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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

Introduction

The information contained in this document is for The Hongkong and Shanghai Banking Corporation Limited (‘the Bank’)
and its subsidiaries (together ‘the group’). It is supplementary to and should be read in conjunction with the 2012 Annual
Report and Accounts. The Annual Report and Accounts and these Supplementary Notes, taken together, comply with the
Banking (Disclosure) Rules made under section 60A of the Banking Ordinance as amended by the Banking (Disclosure)
(Amendment) Rules 2011 which came into operation on 1 January 2012. They also serve to comply with the disclosures
on remuneration as required by the Hong Kong Monetary Authority (‘HKMA”) Supervisory Policy Manual CG-5
‘Guideline on a Sound Remuneration System’.

References to ‘HSBC’, ‘the Group’ or ‘the HSBC Group’ within this document mean HSBC Holdings plc together with its
subsidiaries. Within this document the Hong Kong Special Administrative Region of the People’s Republic of China is
referred to as ‘Hong Kong’. The abbreviations ‘HK$m’ and ‘HKS$bn’ represent millions and billions (thousands of
millions) of Hong Kong dollars respectively.

1 Basis of preparation

a The group uses the advanced internal ratings-based approach to calculate its credit risk for the majority of its
non-securitisation exposures and the internal ratings-based (securitisation) approach to determine credit risk for its
banking book securitisation exposures. For market risk, the group uses an internal models approach to calculate its
general market risk for the risk categories of interest rate and foreign exchange (including gold) exposures. As
opposed to the standardised (market risk) approach that was used at 31 December 2011, the group has adopted an
internal models approach to calculate the general market risk and specific risk for the risk category of equity
exposures. The group also uses an internal models approach to calculate its market risk in respect of specific risk
for interest rate exposures. The group uses the standardised (market risk) approach for calculating other market
risk positions as well as trading book securitisation exposures, and the standardised (operational risk) approach to
calculate its operational risk.

b Except where indicated otherwise, the financial information contained in these Supplementary Notes has been
prepared on a consolidated basis. The basis of consolidation for regulatory purposes is different from that for
accounting purposes. Information regarding subsidiaries that are not included in the consolidation for regulatory
purposes is set out in note 21.

¢ The accounting policies applied in preparing these Supplementary Notes are the same as those applied in preparing
the consolidated financial statements for the year ended 31 December 2012, as set out in note 3 on the financial
statements in the Annual Report and Accounts.

d Certain comparative figures have not been provided where the current year is the first year of disclosure and
provision is impracticable. Certain comparative figures have been reclassified to conform to the current year
disclosure.

2  Summary of risk-weighted amounts

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

2012 2011
HKS$m HK$m

Credit risk
BaSIC APPIOACH ...ttt ettt ettt bttt e s ea et e - 11,409
Standardised (credit risk) apPrOACh ........cccoiviiieiiiiiiinirieice et 172,582 164,644
Internal ratings-based APPrOACH ........ccciiiiiviiieiieeee ettt nn 1,363,329 1,244,578
Internal ratings-based (securitisation) approach ..............cccccceeveuecerinnieiecirneeecee e 1,173 1,106
1,537,084 1,421,737
IMAATKEE TISK ..ottt 116,911 38,585
Operational risk 250,139 221,429
1,904,134 1,681,751
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Supplementary Notes on the Financial Statements (unaudited) (continued)

3 Credit risk capital requirements

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

The table below shows the capital requirements for credit risk for each class and subclass of non-securitisation
exposures as specified in the Banking (Capital) Rules. Capital requirement means the amount of capital required to be
held for that risk based on the risk-weighted amount for that risk multiplied by 8%.

2012 2011
HKS$m HK$m
Capital required for exposures under the IRB approach
Corporate exposures
Specialised lending under the supervisory slotting criteria approach
= PrOJECE fINANCE ..ottt 690 512
= ODJECE FINAINCE .ovvvinieiiieiieieceietetetet ettt ettt st e st et et e ebese b e st ese st et et es et esebeseeseneeseneeseneesn 108 98
- CoMMOMItIES TINANCE ....euiiiniiiiietiieicteee ettt ettt b ettt ets 43 90
- Income- producing 1€l ESTALE .........c.eueueiriririeueiiiririeieiei ettt ettt 3,824 4,030
Small-and-medium SiZed COTPOTALES ......cevveirieririeietiieeiee ettt ettt eseaesn 17,266 15,983
OLhET COTPOTALES ....euvuiiiniiiietetet ettt ettt ettt sttt ettt b et bt st e st st et e st b et e be e e st see st eaeseebenene 53,100 47,287
Sovereign exposures
SOVETEIGIS ...vevveiuiiiieteieatit ettt ettt bes st be b ee et et b b eb st e e et b sttt et beseata e st et e b s et s e et beseaeeeaesenene 7,958 7,675
Bank exposures
BAIKS otk b bbbttt b ettt 10,950 9,729
SECUITEIES IIIMNIS ...cuiriiiiiiiiiietet ettt ettt bbbttt ettt et bebeeeeeaebenene 383 459
Retail exposures
Residential mortgages
= INAIVIAUALS oottt et ettt ettt e s e st e et e eteeaeeseesa e s e b e ebeeaeebeereeneennentenee 4,410 3,881
- Property- holding shell COMPANIES .........cccourieueueuiirieiiiciierireeccte ettt 278 232
Qualifying revolving retail exposures 3,508 3,303
Small business retail exposures ..... 17 25
Other retail exposures to INdIVIAUALS ........ccooiiiiiiirierece e 753 673
Other exposures
CASN IEEIMS ettt ettt ettt sttt ettt ettt st 74 37
OLRET TLEIMIS ..euvvitiiietieet ettt ettt sttt ettt b e e st s e st s s e st et et etenseb et ese s enesneneeseseesenene 8,642 8,048
Total for the IRB approach .......c.cccoccueiiriiiiiiiciiieecc ettt ettt 112,004 102,062
Capital required for exposures under the standardised (credit risk) approach
Sovereign exposures ............. 57 18
Public sector entity exposures .. 653 817
BANK EXPOSUIES ....eovinieiiieiiieiieietetetete ettt ettt et sttt et e s ese s eseeseseesene et essesensesesseneaseneesenaesensesensesenseneas 296 125
Securities firm EXPOSUIES .........c.ceieirirueueueiririeteieieere e teeee sttt et b et e e st se s seneaenis 2 -
COTPOTALE EXPOSUIES ...evneivinrerinreuententruentesesteseeesetesestesesaestesestesentesensesesteseseestetestetentebentebensesessesessesenseneane 2,720 2,504
Collective investment SCHEME EXPOSUIES .......eveverrererieririerieteiereeeretesesteesseseeseseesessesessesesseseesesessesessessene 3 3
CASIH TLEIIIS ..ottt et sttt ettt b et h et et et e st et e st e st b ettt et n e et ene b eneetenene - -
RegUIAtory retail EXPOSUIES .....c.coeririeueueuiiririeieieittrtete ettt ettt sttt bt be et ettt s bbbt senas 4,446 4,192
Residential mortgage loans ...........ccccceeveevieenienene 3,087 2,678
Other exposures which are not past due exposures . 1,126 1,203
Past due exposures 389 409
Off-balance sheet exposures other than OTC derivative transactions and credit derivative contracts ... 813 1,062
OTC derivative transactions and credit derivative CONIACES .........ccoveerieireeirieiereieeiee e eeeeeeeeeeeene 214 160
Total for the standardised (credit risk) apProaCh ........ccovveiriiiriiiiiiiree e 13,806 13,171
Capital required for exposures under the basic approach .................ccoccooinininnninnne = 913
TOTAL ..ottt h ettt h ettt ettt bt n e et s b et eanen 125,810 116,146
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4 Credit risk under the internal-ratings based approach

a

The internal ratings system and its risk components
Nature of exposures within each internal-ratings based (‘IRB’) class
The group applies the IRB approach to the following classes of non-securitisation exposures:

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

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

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

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

— Other exposures including cash items and other assets.
Measurement and monitoring — risk rating systems

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

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

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

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

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

Application of IRB parameters

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

The narrative explanations that follow relate to the IRB advanced approaches, that is: IRB advanced for distinct
customers and retail IRB for the portfolio-managed retail business.
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4 Credit risk under the internal-ratings based approach (continued)

Wholesale business

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

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

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

Retail business

The wide range of application and behavioural models used in the management of retail portfolios has been
supplemented with models to derive the measures of PD, EAD and LGD required for Basel II. For management
information and reporting purposes, retail portfolios are segmented according to local, analytically-derived EL
bands, in 10 composite EL grades, facilitating comparability across the group’s retail customer segments, business
lines and product types.

Model governance

Model governance of group risk rating models, including development, validation and monitoring, was under the
general oversight of the group Credit Risk Analytics Oversight Committee (‘CRAOC’) subject to overall Group
CRAOC oversight until October 2012. To align with the Group model governance framework in meeting both
local regulatory requirements and global standards, the Wholesale Credit and Market Risk (‘WCMR’) Model
Oversight Committee (‘MOC’) and Retail Banking and Wealth Management Risk (‘RBWMR’) MOC were
established in place of CRAOC. Both the WCMR MOC and RBWMR MOC are under the oversight of the Group
MOC and accountable to the group Risk Management Committee.

Internal Audit, or a comparable independent credit quality assurance unit, conducts regular reviews of the risk
rating model application by the customer groups.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

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

Use of internal estimates

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

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

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

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

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

economic capital: IRB measures provide customer risk components for the economic capital model that has
been implemented across the group to improve the consistent analysis of economic returns, help determine
which customers, business units and products add greatest value, and drive higher returns through effective
economic capital allocation.
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4 Credit risk under the internal-ratings based approach (continued)

b  Exposures by IRB calculation approach

The following shows the group’s exposures (including the EAD of on-balance sheet exposures and off-balance
sheet exposures) by each IRB calculation approach:

Supervisory

slotting
Advanced IRB criteria Retail IRB Total
approach approach approach exposures
HKS$m HKSm HKS$m HKS$m

2012

COrporate EXPOSUIES .......cervererrererrereereeerersesesseersenens 1,644,553 85,473 - 1,730,026
SOVEIEign EXPOSULES ....cveueveneereieiereenereeseseeseeeeneereneene 1,204,474 — - 1,204,474
Bank eXposures ........ccceeerreeieueenineeieieneeneeeeneenees 885,816 — — 885,816

Retail exposures
- Residential mortgages to individuals and
property-holding shell companies ...........cccc.c.n.... - - 665,404 665,404

- Qualitying revolving retail exposures . - - 182,827 182,827
- Other retail exposures to individuals and small

business retail eXpoSUres ............ccceeererereererereenn - - 50,047 50,047
2011
COrporate EXpPOSULES .......c.erveurrverreveruerenuerenrenernenmenennes 1,465,812 83,529 — 1,549,341
Sovereign exposures .. . 1,024,337 - - 1,024,337
Bank eXpOSUIES .......coeuerueeirieririeniriereeieeeeesiee e 876,569 - - 876,569
Retail exposures
- Residential mortgages to individuals and

property-holding shell companies .............ccccceee - - 603,070 603,070
- Qualifying revolving retail exposures ................... - - 168,158 168,158
- Other retail exposures to individuals and small

business retail eXpoSUIes .........c.ccovereeverieenierennens - - 49,544 49,544

The corporate, sovereign and bank exposures reported under the IRBA approach as at 31 December 2012 include
amounts of HK$74,268m, HK$7,898m and HK$184,565m respectively (31 December 2011: HK$67,160m,
HK$5,398m and HK$157,370m respectively) that are subject to supervisory estimates. By definition, amounts
reported under the Supervisory Slotting Criteria approach continue to be subject to supervisory estimates.
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4 Credit risk under the internal-ratings based approach (continued)

Cc

Exposures covered by recognised guarantees or recognised credit derivative contracts

The following shows the group’s exposures (after the effect of any on-balance sheet or off-balance sheet
recognised netting) which are covered by recognised guarantees or recognised credit derivative contracts after the

application of haircuts required under the Banking (Capital) Rules.

These exposures exclude OTC derivative

transactions, repo-style transactions and credit derivative contracts (other than recognised credit derivative

contracts).

COTPOTALE EXPOSUIES .....ouveveieeieiitieteiattscicietet ettt et bttt s ettt be bttt aeaes
SOVETEIZN EXPOSULES ...cueuveveviieiieeieteteaeeeteseteaese et eaesesesetse s seseses e e s b s sese st seseseseseesseseseseseessesenes
BaNK EXPOSUIES ....cviuitinieiiieieiteit sttt et ettt sttt ettt bbbttt et b et b et se et et a bt eaennene
RELAIL EXPOSUIES ....ovveuiriiieieiei ettt sttt sttt sttt eaebesenens

Risk assessment for exposures under IRB approach

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

2012

Minimal default risk .......c.ccovveiicnnniccnnecne.
Low default risk ..........
Satisfactory default risk ..
Fair default risk ........... .
Moderate default risk .........ocoeeveiiennineeeceee
Significant default risk .........ccccceoevvivcicnnnncccne
High default risK ......cocoovvveieiieeieeeeeeeeeee
Special Management ............coccceeeeeereueueerennneneeenns
Default ...c.ceviriieieiirecce e

2011

Minimal default risk ........cccoeveevievieiieiireceeeeeces
Low default risk .......cocoeeevinniieiirnecccneecnes
Satisfactory default risk ........cccoceeevirerirenieerieeiennn
Fair default 1isk ........ccooveeieieieieieiecee s
Moderate default risk ........ccooeeoinnrecininnncccene
Significant default risk
High default risk ......
Special management .
Default ......coooveveeiiniiccircc s

Exposure
at default
HKS$m

130,103
495,704
544,890
245,804
195,678
17,554
3,604
2,605
8,611

1,644,553

127,600
452,955
515,206
175,216
160,770
17,415
3,951
3,728
8,971

1,465,812

Exposure-
weighted
average risk-
weight

%

15
26
52
86
101
142
204
230

15
27
53
92
106
159
194
242

2012 2011
HK$m HK$m
317,740 311,870
658 495
14,210 45,604
37,978 38,073
370,586 396,042
Exposure- Exposure-
weighted weighted
average PD average LGD
% %
0.04 45.5
0.10 45.1
0.37 44.5
1.19 43.5
2.74 371
6.44 38.9
11.10 46.3
20.69 43.9
100.00 48.3
0.04 415
0.10 453
0.37 45.1
1.20 45.7
2.78 38.6
6.50 43.6
11.83 434
24.50 473
100.00 51.0
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4 Credit risk under the internal-ratings based approach (continued)

d Risk assessment for exposures under IRB approach (continued)

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

Weak

Satisfactory ..
Weak ........
DIETAULL ...ttt b ettt ettt s bt b et a et et ettt be e neenene s

Exposure
at default
HKS$m

69,721
13,724
1,717
194
117

85,473

63,577
15,849
3,832
229

42

83,529

Exposure-
weighted
average risk-
weight

%

64
84
122
265

64
84
122
265

The supervisory rating grades and risk-weights of specialised lending are determined in accordance with section

158 of the Banking (Capital) Rules.

Sovereign exposures — analysis by obligor grade

Exposure-
weighted
Exposure average risk-
at default weight
HK$m %
2012

Minimal default riSK ........cccooeieiiiiiiieeceeeeeeeee 825,760 2
Low default risK .....cocoveieieiiiieieeieeeeeeeeeeeeeeecrenas 329,530 15
Satisfactory default risk 33,515 54
Fair default risk ...... 7,168 94
Moderate default risk . 7,578 125
Significant default risk ..........cccooveeieerieiineiineieeene 923 54

1,204,474

2011

Minimal default risk ........c.ccoeivieiiiiieieieeeeeeeee 651,161 2
Low default riSK .....ccoccveieieiiiieiieeececeeeee e 325,891 16
Satisfactory default risk 33,456 54
Fair default risk .......... 9,436 82
Moderate default risk . 4,162 117
Significant default risk .........cccoeonenninniiniieeees 231 198

1,024,337

Exposure-
weighted
average PD
%

0.02
0.08
0.49
1.10
341
5.75

0.02
0.08
0.49
1.01
3.32
5.75

Exposure-
weighted
average LGD
%

13.0
31.0
45.0
45.0
44.4
16.3

13.4
37.7
44.7
44.7
43.1
45.0
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4 Credit risk under the internal-ratings based approach (continued)

d Risk assessment for exposures under IRB approach (continued)

Bank exposures — analysis by obligor grade

Exposure-

weighted Exposure- Exposure-

Exposure average risk- weighted weighted

at default weight average PD average LGD

HKS$m % % %

2012
Minimal default risk ........ccoceoverviniieeee 236,678 7 0.04 25.1
Low default risk .......ccccovevenieicicieiinniccceieieine 525,820 13 0.09 32.8
Satisfactory default risk 93,256 33 0.34 343
Fair default risk .......c.ocooveeviiireeeeeeeeee 20,919 62 1.01 36.4
Moderate default risk .........ccccoeoveiieiiiiiiiiiieeceee 3,495 139 3.47 52.1
Significant default risk ........cccocovveeiinnncicinne. 2,384 205 6.60 62.2
High default risk .........cccceovniecinnicieeccee 3,146 137 10.56 322
Special Management ...........cceeeveereeereineenieinenene 8 123 75.00 43.0
Default ....c.coooiiiiiiiiic e 110 — 100.00 64.7
885,816
2011
Minimal default risk ........ccoooveiiiiiiiiiieeee 340,197 7 0.04 27.5
Low default risk ......c.ccevveviiviiiicrieieieeeeeeeeeeen 426,640 13 0.09 32.9
Satisfactory default risk ..........cccccoeeeeinniecccnnnnne 89,972 31 0.29 354
Fair default 1isk ......ccccooovriniiiiceiiccccee 13,470 68 1.04 38.6
Moderate default risk .........cccooevvevvveiiiiieieeieeee 2,606 109 3.59 41.3
Significant default risk ..........c.ccoveecinnniicinne 1,873 158 6.19 49.0
High default risk ........ 1,685 273 10.73 65.9
Special management .. . 16 133 70.15 40.4
Default ..o 110 - 100.00 64.6
876,569

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

10
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4 Credit risk under the internal-ratings based approach (continued)

d Risk assessment for exposures under IRB approach (continued)
Retail exposures — analysis by credit quality

The following shows a breakdown of exposures on a pool basis by quality classification:

Qualifying
revolving Other

Residential retail retail Total
mortgages exposures exposures exposures
HK$m HKS$m HKS$m HKS$m

2012
STONE vttt 653,767 151,883 45,012 850,662
MEAIUM .oniiieiiieceeeeee et 10,999 30,266 4,534 45,799
Sub-standard ............ococoeeieirieiieeee e 638 676 490 1,804
IMPAITEd ... - 2 11 13
665,404 182,827 50,047 898,278

2011
STONE <.ttt 591,773 138,533 45,074 775,380
MEAIUM .ovviieiiiecceeetee et 10,619 28,898 3,990 43,507
Sub-standard ...........cceeeeeieiiiiineee e 678 725 479 1,882
IMPaired .....c.ooeevieiee e — 2 1 3
603,070 168,158 49,544 820,772

Undrawn commitments

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

2012 2011
Exposure- Exposure-
Undrawn weighted Undrawn weighted
commitments average EAD commitments average EAD
HKS$m HK$m HK$m HK$m
Corporate exposures .. 906,331 273,983 794,083 232,968
Sovereign exposures .. 1,180 349 1,831 539
Bank eXpoSures ........c.cocovveeeveerininieieneenneeeeecneenen 15,789 2,882 21,457 5,724
923,300 277,214 817,371 239,231
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

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

e IRB expected loss and impairment charges

The following table shows the IRB expected loss (EL) and impairment charge by class of exposure. EL is the
estimated loss likely to be incurred arising from the potential default of the obligor in respect of the exposure over
a one-year period. Impairment charges are the net charge for actual losses (including write-offs and individually
assessed impairment allowances) for each IRB class made during the year:

2012 2011
Impairment Impairment
Expected charge for Expected charge for
loss at 1 Jan the year loss at 1 Jan the year
HK$m HKS$m HK$m HKS$m
SOVETEIZN .eeuiniieeieniiirieteieee ettt aeiesene 342 - 238 -
Bank . 699 129 685 42
COTPOTALE ..evnevineiiieireeeeeetetee st 9,795 3,000 11,787 2,415
Residential mort@ages .........cccocoevveeveveennenieeenininnnes 1,038 101 993 90
Qualifying revolving retail . 1,551 323 1,584 335
Other retail ........ooeeeeeeeieieiniicceeee s 512 142 467 149
13,937 3,695 15,754 3,031

The EL for sovereigns increased as default estimates increased, notably for eurozone countries. The EL for banks
was generally stable, while that for corporates decreased slightly, driven by a continuing effort to enhance
portfolio quality. Impairment charges increased in 2012 mainly due to the impairment of a corporate exposure in
Australia, coupled with higher charges in a number of other countries in the region.

It should be noted that impairment charges and EL are measured using different methodologies which are not
directly comparable. In general, EL is greater than impairment charges for each IRB class. The limitation arises
from the fundamental differences in the definition of ‘loss’ under the accounting standards which determine the
impairment charges (write-off and impairment loss allowances) and the Basel 1I framework which determines the
regulatory EL calculation on a forward looking basis.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

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

e

IRB expected loss and impairment charges (continued)

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

PD LGD EAD
Actual Projected Actual Projected Actual Projected
% % % % % %
At 31 December 2012
SOVEICIZN v 0.00 0.25 0.0 22.6 0 100
Bank ......... 0.00 1.06 0.0 31.3 0 95
Corporate . 0.14 1.08 45.8 44.3 41 66
Residential mortgages ... 0.80 0.96 12.9 12.1 70 98
Qualifying revolving retail .................... 0.38 0.69 86.9 100.8 49 60
Other retail .......occceoeviveieeiireeeee 1.49 1.05 26.6 20.0 76 146
At 31 December 2011
SOVETEIZN ..ot 0.00 0.27 0.0 18.4 0 100
Bank ...... 0.00 1.24 0.0 28.8 0 95
Corporate 0.23 1.10 35.8 45.5 46 71
Residential mortgages ........ccccceeveevennne 0.76 0.97 10.7 12.0 81 99
Qualifying revolving retail .................... 0.40 0.85 84.8 101.0 52 60
Other retail .........ccooveeververreeeeee 1.35 1.09 335 19.4 73 134

The difference between actual PD and projected PD is driven by the difference in the time horizon used to
calculate the actual and estimated default rates. The actual default rate is a ‘point-in-time’ measurement
referencing the actual number of borrower defaults during the year, whereas the projected PD is based on a
‘through-the-cycle’ credit experience.

The group measures actual LGD by using resolved default cases within the year 2012 whereas projected LGD is
based on a downturn recovery experience. Due to the different calculation methodologies and the portfolio mix
between the default population and the overall book, the actual and projected results can differ. In general, the
projected LGD was more conservative than actual LGD across asset classes.

The group measures actual EAD by comparing the realised credit exposure of the defaulted counterparties in 2012
against the limits one year prior to default. The projected EAD is based on a ‘through-the-cycle’ credit experience.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

5 Credit risk under the standardised (credit risk) approach

a

Ratings from External Credit Assessment Institutions

The following exposure classes include exposures where IRB exemption has been granted by the HKMA. Such
exposures are reported under the standardised (credit risk) approach based on external credit ratings from External
Credit Assessment Institutions (‘ECAT’):

Public sector entity exposures;

Multilateral development bank exposures;

Bank or corporate exposures (those without internal CRR); and
Collective investment scheme exposures.

The group uses external credit ratings from the following ECAIs:

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

The group determines ECAI issuer ratings or ECAI issue specific ratings in the banking book in a process
consistent with Part 4 of the Banking (Capital) Rules.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

6 Counterparty credit risk-related exposures

a

Counterparty credit risk is the risk that a counterparty to a transaction may default before completing the
satisfactory settlement of the transaction.

In respect of the group’s counterparty credit risk which arises from over-the-counter (‘OTC’) derivative
transactions, repo-style transactions and credit derivative contracts (other than recognised credit derivative
contracts), all credit limits are established in advance of transacting the business. Credit and settlement risk is
captured, monitored and reported in accordance with group risk methodologies. Credit exposures are divided into
two categories: (1) exposure measures in book or market value terms depending on the product involved; and (2)
exposure measures on the basis of 95 percentile potential worst case loss estimates. These methods of calculating
credit exposure apply to all counterparties and differences in credit quality are reflected in the size of the limits.

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

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

6 Counterparty credit risk-related exposures (continued)

b Counterparty credit risk exposures under the advanced internal-ratings based approach

OTC derivative Repo-style Credit derivative
transactions transactions contracts
HKS$m HKS$m HKS$m
2012
OTC derivative & credit derivatives:
Gross total positive fair value .. . 385,240 - 2,644
Credit equivalent amMOUNLS .........cceovrueriererirerieerieereeeeeeeeesree e 265,824 - 4,182
Repo-style transactions:
Net credit eXpoSUres' .............ccoooruereereeeeeeeeeeeeseeeeeeeeeeeeee e - 23,686 -
Value of recognised collateral by type:
DEDt SECUTTLIES ...vivviiviieeieceie ettt 2,675 124,498 1
OLhETS ..ot 17,714 52,373 430
20,389 176,871 431
Credit equivalent amounts/ net credit exposures
net of recognised collateral”... 265,824 23,686 4,182
Exposure at default ........... . 265,824 23,686 4,182
Risk-weighted amounts ...........ccceceovnreeininnnieee e 76,227 1,375 1,098
Notional amounts of recognised credit derivative
contracts which provide credit protection ............coccevereereeennene. - - -
2011
OTC derivative & credit derivatives:
Gross total positive fair Value .........occeceevniriecerenninececneeeene 363,758 - 5,595
Credit equivalent amMOUNLS ..........ccooveeereererieerieerieereeeeeeeeieestee e 227,840 - 4,177
Repo-style transactions:
Net credit eXPOSULES ........oo.vvrveeeeeeeeseeeeeeeeeeeseeeeeeesesseseee e ssseenaas - 10,023 -
Value of recognised collateral by type:
DEDL SECUTILIES ..vvovievrerieiiirieiectieteeieeeete et ereeae et eesseae e reeseeeas 670 96,421 -
16,234 15,985 —
16,904 112,406 -
Credit equivalent amounts/ net credit exposures
net of recognised COMALETAL oo 227,840 10,023 4,177
Exposure at default ..........coccocevieinieineirieeee e 227,840 10,023 4,177
Risk-weighted amounts .........c.ccveereriinieneieceeeeees 67,332 987 896

Notional amounts of recognised credit derivative
contracts which provide credit protection ............ccceerveerveeriecennns - - -

1 For repo-style transactions, the recognised collateral is netted against the EAD.
2 For OTC and credit derivative contracts, the recognised collateral is reflected in the LGD.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

6 Counterparty credit risk-related exposures (continued)

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

OTC derivative Repo-style Credit derivative
transactions transactions contracts
HKS$m HKS$m HKS$m
2012
OTC derivative & credit derivatives:
Gross total positive fair Value .........cooeeeerninieieerinnreecceeene 3,694 - -
Credit equivalent amMOUNLS ..........ccooveereererieerieeriee et 6,935 - -
Repo-style transactions:
Net Credit EXPOSUIES .....evirverieierieierieieieieteeeeereeeressee e sseseeseeeseneens - 35 -
Value of recognised collateral by type:
Debt securities . - 411 -
ONETS .ttt sttt 117 17 -
117 428 -
Credit equivalent amounts/ net credit exposures
net of recognised collateral ...........cocoeeeirnirceernnneceeeeene 6,935 35 -
Risk-weighted amounts 2,678 31 -
Notional amounts of recognised credit derivative
contracts which provide credit protection ..............coeeeererreeenene - - -
2011
OTC derivative & credit derivatives:
Gross total positive fair Value ..........cccceerveerieinieineceeeeceeeen 2,684 - -
Credit equivalent amoUNLS ........c.ccevueueueirinieirieceirececeeeeeeaae 4,538 - -
Repo-style transactions:
Net Credit EXPOSUIES .....e.veviiereiererieierieeeeeseeteneereseereseeeeseeseseesessenesnens - 106 -
Value of recognised collateral by type:
Debt securities . - 391 -
OFNEIS ..euiiiiteiticiiete ettt 3 315 -
3 706 -
Credit equivalent amounts/ net credit exposures
net of recognised collateral ...........cocovevieerieinieineiireeeeeeene 4,538 106 -
Risk-weighted amounts 1,999 52 -

Notional amounts of recognised credit derivative
contracts which provide credit protection ............coceecerveereeenrecennns - - -
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

6 Counterparty credit risk-related exposures (continued)

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

OTC derivative Repo-style Credit derivative
transactions transactions contracts
HK$m HK$m HK$m
2012
Notional amounts:
SOVETECIZIS «.evuveveviiniiieieteieeisee ettt ettt st ettt benenene 502,657 23,749 77
BAanKS ..o 22,623,707 131,348 325,546
COTPOTALES ...eveeveniveneeeeietetetetee et ettt se st et st eseneebe s beneeneneas 2,760,911 34,109 33,765
25,887,275 189,206 359,388
Exposure at default':
SOVEICIZIS ..uvvineiiieiirieiriee ettt sttt sttt 7,895 1,856 4
BAnKS ..o 181,719 20,765 2,950
COTPOTALES ..evvenverireiriieitenieiete ettt ettt ettt sbe s b eb e et ennensenbens 76,210 1,065 1,228
265,824 23,686 4,182
Risk-weighted amounts:
Sovereigns .... 1,256 156 2
Banks ........... . 29,511 999 550
COTPOTALES ..eveernirenieeenieteeeiete ettt ettt ettt sttt be e eneees 45,460 220 546
76,227 1,375 1,098
2011
Notional amounts:
Sovereigns ... 509,971 32,614 580
Banks ........... . 22,371,732 75,270 455,210
COTPOTALES ....ceveneenieeiieteiietetete ettt ettt st ee et ne s e 2,644,018 9,685 22,934
25,525,721 117,569 478,724
Exposure at default':
Sovereigns 5,342 1,197 55
Banks .... 153,514 8,000 3,856
Corporates 68,984 826 266
227,840 10,023 4,177
Risk-weighted amounts:
SOVEICIZIS ...evvintiiieiirteirtee ettt ettt ettt 627 90 10
Banks ........... . 22,349 562 757
Corporates 44,356 335 129
67,332 987 896

1 For repo-transactions, the recognised collateral is netted against the EAD. For OTC and credit derivative contracts, the recognised
collateral is reflected in the LGD.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

6 Counterparty credit risk-related exposures (continued)

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

OTC derivative Repo-style Credit derivative
transactions transactions contracts
HK$m HK$m HK$m
2012
Notional amounts:
SOVETECIZIS «.evuveveviiniiieieteieeisee ettt ettt st ettt benenene 36,723 - -
Public SECtOr ENLILIES ....ocveviviveerieeieiieteceei et 135,358 19 -
BANKS ..ot aas 497 - -
COTPOTALES ..ottt ettt ettt ettt sttt be e ene e 74,697 432 -
247,275 451 -
Credit equivalent amounts/net credit exposures .............c.......... 6,935 35 -
Risk-weighted amounts ...............cccccooeviiniiniiniinccncenee 2,678 31 -
2011
Notional amounts:
SOVEICIZIS .vevveviereiiieiiieeieieeetete ettt ste st seese e seseese e eseneesesesensens 19,887 - -
PUblic SECtOr €NTILIES ...eovieviiiieieeieeeee ettt ettt 120,830 298 -
Banks .......ccoeuenene. . 475 - -
Corporates 48,545 446 92
189,737 744 92
Credit equivalent amounts/net credit €XpOSUIes ..........cccoeeeverueuerencncns 4,538 106 -
Risk-weighted amounts ...........coceeeieeieinieineeeeeesee e 1,999 52 -
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

6 Counterparty credit risk-related exposures (continued)

f  Risk exposures to derivative transactions

Contract Risk- weighted
amount amount Fair value
HK$m HK$m HK$m
2012
Exchange rate contracts
FOIWAIA ...ooviiiiieceeteee et 7,313,214 19,263 32,249
Option PUIChasEd .........ccovveiriiiriieieeee s 396,776 7,886 2,087
SWAP vttt ettt ettt 3,251,523 23,756 29,485
10,961,513 50,905 63,821
Interest rate contracts
FOIWATA ....ooviiieiiciiceeeeeeee ettt 355,358 - 8
Option PUIChased ........coevveiriiririieieeeere s 178,377 1,168 1,664
SWAP vttt ettt 14,269,029 22,861 28,438
14,802,764 24,029 30,110
Credit derivative contracts .................cccoccoeeveeieiieiecceeeeeeeceee 359,388 1,098 302
Other OTC derivative CONtracts .............cocccoeeveeerieeneeneereeene 370,273 3,971 8,070
26,493,938 80,003 102,303
2011
Exchange rate contracts
FOIWATA ...ovinieiiieiie ettt s 6,628,177 17,442 27,708
Option PUIChased .........ooeiveeirieirieieee s 406,331 6,453 4,678
SWAPD ettt ettt ettt b ettt ettt ettt 2,978,224 18,983 17,072
10,012,732 42,878 49,458
Interest rate contracts
FOIWATA ..ottt 483,586 1 26
Option purchased . 315,417 1,805 2,197
SWAPD vttt ettt ettt ettt ettt ettt 14,544,565 21,444 29,163
15,343,568 23,250 31,386
Credit derivative CONMTACES ........ccceceeeeeerierieiereesieere e eeeereeseesesneneenas 478,815 896 1,279
Other OTC derivative CONTACES .......ccveevvieeeeeeieeieeeeeereeeeeeeeeeeee e 359,619 3,206 9,185
26,194,734 70,230 91,308

The above table is compiled in accordance with the ‘Capital Adequacy Ratio’ return submitted to the HKMA. This
return is prepared using a consolidated basis as specified by the HKMA under the requirements of section 98(2) of
the Banking Ordinance. This consolidation basis is different from the group’s basis of consolidation for accounting
purposes, as explained in note 21. Therefore, the contract amounts shown in the above table are different from

those disclosed in Note 17 of the 2012 Annual Report and Accounts.

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

HK$289,275m (2011: HK$280,732m).
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

6 Counterparty credit risk-related exposures (continued)

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

2012 2011
HKS$m HK$m
Used for credit portfolio
Credit default swap
Protection DOUZNE ......c.couiiiiiiiiiieie ettt 2,763 3,158
ProteCtion SOIA .....coivevieiiiiiiiieeiee ettt ettt s e bbb b et sese s eneeseneebenes - -
Total return swap
Protection DOUZNT ........c.civiiiiiieiiic et 29,278 21,735
ProteCtion SOLA ......ceeiiiiiiiiiecieete ettt ettt ettt e b eaesbesbeeseeseesaese e s e bebesaenrens - -
32,041 24,893
Used for intermediation activities
Credit default swap
Protection DOUZNE .......coouiiiiiiiii ettt 164,249 230,506
ProteCtion SOLA ......cocviiiiiiiicctieie ettt ettt ettt e sb b ae e be et e eaeeaeeeaers e b et e ereeaeareas 152,173 218,812
Total return swap
Protection DOUZNE .......cocuiiiiiieiiieiet ettt s et a et b e snene 3,215 402
Protection SOLA ..ottt ettt tenes 7,710 4,202
327,347 453,922
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

7 Credit risk mitigation

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

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

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

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

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

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

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

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

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

LGD and EAD values, in the case of individually assessed exposures, are determined by reference to internal risk
parameters based on the nature of the exposure. For retail portfolios, credit mitigation data is incorporated into the
internal risk parameters and fed into the calculation of the EL band summarising both customer delinquency and
product or facility risk.

24



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

8 Asset securitisation

Group securitisation strategy

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

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

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

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

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

The group as investor

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

The group as originator

The group securitises customer loans and advances that it originated using special purpose entities (‘SPEs’), in order to
diversify its sources of funding for asset origination and for capital efficiency purposes. In such cases, the group
transfers the loans and advances to the SPEs for cash, and the SPEs issue debt securities to investors to fund the cash
purchases. The group may also act as a derivative counterparty or provide a guarantee. Credit enhancements to the
underlying assets may be used to obtain investment grade ratings on the senior debt issued by the SPEs. The group
currently consolidates these securitisations for accounting purposes. The group did not use any SPEs to securitise
exposures acquired from third parties during the year (2011: none). The group’s policy on credit risk mitigation to
mitigate the risks of securitisation exposures retained is same as that for non-securitisation exposures, as set out in
Note 7.

In addition, the group uses SPEs to mitigate the capital absorbed by some of the customer loans and advances it has
originated. Credit derivatives are used to transfer the credit risk associated with such customer loans and advances to
an SPE, using securitisations commonly known as synthetic securitisations, by which the SPEs write credit default
swap protection to the group. These SPEs are consolidated for accounting purposes when the group is exposed to the
majority of risks and rewards of ownership. The group did not originate any synthetic securitisations during the year
(2011: none).

The group as sponsor

There were no outstanding underlying exposures in securitisation transactions where the group acted as a sponsor
(2011: none).

Valuation of securitisation positions

The group’s banking and trading book investments in securitisation exposures, including re-securitisation exposures,
are valued according to their accounting classification. Valuation methods include, but are not limited to, quotations
from third parties, observed trade levels and calibrated valuations from market standard models. The principal
assumptions to determine fair value are based on benchmark information about prepayment speeds, default rates, loss
severities and the historical performance of the underlying assets. This process did not change in 2012.

The group does not originate loans and advances with an expectation to securitise them in the near future.
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To the extent that the group has exposures that it intends to securitise, they continue to be valued according to their
original accounting classification.

Securitisation activities in 2012

As an investor, the group’s securitisation activities in 2012 mainly consisted of changes to the existing portfolio mix in
the normal course of business. There was no transfer of securitisation exposures between the banking book and trading
book during the year (2011: none).

As an originator, the increase in underlying exposures in securitisation transactions in 2012 was related to the transfer
of additional residential mortgages into an existing SPE which the group continues to consolidate and owns all of the
notes and receivables. During the year, the group securitised HK$12 billion of residential mortgages in the banking
book (2011: none). There were no gains or losses recognised (2011: none).

Securitisation accounting treatment

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

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

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

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

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

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

Securitisation regulatory capital approaches

The group uses the internal ratings-based (securitisation) approach to calculate the credit risk for its securitisation
exposures in the banking book. Following the implementation of the Banking (Capital) (Amendment) Rules 2011 on 1
January 2012, the securitisation positions in the trading book are treated under the standardised (market risk) approach,
which calculates the market risk capital charge for specific interest rate risk using the same methodology as the
internal ratings-based (securitisation) approach.

The group uses Standard & Poor’s Rating Services, Moody’s Investors Service, Fitch Ratings and Rating and
Investment Information, Inc. as the ECAIs for each and all classes of securitisation exposures.
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a

Securitisation transactions — underlying exposures and impairment

2012 2011
HK$m HK$m
As originator
Traditional securitisations:
Residential MOTtZage LOANS ......c..cueueueuiriririeieieiirieietei ettt ettt es 19,213 9,167
19,213 9,167

There were no material impaired or overdue exposures securitised (2011: none) and there were no losses
recognised during the year (2011: none).

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

Securitisation exposures — by exposure type

2012 2011
Banking book Trading book Total Total
On-balance sheet exposures HK$m HK$m HK$m HKS$m
As investor
Residential mortgage loans ... 1,264 8 1,272 1,565
Student loans.........c.coceucuenene . 179 - 179 496
Commercial mortgage 10ans...........cccccceeveveeueeinnerenceenns 436 - 436 592
Loans and receivables...........cooovevuierieiiieiceceeeeeeens 1,186 - 1,186 605
ORETS ...ttt 149 - 149 170
3,214 8 3,222 3,428
Off-balance sheet exposure
As investor
Residential mortgage loans .. - - - -
Student loans.........ccccceeeenene . - - - -
Commercial mortgage 10ans..........ccceceeeveveeveuecnneererceenee 798 - 798 751
Loans and receivables..........cccvveereirenneneeneeeeceeene 82 - 82 -
OhETS .. - - - -
880 - 880 751
4,094 8 4,102 4,179
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¢ Securitisation exposures — by risk-weight bands

Securitisation exposures 2012 2011
Banking book Trading book Total Total
HK$m HKS$m HKS$m HK$m
As investor
Securitisations
- less than or equal to 10% ...cooveveeveirieirieireeeeeeeee 2,850 - 2,850 2,748
- greater than 10% and less than or equal to 20% ............... 423 - 423 399
- greater than 20% and less than or equal to 50% ... - - = -
- greater than 50% and less than or equal to 100% ... 798 - 798 752
- greater than 100% and less than or equal to 650% . - - - -
- greater than 650% and less than 1,250% .......cccoevevennnne - - - -
- deducted from capital ..........coccceeeieinniciinee 17 8 25 280
4,088 8 4,096 4,179
Re-securitisations'
- deducted from capital ........cooeeiininreeiinee 6 - 6 —
4,094 8 4,102 4,179
Capital requirements 2012 2011
Banking book Trading book Total Total
HK$m HKS$m HKS$m HK$m
As investor
Securitisations
- less than or equal to 10% .....c.ccueeininiciccinececciee 19 - 19 18
- greater than 10% and less than or equal to 20% ... 7 = 7 7
- greater than 20% and less than or equal to 50% ... - - = -
- greater than 50% and less than or equal to 100% ... . 68 - 68 64
- greater than 100% and less than or equal to 650% ........... = = = -
- greater than 650% and less than 1,250% .......cccoevevenennne - - - -
- deducted from capital ...........coccocoeieinniciinece 17 8 25 -
111 8 119 89
Re-securitisations'
- deducted from capital ........cooeeeeninrieeiine e 6 - 6 —
117 8 125 89

1 Re-securitisations were not separately analysed in 2011

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

d Securitisation exposures deducted from core and supplementary capital

2012 2011

Banking book Trading book Total Total

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

Residential mortgage 1oans...........ccooeveereenecncnennee. 3 8 11 44
Commercial mortgage loans. 13 - 13 193
Loans and receivables...........coceveerirenieenieineeeeseeseeee 7 - 7 16
OhETS .ottt - - - 27
23 8 31 280

There were no credit-enhancing interest-only strips and other exposures that have been deducted from the group’s
core capital and supplementary capital (2011: none).
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e Other disclosures

(i) There were no securitisation transactions that were subject to an early amortisation provision in which the
group was the originating institution (2011: none).

(i) There were no securitisation transactions under the internal ratings-based (securitisation) approach which were
covered by recognised guarantees or recognised credit derivative contracts during the year (2011: none).
There were no re-securitisation exposures to which credit risk mitigation or guarantees were applied.

(iii) There were no related companies within the meaning of section 35 of the Banking (Capital) Rules that the
group managed or advised, which invested in the securitisation exposures issued by (i) the group; or (ii) the
SPEs of which the group was a sponsor.

(iv) There were no outstanding exposures held by the group with the intention of transferring into securitisation
transactions (2011: none).

9 Market risk

Market risk is the risk that movements in market factors, including foreign exchange rates, interest rates, credit spreads
or equity and commodity prices will result in profits or losses to the group. The group uses an internal models
approach to calculate its general market risk for the risk categories of interest rate and foreign exchange (including
gold) exposures. As opposed to the standardised approach that was used at 31 December 2011, the group has adopted
an internal models approach to calculate the general market risk and specific risk for the risk category of equity
exposures. The group also uses an internal models approach to calculate its market risk in respect of specific risk for
interest rate exposures. The group uses the standardised approach for calculating other market risk positions as well as
trading book securitisation exposures.

Following the implementation of the Banking (Capital) (Amendment) Rules 2011 on 1 January 2012, the group’s
market risk capital requirement uses value at risk (‘VAR’), stressed VAR and an incremental risk charge. The
comprehensive risk charge is not used by the group.

Market risk capital requirement

HK$m

2012

Under the standardised (market risk) approach

COMMOUILY EXPOSUIES ..veeuveueteuireeneetestetetetertesestesteteseeteseaseseeseeeseseeseseeb e seaeasesesaest et e st et eseebentebe e ese et eseeteseabeseebentebentesn e e enenene -
OhET CQUILY EXPOSUIES .v.vvvevieeerietisietisietesietestesestesteseseeseseeseseesensesessesassesessesesesesseseeseseesessesesseseseseseseesessesessesensesensesnsnenensnens 11
Interest rate eXpOSUIES- NON-SECUTTEISALIONS ......euerveuirtereeterieterteuerteserteseetesteteseesestesessesesesesseneesenteneaseseeseneasensane o enenenenenenenens -
Interest rate eXPOSUIES- SECUITLISATIONS ......cueueiuiirtirietitetertet ettt ettt ettt be st ese s e et e st bes e beneeseseeseeaeseebentebe e nenenenenenenens -

Under the internal models approach

VAR ettt ettt h et h etk sk a At oAb At £ e A A e st A eSS4 e b e R e Rt e A Ao AR e Rt E A s e b e a stk esene et et ebenen et eeetebenene 1,012
SEEESSEA VAR .ottt ettt ettt et et et e et e et et e eaeeteete e st essesseas e s e b e be e s e e heeteeasensesbeab e s e b e be et e eteebeereersensensensensesenres 2,625
Incremental risk charge 4,672
A0S TOT BQUILY .ttt ettt ettt b e bbbt a et ettt et e b e e e st sa e st et es e et e st e b et e b et ese st es et b et ebenbe st saenean 1,033
Capital requirement for MAarket FiSK ..ot st sttt 9,353
2011

Under the standardised (market risk) approach

TNEEIESE TALE EXPOSUIES ...veuveuvirretitirtertiettettettettestetetestesbe bt esesheebe et e estestestensentensesbeabeebeaseshtes e e st e st en b e bt ebeebeeseentestentensentn e s e en e eens 9
OLhET @QUILY EXPOSULES .....cuvveriiiiirieteuereetrteeesesetese et st eueses e seseseses e sssesebesea et eseseseseatse s e st eae e s sesesesesaeseseaestans taeneenenenenenns 611
Under the internal models approach

EQUILY OPHIOIS ...ecuiuiiieiciiiiieeeteete ettt ettt ettt st a et s a bbbt a b bt s et be st e s ea b s s et saenebenean 175
Default FISK SUICRATZE ....c.eoiriiiiiiiiiiiieiee ettt b bbbttt bbbttt s et b ettt et e bbbt seebebenene 857
General market risk and Specific INTEIESt TALE TISK .......cveiiueiriiieiieiiietciese ettt ss ettt se e 1,435
Capital requirement fOr MATKEt TISK ........cooeriiiririiieiie ettt ettt e bt s e et sa et et e e eseneebennene 3,087
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Capital charge means an amount of regulatory capital which the group is required to hold for an exposure to a relevant
risk which, if multiplied by 12.5, becomes the risk-weighted amount of that exposure for that risk.

Methodology and Characteristics of Market Risk Models
e VAR and stressed VAR models

VAR is a technique that estimates the potential losses that could occur 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. A Historical Simulation
approach is used to model foreign currency, equity and interest rate risk, generated by revaluing the portfolio for each
historical scenario from one-day market movements, and is derived from a clean two-year time series of historical
market risk factor data.

A Monte Carlo approach is used to model idiosyncratic interest rate risk and default risk, generated from a statistical
model calibrated using historical time series data.

The VAR and stressed VAR models cover all material sources of price risk relating to foreign exchange risk, general
interest rate risk and specific interest rate risk. Foreign exchange risk factors include, but are not limited to, foreign
currency prices and foreign currency option volatility. General interest rate risk factors include, but are not limited to,
interest rate curves and interest rate option volatilities. Specific interest rate risk factors are principally bond and credit
derivative spread changes. During the fourth quarter of 2012, the VAR and stressed VAR models were expanded to
cover general market risk and specific risk for equity exposures. Equity risk factors include, but are not limited to,
equity and equity index prices and volatilities.

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

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

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

Add-ons are used to capture the risks of equity event, equity dividend and equity volatility skew, along with the
group’s implementation of equity VAR.

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

e Disaster Limit Matrix

Prior to migrating to the VAR model, specific equity option risks were computed on gross utilisation bases on the
underlying equity in the worst case scenario.

e Incremental Risk charge

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

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

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

The IRC is a standalone charge generating no diversification benefit with other charges.
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Analysis of VAR, stressed VAR and incremental risk charge measures

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

2012 2011
Stressed
VAR VAR VAR
HKS$m HKS$Sm HK$m
Total
Y QAT €1 ..ttt ettt e b et ettt st ettt et e beseeneeneas 114 1,084 189
AAVETAZE ..ottt ettt ettt sttt ettt b e bttt h et et ae bt eaes 133 953 130
Maximum . 218 1,529 197
Minimum 84 673 75
Interest rate
Y AT €N ..ttt ettt n s enan 94 1,035 98
AVEIAZE ..ottt ettt ettt ettt eae s 108 813 91
IMAXIIMUINE oottt ae bt et ese s ese s ese s ess s eseesessesansesessesensesnnens 158 1,146 149
IMINIIMIUITL ©aiiiieiiieiecee ettt ettt a et e e s b eseeseneeseneesensesensenensens 62 579 62
Foreign exchange
VAT €N .ttt ettt ettt ettt ne et eneenan 38 225 50
Average ..... . 42 161 50
Maximum . 88 340 116
Minimum 22 75 28
Credit spread
Y QAT €N ...ttt ettt b et ettt ettt b et e ntesbeeseeaeeneas 41 354 92
AVEIAZE ... e 46 348 60
Maximum . 98 656 929
Minimum 29 224 36
Equity
Y QAT €110 ...ttt ettt b e b ettt sa e e b e b b e saeebeereens 38 201 -
Average .. 25 188 -
Maximum . . 42 410 -
IMINIIMIUITL ©oiiieiiieie ettt ettt e s e e s e s e e eseseesaneeseneesensenennens 17 25 -

The above table is prepared in accordance with the basis of preparation used to calculate the group’s market risk
capital charge under the internal models approach. The preparation basis and the amounts shown are different from
those disclosed in Note 52 of the Annual Report and Accounts, which reflects the group’s trading VAR within Global
Markets, where the management of market risk is principally undertaken.

The following table shows an analysis of the group’s incremental risk charge:

2012

HKS$m

YEAT €IIA ...ttt ettt ettt ettt ettt et ettt ettt et e et et e eaeeteeteeat et et et et et et e eteeteereeaseneas 4,672
AALVEIAZE ..ot a et 2,186
Maximum . 4,672
Minimum .. 1,294
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Operational risk

11

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

2012 2011
HKS$m HK$m
Capital charge for 0perational TiSK ..........ccciieiriiiiriiniiiei ettt 20,011 17,714

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

Equity exposures in the banking book

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

2012 2011

HKS$m HK$m

Realised gains from sales fOr the YEar ........ccoeiiiiiiiiiiic e 2,722 147
Unrealised gains:

Amount included in reserves but not through the income statement ............ccccceerueueueerernieccrernneenenes 37,214 30,304

Amount included in supplementary Capital ...........ccooeereirerireririnieee e 1,135 1,085
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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 effect of prospective interest rate movements
which could reduce future net interest income, while balancing the cost of such hedging activities on the current net
revenue stream.

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

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

HK$m
Change in 2013 projected net interest income arising from a shift in yield curves of:
+25 basis points at the beginning of €aCh QUATTET ..........cc.eoivuiiiiiiiiiiii ettt 4,681
-25 basis points at the beginning 0f €aCh QUATTET .........c.eiiuiriiirieiieieeee ettt sa et aeteneesennene (5,571)
Change in 2012 projected net interest income arising from a shift in yield curves of:
+25 basis points at the beginning 0f €aCHh QUATLET ...........ceoieirieirieiiereee ettt s e b e be e esenees 4,785
-25 basis points at the beginning 0f €aCh QUATTET .........c.eiiueriiiiieiieie ettt st s et eene (6,848)

The main drivers of the year-on-year changes in the sensitivity of the group’s net interest income to the changes in
rates shown in the table above were mainly lower implied yield curves under a reducing interest rate scenario, while
the potential for wider margins in a rising interest rate scenario was offset by an increase in the funding requirement of
the trading book. Net interest income and its associated sensitivity as reflected in the table above include the expense
of internally funding trading assets, while related revenue is reported in ‘Net trading income’.

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

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

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

e Residual interest rate risk is transferred from the commercial bank to Balance Sheet Management under our policy
where interest rate risk is managed within defined limits.
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12

13

Interest rate exposures in the banking book (continued)

The sensitivity analysis reflects the fact that our deposit taking businesses generally benefit from rising rates which are
partially offset by increased funding costs in Balance Sheet Management given our simplifying assumption of
unchanged Balance Sheet Management positioning. The benefit to deposit taking businesses of rising rates is also
offset by the increased funding cost of trading assets, which is recorded in ‘Net interest income’ and therefore captured
in the sensitivity analysis, whereas the income from such assets is recorded in ‘Net trading income’.

Off-balance sheet exposures other than derivative transactions

14

2012 2011
HKS$m HK$m

Contract amounts
DIreCt CrEdit SUDSTITULES ....viviiiivietiiiictiereeee ettt ettt et steeteeaeete st eaeessessessesessesesseseeseesesseeseensessessensensas 69,044 57,975
Transaction-related CONtINEZENCIES ........cucueririeirueuieieiieieietiee ettt ettt ettt e s e e 124,065 105,925
Trade-related CONINZENCIES .....ccvuevieuirietirietiiteirtei ettt ettt ettt b ettt st et ettt b et beneene e 107,558 104,830
FOrward aSSEt PUICHASES ......c.eeveuiiieieiiietiietiteeste ettt sttt et et esaete e se s esesseseesenaesensesensesessenens 2,457 2,870
Forward deposits PLACEA ........c.cccoiriiiuiueiiniieiciciete ettt - 247
Commitments that are unconditionally cancellable without prior NOtCE .........cccevveereirererieincneeneene 1,290,390 1,173,870
Commitments which have an original maturity of not more than one year ............ccoceevveveeerieeneverienens 97,458 91,393
Commitments which have an original maturity of more than one year .............cccccoveueeiennnccccnnnnnne 150,716 133,613
1,841,688 1,670,723
Risk-weighted amounts 214,479 193,043

The table above gives the nominal contract amounts and risk-weighted amounts of contingent liabilities and
commitments. The information is consistent with that in the ‘Capital Adequacy Ratio’ return submitted to the HKMA
by the group. The return is prepared on a consolidated basis as specified by the HKMA under the requirements of
section 98(2) of the Banking Ordinance.

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

Loans and advances to customers by geographical area

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

Rest of
Asia-Pacific/
Hong Kong Other Total
HK$m HK$m HKS$m
At 31 December 2012
Gross loans and advances t0 CUSLOMETS .........cc.ccuevvevvieriireereereeeeereeneeeereseere e 1,090,273 1,268,541 2,358,814
At 31 December 2011
Gross loans and advances t0 CUSTOMETS ........c..ccveeveeeuieerieereeereeereeereeereeeaeeeeeeaeeeaeeeaneas 1,002,945 1,139,227 2,142,172
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15 Loans and advances to customers by industry sectors

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

Gross Advances Collateral and other security
2012 2011 2012 2011
HKS$m HK$m HKS$Sm HK$m
Gross loans and advances to customers (restated)’ (restated)
for use in Hong Kong
Industrial, commercial and financial
Property development ..........ccococveereeirieenereneriseeeeeeenes 68,345 72,794 21,530 24,685
Property inVEStMENt ........cceveereirieieieieieieienee e 206,760 199,314 162,437 153,699
Financial CONCEINS ........c.ccvevvevvivvieiiirierieeeeeeeeeeeieereeee e 13,533 11,852 3,020 1,804
Stockbrokers .................. 3,373 3,117 680 331
Wholesale and retail trade . 88,658 75,379 25,331 19,352
Manufacturing .........ccccceeeeevveenenee 33,904 28,743 7,566 5,897
Transport and transport eqUIPMent ...........ceceevevrveverevenenes 27,328 27,429 19,402 18,948
Recreational activities .........cccceeerereeeeeeieieienienesee e 480 88 154 17
Information technology .........cccccovvveecrininininceccnres 5,741 4,888 1,390 34
OhETS .vivieicieieeeee et ne 60,170 58,775 23,608 18,508
508,292 482,379 265,118 243,275
Individuals
Advances for the purchase of flats under the Hong Kong
Government’s Home Ownership Scheme, Private Sector
Participation Scheme
and Tenants Purchase Scheme .............ccccocoevevvevveerennane. 24,426 25,640 24,426 25,558
Advances for the purchase of other
residential Properties .........coeovereeerieeneenerireeeeceenenns 336,906 298,560 336,906 298,277
Credit card adVANCES .......c.ccevveeveeeieiierieeeeeeeeeeeeeereere e 45,941 41,200 - -
OhETS v ne 39,554 40,036 9,522 11,250
446,827 405,436 370,854 335,085
Gross loans and advances to customers
for use in Hong Kong ........cccoeveviiniiniiniccece 955,119 887,815 635,972 578,360
Trade fINANCE .......occveveiiiicieciieteeee et 166,521 142,253 26,784 31,113
Gross loans and advances to customers
for use outside Hong Kong ..........cccoeeveeneinenncnnenne 1,237,174 1,112,104 445,386 394,110
Gross loans and advances to CUStOMErs ............ccccveeveeneaenn 2,358,814 2,142,172 1,108,142 1,003,583

1 Certain comparatives have been restated to reflect changes in classification in the current period disclosure.

The categories of advances, and the relevant definitions, used by the HKMA differ from those used for internal
purposes by the HSBC Group, including The Hongkong and Shanghai Banking Corporation Limited and its
subsidiaries, as disclosed in note 18 on the financial statements.

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

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

35



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

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

16 Non-bank mainland exposures

The analysis of non-bank mainland exposures is based on the categories of non-bank counterparties and the type of
direct exposures defined by the HKMA under the Banking (Disclosure) Rules with reference to the HKMA return for
non-bank mainland exposures, which includes the mainland exposures extended by the Bank and its wholly owned
banking subsidiaries in mainland China.

On-balance Off-balance Total Specific
sheet exposure  sheet exposure exposures provisions
HK$m HK$m HKS$m HKSm
At 31 December 2012
Mainland entities .........ceceeeeerereeueeeeenirereeeeeeee e 122,389 10,794 133,183 -
Companies and individuals outside the mainland
where the credit is granted for use in the mainland ............. 29,586 1,195 30,781 46
Other counterparties the exposures to whom are considered
by the Bank to be non-bank mainland exposures ................ 3,703 2,537 6,240 —
155,678 14,526 170,204 46
Mainland exposures of wholly owned mainland subsidiaries:
Loans and advances ............cccoocveeveeieeeeeeieeieeeeeeeeee e 147,122 3,544 150,666 138
Debt securities and other ............ccooveiveeieieieieieceeene. 107,667 19,757 127,424 —
254,789 23,301 278,090 138
410,467 37,827 448,294 184
At 31 December 2011
Mainland entities .........ccoevieiieerieieieieiececeee e 99,498 11,161 110,659 -
Companies and individuals outside the mainland where
the credit is granted for use in the mainland .............c..c.c..... 52,382 7,557 59,939 44
Other counterparties the exposures to whom are considered
by the Bank to be non-bank mainland exposures ................ 4,325 1,353 5,678 —
156,205 20,071 176,276 44
Mainland exposures of wholly owned mainland subsidiaries:
Loans and adVances ............cccooevveeeeieeceeeeeeeeeeeeeeeeeeeeenens 129,699 3,739 133,438 50
Debt securities and other ..........ccocoeeeiveeieieieieeseeeeee, 104,469 19,574 124,043 —
234,168 23,313 257,481 50
390,373 43,384 433,757 94
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17 Cross-border exposures

The group’s country risk exposures in the tables below are prepared in accordance with the HKMA Return of External
Positions Part II: Cross-Border Claims (MA(BS)9) guidelines.

Cross-border claims are on-balance sheet exposures to counterparties based on the location of the counterparties after
taking into account the transfer of risk.

The tables show claims on individual countries and territories or areas, after recognised risk transfer, amounting to not
less than 10% of the aggregate cross-border claims.

Cross-border risk is controlled centrally through a well-developed system of country limits and is frequently reviewed
to avoid concentration of transfer, economic or political risk.

Public
sector
Banks entities’ Others Total
HKS$m HKS$m HK$m HKS$m
As at 31 December 2012
Asia-Pacific excluding Hong Kong
CRINA 1ottt 312,712 18,708 157,617 489,037
ONETS .ttt 172,179 214,737 277,901 664,817
484,891 233,445 435,518 1,153,854
Americas
United SEAES ....voeveeeeeeieeceeeeeeee et 21,249 115,285 34,315 170,849
ONETS .ottt 39,740 21,480 97,006 158,226
60,989 136,765 131,321 329,075
Europe 226,409 58,524 94,623 379,556
As at 31 December 2011
Asia-Pacific excluding Hong Kong
CRINA 1ottt 281,204 59,324 125,582 466,110
ONETS .ttt een 138,852 206,296 245,577 590,725
420,056 265,620 371,159 1,056,835
Americas
UNIted SEAtES ....cvoveviieviieeiieiieieeeeeeeeetee et 52,676 120,498 41,505 214,679
ONETS .ttt 38,203 18,866 88,227 145,296
90,879 139,364 129,732 359,975
Europe 217,656 58,750 57,528 333,934

1 Includes balances with central banks.
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18 Non-structural foreign exchange positions

19

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

United
States Singapore Brunei Korea
dollars dollars dollars Won
HKS$m HK$m HKS$m HK$m
As 31 December 2012
SPOL ASSELS .uvvevenieienieiiieneeeeeeteeeteeete st eseseeseeseneesesaesesesesseneeseneesan 1,401,014 255,743 18,949 65,400
SPOt HADIIEIES ...veveveveveiieiieieieieieieieieeee et (1,599,404) (235,337) (23,941) (22,994)
Forward purchases ..........c.coveueeerenininiecinnieiee e 6,365,644 558,434 3,822 533,171
FOrward SAIES ........ccoovevivieiirieirieieeieteeeete e (6,162,237) (574,195) (3,801) (574,781)
Net Options POSILIONS .......cvcveueeiririeueieiiierieereereteeeseree e eieeseeeeenene 3,205 (268) - 529
8,222 4,377 (4,971) 1,325
As 31 December 2011
SPOL ASSELS ..vniniiieieniiirieteieeert ettt 1,254,317 325,563 10,508 65,785
Spot liabilities (1,430,476) (331,008) (27,893) (19,383)
Forward purchases ..........ccccceveereinieinieieeneeneeseeeeeeeeeene 5,816,926 436,756 752 317,589
FOrward SAlES ........ccooveiereieiiieisieeeieieeteee e (5,669,458) (413,455) (1,467) (364,293)
Net Options POSILIONS ....c.eeveeeeveiererieiereeierieieeteeete e eeseeesnene 9,826 (14) — —
(18,865) 17,842 (18,100) (302)

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

Liquidity ratio

The Banking Ordinance requires banks operating in Hong Kong to maintain a minimum liquidity ratio of 25%,
calculated in accordance with the provisions of the Fourth Schedule of the Banking Ordinance. This requirement
applies separately to the Hong Kong branches of the Bank and to those subsidiary companies which are Authorised
Institutions under the Banking Ordinance in Hong Kong.

The average liquidity ratios for the year are as follows:

2012 2011
% %
Hong Kong branches of the Bank ..........c.cccooiueiiiiniiiiiiccciieccceeseee e 38.3 33.6
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20 Senior management compensation and benefits

Remuneration of senior management and key personnel

The following tables show the remuneration paid to senior management and key personnel. These disclosures are
made pursuant to the HKMA Supervisory Policy Manual CG-5 ‘Guideline on a Sound Remuneration System’.

Senior management is defined as those persons responsible for oversight of the group’s strategy, activities or material
business lines. This includes the Executive Directors, Executive Committee members, Chief Executive, Alternative
Chief Executive and Managers as registered with the HKMA. There were 23 members of senior management in 2012
(2011: 23 members). This includes two members (2011: two) who are Directors of, and are remunerated by, HSBC
Holdings Plc and are consequently not included in the disclosures below.

Key personnel is defined as individual employees whose duties or activities involve the assumption of material risk or
the taking on of material exposures on behalf of the group.

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

2012 2011
Senior Key Senior Key
management personnel management personnel
(21 people) (31 people) Total (21 people) (25 people) Total
HKS$m HKSm HKS$m HK$m HKS$m HKSm
Fixed
Cash based ......cocovevveeneieeecne 91 112 203 91 91 182
Variable'
Cash ..o 62 100 162 66 82 148
Non-Deferred Shares ........c.cccceceee 31 84 115 32 76 108
Deferred cash ......ccoeeeeeenrciecncne 45 124 169 49 112 161
Deferred shares .........cccccccevveuccncne 107 139 246 106 115 221
Total variable pay ........cccccevevevennne 245 447 692 253 385 638
Analysis of deferred remuneration
2012 2011
Senior Key Senior Key
management personnel management personnel
(21 people) (31 people) Total (21 people) (25 people) Total
HK$m HKS$m HKS$m HKS$Sm HKS$m HKS$m
Deferred remuneration at
31 December
Outstanding, unvested® ..o 346 674 1,020 387 759 1,146
Outstanding, cash .........cccccevencnnne 84 168 252 59 112 171
Outstanding, shares ..........c.coceueueucne 262 506 768 328 647 975
Awarded during the year ................ 210 332 542 152 324 476
Paid out ....cooeveceiniine 323 628 951 128 126 254
Deferred shares paid out. 301 593 894 128 126 254
Deferred cash paid out.... 22 35 57 - — -

Reduced through performance
adjustment .........coceeveiniiineenn. -

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

their level of total variable compensation.

2 Outstanding, unvested, deferred remuneration is exposed to ex post explicit adjustments. There is no retained remuneration exposed to
ex post explicit adjustments as at 31 December 2012 and 31 December 2011.

3 There is no reduction of deferred remuneration and retained remuneration due to ex post explicit adjustments during 2012 and 2011.
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21 Principal subsidiaries and basis of consolidation

The basis of consolidation for accounting purposes is in accordance with Hong Kong Financial Reporting Standards
(‘HKFRS’). HKFRS is a collective term which includes all applicable individual Hong Kong Financial Reporting
Standards, Hong Kong Accounting Standards and Interpretations issued by the Hong Kong Institute of Certified Public
Accountants.

The major subsidiaries of the Bank for accounting purposes are:

Hang Seng Bank Limited

HSBC Bank (China) Company Limited
HSBC Bank Malaysia Berhad

HSBC Bank Australia Limited*

HSBC Bank (Taiwan) Limited*

HSBC Insurance (Asia) Limited*
HSBC Life (International) Limited*

* Held indirectly

The basis of consolidation for regulatory purposes is different from the basis of consolidation for accounting purposes.
Subsidiaries included in consolidation for regulatory purposes are specified in a notice from the HKMA in accordance
with section 98(2) of the Banking Ordinance. Subsidiaries not included in consolidation for regulatory purposes are
securities and insurance companies that are authorised and supervised by a regulator and are subject to supervisory
arrangements regarding the maintenance of adequate capital to support business activities comparable to those
prescribed for authorised institutions under the Banking (Capital) Rules and the Banking Ordinance. The Bank’s
shareholdings in these subsidiaries are deducted from its core capital and supplementary capital as determined in
accordance with Part 3 of the Banking (Capital) Rules.

With respect to Notes 2 to 11 and 13, the principal subsidiaries that are not included in the consolidation for regulatory
purposes are:

Hang Seng Insurance Company Limited

HSBC Insurance (Asia Pacific) Holdings Limited and subsidiaries
HSBC Securities Japan Limited

HSBC Securities Brokers (Asia) Limited

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