed minimum ratio of 3% is appropriate, with a view to migrating to a Pillar 1 requirement from
1 January 2018. In 2016, the Basel Committee consulted on various amendments to the design and calibration of the
leverage ratio framework in the light of the parallel run.
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Capital (continued)

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

At 31 December 2016 At 31 December 2015

% %
LEVETAGE FALIO ...ttt bbbttt bbbttt ne et be e b e 6.3 6.4
Capital and leverage ratio exposure measure
HK$m HK$m
THEE L CAPILAL ...ttt bbb 444,872 418,758
TOtal EXPOSUIE MEBASUIE .....evevitirieieste ettt este et seeses e seese st st besbe e sae e b st eseebeseebesbe e sbesbenens 7,018,046 6,514,618

The decrease in the leverage ratio from 31 December 2015 to 31 December 2016 was mainly due to an increase in total
assets during the year.

Further details regarding the group’s leverage positions can be viewed in the Supplementary Notes on the Financial
Statements 2016, which will be available in the Regulatory Disclosures section of our website: www.hsbc.com.hk.

Capital adequacy at 31 December 2016
(Unaudited)

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

The basis of consolidation for financial accounting purposes is described in note 1 on the Financial Statements and
differs from that used for regulatory purposes. Further information on the regulatory consolidation basis and a full
reconciliation between the group’s accounting and regulatory balance sheets can be viewed in the Supplementary Notes
on the Financial Statements 2016, which will be available in the Regulatory Disclosures section of our website
www.hsbc.com.hk. Subsidiaries not included in consolidation for regulatory purposes are securities and insurance
companies and the capital invested by the group in these subsidiaries is deducted from regulatory capital, subject to
certain thresholds.

The Bank and its banking subsidiaries maintain regulatory reserves to satisfy the provisions of the Banking Ordinance
and local regulatory requirements for prudential supervision purposes. At 31 December 2016, the effect of this
requirement is to reduce the amount of reserves which can be distributed to shareholders by HK$25,931m (31 December
2015: HK$27,819m).

There are no relevant capital shortfalls in any of the group’s subsidiaries at 31 December 2016 (31 December 2015: nil)
which are not included in its consolidation group for regulatory purposes.
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Capital ratios

(Unaudited)
At 31 December 2016
%
Common equity tier 1 (‘CET1”) capital TatiO .....cccceveeiierirenieenieieie e 16.0
Tier 1 capital ratio 17.2
Total capital ratio 19.0

Risk-weighted assets by risk type

At 31 December 2015
%

15.6
16.6
18.6

(Unaudited)
At 31 December 2016 ~ At 31 December 2015
HK$m HK$m
CIBAIE TISK .ttt bbbttt 2,027,690 1,942,430
Counterparty Credit FISK .........cooreeiiiieeereee bbb 171,150 176,764
Market risk 90,454 101,551
Operational risk 299,295 298,662
TOTAL ettt b ettt ettt b ettt bene s 2,588,589 2,519,407

Risk-weighted assets by global business

(Unaudited)
At 31 December 2016 At 31 December 2015
HK$m HK$m
Retail Banking and Wealth Management .............cceouirireinnneeiee e 365,094 350,948
ComMmMErCIal BANKING ...c.vouviiiieiiiieiieie et 832,810 805,921
Global Banking and Markets ... 899,276 912,350
Global Private Banking .........cccocoeieiriiiiiiei e 27,262 30,789
COMPOTALE CRNIIE ...ttt bbbttt b e bbb e st et ebe e neen 464,147 419,399
LI ¢ LSOO 2,588,589 2,519,407

December 2015 comparatives have been re-presented to conform to the current period’s presentation. For details of these

changes in presentation, see note 37 on the Financial Statements.

Capital Base
(Unaudited)

The following table sets out the composition of the group’s capital base under Basel Il at 31 December 2016. The

position at 31 December 2016 benefits from transitional arrangements which will be phased out.
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Capital (continued)

Capital adequacy at 31 December 2016

Capital base
(Unaudited)

Common equity tier 1 (‘CET1’) capital

Shareholders” EqUILY ........cocccuiiiiiiiiiii i
Shareholders’ equity per balance ShEet ...........c.coeiireiiiiiinis e
Revaluation reserve capitaliSation iSSUE ..........ccccouvririininiieininrieee e

Other eqUILY INSETUMENTS ........ooviieiiiiieieii e
Unconsolidated SUBSIAIANIES .........ccccevveiiieiiiise s

NON-CONTOIIING INTETESTS ....cvvvieeiiiiieteie bbb e
Non-controlling interests per balance sheet
Non-controlling interests in unconsolidated subsidiaries ...........c.ccoorieiennnnieinneene.
Surplus non-controlling interests disallowed in CET1

Regulatory deductions t0 CETL CaPital ........cccoorvviruriiininieeiireeeee e
Valuation adJUSEMENLS ......c.ooiiiieieiiieice bbbt
Goodwill and INtANGIDIE ASSELS ........cveviiiirieiiiieie e s
Deferred tax assets net of deferred tax abilities ..o
Cash Flow hedging FESEIVE .........coiuiuiiiiiiee e e
Changes in own credit risk on fair valued liabilities ............c.ccooiiiieinnncice
Defined benefit pension fuNd @SSELS ..........ccoveirrrieii s
Significant capital investments in unconsolidated financial sector entities ......................
Property revaluation FESEIVES............cccouiveveiiieieiieeisee st
REQUIALOTY TESEIVE ...ttt et bbbttt

Total CET1 capital

Additional tier 1 (‘AT1’) capital
Total AT1 capital before regulatory deductions ..........cooeiiriiiiceninncic e
Perpetual subordinated I0ANS ..........c.ovieuiiiiiiiciicc e
Perpetual non-cumulative preference Shares ...
Allowable non-controlling interests in AT1 capital

Regulatory deductions to ATL Capital ..........cccoorrriiiiiiiiccicec e

Significant capital investments in unconsolidated financial sector entities

Total AT1 capital

Total tier 1 CaPITAl ......cvcveiiiecicc e

Tier 2 capital

Total tier 2 capital before regulatory deductions ...........cccccoveeeverieieneieneisee e
Perpetual cumulative preference Shares ...
Cumulative term preferenCe SNAES ..........cccioeiriiriereeee s
Perpetual subordinated debt ...t
Term subordinated debt ...
Property revaluation FESEIVES.............ccoviueveiiireieiiseieisee et
Impairment allowances and regulatory reserve eligible for inclusion in tier 2 capital ......

Regulatory deductions to tier 2 Capital ..........cccooeviiriiciiie s

Significant capital investments in unconsolidated financial sector entities
Total tier 2 CAPITAL .......coiiieieee s

TOtAl CAPITAL ...t

At 31 December

At 31 December

2016 2015
HK$m HK$m
551,776 514,078
628,006 584,201
(1,454) (1,454)
(14,737) (14,737)
(60,039) (53,932)
22,676 22,352
51,130 51,685
(6,442) (6,717)
(22,012) (23,616)

(160,144) (142,611)
(2,020) (1,845)
(14,029) (14,032)
(1,566) (1,863)

o (51)
(1,195) (940)
(62) (40)

(57,395) (39,524)
(58,168) (56,497)
(25,931) (27.819)
414,308 393,819
47,807 50,826
14,737 14,737
25228 25213

7,932 10,876

(17,333) (25,887)
(17,333) | (25,887) |
30,564 24,939
444,872 418,758
67,536 79,164

1,551 3,100

- 8,138
3,102 6,204
21,472 21,603
26,830 26,079
14,581 14,040

(21,106) (29,059)
(21,106) | | (29,059) |
46,430 50,105
491,302 468,863

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

with the Banking (Capital) Rules issued by the HKMA.
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A detailed breakdown of the group’s CET1 capital, AT1 capital, Tier 2 capital and regulatory deductions can be viewed
in the Supplementary Notes on the Financial Statements 2016, which will be available in the Regulatory Disclosures
section of our website www.hsbc.com.hk.

The following table shows the pro-forma Basel 111 end point basis position once all transitional arrangements have been
phased out based on the Transition Disclosures Template. It should be noted that the pro-forma Basel 111 end point basis
position takes no account of, for example, any future profits or management actions. In addition, the current regulations
or their application may change before full implementation. Given this, the final impact on the group’s capital ratios may
differ from the pro-forma position, which is a mechanical application of the current rules to the balance sheet at
31 December 2016; it is not a projection. On this pro-forma basis, the group’s CET1 ratio is 14.7% (2015: 13.6%), which
is above the Basel 11l minimum requirement, plus expected regulatory capital buffer requirements.

Reconciliation of capital from transitional basis to a pro-forma Basel 111 end point basis

(Unaudited)
At 31 December At 31 December
2016 2015
HK$m HK$m
CET1 capital on @ transitional Dasis ... 414,308 393,819
Transitional provisions: Significant capital investments in unconsolidated financial sector entities (34,666) (51,774)
CET1 capital end POINt DASIS .......ccoiviuiiiiiiieieiiee e 379,642 342,045
AT1 capital on a transitional DasIs ...........ccoiiiiiiii e 30,564 24,939
Grandfathered instruments: Perpetual non-cumulative preference shares............cccooveeernrncenas (25,228) (25,213)
Transitional provisions:
Allowable non-controlling interests in ATL capital ..........cocoeviiiiiiiiiineeceee e (6,534) (9,494)
Significant capital investments in unconsolidated financial sector entities ............c.ccccovveeenae 17,333 25,887
AT1 capital 8Nd POINT DASIS ....c.cviveiiiiieieiiie bbb 16,135 16,119
Tier 2 capital on a transitional Dasis ... 46,430 50,105
Grandfathered instruments:
Perpetual cumulative preference Shares ... e (1,551) (3,100)
Cumulative term preference SNAIES ...........ocociiiiririiee e - (8,138)
Perpetual sSubordinated debt ...........cceiiiiiiiie e (3,102) (6,204)
Term SubOrdINALEd AEDT ........c.coiiiieieiiiie bbb (1,462) (1,607)
Transitional provisions: Significant capital investments in unconsolidated financial sector entities 17,333 25,887
Tier 2 capital end POINT DASIS ......c.ciiiiiiiiiic e 57,648 56,943
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Statement of Director’s Responsibilities

The following statement, which should be read in conjunction with the Auditor’s statement of their responsibilities set
out in their report on page 57, is made with a view to distinguishing for shareholders the respective responsibilities of
the Directors and of the Auditor in relation to the Financial Statements.

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

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

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

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

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

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

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

On behalf of the Board

Stuart Gulliver
Chairman
21 February 2017
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

Opinion

What we have audited

The consolidated financial statements of The Hongkong and Shanghai Banking Corporation Limited (‘the Bank’) and
its subsidiaries (together, ‘the group’) set out on pages 65 to 143, which comprise the:

consolidated balance sheet as at 31 December 2016;

consolidated income statement for the year then ended,;

o consolidated statement of comprehensive income for the year then ended;
o consolidated statement of changes in equity for the year then ended;

o consolidated statement of cash flows for the year then ended; and

e notes to the consolidated financial statements, which include a summary of significant accounting policies.

Our opinion

In our opinion, the consolidated financial statements give a true and fair view of the consolidated financial position of
the group as at 31 December 2016, and of its consolidated financial performance and consolidated cash flows for the
year then ended in accordance with Hong Kong Financial Reporting Standards (‘HKFRSs’) issued by the Hong Kong
Institute of Certified Public Accountants (‘HKICPA’) and have been properly prepared in compliance with the Hong
Kong Companies Ordinance.

Basis for Opinion

We conducted our audit in accordance with Hong Kong Standards on Auditing (‘HKSAs”) issued by the HKICPA. Our
responsibilities under those standards are further described in the Auditor's Responsibilities for the Audit of the
Consolidated Financial Statements section of our report.

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

Independence

We are independent of the group in accordance with the HKICPA’s Code of Ethics for Professional Accountants (‘the
Code’), and we have fulfilled our other ethical responsibilities in accordance with the Code.

Key Audit Matters

Key audit matters are those matters that, in our professional judgment, were of most significance in our audit of the
consolidated financial statements for the current period. These matters were addressed in the context of our audit of the
consolidated financial statements as a whole, and in forming our opinion thereon, and we do not provide a separate
opinion on these matters.

Key audit matters identified in our audit are summarised as follows:

e IT access management

Impact of the Deferred Prosecution Agreement (‘DPA”)
e Investment in associate — Bank of Communications Co., Limited (‘BoCom’)

e The present value of in-force long-term insurance business (‘PVIF’) and liabilities under non-linked life insurance
contracts

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

Key audit matters (continued)

a IT access management

Nature of the key audit matter

All banks are highly dependent on technology due to the
significant number of transactions that are processed
daily. The audit approach relies extensively on
automated controls and therefore procedures are
designed to test access and control over IT systems.

It was identified that the group’s controls over
individuals access rights to operating systems,
applications, and data used in the financial reporting
process required improvement. Access rights are
important as they ensure that changes to applications and
data are authorised and made in an appropriate manner.
Ensuring staff only have appropriate access, and that the
access is monitored, are key controls to mitigate the
potential for fraud or error as a result of a change to an
application or underlying data.

A number of enhancements to the control environment
were made by management during the year but some
controls were not fully remediated and we have assessed
the risk of material misstatement arising from access to
technology as significant for the audit.

Matters discussed with the Audit Committee

The original approach discussed with the Audit
Committee was based on the control enhancements
proposed by management, and involved the testing of
new and improved control processes. This was
supplemented with other control and substantive
procedures required for the periods of the year when the
changes would not yet have been effective. As the timing
of the enhancements to controls changed during the year,
we reflected this in the nature and extent of testing and
our final approach was discussed with the Audit
Committee.

In the Audit Committee meetings, there was a discussion
on the status of the control remediation programme, work
performed by management and results of testing
performed.

How our audit addressed the Key Audit Matter

Access rights were tested over the various aspects of
technology relied upon for financial reporting.
Specifically, the audit tested that:

e New access requests to applications, operating
systems and databases were properly reviewed and
authorised;

o Application, operating systems and database user
access rights were removed on a timely basis when
an individual left the group or moved role;

e Access rights to applications, operating systems
and databases were periodically monitored for
appropriateness; and

o Highly privileged access to applications, operating
systems and databases was monitored.

Other areas that were independently assessed included
password policies, security configurations, controls
over changes to applications and databases and that
business users, developers and production support
personnel did not have access to change applications,
the operating systems or databases in the production
environment.

As a consequence of deficiencies identified in the
controls a range of other procedures were performed:

e Where inappropriate access was identified, we
have understood the nature of the access and
obtained additional evidence of the appropriateness
of the activities performed,

o Additional substantive testing was performed on
specific year-end reconciliations (custodian, bank
account and suspense account reconciliations) and
confirmations with external counterparties; and

e Testing was performed on other compensating
controls such as business performance reviews.

A significant amount of the group’s technology
processes and controls were undertaken in shared
service centres located outside of Hong Kong. Our audit
testing of access rights controls was also performed in
the shared service centre locations.

Relevant references in the Annual Report and Accounts 2016

e Risk Report, Operational Risk, page 41
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Key audit matters (continued)

b Impact of the Deferred Prosecution Agreement (‘DPA”)

Nature of the key audit matter

HSBC Holdings plc and HSBC Bank USA NA (‘HBUS”)
entered into a DPA with the US Department of Justice
(‘DoJ’), the Federal Reserve Board and the United
Kingdom’s Financial Conduct Authority (‘FCA’) in
2012 regarding non-compliance with the US Bank
Secrecy Act, anti-money laundering rules, and sanctions
laws. The duration of the DPA is five years.

If the DOJ was to conclude that a breach of the DPA had
occurred, there are a number of potential penalties that
could be imposed that could have a material adverse
effect on HSBC Holdings plc and its subsidiaries
business. This could include loss of business and
withdrawal of funding, restrictions on US dollar clearing
functions through HBUS or revocation of bank licences.

As a subsidiary of HSBC Holdings plc, the loss of the
ability to clear US dollars through HBUS could have a
significant adverse impact on the going concern status of
the Bank in the future.

Matters discussed with the Audit Committee

In considering going concern as the basis of preparation
of the consolidated financial statements, a discussion was
held with the Audit Committee about our assessment of
the risk of HSBC Holdings plc and HBUS not meeting
the requirements of the DPA and the impact on the going
concern assumption of the Bank.

At the Audit Committee meeting held prior to approving
the group’s Annual Report and Accounts, a summary of
our testing procedures and findings was discussed.

How our audit addressed the Key Audit Matter

The likelihood of the DPA being breached and a
restriction to US dollar clearing imposed was assessed
through:

o Inquiry with the Monitor, whose role is explained
on page 42, to understand the status of his work, his
assessment of management’s progress against the
requirements of the DPA and his reporting to the
DoJ and FCA.

e Reading the 2016 Monitor report and the eleven
country reports issued during the year.

o Reading a sample of the detailed reports produced
by the compliance function that undertook testing
of controls and processes related to the DPA, and
an assessment of their findings.

Each HSBC Holdings plc Risk Committee meeting was
attended during the year. At each meeting the status of
the Global Standards Programme, which aims to
address the DPA recommendations, was discussed. The
related discussion was observed.

Minutes of the HSBC Holdings plc Financial System
Vulnerabilities Committee meetings, at which the
findings of the Monitor were discussed, were inspected.

Compliance with the DPA was discussed with Group
Legal.

Relevant references in the Annual Report and Accounts 2016

e Risk Report, Top and emerging risks, page 21
e Risk Report, Financial Crime Risk, page 42

e Note 43: Legal proceedings and regulatory matters, page 141
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Independent auditor’s report to the shareholder of The Hongkong and Shanghai
Banking Corporation Limited (incorporated in Hong Kong with limited liability) (continued)

Key audit matters (continued)

¢ Investment in associate — Bank of Communications Company, Limited (‘BoCom”)

Nature of the key audit matter

The Bank holds 19.03% of the listed equity of BoCom at
31 December 2016. This investment is accounted for as
an associate using the equity method, because of the
significant influence that comes from the shareholding.

The market value of BoCom has remained below the
carrying value for a prolonged period. At 31 December
2016, the market value of the investment based on the
share price was HK$79.2bn compared with the carrying
value of HK$122.8bn.

This is considered an indicator of potential impairment
under HKFRSs. An impairment test was performed by
the Bank using a value in use model to estimate the
investment’s value assuming it continues to be held in
perpetuity rather than sold. The estimated value in use at
31 December 2016 was HK$124.8bn and on this basis no
impairment was recorded. The share of BoCom’s profits
has been recognised in the consolidated income
statement.

The value in use model determines the present value of
the Bank’s share of BoCom’s future cash flows. The
model is dependent on many assumptions, both short-
term and long-term in nature. These assumptions are
derived from a combination of management estimates,
analysts’ forecasts and market data and are highly
judgemental.

Matters discussed with the Audit Committee

Discussions with the Audit Committee were focused on:
e The continued appropriateness of the value in use
model given the period of time that the carrying

value has been in excess of market value;

e The key assumptions used in the model with a
particular focus on the assumptions with the
highest level of uncertainty including the long-
term profit growth rate and the long-term loan
impairment charge;

e The reasonably possible alternative assumptions
that were considered to identify those assumptions
to which the value in use was most sensitive and
to demonstrate the impact on the value in use of a
movement in those assumptions; and

e The overall justifications for the divergence
between the value in use and market value.

During these discussions, management confirmed their
view that the model, assumptions and cash flow forecasts
remained appropriate.

How our audit addressed the Key Audit Matter

Controls in place over the value in use model were
tested, including senior management review controls
over the inputs, assumptions and output of the model.

With the assistance of our valuation experts, the
appropriateness of the model was reviewed and
challenged and the discount rate used within the model
was independently recalculated.

Inputs used in the determination of assumptions within
the model were challenged and corroborating
information was obtained with reference to external
market information, third party sources, including
analyst reports, and historical publically available
BoCom information.

The year-end meeting between the Bank and senior
BoCom executive management, held specifically to
identify facts or circumstances impacting management
assumptions, was observed.

The mathematical accuracy of the model was tested.

Disclosures made in the Annual Report and Accounts in
relation to BoCom were reviewed.

Relevant references in the Annual Report and Accounts 2016

e Financial Review, page 14

¢ Note 1: Basis of preparation and significant accounting policies , page 75
e Note 15: Interests in associates and joint ventures, page 106
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Key audit matters (continued)

d The present value of in-force long-term insurance business (‘PVIF”) and liabilities under non-linked life

insurance contracts

Nature of the key audit matter

The group has recorded an asset for PVIF of HK$44,077
million and liabilities under non-linked life insurance
contracts of HK$332,057 million as at 31 December 2016.

The determination of these balances requires the use of
appropriate actuarial methodologies and also highly
judgemental assumptions. Such assumptions include the
long term economic returns of insurance contracts issued,
assumptions over policyholder behaviour such as
longevity, mortality and persistency, and management
assumptions over the future costs of obtaining and
maintaining the group’s insurance business.

Small movements in these assumptions can have a
material impact on the PVIF asset and the liabilities under
non-linked life insurance contracts.

Matters discussed with the Audit Committee

We discussed with the Audit Committee the results of our
testing procedures over key assumptions used in the
valuation of the PVIF asset and the liabilities under non-
linked life insurance contracts including testing of changes
made during the reporting period to the models and to the
basis of the calculation of the risk free discount rate.

How our audit addressed the Key Audit Matter

The controls that management had established over the
valuation of the PVIF asset and the liabilities under non-
linked life insurance contracts were tested. These
included controls over policy data reconciliations from
the policyholder administration system to the actuarial
valuation system, controls over assumption setting,
controls over the review and determination of valuation
methodology, system access and user acceptance testing
controls over the actuarial models used, and controls
over the production and approval of the actuarial results.

The appropriateness of the models, methodologies and
assumptions used (including assumptions over the long
term economic returns of insurance contracts issued,
assumptions over policyholder behaviour such as
longevity, mortality and persistency, and assumptions
relating to future costs of obtaining and maintaining the
insurance business) were reviewed with the assistance
of our actuarial experts.

Management’s key judgements and assumptions were
evaluated and challenged with the assistance of our
actuarial experts. Our challenge and evaluation included
whether these judgements were supported by relevant
experience, market information and formed a
reasonable basis for setting the assumptions.

Relevant references in the Annual Report and Accounts 2016

e Risk Report, Risks of insurance manufacturing operations , page 44-49
e Note 1: Basis of preparation and significant accounting policies, page 83

e Note 16: Goodwill and intangible assets, page 110
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

Key audit matters (continued)

e Impairment of loans and advances to customers

Nature of the key audit matter

Impairment allowances represent management’s best
estimate of the losses incurred within the loan portfolios
as at the balance sheet date. They are calculated on a
collective basis for portfolios of loans of a similar nature
and on an individual basis for significant loans. The
calculation of both collective and individual impairment
allowances is inherently judgemental for any bank.

The group’s collective impairment allowances are
calculated using models which approximate the impact
of current economic and credit conditions on large
portfolios of loans. The inputs to these models are based
on historical loss experience with judgement applied to
determine the assumptions used to calculate
impairment. Model overlays are applied where data
driven parameters or calculations are not considered
representative of current risks or conditions of the loan
portfolios.

For specific impairment allowances, judgement is
required to determine when an impairment event has
occurred and then to estimate the expected future cash
flows related to that loan to determine the impairment.

The audit was focused on impairment due to the
materiality of the loan balances and associated
impairment allowances and the subjective nature of the
impairment calculations.

Matters discussed with the Audit Committee

We discussed with the Audit Committee details of our
testing procedures and our findings over individual and
collective impairment allowances.

We also discussed with the Audit Committee changes
to risk factors relevant to the collective allowance
models as well as judgements made on individually
significant loan impairments.

How our audit addressed the Key Audit Matter

The controls management has established to support their
collective and individual impairment calculations were
tested.

For collective impairment, controls over the
completeness and accuracy of the data input to the
models were tested. The appropriateness of the models
used to determine the impairment allowance was
independently assessed and management’s review of key
assumptions within the models were tested.

The appropriateness of the collective modelling
methodology was independently assessed and model
calculations were tested through re-performance.

The appropriateness of management’s judgements was
also independently assessed with respect to calculation
methodology and segmentation, economic factors and
other judgemental overlays, the period of historical loss
rates used, loss emergence periods and the valuation of
recovery assets.

For impairment allowances on individual loans, the
controls over credit file review processes, approval of
external collateral valuation vendors, and controls over
the approval and recording of significant individual
impairments were tested.

For impairment allowances on individual loans, the
appropriateness of provisioning methodologies and
policies was independently assessed for a sample of
loans. An independent view was formed on the level of
allowances booked based on review of the detailed loan,
security and counterparty information in the credit files,
including management’s evidence to determine when the
impairment event occurred and, where available,
independently obtained market information. Calculations
for a sample of discounted cash flows were re-performed.

Relevant references in the Annual Report and Accounts 2016

e Risk report, Credit Risk, page 23-32

e Note 1: Basis of preparation and significant accounting policies, page 77
e Note 2: Operating profit-Loan impairment charges and other credit risk provisions, page 88
e Note 11: Impairment allowances against loans and advances to customers, page 101
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Other Information

The directors are responsible for the other information. The other information comprises the information included in the
Financial Highlights, Report of Directors, Financial Review, Risk Report, Capital and Statement of Directors’
Responsibilities sections of the Annual Report and Accounts 2016, but does not include the consolidated financial
statements and our auditor’s report thereon, which we obtained prior to the date of this auditor’s report, and the
Supplementary Notes on the Financial Statements 2016 and the list of the directors of the Bank’s subsidiary undertakings
(consolidated in the financial statements) during the period from 1 January 2016 to 21 February 2017, which are expected
to be made available to us after that date.

Our opinion on the consolidated financial statements does not cover the other information and we do not and will not
express any form of assurance conclusion thereon.

In connection with our audit of the consolidated financial statements, our responsibility is to read the other information
identified above and, in doing so, consider whether the other information is materially inconsistent with the consolidated
financial statements or our knowledge obtained in the audit, or otherwise appears to be materially misstated.

If, based on the work we have performed on the other information that we obtained prior to the date of this auditor’s
report, we conclude that there is a material misstatement of this other information, we are required to report that fact.
We have nothing to report in this regard.

When we read the Supplementary Notes on the Financial Statements 2016 and the list of the directors of the Bank’s
subsidiary undertakings (consolidated in the financial statements) during the period from 1 January 2016 to 21 February
2017, if we conclude that there is a material misstatement therein, we are required to communicate the matter to the
Audit Committee and take appropriate action considering our legal rights and obligations.

Responsibilities of Directors and the Audit Committee for the Consolidated Financial Statements

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

In preparing the consolidated financial statements, the directors are responsible for assessing the group's ability to
continue as a going concern, disclosing, as applicable, matters related to going concern and using the going concern
basis of accounting unless the directors either intend to liquidate the group or to cease operations, or have no realistic
alternative but to do so.

The Audit Committee is responsible for overseeing the group's financial reporting process.

Auditor’s Responsibilities for the Audit of the Consolidated Financial Statements

Our objectives are to obtain reasonable assurance about whether the consolidated financial statements as a whole are
free from material misstatement, whether due to fraud or error, and to issue an auditor's report that includes our opinion.
We report our opinion solely to you, as a body, in accordance with section 405 of the Hong Kong Companies Ordinance
and for no other purpose. We do not assume responsibility towards or accept liability to any other person for the contents
of this report.

Reasonable assurance is a high level of assurance, but is not a guarantee that an audit conducted in accordance with
HKSAs will always detect a material misstatement when it exists. Misstatements can arise from fraud or error and are
considered material if, individually or in the aggregate, they could reasonably be expected to influence the economic
decisions of users taken on the basis of these consolidated financial statements.

As part of an audit in accordance with HKSAs, we exercise professional judgement and maintain professional scepticism
throughout the audit. We also:

e Identify and assess the risks of material misstatement of the consolidated financial statements, whether due to fraud
or error, design and perform audit procedures responsive to those risks, and obtain audit evidence that is sufficient
and appropriate to provide a basis for our opinion. The risk of not detecting a material misstatement resulting from
fraud is higher than for one resulting from error, as fraud may involve collusion, forgery, intentional omissions,
misrepresentations, or the override of internal control.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

Auditor’s Responsibilities for the Audit of the Consolidated Financial Statements (continued)

Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the group's
internal control.

Evaluate the appropriateness of accounting policies used and the reasonableness of accounting estimates and related
disclosures made by the directors.

Conclude on the appropriateness of the directors' use of the going concern basis of accounting and, based on the audit
evidence obtained, whether a material uncertainty exists related to events or conditions that may cast significant
doubt on the group's ability to continue as a going concern. If we conclude that a material uncertainty exists, we are
required to draw attention in our auditor's report to the related disclosures in the consolidated financial statements or,
if such disclosures are inadequate, to modify our opinion. Our conclusions are based on the audit evidence obtained
up to the date of our auditor's report. However, future events or conditions may cause the group to cease to continue
as a going concern.

Evaluate the overall presentation, structure and content of the consolidated financial statements, including the
disclosures, and whether the consolidated financial statements represent the underlying transactions and events in a
manner that achieves fair presentation.

Obtain sufficient appropriate audit evidence regarding the financial information of the entities or business activities
within the group to express an opinion on the consolidated financial statements. We are responsible for the direction,
supervision and performance of the group audit. We remain solely responsible for our audit opinion.

We communicate with the Audit Committee regarding, among other matters, the planned scope and timing of the audit
and significant audit findings, including any significant deficiencies in internal control that we identify during our audit.

We also provide the Audit Committee with a statement that we have complied with relevant ethical requirements
regarding independence and communicate with them all relationships and other matters that may reasonably be thought
to bear on our independence, and where applicable, related safeguards.

From the matters communicated with the Audit Committee, we determine those matters that were of most significance
in the audit of the consolidated financial statements for the current period and are therefore the key audit matters. We
describe these matters in our auditor's report unless law or regulation precludes public disclosure about the matter or
when, in extremely rare circumstances, we determine that a matter should not be communicated in our report because
the adverse consequences of doing so would reasonably be expected to outweigh the public interest benefits of such
communication.

The engagement partner on the audit resulting in this independent auditor's report is Mr. Mervyn Robert John Jacob.

PricewaterhouseCoopers
Certified Public Accountants

Hong Kong, 21 February 2017
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements (continued)

Consolidated income statement for the year ended 31 December 2016

2016 2015
Note HK$m HK$m
INEEIEST INCOME ...ttt bbb 2a 122,564 124,060
INEEIEST BXPENSE ...vviiiiitetiiiei ettt bbbt bbbt bbbttt enenn (25,656) (29,683)
INEt INEErESt INCOME ... e 96,908 94,377
FBE INCOMIE ..ttt ettt ettt e b e et e e be s ebeeebeeeateeateebeesteesaeesaeesaaesaees 47,139 51,926
FEE EXPENSE ....cvoeviceict ettt s (7,837) (6,267)
INEL FEE INCOME ... 2b 39,302 45,659
NEE trading INCOME .....viuiiiiieiicie ettt st sbe s seen 2c 24,064 23,616
Net income/(expense) from financial instruments designated at fair value .............c.cccccevnee. 2d 3,570 (2,560)
Gains less losses from financial iNVeStMENtS ..........ccccooviieivnnnnnnne 2e 1,232 11,611
DIVIAEND INCOME ...t 234 210
Net inSUrance PremiUum INCOIME .......oviiiririiiiie ettt se et st sbesesaens 3a 55,912 52,593
Other OPerating INCOMIE ........c.ciiiiiieieiiiieiee ettt 2f 11,516 10,439
Total OPErating INCOME ........oiiiiieiieieriee ettt st b ettt es 232,738 235,945
Net insurance claims and benefits paid and movement in liabilities to policyholders.............. 3b (64,586) (52,431)
Net operating income before loan impairment charges
and other credit risk provisions ...........c.ccccocvveenene. 168,152 183,514
Loan impairment charges and other credit risk provisions ...........c.cooeeveirnievnnncininienenes 29 (5,554) (5,074)
NEt OPErating INCOME ......c.ciiiiiiieiiiriieie ettt ettt bbb e 162,598 178,440
Employee compensation and DBENEFits ... e 4a (38,896) (41,126)
General and administrative expenses 2h (29,917) (29,883)
Depreciation of property, plant and eqUIPMENL ..ot e 17a (4,493) (4,380)
Amortisation and impairment of intangible assets ... (1,497) (1,602)
Total OPErating EXPENSES ......c.cuiiiiiriieiiiriet ittt bbbttt eneees (74,803) (76,991)
OPErating PrOfit ......cociiiiicc e 87,795 101,449
Share of profit in associates and JOINT VENTUIES ...........ccceiriririieininieene e 14,912 15,830
Profit DEfOre taX ... 102,707 117,279
TAX BXPEINISE ...ttt e e bbb e s 5a (17,912) (17,296)
Profit fOr the YEAI ..ot e 84,795 99,983
Profit attributable to shareholders of the parent company ..........c.ccccoeiieiinnncieninece s 78,646 89,533
Profit attributable to NoN-controlling INTEreStS ..........ccovvierieiriiee e 6,149 10,450
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Consolidated statement of comprehensive income for the year ended 31 December 2016

PrOFIt FOr the YBAT ....cviiiiicieii bbbttt
Other comprehensive income/(expense)

Items that will subsequently be reclassified to the income statement
when specific conditions are met:

Available-for-sale investments:

— fair value changes taken t0 QUILY ...
— fair value changes transferred to the income statement on disposal .
— amounts transferred to the income statement on IMPaITMENt ..........cccoeierirrriiinnne e
— fair value changes transferred to the income statement on hedged items ..........ccccoeeeenniccniinienenns
—INCOMIE TAXES ...ttt

Cash flow hedges:

— fair value changes taken t0 QUILY ........coooiiiiireiiiece bbb
— fair value changes transferred to the iNCOME StAtEMENT .........cccovvuiiriiinieirre e
— INCOIMIE TAXES ...ttt bbb bbbt bbbttt bbbttt er s

Share of other comprehensive income of associates and jOiNt VENTUIES ...........ccoeeerirericeeniniecenenens
EXCNaNGE QITFBIENCES .......eieiiiiee bbbttt
Items that will not subsequently be reclassified to the income statement:

Property revaluation:
— fair value changes taken t0 QUILY ...
—INCOMIE TAXES ...ttt bbbttt

Remeasurement of defined benefit:
— DEFOIE INCOME TAXES ....vveeiceiciei ettt ettt e bbbt s et st s et e e s e e ressensete s
— INCOME TAXES ..v.vuveveveseete ettt st et e st et et e et e st ese et e e ese st e e et e b e s e e s essebese e ke et eseebe s b et e asessebeseesesbessabe b esesseneatees

Other comprehensive income/(expense) for the year, net of taX .......ccocooveiriiiinicieee e
Total comprehensive income for the year, net of taX ...
Total comprehensive income for the year attributable to:

— shareholders of the parent company .... .
—NON-CONLIONING INTEIESES ...ttt
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2016 2015
HK$m HKS$m
84,795 99,983
(430) (2,430)
(1,226) (15,637)
2 8

2,296 37
(143) 354
1,354 1,662
(2,295) (1,433)
139 ©7)
1,266 460
(15,241) (19,188)
3,825 6,601
(678) (1,101)
1,016 (662)
(183) 105
(10,298) (31,321)
74,497 68,662
68,577 63,447
5,920 5215
74,497 68,662




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements (continued)

Consolidated balance sheet at 31 December 2016

2016 2015
Note HK$m HK$m
ASSETS
Cash and sight balances at central DanKS ............cccoiieiiiniii s 213,783 151,103
Items in the course of collection from other banks ..o 21,401 25,020
Hong Kong Government certificates of indebtedness ............cocoevevirneeiinncieninccae 242,194 220,184
Trading @SSELS ...vcveverrvieeeririririeeeie e 7 371,634 302,626
Derivatives ...... 8 479,807 380,955
Financial assets designated at fair value ........ 9 106,016 99,095
Reverse repurchase agreements — NON-trading .........ccccovvueeeerirrieeiininieee e 271,567 212,779
Placings with and advances t0 DanKs ... 463,211 421,221
Loans and advances to customers 10 2,834,114 2,762,290
FIiNancial INVESIMENTS .......coiiiiiieiiieee bbb 12 1,835,351 1,716,046
Amounts due from Group COMPANIES .....ceieirerieiriiisie ettt es 38 242,773 244,396
Interests in associates and JOINT VENTUIES ..........coeeririririeininieiee e 15 125,792 122,438
Goodwill and INtANGIDIE ASSELS ........cueiiirieiiiririeieie e 16 56,936 49,568
Property, plant and equipment . 17 111,640 110,064
DEFEITEA TAX ASSELS ...veuevvieriiitetee sttt ettt 5 1,503 1,836
Prepayments, accrued income and Other SSELS ...........cc.oeeirirrirerininieee e 18 171,230 134,062
TOLAL ABSSELS ...viiviieieiite ettt ettt et re e e s 7,548,952 6,953,683
LIABILITIES
Hong Kong currency notes in CIrCUIAtioN .............oceiiiieiciinriceeieee e 242,194 220,184
Items in the course of transmission to other banks ............ccccocvveveviiiie e 37,753 30,753
Repurchase agreements — NON-trading ..........ccccovririeiiniiineie e 27,810 16,158
DePOSItS DY DANKS ..ot 192,479 148,294
Customer accounts . 19 4,900,004 4,640,076
Trading laDIlIIES ....c.ovoveiiiicc e 20 188,470 191,851
DBIIVALIVES ....veuiiteieiiisieieie ettt bbbttt bbbttt ettt 8 462,458 369,419
Financial liabilities designated at fair value .. 21 51,116 50,770
Debt securities in issue ...... 22 25,235 40,859
Retirement benefit liabilities ........... 4c 3,867 5,809
Amounts due t0 GroUP COMPANIES .....cuevvrieueiaierierereereeiesesreeteseesestereseeseseeseeressesessessesessenees 38 198,038 110,073
Accruals and deferred income, other liabilities and provisions ............ccccooeeeeenvrnieriininnen. 23 99,487 86,920
Liabilities under insurance CONracts ............ccoevueerirerieieennas 24 386,170 340,820
Current tax liabilities ..........cccccoeenne 5 1,619 2,456
Deferred tax liabilities ... 5 21,401 18,799
Subordinated HabilIties ..........ccoiriiiiiieee s 26 4,836 8,003
PreferenCe SNAIES .......ccveiiivieiiie sttt b et e re e 27 26,879 36,553
TOtal TADIITIES ..o et 6,869,816 6,317,797
EQUITY
SHAre CAPILAL ..ovveeiieeiceeee ettt e enas 28 114,359 96,052
Other equity instruments ... 29 14,737 14,737
Other reserves ............... 85,886 93,031
RELAINEA PIOTILS ...oviiciiieicce e ettt st e enesaeneas 413,024 380,381
Total shareholders’ equity . 628,006 584,201
NON-CONIOIING INTEIESES ....ovieeiiciisiee e et 51,130 51,685
LI = =T 11 TSR 679,136 635,886
Total equity and HabIITIES..........ccooiiiiei e 7,548,952 6,953,683

Directors
Stuart Gulliver
Peter Wong
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69

Consolidated statement of changes in equity for the year ended 31 December 2016

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

Other comprehensive income/
(expense) (net of tax) ......
Available-for-sale
investments ...........ccccoue.
Cash flow hedges ................
Property revaluation ............
Actuarial gains on defined
benefit plans ...................
Share of other comprehensive
income/(expense) of
associates and joint
VENTUIES ..o
Exchange differences

Total comprehensive income/
(expense) for the year .....

Shares issued ..........cc.ceevenene
Dividends paid? .................
Movement in respect of
share-based payment
arrangements ..................
Transfers and other
movements® ....................

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

2016
Other reserves
Available- Total
Other Property for-sale Cash flow Foreign share- Non-
Share equity Retained revaluation investment hedge exchange holders’ controlling Total
capital instruments profits reserve reserve reserve reserve Other* equity interests equity
HK$m HK$m HK$m HK$m HKS$m HK$m HKS$m HKS$m HK$m HK$m HK$m
96,052 14,737 380,381 52,099 4,880 (35) (16,991) 53,078 584,201 51,685 635,886
- - 78,646 - - - - - 78,646 6,149 84,795
542 3,123 1,309 (758) (14,870) 585 (10,069) (229) (10,298)
- - - - 622 - - - 622 (123) 499
- - - - - (758) - - (758) (44) (802)
- - (245) 3,123 - - - - 2,878 269 3,147
- - 793 - - - - - 793 40 833
- - (6) - 687 - - 585 1,266 - 1,266
- - - - - - (14,870) - (14,870) (371) (15,241)
- - 79,188 3,123 1,309 (758) (14,870) 585 68,577 5,920 74,497
18,307 - - - - - - - 18,307 - 18,307
- - (43,296) - - - - - (43,296) (6,297) (49,593)
- - 235 - - - - (258) (23) ®3) (26)
- - (3,484) (1,459) - - - 5,183 240 (175) 65
114,359 14,737 413,024 53,763 6,189 (793) (31,861) 58,588 628,006 51,130 679,136




0L

Consolidated statement of changes in equity for the year ended 31 December 2015

2015
Other reserves
Available- Total
Other Property for-sale Cash flow Foreign share- Non-
Share equity Retained revaluation investment hedge exchange holders’ controlling Total
capital  instruments profits reserve reserve reserve reserve Other! equity interests equity
HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m
At 1January ........ 96,052 14,737 339,061 48,481 16,537 (166) 1,872 41,261 557,835 50,511 608,346
Profit for the year - - 89,533 - - - - - 89,533 10,450 99,983
Other comprehensive
income/ (expense) (net
(o] 1 - 'Y SR B B (929) 5,146 (11,657) 131 (18,863) 86 (26,086) (5,235) (31,321)
Available-for-sale
investments ................. - - - - (12,032) - - - (12,032) (5,636) (17,668)
Cash flow hedges ... . - - - - - 131 - - 131 1 132
Property revaluation ........ - - (238) 5,146 - - - - 4,908 592 5,500
Actuarial losses on
defined benefit plans ... - - (690) - - - - - (690) 133 (557)
Share of other
comprehensive
income/(expense) of -
associates and joint
VENTUTES ..o - @) - 375 - - 86 460 - 460
Exchange differences ...... - - - - - - (18,863) - (18,863) (325) (19,188)
Total comprehensive
income/ (expense) for - -
the year .......ccovovvnnnne 88,604 5,146 (11,657) 131 (18,863) 86 63,447 5,215 68,662
Dividends paid? ............... - - (37,405) - - - - - (37,405) (4,053) (41,458)
Movement in respect of
share-based payment
arrangements .............. - - 7 - - - - 345 352 4 356
Transfers and other -
movements® ................ - (9,886) (1,528) — — — 11,386 (28) 8 (20)
At 31 December .............. 96,052 14,737 380,381 52,099 4,880 (35) (16,991) 53,078 584,201 51,685 635,886

(penujuoo) SUBWIBYR]S |BIDURUI

A3 LINIT NOILVYHOdHOD ONIMNVE IVHONVHS ANY O9NOMONOH 3IHL

1 The other reserves mainly comprise the share-based payment reserve account, purchase premium arising from transfer of business within the HSBC Group and other non-distributable reserves. The share-based
payment reserve account is used to record the amount relating to share awards and options granted to employees of the group directly by HSBC Holdings plc.

2 Including distributions paid on perpetual subordinated loans classified as equity under HKFRSs.

3 The movement from retained profits to other reserves includes the relevant transfers in associates according to local regulatory requirements.



Consolidated statement of cash flows for the year ended 31 December 2016

2016 2015
Note HK$m HK$m
Operating activities
Cash generated from OPEIatiONS ...........c.oieiriririeeisieee e 32 210,612 168,508
Interest received on financial INVESIMENTS .....c..cciiiiiiiiicie e eree e 17,961 15,201
Dividends received on financial investments 235 212
Dividends received from associates ... 4,664 4,990
TAXALION PAIA ...ttt et bbbttt be s (18,222) (17,020)
Net cash inflow from operating aCtiVities ... 215,250 171,891
Investing activities
Purchase of financial INVESIMENTS ..ot (567,270) (579,361)
Proceeds from sale or redemption of financial iNVeStMents ..........ccccovveinvncienincce e 446,850 462,793
Purchase of property, plant and eqUIPMENt ............coeiiiiiiiiiiin e (3,009) (3,687)
Proceeds from sale of property, plant and equipment and assets held for sale ....................... 2 355
Purchase of other intangible assets (1,825) (1,796)
Net cash inflow from the sale of interests in business portfolios ... 388 5,092
Net cash outflow from iNVesting aCtiVities ..o (124,864) (116,604)
Net cash inflow before financing aCtiVItIeS............ccoviiiieiiiccc e 90,386 55,287
Financing activities
Issue of ordinary share Capital ..o 18,307 -
Issue of subordinated labIlItIeS ..o 63,982 1,395
Redemption of preference shares (9,688) -
Repayment of subordinated labilities ..o (3,110) (7,704)
Ordinary dividends PAIH .........coooirrireiiiee e 6 (42,565) (36,750)
Dividends paid on perpetual subordinated loans .. 6 (731) (655)
Dividends paid to non-controlling interests .. (6,297) (4,053)
Interest paid on preference shares ................. (1,008) (864)
Interest paid on subordinated labIlITIES ...........coieiriiiiiiic e (1,010) (1,004)
Net cash inflow/(outflow) from financing activities ... 17,880 (49,635)
Increase in cash and cash eqUIVAIENTS ... 33 108,266 5,652
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements

1 Basis of preparation and significant accounting policies

a Basis of preparation
(i) Compliance with Hong Kong Financial Reporting Standards

The consolidated financial statements of The Hongkong and Shanghai Banking Corporation Limited (‘the Bank”)
and its subsidiaries (together ‘the group’) have been prepared in accordance with Hong Kong Financial Reporting
Standards (‘HKFRSs’) as issued by the Hong Kong Institute of Certified Public Accountants (‘HKICPA®)
and accounting principles generally accepted in Hong Kong. These financial statements also comply with
the requirements of the Hong Kong Companies Ordinance (Cap. 622) which are applicable to the preparation of
financial statements.

Standards adopted during the year ended 31 December 2016

There were no new standards applied during the year ended 31 December 2016. During 2016, the group adopted
a number of amendments to standards which had an insignificant effect on the consolidated financial statements
of the group.

(if) Future accounting developments
Minor amendments to HKFRSs

The group has not early applied any of the amendments effective after 31 December 2016 and it expects they will
have an insignificant effect, when applied, on the consolidated financial statements of the group.

Major new HKFRSs

The HKICPA has published HKFRS 9 ‘Financial Instruments’, HKFRS 15 ‘Revenue from Contracts with
Customers’ and HKFRS 16 ‘Leases’.

HKFRS 9 ‘Financial Instruments’

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

Classification and measurement

The classification and measurement of financial assets will depend on how these are managed (i.e the entity’s
business model) and their contractual cash flow characteristics. These factors determine whether the financial assets
are measured at amortised cost, fair value through other comprehensive income (‘FVOCT’) or fair value through
profit or loss (‘FVPL’). The combined effect of the application of the business model and the contractual cash flow
characteristics tests may result in some differences in the population of financial assets measured at amortised cost
or fair value compared with HKAS 39. However, based on an assessment of financial assets performed to date and
expectations around changes to balance sheet composition, the group expects that the overall impact of any change
will not be significant.

For financial liabilities designated to be measured at fair value, gains or losses relating to changes in the entity’s
own credit risk are to be included in other comprehensive income. The impact of this change is not expected to
be significant.
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1 Basis of preparation and significant accounting policies (continued)
Impairment

The impairment requirements apply to financial assets measured at amortised cost and FVOCI, and lease receivables
and certain loan commitments and financial guarantee contracts. At initial recognition, an impairment allowance (or
provision in the case of commitments and guarantees) is required for expected credit losses (‘ECL’) resulting from
default events that are possible within the next 12 months (‘12-month ECL’). In the event of a significant increase in
credit risk, an allowance (or provision) is required for ECL resulting from all possible default events over the expected
life of the financial instrument (‘lifetime ECL’). Financial assets where 12-month ECL is recognised are considered
to be ‘stage 1’; financial assets which are considered to have experienced a significant increase in credit risk are in
‘stage 2°; and financial assets for which there is objective evidence of impairment so are considered to be in default
or otherwise credit impaired are in ‘stage 3.

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

Hedge accounting

The general hedge accounting requirements aim to simplify hedge accounting, creating a stronger link with risk
management strategy and permitting hedge accounting to be applied to a greater variety of hedging instruments and
risks, but do not explicitly address macro hedge accounting strategies, which are particularly important for banks. As
a result, HKFRS 9 includes an accounting policy choice to remain with HKAS 39 hedge accounting.

Based on the analysis performed to date, the group expects to exercise the accounting policy choice to continue
HKAS 39 hedge accounting and therefore is not currently planning to change hedge accounting, although it will
implement the revised hedge accounting disclosures required by the related amendments to HKFRS 7 ‘Financial
Instruments: Disclosures’.

Transition

The classification and measurement and impairment requirements are applied retrospectively by adjusting the
opening balance sheet at the date of initial application, with no requirement to restate comparative periods. The group
does not intend to restate comparatives. The mandatory application date for the standard as a whole is 1 January
2018, but it is possible to apply the revised presentation for certain liabilities measured at fair value from an earlier
date. If this presentation was applied at 31 December 2016, the effect would be to decrease profit before tax with the
opposite effect on other comprehensive income based on the change in fair value attributable to changes in the group’s
credit risk for the year, with no effect on net assets. Further information on the change in fair value attributable to
changes in credit risk, including the group’s credit risk, is disclosed in note 21. The group is assessing the impact that
the impairment requirements will have on the financial statements.

The group intends to quantify the potential impact of HKFRS 9 once it is practicable to provide reliable estimates,
which will be no later than in the Annual Report and Accounts 2017. Until reliable estimates of the impact are
available, particularly on the interaction with the regulatory capital requirements, further information on the expected
impact on the financial position and on capital planning cannot be provided.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

1 Basis of preparation and significant accounting policies (continued)
HKFRS 15 ‘Revenue from Contracts with Customers’

In July 2014, the HKICPA issued HKFRS 15 ‘Revenue from Contracts with Customers’. The original effective date
of HKFRS 15 has been delayed by one year and the standard is now effective for annual periods beginning on or
after 1 January 2018 with early application permitted. HKFRS 15 provides a principles-based approach for revenue
recognition, and introduces the concept of recognising revenue for performance obligations as they are satisfied. The
standard should be applied retrospectively, with certain practical expedients available. The group has assessed the
impact of HKFRS 15 and it expects that the standard will have no significant effect, when applied, on the consolidated
financial statements of the group.

HKFRS 16 ‘Leases’

In May 2016, the HKICPA issued HKFRS 16 ‘Leases’ with an effective date of annual periods beginning on or after
1 January 2019. HKFRS 16 results in lessees accounting for most leases within the scope of the standard in a manner
similar to the way in which finance leases are currently accounted for under HKAS 17 ‘Leases’. Lessees will
recognise a ‘right of use’ asset and a corresponding financial liability on the balance sheet. The asset will be amortised
over the length of the lease and the financial liability measured at amortised cost. Lessor accounting remains
substantially the same as in HKAS 17. The group is currently assessing the impact of HKFRS 16 and it is not
practicable to quantify the effect as at the date of the publication of these financial statements. Existing operating
lease commitments are set out in note 35.

(iif) Foreign currencies

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

Transactions in foreign currencies are recorded at the rate of exchange on the date of the transaction. Assets and
liabilities denominated in foreign currencies are translated at the rate of exchange at the balance sheet date except
non-monetary assets and liabilities measured at historical cost that are translated using the rate of exchange at the
initial transaction date. Exchange differences are included in other comprehensive income or in the income statement
depending on where the gain or loss on the underlying item is recognised.

In the consolidated financial statements, the assets, liabilities and results of foreign operations whose functional
currency is not Hong Kong dollars are translated into the group’s presentation currency at the reporting date.
Exchange differences arising are recognised in other comprehensive income. On disposal of a foreign operation,
exchange differences previously recognised in other comprehensive income are reclassified to the income statement.

(iv) Presentation of information

Certain disclosures required by HKFRSs have been included in the audited sections of the Annual Report and
Accounts as follows:

o Disclosures concerning the nature and extent of risks relating to banking and insurance activities are included in
the ‘Risk Report” on pages 15 to 49.

e Capital disclosures are included in the ‘Capital” section on page 50.

In accordance with the group’s policy to provide disclosures that help other stakeholders to understand the group’s
performance, financial position and changes thereto, the information provided in the Notes on the Financial
Statements, the Risk Report and the Capital section goes beyond the minimum levels required by accounting
standards, statutory and regulatory requirements. In addition, the group assesses good practice recommendations
issued from time to time by relevant regulators and standard setters and will assess the applicability and relevance of
such guidance, enhancing disclosures where appropriate.
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1 Basis of preparation and significant accounting policies (continued)

(v) Critical accounting estimates and judgements

The preparation of financial information requires the use of estimates and judgements about future conditions. In
view of the inherent uncertainties and the high level of subjectivity involved in the recognition or measurement of
items highlighted as the critical accounting estimates and judgements in note 1(b) below, it is possible that the
outcomes in the next financial year could differ from those on which management’s estimates are based, resulting in
materially different conclusions from those reached by management for the purposes of the 2016 Financial
Statements. Management’s selection of the group’s accounting policies which contain critical estimates and
judgements reflects the materiality of the items to which the policies are applied and the high degree of judgement
and estimation uncertainty involved.

(vi) Segmental analysis

The group’s chief operating decision-maker is the Executive Committee which operates as a general management
committee under the direct authority of the Board and operating segments are reported in a manner consistent with
the internal reporting provided to the Executive Committee.

Measurement of segmental assets, liabilities, income and expenses is in accordance with the group’s accounting
policies. Segmental income and expenses include transfers between segments and these transfers are conducted at
arm’s length. Shared costs are included in segments on the basis of the actual recharges made.

(vii) Going concern

The financial statements are prepared on a going concern basis, as the Directors are satisfied that the group and parent
company have the resources to continue in business for the foreseeable future. In making this assessment, the
Directors have considered a wide range of information relating to present and future conditions, including future
projections of profitability, cash flows, capital resources and risks facing the group including those associated with
the Deferred Prosecution Agreement as described in note 43.

b Summary of significant accounting policies

(i) Consolidation and related policies
Investments in subsidiaries

Where an entity is governed by voting rights, the group consolidates when it holds, directly or indirectly, the
necessary voting rights to pass resolutions by the governing body. In all other cases, the assessment of control is
more complex and requires judgement of other factors, including having exposure to variability of returns, power to
direct relevant activities and whether power is held as agent or principal.

Business combinations are accounted for using the acquisition method. The amount of non-controlling interest is
measured either at fair value or at the non-controlling interest’s proportionate share of the acquiree’s identifiable net
assets. This election is made for each business combination.

The Bank’s investments in subsidiaries are stated at cost less impairment losses.

Goodwill

Goodwill is allocated to cash-generating units for the purpose of impairment testing. Impairment testing is performed
at least annually, or whenever there is an indication of impairment.

Interests in associates

The group classifies investments in entities over which it has significant influence, and that are neither subsidiaries
nor joint arrangements, as associates.

Investments in associates are recognised using the equity method. The attributable share of the results and reserves
of associates are included in the consolidated financial statements of the group based on either financial statements
made up to 31 December or pro-rated amounts adjusted for any material transactions or events occurring between
the date of financial statements available and 31 December.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

1 Basis of preparation and significant accounting policies (continued)

Investments in associates are assessed at each reporting date and tested for impairment when there is an indication that
the investment may be impaired. Goodwill on acquisitions of interests in associates is not tested separately for
impairment but is assessed as part of the carrying amount of the investment.

Critical accounting estimates and judgements

Impairment testing of investments in associates involves significant judgement in determining the value in use, and in particular estimating
the present values of cash flows expected to arise from continuing to hold the investment.

The most significant judgements relate to the impairment testing of our investment in Bank of Communications (‘BoCom’). Key
assumptions used in estimating BoCom’s value in use, the sensitivity of the value in use calculation to different assumptions and a
sensitivity analysis that shows the changes in key assumptions that would reduce the excess of value in use over the carrying amount (the
‘headroom’) to nil are described in note 15.

(if) Income and expenses
Operating income
Interest income and expense

Interest income and expense for all financial instruments, excluding those classified as held for trading or
designated at fair value are recognised in ‘Interest income’ and ‘Interest expense’ in the income statement using
the effective interest method. However, as an exception to this, interest on debt securities issued by the group that
are designated under the fair value option and derivatives managed in conjunction with those debt securities are
included in interest expense.

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

Non-interest income and expense

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

e income earned on the execution of a significant act is recognised as revenue when the act is completed (for
example, fees arising from negotiating a transaction, such as the acquisition of shares, for a third party); and

e income earned from the provision of services is recognised as revenue as the services are provided (for example,
asset management services).

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

Dividend income is recognised when the right to receive payment is established. This is the ex-dividend date for
listed equity securities, and usually the date when shareholders approve the dividend for unlisted equity securities.

Net income from financial instruments designated at fair value includes all gains and losses from changes in the
fair value of financial assets and liabilities designated at fair value through profit or loss, including derivatives that are
managed in conjunction with those financial assets and liabilities, and liabilities under investment contracts. Interest
income, interest expense and dividend income in respect of those financial instruments are also included, except for
interest arising from debt securities issued by the group and derivatives managed in conjunction with those debt
securities, which is recognised in ‘Interest expense’.

The accounting policies for insurance premium income are disclosed in note 1(b)(vi).
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1 Basis of preparation and significant accounting policies (continued)

(iii) Valuation of financial instruments

All financial instruments are initially recognised at fair value. Fair value is the price that would be received to sell an
asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date. The
fair value of a financial instrument on initial recognition is generally its transaction price (that is, the fair value of the
consideration given or received). However, if there is a difference between the transaction price and the fair value of
financial instruments whose fair value is based on a quoted price in an active market or a valuation technique that
uses only data from observable markets, the group recognises the difference as a trading gain or loss at inception
(‘day 1 gain or loss’). In all other cases, the entire day 1 gain or loss is deferred and recognised in the income statement
over the life of the transaction until the transaction matures or is closed out, the valuation inputs become observable
or the group enters into an offsetting transaction.

The fair value of financial instruments is generally measured on an individual basis. However, in cases where the
group manages a group of financial assets and liabilities according to its net market or credit risk exposure, the fair
value of the group of financial instruments is measured on a net basis but the underlying financial assets and liabilities
are presented separately in the financial statements, unless they satisfy the HKFRSs offsetting criteria.

Critical accounting estimates and judgements

The majority of valuation techniques employ only observable market data. However, certain financial instruments are valued on the basis
of valuation techniques that feature one or more significant market inputs that are unobservable, where the measurement of fair value is
more judgemental.

(iv) Financial instruments measured at amortised cost

Loans and advances to banks and customers, held-to-maturity investments and most financial liabilities are measured
at amortised cost. The carrying value of these financial assets at initial recognition includes any directly attributable
transactions costs. If the initial fair value is lower than the cash amount advanced, such as for some leveraged finance
and syndicated lending activities, the difference is deferred and recognised over the life of the loan (as described in
paragraph (iii) above) through the recognition of interest income, unless the loan becomes impaired.

The group may commit to underwrite loans on fixed contractual terms for specified periods of time. When the loan
arising from the lending commitment is expected to be held for trading, the commitment to lend is recorded as a
derivative. When the group intends to hold the loan, a provision on the loan commitment is only recorded where it is
probable that the group will incur a loss.

Impairment of loans and advances

Losses for impaired loans are recognised when there is objective evidence that impairment of a loan or portfolio of
loans has occurred. Losses which may arise from future events are not recognised.

Individually assessed loans and advances

The factors considered in determining whether a loan is individually significant for the purposes of assessing
impairment include the size of the loan, the number of loans in the portfolio, the importance of the individual loan
relationship and how this is managed. Loans that are determined to be individually significant will be individually
assessed for impairment, except when volumes of defaults and losses are sufficient to justify treatment under a
collective methodology.

Loans considered as individually significant are typically to corporate and commercial customers, are for larger
amounts and are managed on an individual basis. For these loans, the group considers on a case-by-case basis at each
balance sheet date whether there is any objective evidence that a loan is impaired.

The determination of the realisable value of security is based on the most recently updated market value at the time
the impairment assessment is performed. The value is not adjusted for expected future changes in market prices,
though adjustments are made to reflect local conditions such as forced sale discounts.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

1 Basis of preparation and significant accounting policies (continued)

Impairment losses are calculated by discounting the expected future cash flows of a loan, which include expected
future receipts of contractual interest, at the loan’s original effective interest rate or an approximation thereof, and
comparing the resultant present value with the loan’s current carrying amount.

Collectively assessed loans and advances

Impairment is assessed collectively to cover losses which have been incurred but have not yet been identified on loans
subject to individual assessment or for homogeneous groups of loans that are not considered individually significant,
generally retail lending portfolios.

Incurred but not yet identified impairment

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

Homogeneous groups of loans and advances

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

e When appropriate empirical information is available, the group utilises roll-rate methodology, which employs
statistical analyses of historical data and experience of delinquency and default to reliably estimate the amount of
the loans that will eventually be written off as a result of the events occurring before the balance sheet date.
Individual loans are grouped using ranges of past due days and statistical estimates are made of the likelihood
that loans in each range will progress through the various stages of delinquency and become irrecoverable.
Additionally, individual loans are segmented based on their credit characteristics; such as industry sector, loan
grade or product. In applying this methodology, adjustments are made to estimate the periods of time between
a loss event occurring, for example through a missed payment, and its confirmation through write-off (known
as the Loss Identification Period). Current economic conditions are also evaluated when calculating the
appropriate level of allowance required to cover inherent loss. In certain highly-developed markets, models also
take into account behavioural and account management trends as revealed in, for example, bankruptcy and
rescheduling statistics.

e When the portfolio size is small or when information is insufficient or not reliable enough to adopt a roll-rate
methodology, the group adopts a basic formulaic approach based on historical loss rate experience, or a
discounted cash flow model. Where a basic formulaic approach is undertaken, the period between a loss event
occurring and its identification is explicitly estimated by local management, and is typically between six and
twelve months.

Write-off of loans and advances

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

Reversals of impairment

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

Assets acquired in exchange for loans

When non-financial assets acquired in exchange for loans as part of an orderly realisation are held for sale, these
assets are recorded as ‘Assets held for sale’ and reported in ‘Other assets’.

Renegotiated loans

Loans subject to collective impairment assessment whose terms have been renegotiated are no longer considered past
due, but are treated as up to date loans for measurement purposes once a minimum number of payments required have
been received. Where collectively assessed loan portfolios include significant levels of renegotiated loans, these loans
are segregated from other parts of the loan portfolio for the purposes of collective impairment assessment to reflect
their risk profile. Loans subject to individual impairment assessment, whose terms have been renegotiated, are subject
to ongoing review to determine whether they remain impaired. The carrying amounts of loans that have been classified
as renegotiated retain this classification until maturity or derecognition.

A loan that is renegotiated is derecognised if the existing agreement is cancelled and a new agreement made on
substantially different terms or if the terms of an existing agreement are modified such that the renegotiated loan is
substantially a different financial instrument. Any new loans that arise following derecognition events will continue
to be disclosed as renegotiated loans and are assessed for impairment as above.

Critical accounting estimates and judgements

Loan impairment allowances represent management’s best estimate of losses incurred in the loan portfolios at the balance sheet date.
Management is required to exercise judgement in making assumptions and estimates when calculating loan impairment allowances on both
individually and collectively assessed loans and advances.

Collective impairment allowances are subject to estimation uncertainty, in part because it is not practicable to identify losses on an
individual loan basis due to the large number of individually insignificant loans in the portfolio. The estimation methods include the use of
statistical analyses of historical information, supplemented with significant management judgement, to assess whether current economic
and credit conditions are such that the actual level of incurred losses is likely to be greater or less than historical experience. Where changes
in economic, regulatory or behavioural conditions result in the most recent trends in portfolio risk factors being not fully reflected in the
statistical models, risk factors are taken into account by adjusting the impairment allowances derived solely from historical loss experience.

Risk factors include loan portfolio growth, product mix, unemployment rates, bankruptcy trends, geographical concentrations, loan product
features, economic conditions such as national and local trends in housing markets, the level of interest rates, portfolio seasoning, account
management policies and practices, changes in laws and regulations and other influences on customer payment patterns. Different factors
are applied in different regions and countries to reflect local economic conditions, laws and regulations. The methodology and the
assumptions used in calculating impairment losses are reviewed regularly in the light of differences between loss estimates and actual loss
experience. For example, roll rates, loss rates and the expected timing of future recoveries are regularly benchmarked against actual
outcomes to ensure they remain appropriate.

For individually assessed loans, judgement is required in determining whether there is objective evidence that a loss event has occurred
and, if so, the measurement of the impairment allowance. In determining whether there is objective evidence that a loss event has occurred,
judgement is exercised in evaluating all relevant information on indicators of impairment, including the consideration of whether payments
are contractually past-due and the consideration of other factors indicating deterioration in the financial condition and outlook of borrowers
affecting their ability to pay.

A higher level of judgement is required for loans to borrowers showing signs of financial difficulty in market sectors experiencing economic
stress, particularly where the likelihood of repayment is affected by the prospects for refinancing or the sale of a specified asset. For those
loans where objective evidence of impairment exists, management determine the size of the allowance required based on a range of factors
such as the realisable value of security, the likely dividend available on liquidation or bankruptcy, the viability of the customer’s business
model and the capacity to trade successfully out of financial difficulties and generate sufficient cash flow to service debt obligations.

The exercise of judgement requires the use of assumptions which are highly subjective and very sensitive to the risk factors, in particular

to changes in economic and credit conditions across a large number of geographical areas. Many of the factors have a high degree of
interdependency and there is no single factor to which our loan impairment allowances as a whole are sensitive.

Non-trading reverse repurchase and repurchase agreements

When securities are sold subject to a commitment to repurchase them at a predetermined price (‘repos’), they remain
on the balance sheet and a liability is recorded in respect of the consideration received. Securities purchased under
commitments to resell (‘reverse repos’) are not recognised on the balance sheet and an asset is recorded in respect of
the initial consideration paid. Non-trading repos and reverse repos are measured at amortised cost. The difference
between the sale and repurchase price or between the purchase and resale price is treated as interest and recognised
in net interest income over the life of the agreement.
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1 Basis of preparation and significant accounting policies (continued)

(v) Financial instruments measured at fair value
Available-for-sale financial assets

Available-for-sale financial assets are recognised on the trade date when the group enters into contractual
arrangements to purchase those instruments, and are normally derecognised when either the securities are sold or
redeemed. They are subsequently remeasured at fair value, and changes therein are recognised in other comprehensive
income until the assets are either sold or become impaired. Upon disposal, the cumulative gains or losses in other
comprehensive income are recognised in the income statement as ‘Gains less losses from financial investments’.

Impairment of available-for-sale financial assets

Available-for-sale financial assets are assessed at each balance sheet date for objective evidence of impairment.
Impairment losses are recognised in the income statement within ‘Loan impairment charges and other credit risk
provisions’ for debt instruments and within ‘Gains less losses from financial investments’ for equities.

Available-for-sale debt securities

In assessing objective evidence of impairment at the reporting date, the group considers all available evidence,
including observable data or information about events specifically relating to the securities which may result in a
shortfall in the recovery of future cash flows. A subsequent decline in the fair value of the instrument is recognised
in the income statement when there is objective evidence of impairment as a result of decreases in the estimated
future cash flows. Where there is no further objective evidence of impairment, the decline in the fair value of the
financial asset is recognised in other comprehensive income. If the fair value of a debt security increases in a
subsequent period, and the increase can be objectively related to an event occurring after the impairment loss was
recognised in the income statement, or the instrument is no longer impaired, the impairment loss is reversed through
the income statement.

Available-for-sale equity securities

A significant or prolonged decline in the fair value of the equity below its cost is objective evidence of impairment.
In assessing whether it is significant, the decline in fair value is evaluated against the original cost of the asset at
initial recognition. In assessing whether it is prolonged, the decline is evaluated against the continuous period in
which the fair value of the asset has been below its original cost at initial recognition.

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

Financial instruments designated at fair value

Financial instruments, other than those held for trading, are classified in this category if they meet one or more of the
criteria set out below, and are so designated irrevocably at inception:

¢ the use of the designation removes or significantly reduces an accounting mismatch. Under this criterion, the main
classes of financial instruments designated by the group are:

Long-term debt issues

The interest and/or foreign exchange exposure on certain fixed rate debt securities issued has been matched with the
interest and/or foreign exchange exposure on certain swaps as part of a documented risk management strategy.
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1 Basis of preparation and significant accounting policies (continued)

Financial assets and financial liabilities under unit-linked and non-linked investment contracts

A contract under which the group does not accept significant insurance risk from another party is not classified as an
insurance contract, other than investment contracts with discretionary participation features (‘DPF’), but is accounted
for as a financial liability. See Note 1(b)(vi) for investment contracts with DPF and contracts where the group accepts
significant insurance risk. Customer liabilities under linked and certain non-linked investment contracts issued by
insurance subsidiaries and the corresponding financial assets are designated at fair value. Liabilities are at least
equivalent to the surrender or transfer value which is calculated by reference to the value of the relevant underlying
funds or indices. Premiums receivable and amounts withdrawn are accounted for as increases or decreases in the
liability recorded in respect of investment contracts. The incremental costs directly related to the acquisition of new
investment contracts or renewing existing investment contracts are deferred and amortised over the period during
which the investment management services are provided.

Derivatives

Derivatives are financial instruments that derive their value from the price of underlying items such as equities,
interest rates or other indices. Derivatives are recognised initially and are subsequently measured at fair value.
Derivatives are classified as assets when their fair value is positive or as liabilities when their fair value is negative,
this includes embedded derivatives which are bifurcated from the host contract when they meet the definition of a
derivative on a standalone basis.

Gains and losses from changes in the fair value of derivatives that do not qualify for hedge accounting are reported in
‘Net trading income’. Gains and losses on derivatives managed in conjunction with financial instruments designated
at fair value are reported in “Net income from financial instruments designated at fair value’ together with the gains
and losses on the economically hedged items. Where the derivatives are managed with debt securities issued by the
group that are designated at fair value, the contractual interest is shown in ‘Interest expense’ together with the interest
payable on the issued debt.

Hedge accounting

When derivatives are held for risk management purposes they are designated in hedge relationships where the
required criteria for documentation and hedge effectiveness are met. The group enters into fair value hedges, cash
flow hedges or hedges of net investments in foreign operations as appropriate to the risk being hedged.

Fair value hedge

Changes in the fair value of derivatives are recorded in the income statement, along with changes in the fair value of
the hedged assets or liabilities attributable to the hedged risk. If a hedge relationship no longer meets the criteria for
hedge accounting, hedge accounting is discontinued; the cumulative adjustment to the carrying amount of the hedged
item is amortised to the income statement on a recalculated effective interest rate over the residual period to maturity,
unless the hedged item has been derecognised, in which case it is recognised in the income statement immediately.
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Cash flow hedge

The effective portion of changes in the fair value of derivatives is recognised in other comprehensive income; the
ineffective portion of the change in fair value is recognised immediately in the income statement within ‘Net
trading income’. The accumulated gains and losses recognised in other comprehensive income are reclassified to the
income statement in the same periods in which the hedged item affects profit or loss. In hedges of forecast transactions
that result in recognition of a non-financial asset or liability, previous gains and losses recognised in other
comprehensive income are included in the initial measurement of the asset or liability. When a hedge relationship
is discontinued, any cumulative gain or loss recognised in other comprehensive income remains in equity until the
forecast transaction is recognised in the income statement. When a forecast transaction is no longer expected to
occur, the cumulative gain or loss previously recognised in other comprehensive income is immediately reclassified
to the income statement.

Net investment hedge

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

Derivatives that do not qualify for hedge accounting

Non-qualifying hedges are derivatives entered into as economic hedges of assets and liabilities for which hedge
accounting was not applied.

(vi) Insurance contracts

A contract is classified as an insurance contract where the group accepts significant insurance risk from another party
by agreeing to compensate that party on the occurrence of a specified uncertain future event. An insurance contract
may also transfer financial risk, but is accounted for as an insurance contract if the insurance risk is significant. In
addition, the group issues investment contracts with discretionary participation features which are also accounted for
as insurance contracts as required by HKFRS 4 ‘Insurance Contracts’.

Net insurance premium income

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

Reinsurance premiums are accounted for in the same accounting period as the premiums for the direct insurance
contracts to which they relate.
Net insurance claims and benefits paid and movements in liabilities to policyholders

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

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

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

Liabilities under insurance contracts

Liabilities under non-linked life insurance contracts are calculated by each life insurance operation based on local
actuarial principles. Liabilities under unit-linked life insurance contracts are at least equivalent to the surrender or
transfer value, which is calculated by reference to the value of the relevant underlying funds or indices.
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1 Basis of preparation and significant accounting policies (continued)

Future profit participation on insurance contracts with Discretionary Participation Features (‘DPF’)

Where contracts provide discretionary profit participation benefits to policyholders, liabilities for these contracts
include provisions for the future discretionary benefits to policyholders. These provisions reflect the actual
performance of the investment portfolio to date and management’s expectation of the future performance of the assets
backing the contracts, as well as other experience factors such as mortality, lapses and operational efficiency, where
appropriate. This benefit may arise from the contractual terms, regulation, or past distribution policy.

Investment contracts with DPF

While investment contracts with DPF are financial instruments, they continue to be treated as insurance contracts as
required by HKFRS 4. The group therefore recognises the premiums for those contracts as revenue and recognises as
an expense the resulting increase in the carrying amount of the liability.

In the case of net unrealised investment gains on these contracts, whose discretionary benefits principally reflect the
actual performance of the investment portfolio, the corresponding increase in the liabilities is recognised in either the
income statement or other comprehensive income, following the treatment of the unrealised gains on the relevant
assets. In the case of net unrealised losses, a deferred participating asset is recognised only to the extent that its
recoverability is highly probable. Movements in the liabilities arising from realised gains and losses on relevant assets
are recognised in the income statement.

Present value of in-force long-term insurance business

The value placed on insurance contracts that are classified as long-term insurance business or long-term investment
contracts with DPF and are in force at the balance sheet date is recognised as an asset. The asset represents the present
value of the equity holders’ interest in the issuing insurance companies’ profits expected to emerge from these
contracts written at the balance sheet date. The PVIF asset is presented gross of attributable tax in the balance sheet
and movements in the PVIF asset are included in ‘Other operating income’ on a gross of tax basis.

Critical accounting estimates and judgements

The value of PVIF depends upon assumptions regarding future events. The PVIF is determined by discounting those expected future profits
using appropriate assumptions in assessing factors such as future mortality, lapse rates and levels of expenses, and a risk discount rate that
reflects the risk premium attributable to the respective contracts. The PVIF incorporates allowances for both non-market risk and the value
of financial options and guarantees. The assumptions are reassessed at each reporting date and changes in the estimates which affect the
value of PVIF are reflected in the income statement.

(vii) Property
Land and buildings

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

Revaluations are performed by professional qualified valuers, on a market basis, with sufficient regularity to ensure
that the net carrying amount does not differ materially from the fair value. Surpluses arising on revaluation are
credited firstly to the income statement, to the extent of any deficits arising on revaluation previously charged to
the income statement in respect of the same land and buildings, and are thereafter taken to the ‘Property
revaluation reserve’. Deficits arising on revaluation are first set off against any previous revaluation surpluses
included in the ‘Property revaluation reserve’ in respect of the same land and buildings, and are thereafter recognised
in the income statement.
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Buildings held for own use which are situated on leasehold land where it is possible to reliably separate the value of
the building from the value of the leasehold land at inception of the lease are revalued by professional qualified
valuers, on a depreciated replacement cost basis or surrender value, with sufficient regularity to ensure that the net
carrying amount does not differ materially from the fair value.

Leasehold land and buildings are depreciated over the shorter of the unexpired terms of the leases or the remaining
useful lives.

The Government of Hong Kong owns all the land in Hong Kong and permits its use under leasehold arrangements.
Similar arrangements exist in mainland China. At inception of the lease, where the cost of land is known or can be
reliably determined and the term of the lease is not less than 50 years, the group records its interests in leasehold land
and land use rights as land and buildings held for own use. Where the term is less than 50 years, the group records
its interests as operating leases.

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

Investment properties

The group holds certain properties as investments to earn rentals or for capital appreciation, or both, and those investment
properties are included on balance sheet at fair value with changes in fair value being recognised in the income statement.

(viii) Employee compensation and benefits
Post-employment benefit plans

The group operates a number of pension schemes (including defined benefit and defined contribution) and post-
employment benefit schemes.

Payments to defined contribution plans are charged as an expense as the employees render service.

Defined benefit pension obligations are calculated using the projected unit credit method. The net charge to the income
statement mainly comprises the service cost and the net interest on the net defined benefit asset or liability and is
presented in operating expenses.

Re-measurements of the net defined benefit asset or liability, which comprise actuarial gains and losses, return on
plan assets (excluding interest) and the effect of the asset ceiling (if any, excluding interest), are recognised
immediately in other comprehensive income. The net defined benefit asset or liability represents the present value
of defined benefit obligations reduced by the fair value of plan assets after applying the asset ceiling test where
the net defined benefit surplus is limited to the present value of available refunds and reductions in future
contributions to the plan.

(ix) Tax

Income tax comprises current tax and deferred tax. Income tax is recognised in the income statement except to the
extent that it relates to items recognised in other comprehensive income or directly in equity, in which case it is
recognised in the same statement in which the related item appears.

Current tax is the tax expected to be payable on the taxable profit for the year and any adjustment to tax payable in
respect of previous years. The group provides for potential current tax liabilities that may arise on the basis of the
amounts expected to be paid to the tax authorities.

Deferred tax is recognised on temporary differences between the carrying amounts of assets and liabilities in the
balance sheet and the amounts attributed to such assets and liabilities for tax purposes. Deferred tax is calculated
using the tax rates expected to apply in the periods in which the assets will be realised or the liabilities settled.

Current and deferred tax is calculated based on tax rates and laws enacted, or substantively enacted, by the
balance sheet date.
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(x) Provisions, contingent liabilities and guarantees
Provisions

Provisions are recognised when it is probable that an outflow of economic benefits will be required to settle a
present legal or constructive obligation which has arisen as a result of past events and for which a reliable estimate
can be made.

Critical accounting estimates and judgements

Provisions

Judgement is involved in determining whether a present obligation exists and in estimating the probability, timing and amount of any
outflows. Professional expert advice is taken on the assessment of litigation, property (including onerous contracts) and similar obligations.
Provisions for legal proceedings and regulatory matters typically require a higher degree of judgement than other types of provisions. When
matters are at an early stage, accounting judgements can be difficult because of the high degree of uncertainty associated with determining
whether a present obligation exists, and estimating the probability and amount of any outflows that may arise. As matters progress,
management and legal advisers evaluate on an ongoing basis whether provisions should be recognised, revising previous judgements and
estimates as appropriate. At more advanced stages, it is typically easier to make judgements and estimates around a better defined set of
possible outcomes. However, the amount provisioned can remain very sensitive to the assumptions used. There could be a wide range of
possible outcomes for any pending legal proceedings, investigations or inquiries. As a result, it is often not practicable to quantify a range
of possible outcomes for individual matters. It is also not practicable to meaningfully quantify ranges of potential outcomes in aggregate
for these types of provisions because of the diverse nature and circumstances of such matters and the wide range of uncertainties involved.

Contingent liabilities, contractual commitments and guarantees
Contingent liabilities

Contingent liabilities, which include certain guarantees and letters of credit pledged as collateral security and
contingent liabilities related to legal proceedings or regulatory matters, are not recognised in the financial statements
but are disclosed unless the probability of settlement is remote.

Financial guarantee contracts

Liabilities under financial guarantee contracts which are not classified as insurance contracts are recorded initially at
their fair value, which is generally the fee received or present value of the fee receivable.

The Bank has issued financial guarantees and similar contracts to other group entities. The group elects to account for
certain guarantees as insurance contracts in the Bank financial statements, in which case they are measured and
recognised as insurance liabilities. This election is made on a contract by contract basis, and is irrevocable.
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2 Operating profit

a Interest income

Interest income recognised on impaired financial assets amounted to HK$374m in the year (2015: HK$277m).

b Net fee income

2016 2015
HK$m HK$m
ACCOUNE SEIVICES ...ttt bbbt b ket bbbttt b b etn 3,063 2,976
FUNds UNAEr MANAGEMENTL ........vueveieireieiieeieiire et es s s 5,771 6,215
Cards.....coeveeneieniiinins 7,063 7,072
Credit facilities..... 2,825 3,219
Broking income ... 3,131 5,583
Imports/exports ... 3,771 4,340
Unit trusts......... 5,855 6,598
UNGEIVWITEING 1.ttt b ettt bbbt 1,188 1,214
REMITTANCES ...cvviviitectece ettt et e st et sa e e beeasers et e sbeebesaeerseneesresbesaeers 3,324 3,438
Global custody .................. 3,450 3,744
Insurance agency commission... 1,746 1,482
(0] 11 SO OSSOSO PRSP 5,952 6,045
FBE INCOME ettt ettt ettt et et e b e beeta et st e saeebeebe e st es b e st e ebesaeersenee st e besneers 47,139 51,926
FBE BXPEINSE. ...ttt s (7,837) (6,267)
INEL TEE INCOIME ...ttt sttt sa e beebe et e e sreebesbeers et e e e sbesaeers 39,302 45,659
1 Includes Mandatory Provident Fund
2016 2015
HK$m HK$m
Net fee income includes the following:
Net fee income, other than amounts included in determining the effective
interest rate, arising from financial assets or financial liabilities that are
not held for trading or designated at fair value
B (TCI [0oTo 4= TSRS 14,892 15,862
— TBE EXPENSE ...t (3,290) (1,879)
11,602 13,983
Net fee income on trust and other fiduciary activities where the group holds
or invests assets on behalf of its customers
— FBEINCOME ottt st et e ae et e s e et e e ae et et e saeereare s 8,551 9,032
— TBE EXPENSE ...ttt bbbttt (845) (1,005)
7,706 8,027

In 2016, certain expenditure in respect of credit card loyalty programmes previously presented in ‘General and
administrative expenses’ is presented in ‘Fee expense’ to more appropriately reflect the nature of the expenditure. This
accounted for the majority of the increase in fee expense during the year.
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¢ Net trading income

2016 2015
HK$m HK$m
DEAlING PrOFILS ..ottt bbbttt 18,195 17,523
Net interest income on trading CHIVILIES .........coveirirriiiiiee e 3,718 4,439
Dividend income from trading SECUFILIES .........ccveiriiiiirieiieireee e e 2,074 1,674
— LISt INVESTMENES .....eitiiiiiieiitiii ettt bbbt e 2,045 1,636
— UNLIStEA INVESEMENTS ....viitiietiieeisie ettt et b et et snen 29 38
Gains/(losses) from hedging activities 77 (20)
Fair value hedges
— Net gain/(loss) on hedged items attributable to the hedged risk (2,550) 68
— Net gain/(loss) on hedging instruments 2,598 (88)
Cash flow hedges
— Net Nedging GAIN ...c.ccooiiiiiiiiic e 29 —
24,064 23,616
d Net income/(expense) from financial instruments designated at fair value
2016 2015
HK$m HK$m
Income/(expense) on assets designated at fair value which back
insurance and iNVESEMENE CONEIACES ........ccviviueieiririeieieceieie e s 4,104 (2,304)
Increase in fair value of liabilities to customers under investment contracts ..............ccccoeeuennae (651) (374)
3,453 (2,678)
Net change in fair value of other financial assets/liabilities designated at fair value! .................. 102 100
Interest income on financial assets and liabilities designated at fair value.............cc.cocoeveeeiinnnne. 15 18
3,570 (2,560)

1 Gains and losses from changes in the fair value of the group’s issued debt securities include those arising from changes in the group’s
own credit risk. In 2016, the group recognised a HK$62m gain on changes in the fair value of these instruments arising from changes
in own credit risk (2015:HK$26m gain).

e Gains less losses from financial investments

2016 2015

HK$m HK$m

Gain on partial disposal of investment in Industrial Bank - 10,636
Gains on disposal of other available-for-sale securities ..... 1,234 983
Impairment of available-for-sale equity INVESIMENES ...........ccooviiiiciiinrci e (2) (8)
1,232 11,611

There were no gains or losses on the disposal of held-to-maturity investments in the year (2015: nil).
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f Other operating income

2016 2015

HKS$m HK$m

Gain on 150" anniversary Banknotes iISSUANCE ..............ceeevevierererinsesesissesesssese s saees - 693
Movement in present value of in-force inSUrance BUSINESS ...........ccvevierrineinenecee e 7,306 4,689
Gains 0N INVESTMENE PrOPEILIES .....c.evivvrieiiiiieieiei et 36 480
Gains/(losses) on disposal of property, plant and equipment and assets held for sale ................. (57) 134
Gain on disposal of subsidiaries, associates and business portfolios ............cccoeerviennincinncne. 1 23
Rental income from investment properties 400 404
ORI e 3,830 4,016
11,516 10,439

Other included net gains on loans and receivables of HK$146m (2015: HK$278m). There were no gains or losses on
the disposal of financial liabilities measured at amortised cost during the year (2015: nil).

g Loan impairment charges and other credit risk provisions

2016 2015
HK$m HK$m

Individually assessed impairment charges:
— INBW CREIGES ...ttt ettt bbbttt e 5,224 4,011
— Releases ........ (1,567) (1,390)
— Recoveries (277) (305)
3,380 2,316
Collectively assessed impairment ChArgeS ..........ooeeririiieeirnsieeeeeie e 2,065 2,656
Other credit FiSK PrOVISIONS .........cciiiiiiiiiiiccriet et 109 102
Loan impairment charges and other credit risk ProviSions .............ccccovrriinineciennneeeeeeees 5,554 5,074

There were no impairment charges against available-for-sale debt securities included in other credit risk provisions
(2015: nil). There were no impairment charges or provisions relating to held-to-maturity investments (2015: nil).

h General and administrative expenses

2016 2015
HK$m HK$m

Premises and equipment
— RENAL EXPENSES ....veviieeieie ettt sttt ettt ettt s et st s bt b et e st et ne et e nenaan 3,665 3,542
— Other premises and eqUIPMENT EXPENSES.........cutirerirririeririerirte ettt see b seesesbe e sreseseens 4,107 4,032
7,772 7,574
Marketing and adVvertiSing EXPENSES ........cccuririririeiite ettt 2,909 3,900
Other adminiStrative EXPENSES .....ccvevvieriereieeisteeeeiereseeeeteseerestesesseee e seesesseseesessesessesesessessaseses 19,236 18,409
29,917 29,883

In 2016, certain expenditure in respect of credit card loyalty programmes previously presented in ‘Marketing and
advertising expenses’ is presented in ‘Fee expense’ to more appropriately reflect the nature of the expenditure. This
accounted for the majority of the decrease in marketing and advertising expenses during the year.

Included in operating expenses were direct operating expenses of HK$27m (2015: HK$22m) arising from investment
properties that generated rental income during the year. Direct operating expenses arising from investment properties
that did not generate rental income amounted to HK$4m (2015: HK$2m).

Included in operating expenses were minimum lease payments under operating leases of HK$3,675m (2015:
HK$3,692m).

i Auditors’ remuneration

Auditors’ remuneration amounted to HK$82m (2015: HK$78m).
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Insurance income

a Net insurance premium income

89

Non-linked Linked
insurance insurance Total
HK$m HK$m HK$m
2016
Gross iNSUrance Premium INCOME .........oveuiriririereeeeieesieieie et eeneas 57,349 2,522 59,871
Reinsurers’ share of gross insurance premium income ... (3,930) (29) (3,959)
Net insurance premium iNCOME .........ocooieiririireniee e 53,419 2,493 55,912
2015
Gross iNsurance Premium iNCOME .......c.eervruereininieieseesieiere et 51,367 4,937 56,304
Reinsurers’ share of gross insurance premium income (3,684) (27) (3,711)
Net insurance premium iNCOME ......cvoiiieirieriiiiee et 47,683 4,910 52,593
b Net insurance claims and benefits paid and movement in liabilities to policyholders
Non-linked Linked
insurance insurance Total
HK$m HK$m HK$m
2016
Gross claims and benefits paid and movement in liabilities to
POICYNOIUEIS ..ot 63,473 4,472 67,945
Claims, benefits and surrenders paid 19,099 2,395 21,494
Movement in labilities ........cccoovvviiiiiiie s 44,374 2,077 46,451
Reinsurers’ share of claims and benefits paid and movement in liabilities (3,514) 155 (3,359)
Reinsurers’ share of claims, benefits and surrenders paid .. (319) (80) (399)
Reinsurers’ share of movement in liabilities ..o (3,195) 235 (2,960)
Net insurance claims and benefits paid and movement in liabilities to
POICYNOIEIS ... 59,959 4,627 64,586
2015
Gross claims and benefits paid and movement in liabilities to
POICYNOIEIS ... 53,950 1,577 55,527
Claims, benefits and surrenders paid ............cccoceerirrneiennneiennreeeas 21,216 3,285 24,501
Movement in Habilities .........cococeveriiiiiiiiice e 32,734 (1,708) 31,026
Reinsurers’ share of claims and benefits paid and movement in liabilities (3,214) 118 (3,096)
Reinsurers’ share of claims, benefits and surrenders paid ............ccceceeee (318) (445) (763)
Reinsurers’ share of movement in liabilities ...........cccocovveciiiniiciirnnnn (2,896) 563 (2,333)
Net insurance claims and benefits paid and movement in liabilities to
POHCYNOIEIS ... s 50,736 1,695 52,431




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED
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4 Employee compensation and benefits

a Employee compensation and benefits

2016 2015
HK$m HK$m
WWAGES QNG SAIAMIES .....vvieeieste ettt b et b bbb se et ebe e b b 35,376 37,846
Social security costs 1,022 1,080
Retirement benefit costs
— Defined contribULION PIANS.........coviiiiiiie et s 1,505 1,449
— Defined DENEFit PIANS .....c.oiiiiiii e 993 751
38,896 41,126
‘Wages and salaries’ include the effect of share-based payments arrangements as follows:
2016 2015
HK$m HK$m
RESEIICtEA SNAIE WAITS .......cvvvieirice e 985 1,303
Savings-related shares and other share option Plans ..o 107 78
1,092 1,381

b Directors’ emoluments

The aggregate emoluments of the Directors of the Bank disclosed pursuant to section 4 of the Companies (Disclosure
of Information about Benefits of Directors) Regulation were HK$102m (2015: HK$100m). This comprises fees of
HK$9m (2015: HK$9m) and other emoluments of HK$93m (2015: HK$91m) which includes contributions to
pension schemes of HK$1m (2015: HK$1m). Non-cash benefits which are included in other emoluments mainly relate
to share-based payment awards, and the provision of housing and furnishing. Details on loans to directors are set out
in note 38.

c Retirement benefit pension plans

The group operates a number of retirement benefit plans, with a total cost of HK$2,498m (2015: HK$2,200m), the
largest of which is the HSBC Group Hong Kong Local Staff Retirement Benefit Scheme (‘the Principal Plan’).

In Hong Kong, the Principal Plan covers employees of the Bank and certain other local employees of the Group. The
Principal Plan comprises a funded defined benefit scheme (which provides a lump sum on retirement but is now closed
to new members) and a defined contribution scheme. The latter was established on 1 January 1999 for new employees,
and the group has been moving to defined contribution plans for all new employees. Since the defined benefit element
of the Principal Plan is a final salary lump sum scheme, its exposure to longevity risk and interest rate risk is limited.

The trustee assumes the overall responsibility for the Principal Plan but a management committee and a number
of sub-committees have also been established. These committees have been established to broaden the
governance and manage the concomitant issues.

The Principal Plan is predominantly a funded plan with assets which are held in trust funds separate from the group.
The actuarial funding valuation of the Principal Plan is reviewed at least on a triennial basis or in accordance with local
practice and regulations. The actuarial assumptions used to conduct the actuarial funding valuation of the Principal
Plan vary according to the economic conditions.

The defined benefit scheme of the Principal Plan mainly invests in bonds with a smaller portion in equities and each
investment manager has been assigned a benchmark applicable to their respective asset class. The target asset
allocations for the portfolio are as follows: Bonds 65% and Equity 35%.
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4 Employee compensation and benefits (continued)

(i) Cumulative actuarial losses recognised in other comprehensive income in respect of defined benefit plans

2016 2015

HK$m HK$m

AL L JBNUAEY otttk ekttt b e (8,303) (7,641)
Actuarial gains/(losses) recognised in other comprehensive income 1,016 (662)
AL 3L DECEIMDET ....euiiieietiee ettt ettt bbbt b ekt b bt b b et b e et nb et et e b bas (7,287) (8,303)

(ii) Net asset/(liability) under defined benefit pension plans

Present value of

Fair value of defined benefit Net defined
plan assets obligations benefit liability
HK$m HK$m HK$m
Net defined benefit liability
At 1January 2016 ......ccoovviviiiiiiieen e 13,974 (19,736) (5,762)
CUITENE SEIVICE COSE ...vivvivriieieriiee et ee e se e - (846) (846)
Past service cost and losses from settlements? ............cccocoevrieinines - (32) (32)
SEIVICE COSE ....oviiiiiiiiicice ettt - (878) (878)
Net interest income/(cost) on the net defined
benefit liability ........cccocovrrii e 303 (415) (112)
Remeasurement effects recognised in other
COMPreNeNSIVE INCOME .....ocviiiiieiiieee e s 91 925 1,016
— Return on plan assets (excluding interest incCOmMe) ..........c.coceeueneae 91 - 91
— Actuarial gains from changes in financial
ASSUMPLIONS .viieeiieie ettt - 1,558 1,558
— Actuarial 10sses from eXPerienCe ...........ccccoirrreerirneerenesseeeas - (633) (633)
Exchange differences and other movements ...........c.cccooeeevinrnieae (29) 28 9
Contributions by the group .........cccccveeiinnciiic e 1,889 - 1,889
Benefits Paid ......cccovviieiiiiiieee e (1,483) 1,524 41
At 31 DeCEMDEr 2016 ......ovcviviiieieeeeeeeeee e e 14,755 (18,552) (3,797)

Retirement benefit liabilities recognised

on the balance ShEet ..........ocveveviiiiececece e (3,867)
Retirement benefit assets recognised on the

balance sheet (within ‘Prepayment, accrued

income and Other aSSELS) .....ovvvruriireuerirrirereeieereesee e 70
Present value of defined benefit obligation relating to:
—ACTIVES .o (18,300)
— PENSIONEIS ...ttt (252)
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4 Employee compensation and benefits (continued)

Net defined benefit liability
At 1January 2015 ....oooooviiieie s

CUITENE SEIVICE COSE ..uvvreeiiiiereinieteisise ettt
Past service cost and gains from settlements

SEIVICE COSE .vvviitiitieieieiteste ettt sttt be et besreers

Net interest income/(cost) on the net defined
benefit lIability .........ccooviiiiiiic
Remeasurement effects recognised in other
comprehensive income
— Return on plan assets (excluding interest income)
— Actuarial gains from changes in demographic assumptions ..........
— Actuarial losses from changes in financial
ASSUMPLIONS ...ttt
— Actuarial gains from eXperienCe ...

Exchange differences and other movements ...........c.cccocceevvvneeae
Contributions by the group
Contributions by emploYees ...........ccceeirirrriiinineereeine
Benefits Paid ......cccovviriririiiiieee e

At 31 December 2015 ....vooviieieieeeieceee s

Retirement benefit liabilities recognised

on the balance SNeet ..o
Retirement benefit assets recognised on the

balance sheet (within ‘Prepayment, accrued

income and Other aSSets’) .........ococvrireiieriniiee s
Present value of defined benefit obligation relating to:
—ACHIVES o
— PENSIONEIS ...ttt

LIMITED

Present value of

Fair value of defined benefit Net defined
plan assets obligations benefit liability
HK$m HK$ HK$m
14,870 (20,357) (5,487)
- (883) (883)

_ 274 274
- (609) (609)
297 (429) (132)
(548) (114) (662)
(548) - (548)

- 6 6
- (182) (182)

- 62 62

(26) 118 92
983 - 983

2 ) -
(1,604) 1,657 53
13,974 (19,736) (5,762)
(5,809)

47

(19,475)
(261)

1 Gains/ (losses) from settlements arise as the difference between assets distributed and liabilities extinguished on settlements.

The group expects to make HK$717m of contributions to defined benefit pension plans during 2017.

(iii) Fair value of plan assets by asset classes

2016 2015

Quoted Quoted

market market
price in Thereof price in Thereof
Value active market HSBC Value active market HSBC
HK$m HK$m HK$m HK$m HK$m HK$m
Fair value of plan assets .............. 14,755 14,755 1,348 13,974 13,974 407
— EQUIties ..coooveveeennee 5,260 5,260 - 5,233 5,233 10
—Bonds .... 7,358 7,358 - 7,439 7,439 -
—Other! ..o 2,137 2,137 1,348 1,302 1,302 397

1 Other mainly consists of cash and deposits.
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4 Employee compensation and benefits (continued)
(iv) Benefits expected to be paid from the Principal Plan

Benefits expected to be paid from the Principal Plan to retirees over each of the next five years, and in aggregate
for the five years thereafter, are as follows:

2017 2018 2019 2020 2021 2022-2026
HK$m HK$m HK$m HK$m HK$m HK$m

HSBC Group Hong Kong Local Staff
Retirement Benefit Scheme ........... 594 778 930 1,067 1,231 4,634

(v) The Principal Plan’s principal actuarial financial assumptions

The present value of the Principal Plan’s obligation was HK$11,215m (2015: HK$12,071m). The principal
actuarial assumptions used to calculate the group’s obligations for the Principal Plan for the year, and used as the
basis for measuring the expenses in relation to the Principal Plan, were as follows:

2016 2015

% p.a. % p.a.

DISCOUNE TALE ...ttt nenenenas 1.80 1.70
RALE OF PAY INCTBASE .....vcviviiieieiriieiee ettt bbbttt sttt 3.0 4.0
MOITAIHEY TADIE ..t ettt s HKLT2015* HKLT2011*

1 HKLT2015- Hong Kong Life Tables 2015.

The group determines the discount rates to be applied to its obligations in consultation with the Principal Plan’s
local actuary, on the basis of current average yields of Hong Kong Government bonds, with maturities consistent
with those of the defined benefit obligations.

(vi) Actuarial assumption sensitivities

The discount rate and rate of pay increase are sensitive to changes in market conditions arising during the
reporting period. The following table shows the financial impact of assumption changes on the Principal Plan at

year end:
Impact on Pension Obligation
2016 2015
HK$m HK$m

Discount rate

= INCIEASE OF 25DPS. ...ttt (215) (249)

- 0ECTEASE OF 25DPS ... vttt bbb 222 258
Rate of pay increase

- increase of 25bps 227 239

- decrease of 25bps (221) (233)
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5 Tax expense

a The Bank and its subsidiaries in Hong Kong have provided for Hong Kong profits tax at the rate of 16.5% (2015:
16.5%) on the profits for the year assessable in Hong Kong. Overseas branches and subsidiaries have similarly
provided for tax in the countries in which they operate at the appropriate rates of tax ruling in 2016. Deferred taxation
is provided for in accordance with the group’s accounting policy in note 1(b)(ix).

The charge for taxation in the income statement comprises:
2016 2015
HK$m HK$m
Current income tax
— Hong Kong taxation — on current year Profit ..........cocoeoiiviieinnneiee e 8,567 10,005
— Hong Kong taxation — adjustments in respect of prior Years ............ccccceveverinnniiininceinnnns (74) (134)
— Overseas taxation — 0N CUITeNnt YEar Profit .........ccooovrreiininieiei i 7,598 8,072
— Overseas taxation — adjustments in respect Of Prior YEars .........c.cooeveirnieeririnseeniesieene s (337) 223
15,754 18,166
Deferred tax
— Origination and reversal of temporary differenCes .........cccooeeiirrriiiiince e 2,159 (769)
— Effect of Changes N taX FAIES ........cceiririririeiiieiee et 13 18
— Adjustments in reSpect Of PriOr YEAIS .........cccoiiieiiriniiiiiic e (14) (119)
2,158 (870)
17,912 17,296
b Reconciliation between taxation charge and accounting profit at applicable tax rates:
2016 2015
HK$m HK$m
ProOfit DEFOIE TAX ...cviiviieiiieciccie ettt sttt ettt et nreers 102,707 117,279
Notional tax on profit before tax, calculated at the rates applicable to profits in the
COUNEIIES CONCEINEA ...oiviiiiiiiiecte ettt ettt ettt ettt sbe e et e s e ebesbeebeenee s e besreebens 19,727 21,983
Effects of profits in associates and JOINt VENTUIES............cceoiriiieininniciiec e (2,390) (2,612)
Non taxable iNCOME AN GAINS .....vvvvveririeiieeieee e es (1,951) (3,994)
Local taxes and overseas WithhOIAING tAXES.........cvierieirieiriiee e 1,275 1,118
Permanent diSalloOWabIES...........c.coiiiiiiiee e 957 887
(011311 £SO TP POUPTRRTON 294 (86)
17,912 17,296
¢ Movements of deferred tax assets and liabilities:
Impairment
Accelerated Insurance allowances
capital technical Expense  on financial  Revaluation
allowances  provisions  provisions assets  of properties Other Total
HK$m HK$m HK$m HK$m HK$m HK$m HK$m
2016
ASSELS e 132 - 983 1,107 - 718 2,940
Liabilities ... (643) (6,134) - (249) (12,503) (374)  (19,903)
AtlJanuary ..o (511) (6,134) 983 858 (12,503) 344 (16,963)
Exchange and other
adjustments ............c..... ) 24 (274) 6 125 198 77
Charge/(credit) to
income statement ......... (®) (1,213) 252 (190) 288 (1,290) (2,158)
Charge/(credit) to
TESEIVES....cvivevviareeeas - - — - (678) (176) (854)
At 31 December ............. (518) (7,323) 961 674 (12,768) (924)  (19,898)
ASSELS o 108 - 961 674 - 2,415 4,158
Liabilities ..........oorvverernenes (626) (7,323) - - (12,768) (3339)  (24,056)!
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5 Tax expense (continued)

Impairment
Accelerated Insurance allowances
capital technical Expense on financial Revaluation
allowances provisions provisions assets of properties Other Total
HK$m HK$m HK$m HK$m HK$m HK$m HK$m
2015
ASSELS! s 106 - 1,079 284 - 763 2,232
Liabilities (736) (5,390) - - (11,728) (1,528) (19,382)
At 1January ........cooo..... (630) (5,390) 1,079 284 (11,728) (765)  (17,150)
Exchange and other
adjustments ............cc.... @ 33 94) (21) 72 30 13
Charge/(credit) to
income statement ......... 126 (777) ) 595 254 674 870
Charge/(credit) to
FESEIVES....covvvvriciiiiane — — — — (1,101) 405 (696)
At 31 December ............... (511) (6,134) 983 858 (12,503) 344 (16,963)
ASSELS! s 132 - 983 1,107 - 718 2,940
Liabilities® ........ccccccoverrnne. (643) (6,134) - (249) (12,503) (374) (19,903)

1  After netting off balances within countries, the balances as disclosed in the accounts are as follows: deferred tax assets HK$1,503m
(2015:HK$ 1,836m); and deferred tax liabilities HK$21,401m (2015:HK$18,799m).

The amount of unused tax losses for which no deferred tax asset is recognised in the balance sheet is HK$2,497m
(2015: HK$2,216m). Of this amount, HK$2,047m (2015: HK$1,988m) has no expiry date and the remaining will
expire within 10 years.

Deferred tax of HK$1,334m (2015: HK$721m) has been provided in respect of distributable reserves or post-
acquisition reserves of associates that, on distribution or sale, would attract withholding tax.

Deferred tax is not recognised in respect of the group's investments in subsidiaries and branches where remittance or
other realisation is not probable, and for those associates and interests in joint ventures where it has been determined
that no additional tax will arise.

6 Dividends

Dividends to ordinary shareholders of the parent company

2016 2015
Per share Total Per share Total
HK$ HK$m HK$ HK$m
Ordinary dividends paid

— fourth interim dividend in respect of the previous
financial year approved and paid during the year ...... 0.44 17,065 0.37 14,250
— first interim dividend paid ..........cccocoeiiniiciicne 0.20 8,500 0.20 7,500
— second interim dividend paid .. 0.19 8,500 0.20 7,500
— third interim dividend paid ..........c.coccoeeiniiiiiniiie 0.19 8,500 0.20 7,500
1.02 42,565 0.97 36,750

The Directors have declared a fourth interim dividend in respect of the financial year ending 31 December 2016 of
HK$25,438m (HK$0.56 per ordinary share).

Distributions on other equity instruments

2016 2015
HK$m HK$m

US$1,900m floating rate perpetual subordinated loans
(interest rate at one year US dollar LIBOR PIUS 3.84%0) .......ccccoeriiiririiriiine e s 731 655
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7 Trading assets

2016 2015
HK$m HK$m
Treasury and other eligible DIIS ..o 91,908 43,607
Debt securities ... 180,501 178,358
Equity shares ... 71,915 44,775
ONEIL et s bbb bbb bbb bbbt 27,310 35,886
371,634 302,626
1  ‘Other’ trading assets primarily include settlement accounts with banks and customers.
2016 2015
Treasury Treasury
and other Debt Equity and other Debt Equity
eligible bills securities shares eligible bills securities shares
HK$m HK$m HK$m HK$m HK$m HK$m
Issued by
— central governments and central
banks ... 91,908 133,422 - 43,607 124,962 -
— other public sector entities . - 2,421 - - 8,115 -
—DaNKS .o - 21,708 13,675 - 22,095 5,806
— corporate entities .........c.cocoveennns - 22,950 58,240 - 23,186 38,969
91,908 180,501 71,915 43,607 178,358 44,775
Listed ..... 1,576 130,085 71,299 2,164 122,934 44,093
Unlisted 90,332 50,416 616 41,443 55,424 682
91,908 180,501 71,915 43,607 178,358 44,775

8 Derivatives

Use of derivatives

The group transacts derivatives for three primary purposes: to create risk management solutions for clients, to manage
the portfolio risk arising from client business, and to manage and hedge the group’s own risks. Derivatives (except for
derivatives which are designated as effective hedging instruments) are held for trading. Within the held for trading
classification are two types of derivative instruments: those used in sales and trading activities, and those used for risk
management purposes but which for various reasons do not meet the qualifying criteria for hedge accounting. The second
category includes derivatives managed in conjunction with financial instruments designated at fair value. These activities

are described more fully below.

The group’s derivative activities give rise to significant open positions in portfolios of derivatives. These positions are
managed constantly to ensure that they remain within acceptable risk levels. When entering into derivative transactions,
the group employs the same credit risk management framework to assess and approve potential credit exposures that it

uses for traditional lending.

96



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

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

2016 2015
Contract Contract
amounts Assets Liabilities amounts Assets Liabilities
HK$m HK$m HK$m HK$m HK$m HK$m
Trading derivatives
Exchange rate contracts ..........c.c.cc....... 18,076,732 363,707 350,787 16,125,677 246,202 231,885
— spot, forward and future.................... 13,577,599 217,748 201,955 11,665,620 122,743 117,563
— SWAPS vttt 3,390,162 130,488 132,717 3,392,883 109,227 99,997
— options purchased ..........cccocevennnnne. 554,632 14,071 1,039 515,299 14,054 131
— OptioNs WHtteN ....cccoovvveveeiiieiein 554,339 1,400 15,076 551,875 178 14,194
Interest rate coNtracts .........c.ccoeevveveenne. 18,861,627 150,198 150,582 15,974,328 136,697 135,827
— forward and future ..........ccccoevvevvennne 1,877,788 243 204 1,146,748 183 244
— SWAPS vttt 16,567,560 147,051 147,313 14,514,463 133,907 132,784
— options purchased ..........cccoveeinne 105,767 1,352 147 54,662 1,226 48
— options written ... 156,612 69 1,522 52,728 70 1,832
— Other oo 153,900 1,483 1,396 205,727 1,311 919
Equity derivatives ............ccceviccnnnnn. 604,504 22,350 24,653 712,028 27,815 31,330
Credit derivatives ........ccccoceveviririeieenns 474,160 2,431 2,437 432,544 2,800 2,790
Commodity and other .........cccoeveenne 140,339 4,529 4,208 95,216 5,920 5,675
Total held for trading .........c.ccceeeevrvnnnen 38,157,362 543,215 532,667 33,339,793 419,434 407,507
Trading derivatives managed in
conjunction with financial
instruments designated at fair value
Interest rate contracts .........c.ccceevveneens 9,568 65 8 7,342 60 10
9,568 65 8 7,342 60 10
Cash flow hedging derivatives
Exchange rate contracts ............c.cc.c..... 140,665 6,570 1,322 118,323 1,511 994
Interest rate contracts .........c.ccceevveneens 46,049 22 247 66,684 171 127
186,714 6,592 1,569 185,007 1,682 1,121
Fair value hedging derivatives
Interest rate contracts .........c.ccceevveneene 262,940 2,534 813 217,391 415 1,417
Gross total derivatives ..........ccccceevenene 38,616,584 552,406 535,057 33,749,533 421,591 410,055
NELEING oo - (72,599) (72,599) - (40,636) (40,636)
TOtal o 38,616,584 479,807 462,458 33,749,533 380,955 369,419

a Trading derivatives

Most of the group’s derivative transactions relate to sales and trading activities. Sales activities include the structuring
and marketing of derivative products to customers to enable them to take, transfer, modify or reduce current or
expected risks. Trading activities include market-making and risk management.

b Hedging derivatives

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

The accounting treatment of hedging transactions varies according to the nature of the instrument hedged and the
type of hedging transaction. Derivatives may qualify as hedges for accounting purposes if they are fair value hedges,
cash flow hedges, or hedges of net investments in foreign operations.
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8 Derivatives (continued)
Fair value hedges

The group’s fair value hedges principally consist of interest rate swaps that are used to protect against changes in the
fair value of fixed-rate long-term financial instruments due to movements in market interest rates.

Cash flow hedges

The group’s cash flow hedges consist principally of interest rate and currency swaps that are used to protect against
exposures to variability in future interest and principal cash flows on non-trading assets and liabilities which bear
interest at variable rates or which are expected to be re-funded or reinvested in the future. The amounts and timing
of future cash flows, representing both principal and interest flows, are projected for each portfolio of financial assets
and liabilities on the basis of their contractual terms and other relevant factors, including estimates of prepayments
and defaults. The aggregate principal balances and interest cash flows across all portfolios over time form the basis
for identifying gains and losses on the effective portions of derivatives designated as cash flow hedges of forecast
transactions.

Amount transferred to the income statement in respect of cash flow hedges included a gain of HK$2,286m (2015:
HK$181m gain) taken to “Net interest income” and a loss of HK$341m (2015: HK$1,182m gain) taken to “Net
trading income”. The group does not have any qualifying cash flow hedges that involve non-financial assets or non-
financial liabilities (2015: none).

The gains and losses on ineffective portions of such derivatives are recognised immediately in “Net trading income”.
During the year to 31 December 2016, an insignificant amount was recognised due to hedge ineffectiveness and
termination of forecast transactions (2015: insignificant amount).

The schedule of forecast principal balances on which the expected interest cash flows arise as at 31 December 2016

is as follows:

More than 3 5 years or less
3 months months but less but more than
or less than 1 year 1 year
HK$m HK$m HK$m

At 31 December 2016
Cash inflows from assets ..........cccevveviviiiiecieccce e 92,356 135,219 82,205
Cash outflows from liabilities ...........c.ccceoveiiciinninieicien, (6,329) (6,329) (5,695)
Net cash iNFIOWS ..o 86,027 128,890 76,510

At 31 December 2015
Cash inflows from assets ............ 103,693 123,920 65,679
Cash outflows from liabilities (12,960) (22,468) (11,525)
Net cash iINFIOWS .......c.ooveiiiiiicc e 90,733 101,452 54,154

Derivatives valued using models with unobservable inputs

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

The aggregate unobservable inception profit yet to be recognised in the income statement is immaterial.
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9 Financial assets designated at fair value
2016 2015
HK$m HK$m
Treasury and other eligible DillS ..o 418 1,070
DD SECUITLIES ...ttt bbb bbb et b e st b bbbt se e 17,435 17,755
EQUILY SRAES ...t e bbb bbbt bbbt e 88,163 80,270
106,016 99,095
2016 2015
Treasury Treasury
and other Debt Equity and other Debt Equity
eligible bills securities shares eligible bills securities shares
HK$m HK$m HK$m HK$m HK$m HK$m
Issued by
— central governments and central
banks ....coovii 418 446 - 1,070 646 -
— other public sector entities . - 1,332 - - 993 -
—banks ..o - 8,121 2,840 - 8,433 2,501
— corporate entities .........c.cocoeeennne - 7,536 85,323 - 7,683 77,769
418 17,435 88,163 1,070 17,755 80,270
(IS o [OOSR - 9,055 44,996 - 9,588 38,126
Unlisted........cooviveneencecs 418 8,380 43,167 1,070 8,167 42,144
418 17,435 88,163 1,070 17,755 80,270
10 Loans and advances to customers
a Loans and advances to customers
2016 2015
HK$m HK$m
Gross 10ans and advances t0 CUSTOMETS ..........cceiririruerininieierenesisieiee ettt sbe e 2,846,806 2,773,819
Impairment allowances (NOLE 11()) .....vevevererireeriiiiieieiei et (12,692) (11,529)
2,834,114 2,762,290




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

10 Loans and advances to customers (continued)
b Analysis of loans and advances to customers based on categories used by the HSBC Group

The following analysis of loans and advances to customers is based on the categories used by the HSBC Group,
including the group, to manage associated risks.

Rest of

Hong Kong Asia-Pacific Total
2016 HK$m HK$m HK$m
Residential MOrtgages?t ........coooveereirerieire e e 492,989 267,619 760,608
Credit Card adVANCES .....cevveeiieeeiieeseis et ne e seenas 58,289 22,665 80,954
OthEr PEISONAL .......vviiiiriieieitiie e 132,171 70,947 203,118
TOtal PErSONAL ..ot 683,449 361,231 1,044,680
Commercial, industrial and international trade .............ccoceeveviieieceeiene, 428,035 384,227 812,262
Commercial real ESLALE ........c.cceeveieriiieciecre e 198,579 55,786 254,365
Other property-related 1ending ..........cccooevioiieinnnceic e 221,919 69,911 291,830
Government .......ccocovveveenieene. 20,230 2,405 22,635
Other COMMEICIAl ......ocviiiiiiiice e 136,729 132,944 269,673
Total corporate and COMMENCIal .........ccoveiiiririiee e 1,005,492 645,273 1,650,765
Non-bank financial iNStTULIONS ..........ccccvviiiieiiieisce e 103,311 45,611 148,922
SEttIeMENt ACCOUNTS .....vcvivciiiieicieiee e 1,337 1,102 2,439
Total fINANCIAL ...vovviviieicccecc e 104,648 46,713 151,361
Gross loans and advances t0 CUSLOMENS .........c.covevvevveereieeeeiesieere e 1,793,589 1,053,217 2,846,806
Individually assessed impairment alloWances .........c.cccoeeveenerererieeneenenns (2,960) (5,099) (8,059)
Collectively assessed impairment allowanCes ...........cccovveerinnineninenienens (1,959) (2,674) (4,633)
Net loans and advances t0 CUSTOMETS .........cccccveevereierieresieieesieeseseeresnenens 1,788,670 1,045,444 2,834,114
2015
Residential MOrtgages?t .........cceoveireirerieise e 472,324 260,901 733,225
Credit Card adVANCES .......covceiieieriieesieie et 56,791 22,180 78,971
OthEr PEISONAL .......viiiiiiicieitiie e 132,234 84,092 216,326
TOtAl PEISONAL ....oviiiicieii e 661,349 367,173 1,028,522
Commercial, industrial and international trade .............cccevevevieeieceenenne, 419,589 405,594 825,183
Commercial real ESLALE ........c.cceeeeieiiiececrece e 186,463 64,420 250,883
Other property-related lending . 207,448 65,412 272,860
GOVEIMIMENT .ottt et e et e e e et e e teeaeesaeenes 6,292 2,484 8,776
Other COMMEICIAL .......ocviiiciiiicecee s 133,718 145,632 279,350
Total corporate and COMMErCIAl ........cccervrereiriiee e 953,510 683,542 1,637,052
Non-bank financial iNStitUtIoNS ..........ccccoviiiiieiene e 64,050 42,414 106,464
SEttIEMENt ACCOUNTS ....ocvveiiiiiiiciccee e 1,099 682 1,781
Total fINANCIAL .....ocveiecicc e 65,149 43,096 108,245
Gross loans and advances t0 CUSLOMENS .........c.ccveevevveereieeeeieireere s 1,680,008 1,093,811 2,773,819
Individually assessed impairment allowances .. (2,165) (4,875) (7,040)
Collectively assessed impairment allowances ...........cccoceoeererncrciincnenne. (1,979) (2,510) (4,489)
Net loans and advances t0 CUSIOMENS ........c.ccvevvevieieieeeeiesiese e 1,675,864 1,086,426 2,762,290

1 Residential mortgages include Hong Kong Government Home Ownership Scheme loans of HK$30,215m (2015: HK$27,702m).

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.
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10 Loans and advances to customers (continued)

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

2016 2015
Present Present
value value
of the Unearned Total of the Unearned Total
minimum future minimum minimum future minimum
lease finance lease lease finance lease
payments income payments payments income payments
HK$m HKS$m HK$m HK$m HK$m HK$m
Amounts receivable
— Withinone year .........ccccoeeveeen. 2,151 677 2,828 2,494 687 3,181
— After one year but within
five Years .....ccvevieciiniciininne 7,764 1,951 9,715 8,152 1,893 10,045
— After five years .......cccocevnerinnne 18,296 3,346 21,642 17,999 3,014 21,013
28,211 5,974 34,185 28,645 5,594 34,239
Impairment allowances.................... (28) (26)
Net investment in finance leases
and hire purchase contracts ........ 28,183 28,619
11 Impairment allowances against loans and advances to customers
a Movement in impairment allowances on loans and advances to customers
Individually Collectively
assessed assessed
allowances allowances Total
2016 HK$m HK$m HK$m
AL L JANUANY o st 7,040 4,489 11,529
Amounts written off (2,334) (2,694) (5,028)
Recoveries of loans and advances written off in previous years ................... 277 881 1,158
Net charge to income statement (NOte 2(g)) ...vvovvveverererereeeieieririeenererisieeenes 3,380 2,065 5,445
Unwinding of discount of loan impairment ... (310) (58) (368)
Exchange and other adjustments ...........ocoveoiirnicinnncc s 6 (50) (44)
At 31 December (NOte 10(8)) .evvvvvevrerirrireieiririeiritieiere et 8,059 4,633 12,692
2015
AL L JANUANY <ottt b ettt 6,299 4,221 10,520
AmMOoUNts WILEEN OFf .......oiiiiii e (1,505) (3,109) (4,614)
Recoveries of loans and advances written off in previous years ................... 305 978 1,283
Net charge to income statement (NOte 2(Q)) .vvvvvevereeererererieerieesereeesienens 2,316 2,656 4,972
Unwinding of discount of loan impairment .............cccocovevinniconnncnnn (210) (67) 277)
Exchange and other adjustments ...........cccooeiriineieienece e (165) (190) (355)
At 31 December (NOtE L10(8)) ..eoveeverervrrrrerierenieririesieie ettt 7,040 4,489 11,529
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11 Impairment allowances against loans and advances to customers (continued)
b Impairment allowances on loans and advances to customers

Impaired loans and advances to customers are those loans and advances where objective evidence exists that full
repayment of principal or interest is considered unlikely. Individually assessed allowances are made after taking into
account the value of collateral in respect of such loans and advances.

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

Rest of
Hong Kong Asia-Pacific Total
HK$m HK$m HK$m
At 31 December 2016
Gross loans and advances to customers
Individually assessed impaired gross loans and advances ..............cccc....... 6,808 10,731 17,539
COlleCtiVely @SSESSEA  .....oviviieiiiiiiirie et 1,786,781 1,042,486 2,829,267
— Impaired loans and advances 720 1,119 1,839
— Non-impaired [0ans and adVances .............cceoeevirreerinnneeeee e 1,786,061 1,041,367 2,827,428
Total gross loans and advances t0 CUSLOMENS .........cccveveerieiseninenieenins 1,793,589 1,053,217 2,846,806
IMpPairment allOWaANCES ..........cceiririeieiiee s (4,919) (7,773) (12,692)
— Individually @SSESSEA ......c.coviieviviriirieieirre e s (2,960) (5,099) (8,059)
— COlleCtiVEly @SSESSEU ......cvririeiiiiiiiiicicire e (1,959) (2,674) (4,633)
Net 10anS aNd @AVANCES ........ocoveiiiiririeirireie e 1,788,670 1,045,444 2,834,114
Fair value of collateral which has been taken into account in respect
of individually assessed impaired loans and advances to customers...... 3,258 5,488 8,746
Individually assessed impaired gross loans and advances as a
percentage of gross loans and advances to CUStOMErS .........cccccevvererenns 0.4% 1.0% 0.6%
Total allowances as a percentage of total gross loans and advances .......... 0.3% 0.7% 0.4%
At 31 December 2015
Gross loans and advances to customers
Individually assessed impaired gross loans and advances ..............cccc....... 5,781 11,005 16,786
COlIECtiVElY 8SSESSE ......evviiiiieieeriieie s 1,674,227 1,082,806 2,757,033
— Impaired 10ans and adVANCES ...........cccceiririeieieiiinieee s 728 889 1,617
— Non-impaired l0ans and adVanCes ............ccoceeeereeneineneseeee e 1,673,499 1,081,917 2,755,416
Total gross loans and advances to CUSIOMETS ...........ccceevrerieieereeineeeneenns 1,680,008 1,093,811 2,773,819
IMpairment aHOWANCES ..ot (4,144 (7,385) (11,529)
— Individually assessed ... (2,165) (4,875) (7,040)
— COlleCtiVElY @SSESSEA ......cuiiiiieiiiiiicieee e (1,979) (2,510) (4,489)
Net 10ans and @0VANCES ..........ceeiriiiiiirieieieee e 1,675,864 1,086,426 2,762,290
Fair value of collateral which has been taken into account in respect
of individually assessed impaired loans and advances to customers...... 2,360 5,153 7,513
Individually assessed impaired gross loans and advances as a
percentage of gross loans and advances to CUStOMErS .........cccceevrverernnne 0.3% 1.0% 0.6%
Total allowances as a percentage of total gross loans and advances .......... 0.2% 0.7% 0.4%
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12 Financial investments

2016 2015
HK$m HK$m
Auvailable-for-sale
— treasury and other eligible DillS ..........cooiiiiii e 688,369 691,636
— 0EDE SEBCUILIESY ....viviiviitcteicete ettt s bbb bbbt n et 877,504 786,746
— BOUITY SNAIES ..ottt bbbttt 8,711 9,065
1,574,584 1,487,447
Held-to-maturity
— ABDE SECUITHIES? ...eoeeiesiseescei it 260,767 228,599
1,835,351 1,716,046
1 Included certificates of deposit of HK$66,462m (2015:HK$76,037m).
2 Included certificates of deposit of HK$7,763m (2015:HK$12,601m).
a Available-for-sale
2016 2015
Treasury Treasury
and other Debt Equity and other Debt Equity
eligible bills securities shares eligible bills securities shares
HK$m HK$m HK$m HK$m HK$m HK$m
Issued by
— central governments and
central banks 688,369 599,854 - 691,636 574,173 -
— other public sector entities ......... - 89,280 - - 72,658 -
—banks ... - 146,584 4,820 - 98,417 4,651
— corporate entities — 41,786 3,891 - 41,498 4,414
688,369 877,504 8,711 691,636 786,746 9,065
(IS (=T OO 42,746 647,552 3,344 29,841 548,039 3,810
Unlisted ....c.ooveeeeeeenreeesseenes 645,623 229,952 5,367 661,795 238,707 5,255
688,369 877,504 8,711 691,636 786,746 9,065
b Held-to-maturity
2016 2015
Book value Fair value Book value Fair value
HK$m HK$m HK$m HK$m
Issued by
— central governments and central banks ..................... 6,845 7,383 5,907 6,584
— other public sector entities . 27,546 27,729 25,676 26,851
= BANKS o 87,709 88,857 90,955 93,945
— COrporate entities ..........cccvereerernine e 138,667 138,420 106,061 108,540
260,767 262,389 228,599 235,920
LISEEO vt 95,668 95,694 74,128 75,846
UNESEEA .o 165,099 166,695 154,471 160,074
260,767 262,389 228,599 235,920
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13 Assets pledged, assets transferred and collateral received

Financial assets pledged as collateral

Treasury bills, debt securities, equities and dEPOSIES ..........ovriiriiireierree e

2016 2015
HK$m HK$m
206,526 118,762

The above table shows assets where a charge has been granted to secure liabilities on a legal and contractual basis. These
transactions are conducted under terms that are usual and customary to collateralised transactions including, where

relevant, standard securities lending, repurchase agreements and derivative margining.

Hong Kong currency notes in circulation are secured by the deposit of funds in respect of which the Hong Kong

Government certificates of indebtedness are held.

Transferred financial assets not qualifying for full derecognition and associated financial liabilities

2016 2015
Carrying Carrying Carrying Carrying
amount of amount of amount of amount of
transferred associated transferred associated
assets liabilities assets liabilities
HK$m HK$m HK$m HK$m
Repurchase agreements ...........cocovvvvecininnienininecenenns 61,738 21,851 16,039 14,830
Securities lending agreements 3,506 - 1,658 1
65,244 21,851 17,697 14,831

The financial assets shown above include amounts transferred to third parties that do not qualify for derecognition,
notably debt securities held by counterparties as collateral under repurchase agreements. As the substance of these
transactions is secured borrowings, the collateral assets continue to be recognised in full and the related liabilities,
reflecting the group’s obligation to repurchase the transferred assets for a fixed price at a future date, are also recognised
on the balance sheet. As a result of these transactions, the group is unable to use, sell or pledge the transferred assets for
the duration of the transactions. The group remains exposed to interest rate risk, credit risk and market risk on these

pledged instruments. The counterparty’s recourse is not limited to the transferred assets.

Collateral accepted as security for assets

Fair value of the collateral permitted to sell or repledge in the absence of default .............cccooviiine

Fair value of collateral actually sold Or repledged ............ccouoiriieeiiriciii et

2016 2015
HK$m HK$m
531,561 369,184
86,287 56,451

These transactions are conducted under terms that are usual and customary to standard securities borrowing and reverse

repurchase agreements.
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14 Investments in subsidiaries

The principal subsidiaries of the Bank are:

The group’s

interest in

issued share

Place of Principal capital / registered

incorporation activity  or charter capital

Hang Seng Bank Limited ..........cccovrieiinniiineecee e Hong Kong Banking 62.14%
HSBC Bank (China) Company Limited ..........ccccoceoviiviinicinicieineene PRC! Banking 100%
HSBC Bank Malaysia Berhad ............ccccooeriiiniiniiiinse e Malaysia Banking 100%
HSBC Bank Australia Limited? ...........cccoccevevrieiereeneiersseeesesenns Australia Banking 100%
HSBC Bank (Taiwan) LiImited? ............cccoeviieriireeineeeiee e Taiwan Banking 100%
HSBC Bank (Singapore) Limited .... Singapore Banking 100%
HSBC Life (International) Limited? Bermuda Retirement 100%

benefits and
life insurance

1 People’s Republic of China
2 Held indirectly

All the above subsidiaries are included in the group’s consolidated financial statements. All these subsidiaries make their
financial statements up to 31 December.

The principal places of business are the same as the places of incorporation except for HSBC Life (International) Limited
which operates mainly in Hong Kong.

The proportion of voting rights held is the same as the proportion of ownership interest held.

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

Subsidiary with material non-controlling interest

2016 2015
Hang Seng Bank Limited
Ownership interest and voting rights held by non-controlling INterests ............ccccorvviiivinneceinneiene 37.86% 37.86%
HK$m HK$m
Profit attributable to NON-CONtrolliNG INTEIESES ..........civiiiiiieiriee e 6,138 10,409
Accumulated non-controlling interests of the SUDSIdIArY .........cccooveiiieieieneee e 50,601 51,231
Dividends paid to NoN-CoNtrolling INTErESES ..........ccueiiiiirieiiiriieiee e 6,297 4,053
Summarised financial information (before intra-group eliminations):
= AASSEES et R R R AR ARttt 1,377,242 1,334,429
— LHADIIIEIES .o 1,236,556 1,192,448
— Net operating income before 10an IMPAIMMENT .........coiiiiiiii e 30,563 41,950
— Profit for the year.........ccoceevvoeveiiieiveeiennns 16,204 27,494
— Other comprehensive income (582) (13,700)
— Total comprehensive income 15,622 13,794
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15 Interests in associates and joint ventures

2016 2015
HK$m HK$m
SHArE OF NEE ASSELS ......vviiiiicic bbb 121,985 118,328
Goodwill 3,787 4,042
INEANGIDIE ASSEES ...ttt bbbttt b e et b et b bbbtk e e bt b e bbb e naen 58 123
Deferred tax on iNtANQIbIE @SSELS .....c.ciiiiiiiiiiie e et (14) (31)
IMPAITIMENT ..ttt bbbt e bt bbbttt bbb bbbttt s (24) (24)
125,792 122,438

At 31 December 2016, the group’s interests in associates amounted to HK$125,792m (2015: HK$121,929m).

(i) Principal associate

The group’s interest in

Place of incorporation issued share capital

Bank of Communications Co., Ltd. ........ccceoiriiiiiininnieiee e People’s Republic of China 19.03%

Bank of Communications Co., Ltd. is listed on recognised stock exchanges. The fair value represents valuation based on
the quoted market price of the shares held (Level 1 in the fair value hierarchy) and amounted to HK$79,160m at 31
December 2016 (2015: HK$77,039m).

Bank of Communications Co., Limited (‘BoCom”)

The group’s significant influence in BoCom was established via representation on BoCom’s Board of Directors, and a
Technical Cooperation and Exchange Programme (‘TCEP’). Under the TCEP, a number of HSBC staff have been
seconded to assist in the maintenance of BoCom’s financial and operating policies.

Impairment testing

At 31 December 2016, the fair value of HSBC’s investment in BoCom had been below the carrying amount for
approximately 56 months. As a result, the group performed an impairment test on the carrying amount, which confirmed
that there was no impairment at 31 December 2016.

At 31 December 2016 At 31 December 2015

Carrying Fair Carrying Fair

VIU amount value VIU amount value

HK$bn HK$bn HK$bn HK$bn HK$bn HK$bn

Bank of Communications Co., Limited .............. 124.8 122.8 79.2 132.1 1195 77.0

Basis of recoverable amount

The impairment test was performed by comparing the recoverable amount of BoCom, determined by a value in use
(“VIU”) calculation, with its carrying amount. The VIU calculation used discounted cash flow projections based on
management’s estimates of earnings. Cash flows beyond the short to medium-term were then extrapolated in perpetuity
using a long-term growth rate. An imputed capital maintenance charge (‘CMC’) is calculated to reflect expected
regulatory capital requirements, and is deducted from forecast cash flows. The principal inputs to the CMC calculation
include estimates of asset growth, the ratio of risk-weighted assets to total assets, and the expected regulatory capital
requirements. Management judgement is required in estimating the future cash flows of BoCom.
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15 Interests in associates and joint ventures (continued)

Key assumptions in VIU calculation

Long-term profit growth rate: 5% (2015: 5%) for periods after 2019, which does not exceed forecast GDP growth in
mainland China.

Long-term asset growth rate: 4% (2015: 4%) for periods after 2019, which is the rate that assets are expected to grow
to achieve long-term profit growth of 5%.

Discount rate: 13% (2015: 13%) which is derived from a range of values obtained by applying a capital asset pricing
model (‘CAPM”) calculation for BoCom, using market data. Management also compares rates derived from the CAPM
with discount rates from external sources and the Group’s discount rate for evaluating investments in mainland China.
The discount rate used was within the range of 10.2% to 15.0% (2015: 10.1% to 14.2%) indicated by the CAPM and
external sources.

Loan impairment charge as a percentage of customer advances: a range from 0.72% to 0.87% (2015: 0.71% to 0.78%)
in the short to medium-term and are based on the forecasts disclosed by external analysts. For periods after 2019, the
ratio is 0.7% (2015: 0.7%), slightly higher than the historical average.

Risk-weighted assets as a percentage of total assets: 62% for all forecast periods (2015: 67% for all forecast periods).
This is consistent with medium-term forecasts disclosed by external analysts.

Cost-income ratio: 40% (2015: 41%) in the short to medium-term. The ratios were consistent with the short to medium-
term range forecasts of 39.9% to 40.2% (2015: 40.3% to 40.7%) disclosed by external analysts.

The following table shows the change to each key assumption in the VIU calculation that on its own would reduce the
headroom to nil.

Key assumption Changes to key assumption to reduce headroom to nil
e Long-term profit growth rate e Decrease by 10 basis points

e Long-term asset growth rate o Increase by 11 basis points

e Discount rate o Increase by 13 basis points

e Loan impairment charge as a percentage of customer advances e Increase by 2 basis points

o Risk-weighted assets as a percentage of total assets o Increase by 74 basis points

o Cost-income ratio o Increase by 47 basis points

The following table further illustrates the impact on VIU of reasonably possible changes to key assumptions. This reflects
the sensitivity of the VIU to each key assumption on its own and it is possible that more than one favourable and/or
unfavourable change may occur at the same time.
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15 Interests in associates and joint ventures (continued)

Favourable change Unfavourable change
Increase in VIU VIU Decrease in VIU VIU
bps HK$bn HK$bn bps HK$bn HK$bn
At 31 December 2016
Long-term profit growth rate .............. - - 124.8 -150 (25.7) 99.1
Long-term asset growth rate ............... -80 13.6 138.4 - - 124.8
Discount rate .........cocovevveeeeeererennnnnns -100 18.1 142.9 - - 124.8
2016 to 2019:
0.93%
2020
Loan impairment charge as a onwards:
percentage of customer advances .... - - 124.8 0.80% (8.4) 116.4
Risk-weighted assets as a percentage of
total aSSets ..o -30 0.8 125.6 +170 (4.7) 120.1
Cost-income ratio .......ccceevvvverererenineenn -170 7.3 132.1 +250 (10.6) 114.2
At 31 December 2015
Long-term profit growth rate +100 251 157.2 -210 (36.5) 95.6
Long-term asset growth rate ... -50 9.1 141.2 +100 (21.4) 110.7
Discount rate ........cveevvereeierisiinne -150 32.2 164.3 +110 (16.4) 115.7
2015 to 2018:
0.85%
Loan impairment charge as a 0.70% 2019 onwards:
percentage of customer advances ....  throughout 11 133.2 0.75% (5.3) 126.8
Risk-weighted assets as a percentage of
total aSSELS ...o.vvevereirireeic e -350 9.0 141.1 +10 (0.2) 131.9
Cost-income ratio .......ccceevvveeerereneenenn -250 115 143.6 +120 (5.4) 126.7

Considering the interrelationship of the changes set out in the table above, management estimates that the reasonably
possible range of VIU is HK$84bn to HK$147bn.
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15 Interests in associates and joint ventures (continued)

Selected financial information of BoCom

The statutory accounting reference date of BoCom is 31 December. For the year ended 31 December 2016, the group
included the associate’s results on the basis of financial statements made up for the 12 months to 30 September 2016,
but taking into account the financial effect of significant transactions or events in the period from 1 October 2016 to 31
December 2016.

At At
30 September 30 September
2016 2015
HK$m HK$m
Selected balance sheet information of BoCom
Cash and balances at central DANKS ..o s 1,069,067 1,121,481
Loans and advances to banks and other financial institutions . 786,695 859,625
Loans and adVanCes 0 CUSIOMES ........cccueiiueriererueresierieteseeestesessessesessessssesaesessesessessesessessssessssessesessens 4,390,644 4,344,068
Oher fINANCIAL ASSELS ......cviivievieieitesie ettt b e sr et e e ae et e e st e besaeebeesse s e besaeens 2,413,593 1,896,670
Prepayment, accrued inCOmMe and OthEr @SSELS ...........ceiriiirieiriririeeiie e 382,370 384,827
IO 2L T £ PSR PSSPI 9,042,369 8,606,671
Deposits by banks and other financial INSHILULIONS ...........ccooviieiiiiiic e 2,306,842 2,024,465
CUSEOMET ACCOUNTS ...vviiieitreeiie et et ie et e et et et et e e b e e beesaeesbeesbeesbbessbeesbeesbeasbaesbeebeesteeeteeeneeenseenseenns 5,280,905 5,362,887
Other financial lADIIITIES ........ccciiiiciee e et es 542,533 363,737
OLhEr HADIILIES ....vevvcviieecicice ettt st se bbbt et e st eaeebe e e be b ereseensebe e 216,071 227,311
TOtAl TADIHTIES o..oviviieiecteceece ettt st sttt se sttt e st eneebe st ebesbeneerens 8,346,351 7,978,400
TOLAI BUILY vttt b bbbt b ekttt 696,018 628,271
Total equity attributable to:
— OrdiNArY ShArEOIAETS .........cvivieiiicie bbbt 625,727 606,772
— NON-CONETONING INEEIESES.... ittt ettt bbbttt e neaan 3,417 3,687
— preference ShArENOIENS ..o 66,874 17,812
Reconciliation of BoCom’s net assets to carrying amount in the group’s consolidated
financial statements
The group’s Share Of NEL ASSELS .......ciieirieiei ettt sesnens 119,104 115,497
Add: Goodwill 3,681 3,934
Add: INEANGIDIE ASSELS ... .vveiiiieiiiiii e 44 92
[OF: a1 aTo T s 1 o o | SO 122,829 119,523
For the 12 months ended
30 September
2016 2015
HK$m HK$m
Selected income statement information of BoCom
NEE INEIEST INCOME ... viviiiiiciiiiee ettt e b st se et e e be st e e e be b ebessenaebeseenenran 160,016 173,631
Net fee and COMMISSION INCOME ......ooviiviiiiiiiie ittt sttt e e e sreebesae s 42,641 42,115
Loan imMPairmMENT CRAIGES ......cucueuiiiiieieiririeiei etttk b bttt b et eb e (33,252) (29,245)
Depreciation and amortisation .. (9,437) (7,842)
Tax expense .......ccccoveveenas (21,734) (23,073)
Profit for the year ................. 78,796 82,437
Other comprehensive income ... 6,795 2,919
Total COMPreNENSIVE INCOME ......ouiiiiiiiiietiieet ettt b ettt sb ettt eb s bt 85,591 85,356
Dividends received from BOCOM .......ccccviiiiiiiiiiiit sttt st be e e esaestesne s 4,503 4,841
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(ii) Other associates

Summarised aggregate financial information in respect of associates not individually material

2016 2015
HK$m HK$m
CAITYING VAIUE ...ttt bbbt bbbttt 2,963 2,407
The group’s share of:
= ASSEES e 6,213 2,777
= LHBDITTIES o 3,357 370
— Profit or loss from continuing operations . 167 229
— Total COMPrENENSIVE INCOME......cuiiiiiiiiiiiiree et e 167 229
Other expense related to investment in an associate:
— Impairment of AN ASSOCIALE ..........ccueiririeiiiiiii e 24 24

At 31 December 2016, the group’s share of associates’ contingent liabilities incurred relating to the group’s interest in
associates was HK$273,500m (2015: HK$303,980m).

During the year, Canara HSBC Oriental Bank of Commerce Life Insurance Company Limited has been changed from a
joint venture to an associate.

16 Goodwill and intangible assets

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

2016 2015

HK$m HK$m

(000 111/ 1 | OSSOSO RS SSPTSRI 6,201 6,344
Present value of in-force long-term inSUrance DUSINESS ............orriiiiineenrsiee e 44,077 36,897
Other INtANGIDIE ASSEES ......eveiiiiieieiiiieieeie ettt sttt sttt s e s e s et se e st ebe e enesbenennens 6,658 6,327
56,936 49,568

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

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

2016 2015
Weighted average risk free Fate ..........cociiiiiiciir e 2.09% 1.82%
Weighted average risk diSCOUNE FALE ..........cocveiriiiiiiieiiee s 6.34% 6.81%
EXPENSES INFIALION ... s 3.00% 3.00%
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16 Goodwill and intangible assets (continued)

(if) Movement in PVIF for the year ended 31 December

2016 2015
HK$m HK$m
AL L JANUANY ettt bttt bbbt s et e e bbbt et be e ere e 36,897 32,389
Value of new business written during the YEar ...........ccccceeerirrriiniineeiseee e 6,048 4,972
Movements arising from in-force business:
— expected retumn ...... (2,622) (2,518)
— experience variances ............c...... 225 (136)
— changes in operating assumptions . 2,675 752
Investment return variances ............... 2,004 1,592
Changes in investment assumptions .. (1,062) )
Other @0JUSEMENES .....vviiiiieiiieii et 38 36
ChanGES IN PVIF ...t bbbt sttt enenan 7,306 4,689
Exchange differences and Other ... (126) (181)
AL 3L DECEMDET ..viiiviie ettt ettt st e e beete et et e sresbesbeebeense s ebesreebens 44,077 36,897
17 Property, plant and equipment
a Property, plant and equipment
2016 2015
Land and Investment Land and Investment
buildings properties Equipment buildings properties Equipment
HK$m HK$m HK$m HK$m HK$m HK$m
Cost or valuation
At 1JaNUAIY .o 94,000 10,716 24,539 86,753 12,784 23,826
Exchange and other adjustments ..... (480) ) (218) (580) (16) (581)
AdItioNS ..o 489 - 2,520 554 699 2,434
Disposals .....c.coovveiiriniciriccne (20) - (4,749) (28) - (1,091)
Elimination of accumulated
depreciation on revalued
land and buildings ...........cccceuee. (2,575) - - (2,428) - -
Surplus on revaluation .................... 3,825 36 - 6,601 480 -
Reclassifications ..........c.ccccovreenne (105) (121) - 3,128 (3,231) (49)
At 31 DeCember ........ccocverereririnnnns 95,134 10,629 22,092 94,000 10,716 24,539
Accumulated depreciation
At 1JaNUary .....ccooveeneneineneenes 167 - 19,024 74 - 18,610
Exchange and other adjustments ..... 3) - (167) 86 - (452)
Charge for the year ........ccccceeevnenne 2,598 - 1,895 2,456 - 1,924
DisSpoSals .......ccoereeneriniincreeiene (18) - (4,706) (25) - (1,054)
Elimination of accumulated
depreciation on revalued
land and buildings ...........cccccenee. (2,575) - - (2,428) - -
Reclassifications .........c.cccccoeveenine. - - - 4 - (4)
At 31 DeCemMbEr ......c.ovvvveerieiriaininns 169 — 16,046 167 — 19,024
Net book value at
31 December ....c.cvvveeeerrerreene 94,965 10,629 6,046 93,833 10,716 5,515
Total at 31 December ...........cccceueee. 111,640 110,064
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17 Property, plant and equipment (continued)

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

been as follows:

2016 2015
HK$m HK$m
Cost less accumulated AEPreCIAtION ...........coeoiieririiiirieiee e 21,967 22,027

Valuation of land and buildings and investment properties

The group’s land and buildings and investment properties were revalued in November 2016 and updated for any
material changes at 31 December 2016. The basis of valuation for land and buildings and investment properties
was open market value, depreciated replacement cost or surrender value as noted in note 1(a)(vii). The resultant
values are Level 3 in the fair value hierarchy. There were no transfers in to or out of Level 3 during the year (2015:
nil). The fair values for land and buildings are determined by using direct comparison approach which values the
properties in their respective existing states and uses, assuming sale with immediate vacant possession and by
making reference to comparable sales evidence. The valuations take into account the characteristics of the properties
(unobservable inputs) which include the location, size, shape, view, floor level, year of completion and other factors
collectively. The premium or discount applied to the characteristics of the properties is within minus 20 percent and
plus 20 percent. In determining the open market value of investment properties, expected future cash flows have
been discounted to their present values. The net book value of ‘Land and buildings’ includes HK$12,249m
(2015: HK$12,627m) in respect of properties which were valued using the depreciated replacement cost method or
surrender value.

Land and buildings and investment properties in Hong Kong, Macau and mainland China, represent 96% by value
of the group’s properties subject to valuation. The valuations were carried out by DTZ Cushman & Wakefield
Limited who have recent experience in the location and type of properties and who are members of the Hong Kong
Institute of Surveyors. Properties in eleven countries, representing 4% by value of the group’s properties, were valued
by different independent professionally qualified valuers.

18 Prepayments, accrued income and other assets

19

2016 2015

HK$m HK$m

Prepayments and aCCIUBA INCOME .......cueveriiiirieierieieeie ettt ettt st sb et et es 21,505 21,186
BUllioN ..o 69,894 47,105
Acceptances and ENAOISEIMENTS ..........iueuiriririrteriiitetese ettt ettt b bttt eb st bebebe e e b ebenenea 32,290 31,480
Reinsurers’ share of liabilities under insurance contracts (NO€ 24) ..........cccvveueirneiiirieseeiinnereeas 11,368 8,543
CUITENE TAX ASSELS ©.vevvveivrieireeiieie et eite e e e e re e sre e sre e e srae e sneas 3,537 1,013
OLNEE BCCOUNTS ...ttt et b e s bbb bbbttt bbb 32,636 24,735
171,230 134,062

Prepayments, accrued income and other assets included HK$84,162m (2015: HK$76,035m) of financial assets, the
majority of which were measured at amortised cost.

Customer accounts

2016 2015

HK$m HKS$m

Current accounts 991,562 949,169
Savings accounts 2,946,379 2,645,151
OLher AEPOSIE BCCOUNES.......eveuiieiiieiteteete ettt b et b bbbt b et b b st b b et ne st ebe e b nas 962,063 1,045,756
4,900,004 4,640,076
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20 Trading liabilities

2016 2015

HK$m HK$m

Certificates Of dEPOSIT IN ISSUE ......veviuiiiiieieirieeie e bbb 1,341 1,770
Other debt SECUITLIES TN ISSUE ....e.viviieiiiteieiti ittt et ettt st et bas 24,361 18,387
ShOrt POSILIONS 1N SECUNTIES ....viuitiietiite ettt ettt b ettt bas 79,048 60,488
Deposits by banks 9,557 12,504
CUSEOMET ACCOUNES ...ttt ettt bbbt bt e s e st bbbk e e e b nb ekt ese e e e neeebenne s 74,163 98,702
188,470 191,851

Other debt securities in issue comprises of structured notes issued, for which market risks are actively managed as part
of trading portfolios.

21 Financial liabilities designated at fair value

2016 2015

HK$m HK$m

DEDE SECUTTEIES TN ISSUE 1...viviiveeiieiite ittt ettt sttt st b e e be et e e e e saeebeebeesa e st e ss e besbeereesse s ebesaesreans 14,814 14,721
Liabilities to customers under investment contracts 36,302 36,049
51,116 50,770

At 31 December 2016, the carrying amount of the debt securities in issue was HK$58m higher than the contractual
amount at maturity (2015: HK$102m). At 31 December 2016, the accumulated gain in fair value attributable to changes
in credit risk for debt securities in issue was HK$39m (2015: HK$26m loss).

22 Debt securities in issue

2016 2015

HK$m HK$m

CertifiCates OF HEPOSIT .....ovivieeiiiiiieie bbbttt 1,709 6,181
Other deBt SECUMTIES ......iviieiciiei ittt sttt e st e saeere e s e s e sbesneebe e 23,526 34,678
25,235 40,859

23 Accruals and deferred income, other liabilities and provisions

2016 2015

HK$m HK$m

Accruals and deferred income ... 24,409 25,425

Acceptances and endorsements ...........ccccovveeeenrnnnen. 32,290 31,480

Share based payment liability to HSBC Holdings plc . 1,945 1,769
Other liabilities .........ccccovevveviiiiiieceee e, 39,676 27,043
Provisions for liabilities and charges (NOte 25) .........ccoiviiciiiciic e 1,167 1,203

99,487 86,920

Accruals and deferred income, other liabilities and provisions included HK$91,602m (2015: HK$78,221m) of financial
liabilities which were measured at amortised cost.
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24 Liabilities under insurance contracts

25

2016 2015
Reinsurers’ Reinsurers’
Gross Share? Net Gross Share? Net

HK$m HKS$m HKS$m HK$m HK$m HK$m
Non-linked insurance contracts®
At 1JANUAMY .o 298,576 (7,151) 291,425 265,743 (4,182) 261,561
Claims and benefits paid (19,099) 319 (18,780) (21,216) 318 (20,898)
Increase in liabilities to policyholders ...... 63,473 (3,514) 59,959 53,950 (3,214) 50,736
Foreign exchange and other movements (816) 269 (547) 99 (73) 26
At 31 DECEMDET ....covevvrererrerrirrererereenes 342,134 (10,077) 332,057 298,576 (7,151) 291,425
Linked insurance contracts
AtlJanuary .............. 42,244 (1,392) 40,852 44,439 (1,441) 42,998
Claims and benefits paid (2,395) 80 (2,315) (3,285) 445 (2,840)
Increase in liabilities to policyholders....... 4,472 155 4,627 1,577 118 1,695
Foreign exchange and other movements (285) (134) (419) (487) (514) (1,001)
At 31 DeCembEr ... 44,036 (1,291) 42,745 42,244 (1,392) 40,852
Total liabilities to policyholders ............... 386,170 (11,368) 374,802 340,820 (8,543) 332,277

1 Includes liabilities under non-life insurance contracts.

2 Amounts recoverable from reinsurance of liabilities under insurance contracts are included in the consolidated balance sheet in

‘Prepayment, accrued income and other assets’.

Provisions for liabilities and charges

2016 2015
Restructuring Restructuring

costs Others Total costs Others Total

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

AL 1 JANUANY oo 801 402 1,203 113 1,028 1,141
New provisions/increase in provisions .. 647 171 818 840 374 1,214
Provisions used ..........cccooeeiniincenenens (200) (68) (268) (109) (204) (313)
Amounts reversed .. (438) 97) (535) (30) (175) (205)
Exchange and other movements ............ (24) (27) (51) (13) (621) (634)
At 31 December .......ccvveiirireiie, 786 381 1,167 801 402 1,203
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Subordinated liabilities

27

Subordinated liabilities consist of undated primary capital notes and other loan capital having an original term to maturity
of five years or more.

2016 2015

HK$m HK$m

US$400m Undated floating rate primary capital NOtES® ..........cccovvrvrriesieesseeeeeennens 3,102 6,204
MYR500m Fixed rate (4.35%) subordinated bonds due 2022, callable from 20172.... 865 897
MYR500m Fixed rate (5.05%) subordinated bonds due 2027, callable from 20223 869 902
4,836 8,003

1 In February 2016, the group redeemed US$400m undated floating rate primary capital notes at par.
2 The interest rate on the MYR500m 4.35% callable subordinated bonds due 2022 will increase by 1% from June 2017.
3 The interest rate on the MYR500m 5.05% callable subordinated bonds due 2027 will increase by 1% from November 2022.

Subordinated liabilities issued to Group entities are not included in the above.

Preference shares

2016 2015
HK$m HK$m

Issued and fully paid
Redeemable preferenCe SNATES ...........occiiiiiiiniiice e - 8,138
Irredeemable PreferenCe SHAIES ..o et 26,879 28,415
26,879 36,553

The preference shares were issued at the then nominal value, and may be redeemed or cancelled subject to 30 days’
notice in writing to shareholders and with the prior consent of the Hong Kong Monetary Authority. In the event of
cancellation, holders of the shares shall be entitled to receive the issue price of US$1 per share held together with any
unpaid dividends for the period since the annual dividend payment date immediately preceding the date of cancellation,
subject to the Bank having sufficient distributable profits. The holders of the preference shares are entitled to one vote
per share at shareholders’ meetings of the Bank.

1,050m cumulative redeemable preference shares were issued in 2009, and were fully redeemed in 2016 at the issue
price of US$1 per share.

The number of issued non-cumulative irredeemable preference shares at 31 December 2016 was 3,253m (2015: 3,253m).
No non-cumulative irredeemable preference shares were issued during the year (2015: nil).

The number of issued cumulative irredeemable preference shares at 31 December 2016 was 200m (2015: 400m) and
200m were cancelled during the year. No cumulative irredeemable preference shares were issued during the year
(2015: nil).

There was INR870m (2015: INR870m) of authorised preference share capital, comprising 8.7m compulsorily
convertible preference shares (‘CCPS’) of INR100 each in the share capital of a subsidiary, HSBC InvestDirect
Securities (India) Private Limited (‘HSBC InvestDirect’). The CCPS were issued and fully paid in 2009 at a nominal
value of INR100 each. These shares may be converted into fully paid equity shares of HSBC InvestDirect at any time
after one year to ten years from the date of allotment of the CCPS by written notice. The conversion shall be made at
par or premium as may be determined by the Board of HSBC InvestDirect at the time of the conversion. The CCPS shall
carry a fixed dividend of 0.001% of the face value per annum. After ten years following the allotment of the CCPS, all
outstanding CCPS shall be converted at par or premium as may be determined by the Board of HSBC InvestDirect at
the time of the conversion. HSBC InvestDirect did not convert any CCPS during 2016 (2015: nil). The number of issued
CCPS at 31 December 2016 was 8.7m (2015: 8.7m). No CCPS were issued during the year (2015: nil).
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28 Share capital

Issued and fully paid
2016 2015
HK$m HK$m
Ordinary SNAre CAPITAL ..........eveiririiieieiice bbbt 114,359 96,052
2016 2015
Number of ordinary shares
AL L JANUANY ettt e bbb bbb Rkt R b bRttt b e Rt et nr e re s 38,420,982,901 38,420,982,901
ISSUED AUFING thE YEAT ...ttt bbbt bbbttt 7,322,508,897 -
AL 3L DIBCEIMDET ...ttt bbbttt b et b bt b e bt e e bt b e e e bt ke st et et e b e st et e eneenan 45,743,491,798 38,420,982,901

7,323m new ordinary shares were issued during 2016 (2015: nil) at an issue price of HK$2.5 each for general corporate
purposes and to further strengthen the capital base.

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

29 Other equity instruments

Other equity instruments comprise additional tier 1 capital instruments in issue which are accounted for in equity.

2016 2015

HK$m HK$m

US$1,000m Floating rate perpetual subordinated loan, callable from Dec 20192 ............ccccevvivivennnas 7,756 7,756
US$900m  Floating rate perpetual subordinated loan, callable from Dec 2019% ............ccccovvvvirennas 6,981 6,981
14,737 14,737

1 Interest rate at one year US dollar LIBOR plus 3.84%.

The additional tier 1 capital instruments are perpetual subordinated loans on which coupon payments may be cancelled
at the sole discretion of the Bank. The subordinated loans will be written down at the point of non-viability on the
occurrence of a trigger event as defined in the Banking (Capital) Rules. They rank higher than ordinary shares in the
event of a wind-up.
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30 Maturity analysis of assets and liabilities

The following is an analysis of assets and liabilities by remaining contractual maturities at the balance sheet date:

Due between  Due between  Due between No
Due within land 3 3and 12 land5 Due after  contractual Trading Non-trading
On demand 1 month months months years 5 years maturity instruments derivatives Total
2016 HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m
Assets
Cash and sight balances at central

DANKS ..o 213,783 - - - - - - - - 213,783
Items in the course of collection

from other banks ..o - 21,401 - - - - - - - 21,401
Hong Kong Government certificates

of indebtedness.........ccceceveiiiiennnns 242,194 - - - - - - - - 242,194
Trading assets ......cccovvvrevrerenerierenns - - - - - - - 371,634 - 371,634
Derivatives ........cccocoverennnieeenninens - - - - - - - 470,681 9,126 479,807
Financial assets designated at

fair value ...ccccovvvviccccs - 39 822 2,990 11,545 2,457 88,163 - - 106,016

— Treasury bills... - - 418 - - - - - - 418

— Debt securities . . - 39 404 2,990 11,545 2,457 - - - 17,435

— Equity Shares..........cccoveicvennnnnen. - - - - - - 88,163 - - 88,163
Reverse repurchase agreements —

NON-trading .......ccovovvvveerieinininnns 31,583 162,862 50,958 22,001 4,163 - - - - 271,567
Placings with and advances to banks 117,597 183,698 92,212 41,753 20,404 7,547 - - - 463,211
Loans and advances to customers ..... 185,796 372,402 291,528 465,166 816,370 715,544 (12,692) - - 2,834,114
Financial investments ..........ccccco...... - 242,389 416,605 367,518 544,873 255,251 8,715 - - 1,835,351

— Treasury and other eligible bills.. - 216,750 342,321 129,298 - - - - - 688,369

— Certificate of deposit .................. - 7,369 8,873 50,830 5,074 2,079 - - - 74,225

— Debt securities held to maturity . - 1,952 3,462 12,038 72,295 163,257 - - - 253,004

— Debt securities available-for-sale - 16,318 61,949 175,352 467,504 89,915 4 - - 811,042

— Equity shares available-for-sale . — - — — — — 8,711 - - 8,711
Amounts due from Group companies 114,005 21,079 76,240 12,233 1,673 209 - 17,334 - 242,773
Interests in associates and

JOINE VENEUIES .o - - - - - - 125,792 - - 125,792
Goodwill and intangible assets .... - - - - - - 56,936 - - 56,936
Property, plant and equipment . . - - - - - - 111,640 - - 111,640
Deferred tax assets .........c.ccceeeevrvrnnee. - - - - - - 1,503 - - 1,503
Prepayment, accrued income and other

BSSELS vvvrereierr e 14,886 23,699 33,731 14,128 10,553 2,451 71,782 - - 171,230
Total 8SSetS ....covvevevereerrrrriririene 919,844 1,027,569 962,096 925,789 1,409,581 983,459 451,839 859,649 9,126 7,548,952
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2016
Liabilities
Hong Kong currency notes
in circulation .......ccccoecevvveiieieennn
Items in the course of transmission
to other banks .......ccccovceveiviennnn,
Repurchase agreements —
non-trading .......
Deposits by banks .. .
CUStOMEr aCCOUNTS ......cccveevveeerevanns
Trading liabilities ...........ccccovvennnn.
Derivatives ........cccocevvevvereseieesiennns
Financial liabilities designated
atfair value ........cccooeeveeeiiicennns
— Debt securities
— Others
Debt securities in iSSUE ..........c.cceveee.
— Certificate of deposit
— Other debt securities
Retirement benefit liabilities .............
Amounts due to Group companies ...
Accruals and deferred income, other
liabilities and provisions ...............
Liabilities under insurance contracts®
Current tax liabilities ..........c.cc.ccevenene
Deferred tax liabilities ......................
Subordinated liabilities? ..
Preference shares ..........ccccccceveeevenene.

Total liabilities .........c..ccoevevevviennann.

30 Maturity analysis of assets and liabilities (continued)

Due between  Due between  Due between No

Due within land 3 3and 12 land5 Due after  contractual Trading  Non-trading
On demand 1 month months months years 5 years maturity instruments derivatives Total
HK$m HKS$m HK$m HK$m HK$m HK$m HKS$m HKS$m HKS$m HKS$m
242,194 - - - - - - - - 242,194
- 37,753 - - - - - - - 37,753
14,983 11,298 1,529 - - - - - - 27,810
132,567 36,401 14,247 8,936 304 24 - - - 192,479
4,008,969 472,392 232,651 163,848 21,710 434 - - - 4,900,004
- - - - - - - 188,470 - 188,470
- - - - - - - 460,076 2,382 462,458
206 - - 4,401 10,150 222 36,137 - - 51,116
- - - 4,401 10,150 222 41 - - 14,814
206 - - - - - 36,096 - - 36,302
- 1,549 408 7,440 11,818 4,020 - - - 25,235
- 1,022 408 279 - - - - - 1,709
- 527 - 7,161 11,818 4,020 - - - 23,526
- - - - - - 3,867 - - 3,867
34,343 64,729 961 301 3 84,288 - 13,413 - 198,038
12,658 24,753 38,329 15,005 2,896 231 5,615 - - 99,487
2,263 - - - - - 383,907 - - 386,170
33 62 226 1,273 25 - - - - 1,619
- - - - - - 21,401 - - 21,401
- - - 865 - 869 3,102 - - 4,836
- - - - - - 26,879 - - 26,879
4,448,216 648,937 288,351 202,069 46,906 90,088 480,908 661,959 2,382 6,869,816
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2015
Assets
Cash and sight balances at central
DaNKS ..o
Items in the course of collection
from other banks ..o
Hong Kong Government certificates
of indebtedness.........cccooevcvennnnee
Trading assets .......cccovvvrriveerinrienieenn.
Derivatives .......cccoceveeierinencneinns
Financial assets designated at
fair value ...,
— Treasury bills ..
— Debt securities .
— Equity Shares ...,
Reverse repurchase agreements —
NON-trading .......coeveervnirieinirinieeenn
Placings with and advances to banks
Loans and advances to customers .....
Financial investments ..........cccc.......
— Treasury and other eligible bills..
— Certificates of deposit ................
— Debt securities held to maturity .
— Debt securities available-for-sale
— Equity shares available-for-sale .
Amounts due from Group companies
Interests in associates and
joint ventures ...
Goodwill and intangible assets . .
Property, plant and equipment ..........
Deferred tax assets .........c.ccceevevrvnnnee.
Prepayment, accrued income and other
BSSELS vvvrereierr e

Total assets

30 Maturity analysis of assets and liabilities (continued)

Due between Due between Due between No

Due within land 3 3and 12 land 5 Due after contractual Trading Non-trading
On demand 1 month months months years 5 years maturity instruments derivatives Total
HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m
151,103 - - - - - - - - 151,103
- 25,020 - - - - - - - 25,020
220,184 - - - - - - - - 220,184
- - - - - - - 302,626 - 302,626
- - - - - - - 378,858 2,097 380,955
- 1,313 831 1,785 12,007 2,889 80,270 - - 99,095
- 1,070 - - - - - - - 1,070
- 243 831 1,785 12,007 2,889 - - - 17,755
- - - - - - 80,270 - - 80,270
16,433 146,004 25,677 7,872 16,793 - - - - 212,779
83,706 178,741 91,352 33,813 24,052 9,557 - - - 421,221
151,833 348,911 313,640 498,306 770,049 691,080 (11,529) - - 2,762,290
- 222,004 410,572 407,780 461,377 205,036 9,277 - - 1,716,046
- 175,178 341,206 175,252 - - - - - 691,636
- 7,813 16,232 51,515 10,500 2,578 - - - 88,638
- 83 2,705 10,960 72,802 129,448 - - - 215,998
- 38,930 50,429 170,053 378,075 73,010 212 - - 710,709
- - - - - - 9,065 - - 9,065
36,875 106,912 53,997 11,826 17,484 251 - 17,051 - 244,396
- - - - - - 122,438 - - 122,438
- - - - - - 49,568 - - 49,568
- - - - - - 110,064 - - 110,064
- - - - - - 1,836 - - 1,836
6,608 21,709 33,569 10,596 10,142 2,496 48,942 - - 134,062
666,742 1,050,614 929,638 971,978 1,311,904 911,309 410,866 698,535 2,097 6,953,683
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30 Maturity analysis of assets and liabilities (continued)

Due between Due between Due between No
Due within land3 3and 12 land5 Due after contractual Trading Non-trading
On demand 1 month months months years 5 years maturity instruments derivatives Total
HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m
2015
Liabilities
Hong Kong currency notes
in circulation .......ccccoecevvveiieieennn 220,184 - - - - - - - - 220,184
Items in the course of transmission
to other banks .......ccccovceveiviennnn, - 30,753 - - - - - - - 30,753
Repurchase agreements —
non-trading ....... 6,385 8,161 1,612 - - - - - - 16,158
Deposits by banks .. . 128,554 14,744 1,197 1,400 2,324 75 - - - 148,294
Customer acCoUNtS .......ccevvvevrevrvernans 3,642,772 540,729 237,184 189,092 29,705 594 - - - 4,640,076
Trading liabilities .........ccccocevvivrennnnn. - - - - - - - 191,851 - 191,851
Derivatives ........cccocevvevvereseieesiennns - - - - - - - 366,881 2,538 369,419
Financial liabilities designated
at fair value .......ccoooveevvevciien, 349 - - - 14,438 224 35,759 - - 50,770
— Debt securities ..........ccevvevvennene. - - - - 14,438 224 60 - - 14,722
—Others ...cccoveveeieceeeceeseens 349 — — — - - 35,699 - — 36,048
Debt securities in iSSUe .............c.c...... 7 1,553 3,756 6,765 24,695 4,083 — — — 40,859
— Certificates of deposit ................ 7 1,553 2,576 1,764 282 - - - - 6,182
— Other debt securities ..... - - 1,180 5,001 24,413 4,083 — - — 34,677
Retirement benefit liabilities . - - - - - - 5,809 - - 5,809
Amounts due to Group companies .... 24,180 53,956 1,198 339 43 20,125 - 10,232 - 110,073
Accruals and deferred income, other
liabilities and provisions ............... 6,558 24,555 35,813 10,037 3,299 469 6,189 - - 86,920
Liabilities under insurance contracts®. 2,236 - - - - - 338,584 - - 340,820
Current tax liabilities ..........c.cc.ccevenene 39 176 247 1,983 11 - - - - 2,456
Deferred tax liabilities ...................... - - - - - - 18,799 - - 18,799
Subordinated liabilities? . - - 3,104 - 897 902 3,100 - - 8,003
Preference shares ..........ccccccceveeevenene. - - 9,688 — — — 26,865 — — 36,553
Total liabilities ........c.ccocevvvvevcivienne, 4,031,264 674,627 293,799 209,616 75,412 26,472 435,105 568,964 2,538 6,317,797

1 Liabilities under insurance contracts are included in the ‘No contractual maturity’ time bucket.
2 The maturity for subordinated liabilities is based on the earliest date on which the group is required to pay, i.e. the callable date.
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31 Analysis of cash flows payable under financial liabilities by remaining contractual maturities

Due between  Due between

On Due within 3and 12 land5 Due after
demand 3 months months years 5 years Total
HK$m HK$m HK$m HK$m HK$m HK$m
At 31 December 2016
Hong Kong currency notes
in circulation ........cccoocevvieiieinnnns 242,194 - - - - 242,194
Items in the course of transmission
to other banks ..........ccoeevvievnnne. - 37,753 - - - 37,753
Repurchase agreements
—NoN-trading .......cccceoeeereinnennns 14,987 12,833 - - - 27,820
Deposits by banks .. 132,574 50,929 9,096 317 27 192,943
Customer accounts . 4,009,208 706,984 167,132 24,172 469 4,907,965
Trading liabilities ... 188,470 - - - - 188,470
Derivatives ........cccocevveivieinseiiennnns 459,667 523 999 545 26 461,760
Financial liabilities designated at
fairvalue .......cccooovveeieniniiciene 206 56 4,594 10,437 36,330 51,623
Debt securities in issue .. - 2,170 7,658 12,412 4,455 26,695
Amounts due to Group companies.. 47,847 66,251 2,199 10,088 95,265 221,650
Other financial liabilities ................ 12,634 58,489 12,856 1,711 210 85,900
Subordinated liabilities .................. - 29 933 313 4,356 5,631
Preference shares ..........ccccoccevevnnnns - 225 531 3,022 34,433 38,211
5,107,787 936,242 205,998 63,017 175,571 6,488,615
Loan commitments ..........c.coceeuennne 1,699,275 567,212 16,580 4,486 64 2,287,617
Financial guarantee and credit risk
related guarantee contracts ......... 64,017 - - - - 64,017
6,871,079 1,503,454 222,578 67,503 175,635 8,840,249
At 31 December 2015
Hong Kong currency notes
in circulation ...........ccooevveiieennne. 220,184 - - - - 220,184
Items in the course of transmission
to other banks ..........ccccoeevvennene. - 30,753 - - - 30,753
Repurchase agreements
—NON-trading ......cccoevvveveernnnninnns 6,385 9,890 - - - 16,275
Deposits by banks .. 128,562 15,950 1,410 2,343 84 148,349
Customer accounts .... 3,643,166 779,904 192,808 33,562 666 4,650,106
Trading liabilities ... 191,851 - - - - 191,851
Derivatives ..........cocecevnreeienininnns 366,823 382 929 946 - 369,080
Financial liabilities designated at
fairvalue ......ccooeveveveiccice, 350 58 203 15,072 35,948 51,631
Debt securities in issue .................. 7 5,588 7,165 26,005 4,696 43,461
Amounts due to Group companies.. 34,532 55,185 750 2,229 22,221 114,917
Other financial liabilities ................ 7,151 54,450 8,241 1,546 441 71,829
Subordinated liabilities .................. - 3,150 73 1,152 4,224 8,599
Preference shares .........cccccevevveennn. — 10,212 421 2,397 32,857 45,887
4,599,011 965,522 212,000 85,252 101,137 5,962,922
Loan commitments ........c..ccccevunne. 1,605,093 508,358 12,652 5,867 22 2,131,992
Financial guarantee and credit risk
related guarantee contracts ......... 63,812 — — — — 63,812
6,267,916 1,473,880 224,652 91,119 101,159 8,158,726
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31

32

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

The balances in the above tables incorporates all cash flows relating to principal and future coupon payments on an
undiscounted basis (except for trading liabilities and trading derivatives). Trading liabilities and trading derivatives have
been included in the ‘On demand’ time bucket as trading liabilities are typically held for short periods of time. The
undiscounted cash flows payable under hedging derivative liabilities are classified according to their contractual maturity.
Investment contract liabilities have been included in financial liabilities designated at fair value, whereby the
policyholders have the options to surrender or transfer at any time, and are reported in the “Due after 5 years” time
bucket. A maturity analysis prepared on the basis of the earliest possible contractual repayment date (assuming that all
surrender and transfer options are exercised) would result in all investment contracts being presented as falling due
within one year or less. The undiscounted cash flows potentially payable under loan commitments and financial
guarantee contracts are classified on the basis of the earliest date they can be called. Cash flows payable in respect of
customer accounts are primarily contractually repayable on demand or at short notice.

Reconciliation of operating profit to cash generated from operations
2016 2015
HK$m HK$m
OPErating PrOFIt ..o 87,795 101,449
Net interest income ... . (96,908) (94,377)
Dividend income .................. . (234) (210)
Depreciation and @MOFTISALION .........ccvciiiiiriiiie ettt st b e se et s 5,990 5,982
Amortisation of prepaid operating [ease PaAYMENLS ..ot 18 17
Loan impairment charges and other credit risk provisions . . 5,554 5,074
Loans and advances written off net of reCOVENES ..........cccviviiiciiiiici e (3,870) (3,331)
Other provisions for liabilities and Charges ... 261 1,016
PrOVISIONS USEO .....vtetisiiieietii ettt bbbttt b ettt s b ebens (268) (313)
Gains 0N INVESTMENT PIrOPETLIES .......cviviiiriteiiirieiei ettt (36) (480)
(Gains)/losses on disposal of property, plant and equipment and assets held for sale . 57 (134)
Gain on disposal of buSiNESS POIFOIOS ..........cocuiuiiiiiieii i @) (23)
Impairment on interests in associates and JOINt VENTUIES...........ccceiririeiiininieiireece e - 13
Gains less losses from financial investments .............. . (1,232) (11,611)
Share-based payments exXpense ...........c.ccccen... . 1,019 1,318
Movement in present value of in-force business .. . (7,306) (4,689)
INEEIESE FECEIVEM . .oeviivivictictece ettt ettt ettt e st et e s beebe e st et e besreebeeseensentesresbeaneas 106,416 110,427
INEEIEST PAIT ...ttt bbbt bbbttt bbbtk b bbbttt (25,385) (29,689)
Operating profit before changes in working capital ...........ccccoiiiiiiiii 71,870 80,439
Change in treasury bills with original term to maturity of more than three months ... (43,439) (109,172)
Change in placings with and advances t0 banks ..o . (3,141) 24,012
Change in certificates of deposit with original term to maturity of more than three months ................ 14,424 8,559
Change iN repOS aNd FEVEISE FEPOS ......coveeruerteririieeteseeseatesteseetesesteseebesessesbe st esesbesesseseebeseesesbeseenesbesesnens (3,615) (11,842)
Change in trading assets .................. . (61,369) 94,823
Change in trading liabilities (3,381) (23,961)
Change in derivative assets . (98,852) 8,979
Change in derivative Habilities ..o 93,039 2,291
Change in financial assets designated as fair VAIUE ............cocccoiiiiiiiiiniiie e (7,991) 170
Change in financial liabilities designated as fair value ...........cccccooviniinnciieinene 346 1,936
Change in financial investments held for backing liabilities to long-term policyholders . (34,928) (34,655)
Change in 10ans and advances t0 CUSIOMETS ..........ccuveeeiririeiiiisnieeeereseeeee e . (73,374) 46,848
Change in amounts due from Group COMPANIES ..........evruerieuerreirieieie ettt sre e 1,623 (52,702)
Change in prepayment, accrued income and Other @SSELS .........ccuveriierciiierniseree e (56,582) 9,016
Change in deposits by banks . 44,185 (78,419)
Change iN CUSLOMEN GCCOUNES ........euriitiietiitetisteiteie sttt sttt sttt sttt b et ne e st ebe e ene b esesnea 259,928 160,084
Change in amounts due to GroUP COMPANIES ......ccveuerueuirterierenreiirieieie ettt se et se e sbe e sneseseens 25,057 (23,128)
Change in debt SECUILIES TN ISSUE .....c.cviviuiiiiriiiciiit et (15,624) (4,438)
Change in liabilities under iNSUrANCE CONIACES ........coveiiuirieieiiirieieie et 45,350 30,638
Change in accruals and deferred income, other liabilities and provisions ... . 49,560 25,015
EXCaNGe AQJUSIIMENTS .......cviiiiiiiciei ettt bbbt 7,526 14,015
Cash generated from OPEIratiONS ..........cciririiiiiiiiee bbb 210,612 168,508
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33 Analysis of cash and cash equivalents

a Change in cash and cash equivalents during the year

2016 2015

HK$m HK$m

AL L JANUANY <ottt bbbttt bbbt a et b e bbb 658,397 679,670
Net cash inflow before the effect of foreign exchange movements 108,266 5,652
Effect of foreign exchange movements .........c.ccceoevvinenieieinniens (13,958) (26,925)
AL 3L DECEIMDET ...ttt 752,705 658,397

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

2016 2015

HK$m HK$m

Cash in hand and sight balances with central Danks ..o 213,783 151,103
Items in the course of collection from other banks ...........cccoceviiiiiiiicicc e 21,401 25,020
Reverse repurchase agreements — non-trading 167,872 124,351
Placings with and advances t0 DanKS ..........cccoceoeiiiiieneiseiee e s 311,734 279,297
Treasury bills, certificates of deposit and other eligible bills ...........ccccoooieiriiiiiicee 75,668 109,379
Less: items in the course of transmission to other banks ... (37,753) (30,753)
752,705 658,397

The amount of cash and cash equivalents that are subject to exchange control and regulatory restrictions amounted

to HK$182,494m at 31 December 2016 (2015: HK$151,255m).

34 Contingent liabilities and commitments

a Off-balance sheet contingent liabilities and commitments

2016 2015
HK$m HK$m

Contingent liabilities and financial guarantee contracts
Guarantees and irrevocable letters of credit pledged as collateral SECUritY ........cccccovvervieriieiciinine 257,863 256,561
Other contingent Habilities ...........ccoioiiiiiiiiic b 1,696 1,371
259,559 257,932

Commitments

Documentary credits and short-term trade-related tranSactions .............cceceeeivriieeneieeeniseseerine 30,080 31,337
Forward asset purchases and forward forward deposits placed .........c..ccccccevuee 6,235 4,821
Undrawn formal standby facilities, credit lines and other commitments to lend ..............ccccccevnnnee. 2,251,302 2,095,834
2,287,617 2,131,992

The above table discloses the nominal principal amounts of commitments excluding capital commitments, guarantees
and other contingent liabilities, which are mainly credit-related instruments including both financial and non-
financial guarantees and commitments to extend credit. Contractual amounts represent the amounts at risk should
contracts be fully drawn upon and clients default. The amount of the loan commitments shown above reflects, where
relevant, the expected level of take-up of pre-approved facilities. Since a significant portion of guarantees and
commitments are expected to expire without being drawn upon, the total of the contractual amounts is not

representative of future liquidity requirements.
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34 Contingent liabilities and commitments (continued)

b Guarantees (including financial guarantee contracts)

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

required to make, were as follows:

Guarantees in favour of third parties
FINANCIAl QUATANTEES L .......vvivviiceeieiciei et
OENEI QUATANTEES 2........vvieeeieiseiise e see sttt ss bbb bbbttt

Guarantees in favour of
Other HSBC Group ENLITIES .....cooiiiiiiiiiiierceett et

2015
HK$m

54,228
180,933

235,161

21,400

256,561

1 Financial guarantees are contracts that require the issuer to make specified payments to reimburse the holder for a loss incurred
because a specified debtor fails to make payment when due in accordance with the original or modified terms of a debt instrument. The

amounts in the above table are nominal principal amounts.

2 Other guarantees include re-insurance letters of credit related to particular transactions, trade-related letters of credit issued without
provision for the issuing entity to retain title to the underlying shipment, performance bonds, bid bonds, standby letters of credit and

other transaction-related guarantees.

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

credit review process.

35 Other commitments

Capital commitments

At 31 December 2016, capital commitments, mainly related to the commitment for purchase of premises, were

HK$2,945m (2015: HK$3,354m).

Lease commitments

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

for premises and equipment are as follows:

Amounts payable within

— ONE YBAT OF 1ESS ...tttk b bt b et b et b e bt bbbt e bt bRt bbbt ebe e neenan
— five years Or 185S DUL OVEN ONE YEAT ........c.civiuiiiiiiiieieree ettt
— OVEF FIVE YRAIS .ottt
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2015
HK$m

3,054
4,858
779

8,691




36 Offsetting of financial assets and financial liabilities

Sl

Amounts subject to enforceable netting arrangements

Effects of offsetting in the balance sheet Amounts not offset in the balance sheet Amounts not
Amounts subject to
reported in enforceable
Gross Amounts the balance Financial Non-cash Cash Net netting Balance
amounts offset sheet  instruments collateral collateral amount arrangements® sheet total
HKS$m HK$m HKS$m HKS$m HK$m HKS$m HKS$m HK$m HK$m
2016
Financial assets
DEIIVALIVES.....evveiii e 528,961 (72,599) 456,362 (339,755) (19,420) (38,762) 58,425 23,445 479,807
Reverse repos, stock borrowing and similar
agreements classified as: 451,804 (2,358) 449,446 - (446,189) (455) 2,802 14,608 464,054
—rading @SSELS ......eoveiriiire e 1,393 - 1,393 - (1,387) - 6 - 1,393
—NON-trading @SSELS .......cceceririrerieriiririeee e 450,411 (2,358) 448,053 - (444,802) (455) 2,796 14,608 462,661
Loans and advances to customers at amortised cost... 15,042 (15,042) - - - - - - -
995,807 (89,999) 905,808 (339,755) (465,609) (39,217) 61,227 38,053 943,8612
Financial liabilities
DEMIVALIVES ...vvviiiice e 511,784 (72,599) 439,185 (339,755) (6,286) (49,836) 43,308 23,273 462,458
Repos, stock lending and similar agreements
classified as: 62,679 (2,358) 60,321 - (60,079) (2) 240 12,590 72,911
—trading liabilities ..o, 142 - 142 - (142) - - - 142
—non-trading liabilities ..........c.ccccoviniiennnncenn, 62,537 (2,358) 60,179 - (59,937) (2) 240 12,590 72,769
Customer accounts at amortised COSt ...........c.coceueeee. 15,042 (15,042) - - - - - - -

589,505 (89,999) 499,506 (339,755) (66,365) (49,838) 43,548 35,863 535,369
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36 Offsetting of financial assets and financial liabilities (continued)

Amounts subject to enforceable netting arrangements

Effects of offsetting in the balance sheet Amounts not offset in the balance sheet Amounts not
Amounts subject to
reported in enforceable
Gross Amounts the balance Financial Non-cash Cash Net netting Balance
amounts offset sheet instruments collateral collateral amount  arrangements! sheet total
HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m
2015
Financial assets
DEIVALIVES .vviiice s 390,543 (40,636) 349,907 (285,735) (7,835) (23,322) 33,015 31,048 380,955
Reverse repos, stock borrowing and similar
agreements classified as: 350,318 (4,109) 346,209 - (345,629) (373) 207 22,254 368,463
—1rading @SSELS ......cevervrvrireiririeee e 182 - 182 - a77) - 5 171 353
—NON-trading @SSEtS .......ccecervrrieriiiiici e 350,136 (4,109) 346,027 — (345,452) (373) 202 22,083 368,110
Loans and advances to customers at amortised cost .. 15,032 (15,032) - - - - - — —
755,893 (59,777) 696,116 (285,735) (353,464) (23,695) 33,222 53,302 749,4182
Financial liabilities
DEIVALIVES .vviiice s 381,116 (40,636) 340,480 (285,735) (3,411) (30,356) 20,978 28,939 369,419
Repos, stock lending and similar agreements
classified as: 59,083 (4,109) 54,974 - (54,848) 3) 123 5,628 60,602
—trading labilities ..........ccccovriiiiiiiciice 501 - 501 - (497) - 4 - 501
—non-trading liabilities ..........c.ccceoviieieninienns 58,582 (4,109) 54,473 - (54,351) 3) 119 5,628 60,101
Customer accounts at amortised COSt .............cccceueee. 15,032 (15,032) - - - - - - -
455,231 (59,777) 395,454 (285,735) (58,259) (30,359) 21,101 34,567 430,021°

1  These exposures continue to be secured by financial collateral, but we may not have sought or been able to obtain a legal opinion evidencing enforceability of the offsetting right.
2 Amounts presented in the balance sheet included balances due from Group companies of HK$254,849m (2015: HK$239,795m).
3 Amounts presented in the balance sheet included balances due to Group companies of HK$160,702m (2015: HK$152,261m).

Financial assets and financial liabilities are offset and the net amount is reported in the balance sheet when there is a legally enforceable right to offset the recognised amounts
and there is an intention to settle on a net basis, or realise the asset and settle the liability simultaneously (‘the offset criteria’).

The ‘Amounts not offset in the balance sheet’ for derivatives and reverse repurchase/ repurchase, stock borrowing/ lending and similar arrangements include transactions where:

o the counterparty has an offsetting exposure with the group and a master netting or similar arrangement is in place with a right of set off only in the event of default, insolvency
or bankruptcy, or the offset criteria are otherwise not satisfied; and

e cash and non-cash collaterals are received and pledged in respect of the transactions described above.

(penunuoo) SJUBWIBYR)S |BIDURUIL 8y} UO SBJON
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37 Segmental analysis

Change in reportable segment

The group’s chief operating decision-maker, the Executive Committee (‘EXCO”), regularly reviews operating activities
on a number of bases, including by global business and by geographical region. In prior years, the group’s operating
segments were organised by geographical region, Hong Kong and Rest of Asia-Pacific. During 2016, several factors,
including a clear shift in the focus of information to global businesses received by EXCO, have caused a change in the
way business performance is assessed and allocation of resources is prioritised. Accordingly, the segmental reporting
has been changed to global businesses as this provides the most meaningful information with which to understand the
performance of the group.

Information provided to EXCO is measured in accordance with HKFRSs. The group’s operations are closely integrated
and, accordingly, the presentation of data includes internal allocations of certain items of income and expenses. These
allocations include the costs of certain support services and global functions to the extent that they can be meaningfully
attributed. Costs which are not allocated to global businesses are included in the ‘Corporate Centre’. All such transactions
are undertaken on arm’s length terms.

The group’s operating segments are organised into four global businesses and a Corporate Centre. The group provides a
comprehensive range of banking and related financial services to its customers organised by global business:

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

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

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

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

e Corporate Centre was established during the year to align certain functions of the group. The Corporate Centre
includes Balance Sheet Management, certain interests in associates and joint ventures, as well as the results of our
financing operations and central support costs with associated recoveries.

The group has also conducted a number of internal reviews during the year to align customer requirements to those
global businesses best suited to service their respective needs, resulting in the transfer of a portfolio of customers from
CMB to GB&M. Performance by global business is presented in the ‘Financial Review’ section. Comparative figures
have been re-presented to conform to current year presentation.
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Information by geographic region

Rest of Asia- Inter-region
Hong Kong Pacific elimination Total
HK$m HK$m HK$m HK$m
2016
Total Operating iNCOME .......c.ovueeiririice e 165,957 70,491 (3,710) 232,738
Profit DEFOre taX ......cccooeiviciiicece e 60,645 42,062 - 102,707
Total assets .......... 5,416,727 2,625,900 (493,675) 7,548,952
Total liabilities .....ccovceveeiiecce e 5,062,172 2,301,319 (493,675) 6,869,816
Credit commitments and contingencies (contract amounts) ... 1,413,979 1,133,197 - 2,547,176
2015
Total Operating iNCOME .......c.ovureiiiriice e 165,673 74,258 (3,986) 235,945
Profit DEFOre taX ......cccooeieiciiiicc s 72,872 44,407 - 117,279
Total assets .......... 4,934,662 2,588,062 (569,041) 6,953,683
Total liabilities ......ccccevveiieecce e 4,613,757 2,273,081 (569,041) 6,317,797
Credit commitments and contingencies (contract amounts) .......... 1,273,983 1,115,941 - 2,389,924
Information by country
Revenue! Non-current assets’
2016 2015 2016 2015
HK$m HK$m HK$m HK$m
HONG KONG i 108,165 119,764 106,513 104,503
Mainland China .. . 14,307 16,653 130,167 127,346
Australia........... . 6,537 6,740 821 822
India ......... . 7,761 7,488 1,919 2,203
INAONESIA......vecvieeiceieciecte et 4,467 4,160 3,810 3,424
MalAYSIA ... s 5,794 6,582 761 762
Singapore . . 9,327 9,809 1,333 1,412
TAIWAN ...ttt 2,798 3,111 2,127 2,118
OLhBI .o 8,996 9,207 2,840 2,584
TOAL vt 168,152 183,514 250,291 245,174

1 Revenue (defined as ‘Net operating income before loan impairment charges and other credit risk provisions ) is attributable to countries

based on the location of the principal operations of the subsidiary or branch.

2 Non-current assets consist of property, plant and equipment, goodwill, other intangible assets, interests in associates and joint ventures

and certain other assets.
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38 Related party transactions

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

a Inter-company

The group is wholly-owned by HSBC Asia Holdings B.V.. HSBC Asia Holdings B.V. is in turn wholly-owned by
HSBC Asia Holdings (UK) Limited, which is wholly-owned by HSBC Holdings B.V.. HSBC Holdings B.V. is
wholly-owned by HSBC Finance (Netherlands), which is wholly-owned by HSBC Holdings plc (incorporated in
England).

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

The group shares the costs of certain IT projects with its fellow subsidiaries and also used certain processing services
of fellow subsidiaries on a cost recovery basis. The Bank also acted as agent for the distribution of retail investment
funds for fellow subsidiaries and paid professional fees for services provided by fellow subsidiaries. The
commissions and fees in these transactions and services are priced on an arm’s length basis.

The aggregate amount of income and expenses arising from these transactions during the year and the balances of
amounts due to and from the relevant parties at the year end are as follows:

2016 2015
Immediate Ultimate Immediate Ultimate
holding holding Fellow holding holding Fellow
company company subsidiaries company company  subsidiaries
HK$m HK$m HK$m HK$m HK$m HK$m
Income and expenses for the year
Interest iNCOME .......ceeeviirecenn - - 1,242 - - 599
Interest eXpensel ..........ccooeerieennens 1,232 559 517 892 534 341
Fee income ......ccccocvevveeeveciieviecieen - - 2,482 - - 2,604
Fee eXpense .......ccoeveveencnnennenn - - 971 - - 802
Other operating income .................. - 826 2,346 - 577 2,729
Other operating expenses? .............. 6 2,387 7,681 7 2,433 7,586
At 31 December
Assets
Trading assets® .........ccoeervverrinennn, = 14 17,320 - - 17,051
Derivative assets ..........cccocuveerinenn - - 110,669 - - 101,630
Other assets® .........ccooevveririieiriennns 1 382 225,056 - 102 227,243
1 396 353,045 - 102 345,924
Liabilities
Trading liabilities® ..........ccoevivnnen. - 13 13,400 - - 10,232
Financial liabilities designated at fair
VAIUES ..o - - 8 - - 4
Derivative liabilities ............c.o..... - - 115,743 - - 108,317
Other liabilities® ............ccoccvvririnnnes 510 7,714 92,338 554 624 78,585
Subordinated liabilities® 65,378 18,677 - 1,395 18,679 -
Preference shares .........ccccceveevenenne. 26,779 - 100 36,451 - 102
92,667 26,404 221,589 38,400 19,303 197,240
GUAraNteeS ......coveverveirieieesieieienens - - 21,872 - - 21,400
Commitments .........ccoovevvvvrnennnn. - - 2,578 - - 2,841

1 Interest expense included distribution on preference shares and interest on subordinated liabilities.

2 In 2016, payments were made of HK$682m (2015: HK$1,014m) for software costs which were capitalised as intangible assets in the
balance sheet of the group.

3 These balances are presented under ‘Amounts due from/to Group companies’ in the consolidated balance sheet.
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38 Related party transactions (continued)
b Share option and share award schemes

The group participates in various share option and share plans operated by HSBC whereby share options or shares
of HSBC are granted to employees of the group. As disclosed in note 4(a), the group recognises an expense in respect
of these share options and share awards. The cost borne by the ultimate holding company in respect of share options
is treated as a capital contribution and is recorded within ‘Other reserves’. In respect of share awards, the group
recognises a liability to the ultimate holding company over the vesting period. This liability is measured at the fair
value of the shares at each reporting date, with changes since the award dates adjusted through the capital contribution
account within ‘Other reserves’. The balances of the capital contribution and the liability as at 31 December 2016
amounted to HK$3,225m and HK$1,945m respectively (2015: HK$3,483m and HK$1,769m respectively).

¢ Pension funds

At 31 December 2016, HK$14.0bn (2015: HK$12.6bn) of pension fund assets were under management by group
companies. Total fees paid or payable by pension plans to group companies for providing fund management,
administrative and trustee services amounted to HK$21m for the year (2015: HK$22m).

d Associates and joint ventures

The group provides certain banking and financial services to associates and joint ventures, including loans, overdrafts,
interest and non-interest bearing deposits and current accounts. Details of interests in associates and joint ventures
are given in note 15. Transactions and balances during the year with associates and joint ventures were as follows:

2016 2015

Highest balance Balance at Highest balance Balance at

during the year 31 December during the year 31 December

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

Amounts due from associates — unsubordinated ...... 24,147 22,268 32,372 15,614
Amounts due from joint ventures — unsubordinated . 8 - 2 -
24,150 22,268 32,374 15,614

Amounts due t0 asSOCIALES .........c.ccvevverreeeerierieieerens 8,625 4,464 8,113 713
COMMIIMENTS ... 1 1 1 1

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

The transactions resulting in amounts due to and from associates and joint ventures arose in the ordinary course of
business and on substantially the same terms, including interest rates and security, as for comparable transactions
with third party counterparties.

e Key Management Personnel

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

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

2016 2015
HK$m HK$m
Salaries and other short term Denefits ... 285 233
Retirement DENETILS ..o e 10 13
Share-based PAYMENTS ........cciiiiieieiiieee ettt 111 179
406 425
Transactions, arrangements and agreements involving Key Management Personnel
2016 2015
HK$m HK$m
During the year
HIgNESt AVEIAgE GSSEES! ......iviviiiscieiiieieiie et ettt en 21,374 27,536
Highest average lHabilities! ............c.couiuieiiiieiiee et 33,658 39,743
Contribution to the group’s profit before taX .........cccociviiiiiiiiiiii 599 865
At the year end
GUAEANTEES ...vveiutieieeitee st e stee ettt et e e e e e e te e e bt e et e e st e e sb e et e e sseesaeesbeesbaessaeesbeesbeesba e te e baeeseeaseeenseensaanns 3,547 4,379
Commitments 2,623 2,268

1 Thedisclosure of the highest average balance during the year is considered the most meaningful information to represent transactions
during the year.

Transactions, arrangements and agreements are entered into by the group with companies that may be controlled by
Key Management Personnel of the group and their immediate relatives. These transactions are primarily loans and
deposits, and were entered into in the ordinary course of business and on substantially the same terms, including
interest rates and security, as comparable transactions with persons or companies of a similar standing or, where
applicable, with other employees. The transactions did not involve more than the normal risk of repayment or present
other unfavourable features.

No impairment losses have been recorded against balances outstanding during the year with Key Management
Personnel, and there are no specific impairment allowances on balances with Key Management Personnel at the
year end (2015: nil).

Loans to directors

Directors are defined as the Directors of the Bank, its ultimate holding company, HSBC Holdings plc and
intermediate companies, as well as companies that are controlled by, and entities that are connected with these
directors. Particulars of loans to directors disclosed pursuant to section 17 of the Companies (Disclosure of
Information about Benefits of Directors) Regulation are as follows:

Aggregate amount Maximum aggregate amount

outstanding at 31 December outstanding during the year
2016 2015 2016 2015
HK$m HK$m HK$m HK$m
By the Bank ........ccooeiiiiiiiic e 1,063 3,246 1,279 4,467
By SUDSIIATIES ......ocveevicicicc e — — 1 1
1,063 3,246 1,280 4,468

These amounts include principal and interest, and the maximum liability that may be incurred under guarantees.
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39 Fair values of financial instruments carried at fair value

The fair value of financial instruments is generally measured on the basis of the individual financial instrument. However,
in cases where the group manages a group of financial assets and financial liabilities on the basis of its net exposure to
either market risks or credit risk, the group measures the fair value of the group of financial instruments on a net basis,
but presents the underlying financial assets and liabilities separately in the financial statements, unless they satisfy the
HKFRS offsetting criteria as described in note 36.

Financial instruments carried at fair value and bases of valuation

Valuation techniques

Third
Level 1 Level 2 Level 3 party total  Inter-company? Total
HK$m HK$m HK$m HK$m HK$m HK$m

At 31 December 2016
Trading assets?..... . 239,646 131,285 703 371,634 - 371,634
Derivative assets 3,673 364,062 1,403 369,138 110,669 479,807
Financial assets designated at fair

ValUue .o 72,736 29,524 3,756 106,016 - 106,016
Available-for-sale investments.... 1,058,461 510,357 5,766 1,574,584 - 1,574,584
Trading liabilities®................o...... 75,880 106,768 5,822 188,470 - 188,470
Derivative liabilities ................... 3,684 340,336 2,695 346,715 115,743 462,458
Financial liabilities designated

at fair value ........c..coeveeeeveeinns - 50,875 241 51,116 - 51,116
At 31 December 2015
Trading assets®........cccovveerrinennn, 158,173 143,611 842 302,626 - 302,626
Derivative assets ...........cccccevnee. 6,914 271,230 1,181 279,325 101,630 380,955
Financial assets designated at fair

ValUue .o 65,883 30,766 2,446 99,095 - 99,095
Available-for-sale investments.... 1,015,065 466,129 6,253 1,487,447 - 1,487,447
Trading liabilities®....................... 56,291 128,102 7,458 191,851 - 191,851
Derivative liabilities .................. 5773 253,647 1,682 261,102 108,317 369,419
Financial liabilities designated

at fairvalue ........ccocooeeeeenne - 50,770 - 50,770 - 50,770

1 Amounts with HSBC Group entities are not reflected here.
2 Inter-company derivative balances are largely under ‘Level 2°.

Transfers between levels of the fair value hierarchy are deemed to occur at the end of the reporting period. Transfers
between level 1 and level 2 are immaterial.

Control framework

Fair values are subject to a control framework designed to ensure that they are either determined, or validated, by a
function independent of the risk-taker.

For all financial instruments where fair values are determined by reference to externally quoted prices or observable
pricing inputs to models, independent price determination or validation is utilised. In inactive markets, direct observation
of a traded price may not be possible. In these circumstances, the group will source alternative market information to
validate the financial instrument’s fair value, with greater weight given to information that is considered to be more
relevant and reliable. For fair values determined using valuation models, the control framework may include, as
applicable, development or validation by independent support functions of (i) the logic within valuation models; (ii) the
inputs to those models; (iii) any adjustments required outside the valuation models; and (iv) where possible, model
outputs. Valuation models are subject to a process of due diligence and calibration before becoming operational and are
calibrated against external market data on an on-going basis.

Changes in fair value are generally subject to a profit and loss analysis process. This process disaggregates changes in
fair value into three high level categories: (i) portfolio changes, such as new transactions or maturing transactions; (ii)
market movements, such as changes in foreign exchange rates or equity prices; and (iii) other, such as changes in fair
value adjustments.
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39 Fair values of financial instruments carried at fair value (continued)

To this end, the ultimate responsibility for the determination of fair values lies within the Finance function, which reports
to the Group Finance Director. Finance establishes the accounting policies and procedures governing valuation, and is
responsible for ensuring that these comply with all relevant accounting standards.

Determination of fair value
Fair values are determined according to the following hierarchy:

e Level 1 — Valuation technique using quoted market price: Financial instruments with quoted prices for identical
instruments in active markets that the group can access at the measurement date.

e Level 2 — Valuation technique using observable inputs: Financial instruments with quoted prices for similar
instruments in active markets or quoted prices for identical or similar instruments in inactive markets and financial
instruments valued using models where all significant inputs are observable.

e Level 3 — Valuation technique with significant unobservable inputs: Financial instruments valued using valuation
techniques where one or more significant inputs are unobservable.

The judgement as to whether a market is active may include, but is not restricted to, the consideration of factors such as
the magnitude and frequency of trading activity, the availability of prices and the size of bid/offer spreads. The bid/offer
spread represents the difference in prices at which a market participant would be willing to buy compared with the price
at which they would be willing to sell. In inactive markets, obtaining assurance that the transaction price provides
evidence of fair value or determining the adjustments to transaction prices that are necessary to measure the fair value
of the instrument requires additional work during the valuation process.

Financial liabilities measured at fair value

Structured notes issued and certain other hybrid instrument liabilities are included within trading liabilities and are
measured at fair value. The credit spread applied to these instruments is derived from the spreads at which the group
issues structured notes.

Fair value adjustments

Fair value adjustments are adopted when the group determines that there are additional factors that would be considered
relevant by a market participant that are not incorporated within the valuation model. Movements in the level of fair
value adjustments do not necessarily result in the recognition of profits or losses within the income statement, such as
when models are enhanced, fair value adjustments may no longer be required.

Risk-related adjustments

(i) Bid-offer
HKFRS 13 requires use of the price within the bid-offer spread that is most representative of fair value. Valuation
models will typically generate mid-market values. The bid-offer adjustment reflects the extent to which bid-offer
costs would be incurred if substantially all residual net portfolio market risks were closed using available hedging
instruments or by disposing of, or unwinding the position.

(i) Uncertainty
Certain model inputs may be less readily determinable from market data, and/or the choice of model itself may be
more subjective. In these circumstances, an adjustment may be necessary to reflect the likelihood that market
participants would adopt more conservative values for uncertain parameters and/or model assumptions, than those
used in the group’s valuation model.
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39 Fair values of financial instruments carried at fair value (continued)

(iif)Credit valuation adjustment (‘CVA’) and debit valuation adjustment (‘DVA’)
The CVA is an adjustment to the valuation of over-the-counter (‘OTC”) derivative contracts to reflect the possibility
that the counterparty may default and the group may not receive the full market value of the transactions.

The DVA is an adjustment to the valuation of OTC derivative contracts to reflect the possibility that the group may
default, and that the group may not pay the full market value of the transactions.

The group calculates a separate CVA and DVA for each legal entity, and for each counterparty to which the entity
has exposure. With the exception of central clearing parties, all third-party counterparties are included in the CVA
and DVA calculations, and these adjustments are not netted across group entities.

The group calculates the CVA by applying the probability of default (‘PD’) of the counterparty, conditional on the
non-default of the group, to the group’s expected positive exposure to the counterparty and multiplying the result by
the loss expected in the event of default. Conversely, the group calculates the DVA by applying the PD of the group,
conditional on the non-default of the counterparty, to the expected positive exposure of the counterparty to the group
and multiplying the result by the loss expected in the event of default. Both calculations are performed over the life
of the potential exposure.

For most products the group uses a simulation methodology, which incorporates a range of potential exposures over
the life of the portfolio, to calculate the expected positive exposure to a counterparty. The simulation methodology
includes credit mitigants, such as counterparty netting agreements and collateral agreements with the counterparty.

The methodologies do not, in general, account for ‘wrong-way risk’ which arises when the underlying value of the
derivative prior to any CVA is positively correlated to the PD of the counterparty. When there is significant wrong-
way risk, a trade-specific approach is applied to reflect this risk in the valuation.

(iv) Funding fair value adjustment (‘FFVA’)
The FFVA is calculated by applying future market funding spreads to the expected future funding exposure of any
uncollateralised component of the OTC derivative portfolio. The expected future funding exposure is calculated by
a simulation methodology, where available and is adjusted for events that may terminate the exposure, such as the
default of the group or the counterparty. The FFVA and DVA are calculated independently.

(v) Model limitation
Models used for portfolio valuation purposes may be based upon a simplifying set of assumptions that do not capture
all material market characteristics. In these circumstances, model limitation adjustments are adopted.

(vi) Inception profit (Day 1 profit or loss reserves)

Inception profit adjustments are adopted when the fair value estimated by a valuation model is based on one or more
significant unobservable inputs.

134



39 Fair values of financial instruments carried at fair value (continued)

Reconciliation of fair value measurements in Level 3 of the fair value hierarchy

Assets Liabilities
Available- Held for ~ Designated Held for Designated
for-sale trading at fair value Derivatives trading Derivatives at fair value
HK$m HK$m HK$m HK$m HK$m HK$m HK$m
2016
At1January ..., 6,253 842 2,446 1,181 7,458 1,682 -
Total gains or losses recognised
in profit or 10Ss .........ccccovvnee. (11) 16 169 709 (399) 1,479 9)
Total gains or losses recognised
in other comprehensive
INCOME ..o 207 1 1 (5) (117) 85 @)
Purchases/issues............c.coceueuene. 40 1,400 1,996 - 1,830 - -
Sales ..., (14) (1,492) ) = = = =
Deposits/settlements .. . (773) - (853) 62 (1,144) (25) -
Net transfers (out)/in ................. 64 (64) 1 (544) (1,806) (526) 257
At 31 December .........cocovrerene. 5,766 703 3,756 1,403 5,822 2,695 241
Unrealised gains or losses
recognised in profit or loss
relating to those assets and
liabilities held at the end of
the reporting period® .............. - 4 172 32 - (29) 9
2015
At 1January .......cocveveneninnens 6,712 165 1911 785 12,153 1,108 -
Total gains or losses recognised -
in profit or 10Ss .......c.ccccovunee. 43 7 276 705 (1,387) 872
Total gains or losses recognised
in other comprehensive
INCOME ..o 922) ©) 1) 8) (413) (8) -
Purchases/issues... . 548 992 1,940 - 4,424 - -
SAlES o (128) (282) (68) - - - -
Deposits/settlements ................. - - (807) (75) (3,257) (75) -
Net transfers out .........cccccoeeeee. — (33) (805) (226) (4,062) (215) -
At 31 December ........coceevvenenne 6,253 842 2,446 1,181 7,458 1,682 —
Unrealised gains or losses
recognised in profit or loss
relating to those assets and
liabilities held at the end of
the reporting period® .............. - 7 101 244 9 (61) -

1 The amount has been reported on a net basis, after taking into consideration the total gains or losses arising from those transactions
where the risk has been backed out to other HSBC entities.

Transfers between levels of the fair value hierarchy are deemed to occur at the end of the reporting period. Transfers out
of Level 3 held for trading liabilities predominantly resulted from an increase in the observability of inputs such as
correlations in pricing the instruments.

Effects of changes in significant non-observable assumptions to reasonably possible alternatives

The key unobservable inputs to Level 3 financial instruments include volatility and correlation for structured notes and
deposits valued using option models, bid quotes for corporate bonds valued using approaches that take into account of
market comparables, and multiple items for private equity and strategic investments. In the absence of an active market,
the fair value of private equity and strategic investments is estimated on the basis of an analysis of the investee’s financial
position and results, risk profile, prospects and other factors, as well as by reference to market valuations for similar
entities quoted in an active market, or the price at which similar companies have changed ownership. The change in fair
values due to changes in reasonably possible alternative assumptions for these unobservable inputs is not significant.
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40 Fair values of financial instruments not carried at fair value

Fair values
Valuation technigues
Significant
Quoted Observable unobservable
Carrying market price inputs inputs
amount Level 1 Level 2 Level 3 Total
At 31 December 2016 HK$m HK$m HK$m HK$m HK$m
Assets
Reverse repurchase agreements — non-trading ...........c..c..c.... 271,567 - 260,167 11,839 272,006
Placings with and advances to banks ...........cccccoceeennnncenns 463,211 - 451,012 12,215 463,227
Loans and advances t0 CUSLOMENS .........ccccvevvevveereeverieirennenne 2,834,114 - 74,856 2,746,942 2,821,798
Financial investment debt SECUMtIES .........cccvvvevvevevieiieiieies 260,767 5,099 257,290 - 262,389
Liabilities
Repurchase agreements — non-trading ...........c.coccceenveienns 27,810 - 27,809 - 27,809
Deposits by banks 192,479 - 192,133 328 192,461
Customer accounts . 4,900,004 - 4,900,114 - 4,900,114
Debt SECUTItIES IN ISSUE ....vvcvveiiieieeciecteceee et 25,235 - 25,269 - 25,269
Subordinated liabilities ..........ccccevvvveveieiericecerccee e 4,836 - 1,763 2,263 4,026
Preference SNares .........cccvevevicvieieie e 26,879 - - 27,285 27,285
At 31 December 2015
Assets
Reverse repurchase agreements — non-trading ...................... 212,779 - 205,434 7,432 212,866
Placings with and advances to banks ............. . 421,221 - 411,044 10,387 421,431
Loans and advances to customers ... . 2,762,290 - 44,348 2,708,923 2,753,271
Financial investment debt securities ...........c.ccoceevviviiinnnnns 228,599 4,098 231,821 - 235,919
Liabilities
Repurchase agreements — non-trading ...........c.coccccovnvcirenne 16,158 - 16,158 - 16,158
Deposits by banks 148,294 - 147,826 468 148,294
Customer accounts . 4,640,076 - 4,640,626 - 4,640,626
Debt SECUTItIES N ISSUE ....vecvveiiieiiecieeteceeie e 40,859 - 40,898 - 40,898
Subordinated liabilities ..........cccccoveviveiiiercicers e 8,003 - 1,838 5,027 6,865
Preference SNares .........ccoovevevieiieiei i 36,553 - - 36,863 36,863

Other financial instruments not carried at fair value are typically short-term in nature or re-price to current market rates
frequently. Accordingly, their carrying amount is a reasonable approximation of fair value.

Valuation

The fair values of financial instruments that are not carried at fair value on the balance sheet are calculated as
described below.

Repurchase and reverse repurchase agreements — non-trading

Fair values are estimated by using discounted cash flows, applying current rates. Fair values approximate carrying
amounts as their balances are generally short dated.

Loans and advances to banks and customers

The fair value of loans and advances is based on observable market transactions, where available. In the absence of
observable market transactions, fair value is estimated using valuation models that incorporate a range of input
assumptions. Loans are grouped, as far as possible, into homogeneous groups and stratified by loans with similar
characteristics to improve the accuracy of estimated valuation outputs. The stratification of a loan book considers all
material factors. The fair value of a loan reflects loan impairments at the balance sheet date. For impaired loans, fair
value is estimated by discounting the future cash flows over the time period they are expected to be recovered.
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Fair values of financial instruments not carried at fair value (continued)

Deposits by banks and customer accounts

Fair values are estimated using discounted cash flows, applying current rates offered for deposits of similar remaining
maturities. The fair value of a deposit repayable on demand is approximated by its carrying value.

Debt securities in issue and subordinated liabilities

Fair values are estimated by discounting future cash flows using discount rates for the applicable maturities and taking
own credit spread into account.

The fair values in this note are stated at a specific date and may be significantly different from the amounts which will
actually be paid on the maturity or settlement dates of the instruments. In many cases, it would not be possible to realise
immediately the estimated fair values given the size of the portfolios measured. Accordingly, these fair values do not
represent the value of these financial instruments to the group as a going concern.

Structured entities

The group enters into certain transactions with customers in the ordinary course of business which involve the use of
structured entities (‘SEs’). The group’s arrangements that involve SEs are authorised centrally when they are established
to ensure appropriate purpose and governance. The activities of SEs administered by the group are closely monitored by
senior management. The group’s transactions with consolidated and unconsolidated SEs are set out below.

Structured credit transactions

The group provides structured credit products to third-party professional and institutional investors who wish to obtain
exposure to a reference portfolio of debt instruments. In such structures, the investor receives returns referenced to the
underlying portfolio by purchasing notes issued by the SEs. The group enters into contracts with the SE, including
derivatives, in order to pass the required risks and rewards of the reference portfolios to the SEs.

Securitisations by the group

The group uses SEs to securitise customer loans and advances that it has originated in order to diversify its sources of
funding for asset origination and for capital efficiency purposes. The loans and advances are transferred by the group to
the SEs for cash, and the SEs issue debt securities to investors to fund the cash purchases. The group may also act as a
derivative counterparty or provide a guarantee. Credit enhancements to the underlying assets may be provided to obtain
investment grade ratings on the senior debt issued by the SEs.

Third-party financing SEs

The group also transacts with third party SEs in the normal course of business for a number of purposes, for example, to
provide finance to public and private sector infrastructure projects, for asset and structured finance transactions and for
customers to raise finance against security. The group also has interests in third-party established structured entities by
holding notes issued by these entities or entering into derivatives where the group absorbs risk from the entities.

Funds

The group has established and managed funds to provide customers with investment opportunities. The group, as the
fund manager, may be entitled to receive management and performance fees based on the assets under management. The
group purchases and holds units of HSBC managed and third party managed funds in order to facilitate both
business and customer needs. The majority of these funds held relate to the insurance business. When the group is
deemed to be acting as a principal rather than an agent in its role as a fund manager, the group controls and hence
consolidates these funds.

The group’s transactions with consolidated SEs are not significant.
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41 Structured entities (continued)
Unconsolidated structured entities

The maximum exposure to loss from the group’s interests in unconsolidated SEs represents the maximum loss that the
group could incur as a result of its involvement with unconsolidated SEs regardless of the probability of the loss being
incurred. For commitments and guarantees, the maximum exposure to loss is the notional amount of potential future
losses. For retained and purchased investments in and loans to unconsolidated SEs, the maximum exposure to loss is
the carrying value of these interests at the balance sheet reporting date. The maximum exposure to loss is stated gross
of the effects of hedging and collateral arrangements entered into to mitigate the group’s exposure to loss.

Income from unconsolidated SEs includes recurring and non-recurring fees, interest, dividends, gains or losses on the
re-measurement or derecognition of interests in structured entities, any mark-to-market gains or losses on a net basis
and gains or losses from the transfer of assets and liabilities to the structured entities.

The nature and risk associated with the group’s interest in unconsolidated SEs are set out below.

HSBC Non-HSBC

managed managed
Securitisations funds funds Other Total
HK$m HK$m HK$m HK$m HK$m
At 31 December 2016
TOtAl ASSELS ..ovvvvveveiiriieieiee e 33,137 567,991 5,784,647 59,374 6,445,149
The group’s interest- assets
Trading SSELS ...cvevervevirieirierieesee e - 2,272 - - 2,272
Financial assets designated at fair value ............... - 18,161 44,926 - 63,087
Derivatives ........ccccoovvevnevieinieriseiennns - - - 249 249
Loans and advances to customers . 6,786 - - 7,568 14,354
Financial investments ...........c.c...... . - - 797 - 797
OthEr @SSELS ....cveveveieriiieiieresie e - - - 358 358
Total assets in relation to the group’s interests in the
unconsolidated structured entities® ...............cco...... 6,786 20,433 45,723 8,175 81,117
The group’s interest- liabilities
DErIVALIVES ...oviviiecieciee e - - — 1 1
Total liabilities in relation to the group’s interests in the
unconsolidated structured entities................cocvn.... - - - 1 1
The group’s maximum eXpPOSUIE...........cevrurvrrereeennn. 7,305 20,434 53,097 8,532 89,368
At 31 December 2015
TOtAl ASSELS ..ot 30,631 622,340 5,527,243 57,366 6,237,580
The group’s interest- assets
Trading @SSELS ....ccveveeriieeieenirieieee s - 99 - - 99
Financial assets designated at fair value ............... - 15,506 40,142 - 55,648
DEriVAtIVES ...cveveiieciieicie e - - - 299 299
Loans and advances to customers .. . 8,654 - - 6,918 15,572
Financial investments ...........ccocovvevveveceie e - - 435 - 435
Other @SSELS ...cvevviviecicieieie e — — - 283 283
Total assets in relation to the group’s interests in the
unconsolidated structured entities® ..............ccco...... 8,654 15,605 40,577 7,500 72,336
The group’s interest- liabilities
DEriVAtIVES ...cveveiieciieicie e 205 — - 2 207
Total liabilities in relation to the group’s interests in the
unconsolidated structured entities..........c.cccovunee. 205 — — 2 207
The group’s Maximum eXPOSUTE. .......cervererveerrerenrens 9,305 15,605 40,598 7,946 73,454

1 Most of HSBC managed funds and non-HSBC managed funds are held by the insurance business.

Structured entities sponsored by the group

The amount of assets transferred to and income received from unconsolidated structured entities sponsored by the group
during 2016 and 2015 was not significant.
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42 Bank balance sheet and statement of changes in equity

Bank balance sheet at 31 December 2016

2016 2015
HK$m HK$m
ASSETS
Cash and sight balances at central DANKS .............cooiiiiiiiiic e 163,204 112,427
Items in the course of collection from other Danks ... 15,006 18,055
Hong Kong Government certificates of indebtedness . 242,194 220,184
TTAING @SSELS ..vvevetesitetere ettt ettt etttk et b bbb et b et b bbbt b et ne st bt 274,287 215,109
DBIIVALIVES ...ttt bbbt b et b e e b e bbb e bbb b e bt bbbt es 453,746 360,222
Financial assets designated at fair value ........ 403 911
Reverse repurchase agreements — non-trading . 146,398 94,592
Placings with and advances to banks ............ 202,763 179,109
Loans and adVanCeS £0 CUSIOMETS ..........uiueuruiiirietesiresieieiestetste et sesbesese bbbttt se e bbb seebenenea 1,575,340 1,546,056
FINANCIal INVESIMENTS ...ttt bbbt 983,049 950,504
Amounts due from Group companies ... 450,399 407,194
Investments in subsidiaries .................... 81,801 72,395
Interests in associates and joint ventures 39,830 39,830
Goodwill and INtANGIDIE BSSELS .....c.viviriiiirieiirie et st 4,578 4,361
Property, plant and QUIPMENT ...t e 82,344 80,513
Deferred tax assets 530 924
Prepayment, accrued inCome and Other SSELS ........c.civviiierriie e 108,001 80,271
TOLAI ASSELS ...viiviitiei ittt ettt h e b et eh e b e h e re et et e besaeebe e e et e benreere e 4,823,873 4,382,657
LIABILITIES
Hong Kong currency Notes in CIFCUIAtION .........c.oviiiiiiiiiciinec s 242,194 220,184
Items in the course of transmission to other banks .. 25,350 21,960
Repurchase agreements — non-trading ................. 10,464 6,192
DEPOSIES DY DANKS .....vieeeietiee e ettt ettt n ettt es 139,033 92,969
CUSEOIMEE BCCOUNES ...tttk b et b et b et b e e b bbb e bt e st et et b e e b nenennen 3,100,506 2,972,413
Trading liabilities ... 100,777 101,342
DBIIVALIVES ...ttt bttt s et s stk e e e b e e st es e s e b e st e Rt et e e e R e ket et et en ettt es 440,528 350,281
Financial liabilities designated at fair VAIUE ...........cccoceriiiieiniireiiec s 8,917 8,744
DEDE SECUTTIES 1N ISSU ...ttt bbbttt b ettt s bt 18,255 32,054
Retirement benefit ADIITIES ..........ccociiiiieiice e 2,914 4,465
Amounts due to Group companies 272,210 141,047
Accruals and deferred income, other liabilities and provisions ............cccccueveinrniinineieireeee 53,779 47,809
CUrrent taX labIlItIES ......c.eciiieiiie ettt ettt ers 1,119 1,451
Deferred tax liabilities ... 7,625 6,806
Subordinated liabilities . 3,102 6,204
PrEfErENCE SNAIES ....cviiviieectecee ettt ettt et sbe e teeta et e besaeebeeae e s et e srenbeane s 26,779 36,451
JLICOL U L= Lo T L1 SO STPSSEPTSRSFRSTR 4,453,552 4,050,372
EQUITY
ST o] RPN 114,359 96,052
Other equity instruments 14,737 14,737
OFNEI TESEIVES ...ttt ettt ettt et et s b e e te e st et e b e st e e b e easessesbesaeebeereensentesseabesreers 8,443 6,558
LRI L LCTo I o (0] 11 SRR 232,782 214,938
TOLAL EOUILY .ttt bbbt b et b et b et nb et eb e e b b e neen 370,321 332,285
Total equity and HADIIITIES .........co.oiiiiiiiie e e 4,823,873 4,382,657

Directors
Stuart Gulliver
Peter Wong
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42 Bank balance sheet and statement of changes in equity (continued)

Bank statement of changes in equity for the year ended 31 December 2016

2016
AL L JANUANY oo

Profit for the year ...

Other comprehensive income/(expense)

(NEL Of tAX) eveeeveirrree e
Available-for-sale investments .............c.o.....
Cash flow hedges .........cccovievernncicciiines
Property revaluation .........ccccovvcrinniicnne
Actuarial gains on defined benefit plans
Exchange differences .........ccccocovecinniicnns

Total comprehensive income/(expense) .........
Shares iSSUEd ........cccovveeiiiniecerirnirieins
Dividends paid?
Movement in respect of share-based payment
ArTANZEMENTS. ....ouvieiieiiiniiie e
Transfers and other movements®....................

At 31 DECEMDEN ...cvvcviicriieiccee e

2015
AL 1 JANUANY ..o

Profit for the year .........c.cocecevevincicninniccne

Other comprehensive income/(expense)

(NEL OF tAX) eveveveirereee e
Available-for-sale investments .............cc.......
Cash flow hedges ........ccoveirerriiniiiiciiene
Property revaluation ...........c.ccocooeeiiineincnns
Actuarial losses on defined benefit plans .......
Exchange differences ..........cccocoveviiiiincnns

Total comprehensive income/(expense) .........
Dividends paio...........cccovereiriererieneienens
Movement in respect of share-based payment
arrangements. ..o
Transfers and other movements®....................

At 31 DECEMDET ....ocvvevveiiiececreeveeeee e

For footnotes, please refer to page 70.

Other reserves

Available-
Other Property for-sale Cash flow Foreign
Share equity Retained revaluation investment hedge exchange Total
capital instruments profits reserve reserve reserve Reserve Other?! equity
HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m HK$m
96,052 14,737 214,938 33,056 1,355 19 (12,867) (15,005) 332,285
- - 59,314 - - - - - 59,314
- - 573 4,082 913 (694) (867) - 4,007
- - - - 913 - - - 913
- - - - - (694) - - (694)
- - 173) 4,082 - - - - 3,909
_ = 746 - - - - - 746
- - - - - - (867) - (867)
- - 59,887 4,082 913 (694) (867) - 63,321
18,307 - - - - - - - 18,307
- - (43,296) - - - - - (43,296)
- - 205 - - - - (215) (10)
- - 1,048 (1,322) (6) - - (6) (286)
114,359 14,737 232,782 35,816 2,262 (675) (13,734) (15,226) 370,321
96,052 14,737 199,851 28,933 2,575 (106) (8,825) (15,324) 317,893
- - 52,541 - - - - - 52,541
- - (1,026) 5,108 (1,220) 125 (4,042) - (1,055)
- - - - (1,220) - - - (1,220)
- - - - - 125 - - 125
- - (142) 5,108 - - - - 4,966
— - (884) - - - - - (884)
- - - - - - (4,042) - (4,042)
- - 51,515 5,108 (1,220) 125 (4,042) - 51,486
- - (37,405) - - - - - (37,405)
- - 12 - - - - 329 341
- - 965 (985) - - - (10) (30)
96,052 14,737 214,938 33,056 1,355 19 (12,867) (15,005) 332,285

(penunuod) sUBWIBYR)S [BIDURUI4 B} UO SBJON

A3LINIT NOILYHOdHOD ONIMNVE IVHONVHS ANY OS9NOMONOH 3IHL



43 Legal proceedings and regulatory matters

The group is party to legal proceedings and regulatory matters in a number of jurisdictions arising out of its normal
business operations. Apart from the matters described below, the Bank considers that none of these matters are material.
The recognition of provisions is determined in accordance with the accounting policies set out in note 1(b)(x). While
the outcome of legal proceedings and regulatory matters is inherently uncertain, management believes that, based on
the information available to it, appropriate provisions have been made in respect of these matters as at 31 December
2016. Any provision recognised does not constitute an admission of wrongdoing or legal liability. It is not practicable to
provide an aggregate estimate of potential liability for our legal proceedings and regulatory matters as a class of
contingent liabilities.

Anti-money laundering and sanctions-related matters

In October 2010, HSBC Bank USA entered into a consent order with the Office of the Comptroller of the Currency (the
‘OCC’) and the indirect parent of that company, HSBC North America Holdings Inc. (‘“HNAH’), entered into a consent
order with the Federal Reserve Board (together the ‘Orders’). These Orders required improvements to establish an
effective compliance risk management programme across HSBC’s US businesses, including risk management related to
the US Bank Secrecy Act (‘BSA”) and anti-money laundering (‘AML’) compliance. HSBC Bank USA is not currently
in compliance with the OCC Order. Steps are being taken to address the requirements of the Orders.

In December 2012, HSBC Holdings plc, HNAH and HSBC Bank USA entered into agreements with US and UK
government agencies regarding past inadequate compliance with the BSA, AML and sanctions laws. Among those
agreements, HSBC Holdings plc and HSBC Bank USA entered into a five-year deferred prosecution agreement with,
among others, the US Department of Justice (‘DolJ”) (the ‘US DPA’); and HSBC Holdings plc consented to a cease-and-
desist order and HSBC Holdings plc and HNAH consented to a civil money penalty order with the Federal Reserve
Board. HSBC Holdings plc also entered into an agreement with the Office of Foreign Assets Control (‘OFAC’) regarding
historical transactions involving parties subject to OFAC sanctions, as well as an undertaking with the UK Financial
Conduct Authority to comply with certain forward-looking AML and sanctions-related obligations. In addition, HSBC
Bank USA entered into civil money penalty orders with the Financial Crimes Enforcement Network of the US Treasury
Department and the OCC.

Under these agreements, HSBC Holdings plc and HSBC Bank USA made payments totalling US$1.9bn to US authorities
and undertook various further obligations, including, among others, to continue to cooperate fully with the DoJ in any
and all investigations, not to commit any crime under US federal law subsequent to the signing of the agreement, and to
retain an independent compliance monitor (the ‘“Monitor’). In February 2017, the Monitor delivered his third annual
follow-up review report. Through his country-level reviews, the Monitor identified potential anti-money laundering and
sanctions compliance issues that the DoJ and HSBC are reviewing further.

HSBC Bank USA also entered into two consent orders with the OCC. These required HSBC Bank USA to correct the
circumstances noted in the OCC’s report and to adopt an enterprise-wide compliance programme, and imposed
restrictions on acquiring control of, or holding an interest in, any new financial subsidiary, or commencing a new activity
in its existing financial subsidiary, without the OCC’s prior approval.

These settlements with US and UK authorities have led to private litigation, and do not preclude further private litigation
related to HSBC’s compliance with applicable BSA, AML and sanctions laws or other regulatory or law enforcement
actions for BSA, AML, sanctions or other matters not covered by the various agreements.

Tax investigations

The Bank continues to cooperate with the relevant US and other authorities, including with respect to US-based clients
of the Bank in India.

In addition, various tax administration, regulatory and law enforcement authorities around the world, including in India,
are conducting investigations and reviews of HSBC Swiss Private Bank and other HSBC companies in connection with
allegations of tax evasion or tax fraud, money laundering and unlawful cross-border banking solicitation. The Indian tax
authority issued a summons and request for information to the Bank in India.
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43 Legal proceedings and regulatory matters (continued)

The Bank and other HSBC companies are cooperating with the relevant authorities. There are many factors that may
affect the range of outcomes, and the resulting financial impact, of these investigations and reviews, which could be
significant.

In light of the media attention regarding these matters, it is possible that other tax administration, regulatory or law
enforcement authorities will also initiate or enlarge similar investigations or regulatory proceedings.

Mossack Fonseca & Co.

HSBC has received requests for information from various regulatory and law enforcement authorities around the world
concerning persons and entities believed to be linked to Mossack Fonseca & Co., a service provider of personal
investment companies. HSBC is cooperating with the relevant authorities.

Based on the facts currently known, it is not practicable at this time for HSBC to predict the resolution of this matter,
including the timing or any possible impact on HSBC, which could be significant.

Singapore Interbank Offered Rate (‘SIBOR’), Singapore Swap Offer Rate (‘SOR’) and Australia Bank Bill Swap Rate
('BBSW")

In July 2016 and August 2016, HSBC and other panel banks were named as defendants in two putative class actions
filed in the New York District Court on behalf of persons who transacted in products related to the SIBOR, SOR and

BBSW benchmark rates. The complaints allege, among other things, misconduct related to these benchmark rates in
violation of US antitrust, commodities and racketeering laws, and state law.

These matters are at an early stage. There are many factors that may affect the range of outcomes, and the resulting
financial impact, of these matters, which could be significant.
Foreign exchange rate investigations

Various regulators and competition and law enforcement authorities around the world, including in South Korea, are
conducting investigations and reviews into trading by HSBC and others on the foreign exchange markets. The Bank and
other HSBC companies are cooperating with these investigations and reviews.

There are many factors that may affect the range of outcomes and the resulting financial impact of these investigations,
which could be significant.
Hiring practices investigation

The US Securities and Exchange Commission (the ‘SEC’) is investigating multiple financial institutions, including
HSBC Holdings plc, in relation to hiring practices of candidates referred by or related to government officials or
employees of state-owned enterprises in Asia-Pacific. HSBC has received various requests for information and is
cooperating with the SEC's investigation.

Based on the facts currently known, it is not practicable at this time for HSBC to predict the resolution of this matter,
including the timing or any possible impact on HSBC, which could be significant.

142



44 Ultimate holding company

The ultimate holding company of the Bank is HSBC Holdings plc, which is incorporated in England.

The largest group in which the accounts of the Bank are consolidated is that headed by HSBC Holdings plc. The
consolidated accounts of HSBC Holdings plc are available to the public on the HSBC Group’s web site at www.hsbc.com
or may be obtained from 8 Canada Square, London E14 5HQ, United Kingdom.

45 Events after the balance sheet date

There have been no events after the balance sheet date that would require disclosure in these financial statements.

46 Approval of financial statements

The financial statements were approved and authorised for issue by the Board of Directors on 21 February 2017.
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