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HSBC HOLDINGS PLC

Financial Statements (continued)
Consolidated income statement / Consolidated statement of comprehensive income

Consolidated income statement for the year ended 31 December 2012

2012 2011 2010
Notes US$m US$m US$m
Interest income 56,702 63,005 58,345
Interest expense (19,030) (22,343) (18,904)
INEt INLETESt INCOME ....vvevieiiieiiieieieeie ettt ettt sa e sbe b ese e eseeseeseesaennenes 37,672 40,662 39,441
FEE INCOIME ..ottt st b et s s e ens 20,149 21,497 21,117
FEE EXPEOIISE ..vvviieiiieiieiei ettt sttt ettt st neebennne (3,719) (4,337) (3,762)
NEE FEE INCOIMIE ...ttt ettt eaeeeteeereeenes 16,430 17,160 17,355
Trading income excluding net interest iNCOME .......ooevvveieieierereeerieerieneenes 4,408 3,283 4,680
Net interest income on trading activities 2,683 3,223 2,530
Net trading INCOME ....c.vvieuiuiiirieieieiiree ettt 7,091 6,506 7,210
Changes in fair value of long-term debt issued and related derivatives ......... (4,327) 4,161 (258)
Net income/(expense) from other financial instruments designated
AL TAIT VAIUE .o 2,101 (722) 1,478
Net income/(expense) from financial instruments designated at fair value ... 3 (2,226) 3,439 1,220
Gains less losses from financial iINVEStMENtS ...........ccovevierierineneiieieieiens 1,189 907 968
Dividend income ................... . 221 149 112
Net earned iNSUrANCE PIEMIUIMS ....c.veveueereeeeerereeereeteresseseseeseeeeseeseneesesseeeseeneas 4 13,044 12,872 11,146
Gains on disposal of US branch network, US cards business and Ping An
Insurance (Group) Company of China, Limited ........ccccccconnreininnnenens 26 7,024 -
Other Operating IMCOME .........o.eueueuiirieeeueiiirireeieieiee ettt 2,100 1,766 2,562
Total operating inCoOME ...........c.cccooviiiiiiiiiiiiii e 82,545 83,461 80,014
Net insurance claims incurred and movement in liabilities to
POHCYNOLIACTS ...t 5 (14,215) (11,181) (11,767)
Net operating income before loan impairment charges and
other credit risK Provisions ...............cococooivriiniiineineneeeeeeeee 68,330 72,280 68,247
Loan impairment charges and other credit risk provisions ..........c.ccoevuevenene. 6 (8,311) (12,127) (14,039)
Net operating inCOME ..o 60,019 60,153 54,208
Employee compensation and benefits ..........cocoeeerrrieininnneecreecene 7 (20,491) (21,166) (19,836)
General and administrative eXpenses ..........c.ccoveueueereereeueuenens . (19,983) (17,459) (15,156)
Depreciation and impairment of property, plant and equipment . . 24 (1,484) (1,570) (1,713)
Amortisation and impairment of intangible assets ..........c.coceceoerirreecninnnnne 23 (969) (1,350) (983)
Total operating eXpenses ..............ccoeueueiiriririecinnieeeeeere e (42,927) (41,545) (37,688)
Operating Profit ..o 6 17,092 18,608 16,520
Share of profit in associates and joint VENTUIES ............ccccevvvurueueucrieieueuercrernnnns 22 3,557 3,264 2,517
Profit Defore tax ............c.ocooooiiiiiiicccc e 20,649 21,872 19,037
TAX EXPEIISE ...ttt 9 (5,315) (3,928) (4,846)
Profit for the year ..o 15,334 17,944 14,191
Profit attributable to shareholders of the parent company ...........c.cccccceveveueneee 14,027 16,797 13,159
Profit attributable to non-controlling iNterests ...........coccoeeeeerernereercenennne 1,307 1,147 1,032
US$ US$ US$
Basic earnings per ordinary Share ...........cocoeeeeinnnecinnneeeceeeee 11 0.74 0.92 0.73
Diluted earnings per ordinary Share ............cococeveriverieenieerieisee e 11 0.74 0.91 0.72

The accompanying notes on pages 383 to 515 form an integral part of these financial statements'.

For footnote, see page 382.
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Consolidated statement of comprehensive income for the year ended 31 December 2012

Profit Or the YEaT .....c.cciiiiiiiiiiiicc e

Other comprehensive income/(expense)
Available-for-sale INVESTMENLS ..........ccocoouiiiiiiiiiiiiii e
— £2IF VAIUE GAINST ..o
fair value gains transferred to the income statement on disposal .............c........
— amounts transferred to the income statement in respect of impairment
LOSSES ..t
— ITICOMMIE TAXES vevvviurerinteeiteneeteseetesteteseese e ese st eseeseseeseseeseneese e esene et e e esensesessenesseneenas

Cash flOW REAZES .....voveviviiiieieicii et
— fair value ains/(10SSES) ...cvviieririeeiieeriee ettt
— fair value (gains)/losses transferred to the income statement .............cccccceeeueeee
— INCOMIE TAXES ...ttt

Actuarial gains/(losses) on defined benefit plans ...........cccocvveinevireniiiinieesces
— DEfOre INCOME TAXES ..uvovieeeietieiieiietiee ettt ettt ettt s beeseene s eneenee
— IICOIME TAXES vovveviereriereriiteseeteseeteseetestetete et esesseseeseseeseseesessesessesessesessesesseseeseneenas

Share of other comprehensive income/(expense) of associates and joint
VEINTUIES oottt st

— Share for the YEaT .....c.ccoiviriieiiice e

— reclassified to income statement on disposal ...........cccceverirerieinieinieeree e

EXchange differences .........coeoiiiieiiiiiiiieiet et
— foreign exchange gains reclassified to income statement on disposal of a

FOT@IZN OPETALION ......cuiieiiiiiiiiieictcie ettt

— other exchange difference ...........oocoieriiiiiiicce e

Income tax attributable to exchange differences ..........c.cceocovvvvccoinnncccinneee.

Other comprehensive income for the year, net of tax .........ccoceeecvirnnccceneneccne.

Total comprehensive income for the Year ..........cccocovveeeiininneccinneeceeeenenen

Total comprehensive income for the year attributable to:
— shareholders of the parent CoOmMPanYy ...........cccoeerecerieinenineneeeeeesee e
— NON-CONTOIIING INLEIESES ...vvivivirietieieieieteeieteeiet ettt enas

2012 2011 2010
US$m US$m US$m
15,334 17,944 14,191
5,070 674 5,835
6,396 1,279 6,368
1,872) (820) (1,174)
1,002 583 1,118
(456) (368) (477)
109 187 (271)
552 (581) (178)
423) 788 (164)
20) (20) 71
(195) 1,009 (61)
(391) 1,267 (60)
196 (258) (1)
533 (710) 107
311 (710) 107
222 - -
1,017 (2,865) (567)
1,128) - -
2,145 (2,865) (567)
= 165 -
6,534 (1,540) 5,043
21,868 16,404 19,234
20,455 15,366 18,087
1,413 1,038 1,147
21,868 16,404 19,234

The accompanying notes on pages 383 to 515 form an integral part of these financial statements'.

For footnote, see page 382.
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HSBC HOLDINGS PLC

Financial Statements (continued)
Consolidated balance sheet / Consolidated statement of cash flows

Consolidated balance sheet at 31 December 2012

2012 2011

Notes US$m US$m
Assets
Cash and balances at central DANKS ..........ccoeiiiiriiriiinieireesee e 141,532 129,902
Items in the course of collection from other banks ............ccccceeviiiiiiiiiiiiiiiceceeeee s 7,303 8,208
Hong Kong Government certificates of indebtedness 22,743 20,922
TTAAINE ASSELS ettt ettt ettt bbbt b et bt b bt ea et ettt eb et bene et ea e etenes 14 408,811 330,451
Financial assets designated at fair Valte ..........occccceoiviiiiieeiiinniccee s 18 33,582 30,856
Derivatives 19 357,450 346,379
Loans and advances t0 DANKS ............cccooiiiiiiiiiiiiceteeec ettt ettt 152,546 180,987
Loans and advances t0 CUSTOIMETS .........cc.ccveieiiiuerueerieteieeeteeseessesesessesseeseeseeseeseessessessesessesseeseenns 997,623 940,429
Financial investments .................. 20 421,101 400,044
Assets held for sale .... 26 19,269 39,558
Other assets ............. 26 54,716 48,699
CUITENLE TAX ASSCES ©.vvieurieerieiietieteeteeteeteeveeseeteeaeeteeteeseeseese e seesseasseeseesssesssesseesseesasesasesaseanns 515 1,061
Prepayments and accrued INCOME ..........c.cucueuiiririiieiiiiiiireieicerteeeeeecee ettt 9,502 10,059
Interests in associates and joint ventures 22 17,834 20,399
Goodwill and INtANZIDIE ASSELS ....ecvevviieririeieiiieteiet ettt es e esens 23 29,853 29,034
Property, plant and eqUIPIMENT ...........coueiriiiriiieire et 24 10,588 10,865
DETEITEA tAX ASSELS ...vviviiuieerieiiitictiete et ettt ettt et et et e eteete vt eae s ess e e et et et eeaeeteeseensessessensesseseeseeaas 9 7,570 7,726
TOLAL @SSEES 1.veuviviitietietietiett et ettt ete ettt et et e et e st e beeaesaeebeese e s e esee st e st e st e nseeseebeebeeseeseessene et esennennan 2,692,538 2,555,579
Liabilities and equity
Liabilities
Hong Kong currency notes in circulation . 22,742 20,922
Deposits by banks .........ccceceveircenerinennne 107,429 112,822
CUSTOMET ACCOUNES ....ouviitiiieiietieetieeeteetteetteeeteeteeetteeaeeesseesseesseesseesseesseesssesseesseesseesseesseenseensesssesaseanns 1,340,014 1,253,925
Items in the course of transmission to Other banks ...........cccoceveiireiieiieneeeeeeee e 7,138 8,745
Trading liabilities 27 304,563 265,192
Financial liabilities designated at fair VAIUE .........ccooivieieiiieiiieeieeeeeee e 28 87,720 85,724
DIETIVALIVES .vvivieieiiieiiee ettt ettt ettt ettt et s et e st et et ese et ese s eseebessesessese s esesesesesesens 19 358,886 345,380
Debt securities in issue w29 119,461 131,013
Liabilities of disposal groups held for sale ..........c.ccoviieiiiininiiciiiccceccce s 30 5,018 22,200
Oher THADIIITIES ..vouveviieiiiietieietieteietet ettt s e b st ese s s se s ese s eseeseseeseseesens 30 33,862 27,967
Current tax liabilities .............coe.... 1,452 2,117
Liabilities under insurance contracts .. 31 68,195 61,259
Accruals and deferred income ............ 13,184 13,106
PIOVISIONS ..oviiitiiieie ettt ettt ettt e et e et e eteeteeateeateeseeseeseeseeseeaseeseeseeseenreens 32 5,252 3,324
Deferred tax HabIlItiES ........occioiiiiiiieiet ettt ettt ettt ettt ve e ettt es et e eveeaeenes 9 1,109 1,518
Retirement benefit liabilities 7 3,905 3,666
SUbOrdinated HHADIIITIES .......c.oovieiiiiiiiieiieie ettt ettt ettt et et ae et ae s e s e eseeaeeaeas 33 29,479 30,606
TOtAl HADIITIES ....ovvoviiieiieeieececetceet ettt ettt ess et ese et ae et eas et asese s eseseesens 2,509,409 2,389,486
Equity
Called up Share CaPILal ........c.ceeieuiriiiieireee ettt 38 9,238 8,934
Share premium account .... 10,084 8,457
Other eqUIty INSTIUMENLS ......c.ouiuiuiiiiirieieieiiini ettt ettt ee 5,851 5,851
OENET TESEIVES .vevevieveeeieteeteete ettt et ettt ettt et et e et e et et e eseeaeeaeeae et et et et et eeseesseteeseensensensenseseseeseeaes 29,722 23,615
REtAINEA CAIMINGZS ...vovieviiietiietiiee ettt st s e eb st e e s eseese e esenaesesesennens 120,347 111,868
Total Shareholders” EQUILY .....ooveueveuiiririeteieietete ettt 175,242 158,725
Non-controlling interests 37 7,887 7,368
TOTAL EQUILY .ttt ettt ettt bttt ettt 183,129 166,093
Total equity and HADIIILIES ........c.ceeiriiiriiieiiiieece et 2,692,538 2,555,579

The accompanying notes on pages 383 to 515 form an integral part of these financial statements'.

For footnote, see page 382.

D J Flint, Group Chairman
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Consolidated statement of cash flows for the year ended 31 December 2012

Cash flows from operating activities
Profit Before tax .......cccocovieieeirinirieicciec e

Adjustments for:

— net gain from investing activities
— share of profits in associates and joint ventures

— gain on disposal of US branch network, US cards business and
Ping An Insurance (Group) Company of China, Limited ..........c.cccueeee

— other non-cash items included in profit before tax
— change in operating assets
— change in operating liabilities ........
— elimination of exchange differences’ .

— dividends received from associates ...........

— contributions paid to defined benefit plans

X PAIA oottt

Net cash (used in)/generated from operating activities

Cash flows from investing activities

Purchase of financial investments
Proceeds from the sale and maturity of financial investments .
Purchase of property, plant and equipment
Proceeds from the sale of property, plant and equipment .
Proceeds from the sale of loan portfolios
Net purchase of intangible assets
Net cash outflow from acquisition of subsidiaries

Net cash inflow from disposal of US branch network and US

CArAS DUSINESS ...ttt
Net cash inflow/(outflow) from disposal of other subsidiaries

ANA DUSINESSES ..cnvevevviiniirieteiei ettt ettt eiens
Net cash outflow from acquisition of or increase in stake of associates ........

Net cash outflow from the deconsolidation of funds

Proceeds from disposal of Ping An Insurance (Group) Company of China,
LAMIted oo
Proceeds from disposal of other associates and joint ventures ..............c.ccce...

Net cash generated/(used) in investing activities

Cash flows from financing activities

Issue of ordinary share capital

Issue of other equity instruments

Net sales/(purchases) of own shares for market-making and

investment purposes

Net sales/(purchases) of own shares to meet share awards and share
OPLION AWATAS ...euveeiteiieeeiet ettt

On exercise of share options
Subordinated loan capital issued

Subordinated loan capital repaid ..........ccccooeeeereienne

Net cash inflow/(outflow) from change in stake in subsidiaries .
Dividends paid to shareholders of the parent company
Dividends paid to non-controlling interests
Dividends paid to holders of other equity instruments

Net cash generated from/(used in) financing activities

Net increase/(decrease) in cash and cash equivalents ....................cc.o.......

Cash and cash equivalents at 1 January

Exchange differences in respect of cash and cash equivalents .......................

Cash and cash equivalents at 31 December

2012 2011 2010
Notes US$m US$m US$m
20,649 21,872 19,037
(2,094) (1,196) (1,698)
(3,557) (3,264) (2,517)
(7,024) _ -
39 19,778 19,878 18,887
39 (116,521) (7.412) (13,267)
39 89,070 44,012 42,272
(3,626) 10,840 (1,799)
489 304 441
(733) (1,177) (3.,321)
(5,587) (4,095) (2,293)
(9,156) 79,762 55,742
(342,974) (319,008) (341,202)
329,926 311,702 321,846
(1,318) (1,505) (2,533)
241 300 4,373
- - 4243
(1,008) (1,571) (1,179)
= - (86)
20,905 - -
(863) 216 466
(1,804) (90) (1,589)
- - (19,566)
1,954 ~ -
594 25 254
5,653 (9,931) (34,973)
594 96 180
- - 3,718
25) (225) 163
- (136) 11
- - 2
37 7 4,481
(1,754) (.777) (2.475)
(14) 104 (229)
(5,925) (5,014) (3,441)
(572) (568) (595)
(573) (573) (413)
(8,232) (10,086) 1,402
(11,735) 59,745 22,171
325,449 274,076 250,766
1,594 (8,372) 1,139
39 315,308 325,449 274,076

The accompanying notes on pages 383 to 515 form an integral part of these financial statements'.

For footnote, see page 382.
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HSBC HOLDINGS PLC

Financial Statements (continued)
Consolidated statement of changes
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HSBC Holdings balance sheet at 31 December 2012

2012 2011
Notes US$m US$m
Assets
Cash at bank and in hand:

— balances with HSBC undertakings ..........ccceevveriveieiiieieieisieesiesieieeeie e enens 353 316
Derivatives ......ccocveeveueeeeinieeeecicenereeeeceene w19 3,768 3,568
Loans and advances to HSBC undertakings 41,675 28,048
FINancial INVESTMENTS ........c.ccieviiiiirieiieieteiesie ettt ettt et ete e e et e b e esesteeteeseeasesseseessessessessessessens 1,208 1,078
CUITEIE TAX ASSELS .euveveuveuieeseeeeseetesietesteterteseseeseeseseeteseaseseese e et eseeseses e sesesseneeseneesenseseneeseseneeseneesenes 147 104
Prepayments and acCrued INCOME .......oveveueiriirieueiiiiieieieiei ettt 82 32
Investments in SUDSIAIATIES .....c.ccvieviiuiiuieeieieieiet ettt ettt et et ere e ss s s e sse s e sseeaas 25 92,234 90,621
Property, plant and equipment . 3 4
DEFEITEA tAX ASSELS ..vvvvevievieietieietiietetete et ese ettt ettt e et se s s b et e se s ese e eseseesessese s esesseseeseseesenes 9 14 91
TOLAL @SSEES 1.viuvieiitierietietietiet et e et e steeteete e e et e e et et e beesesseebeeseesseseessessessessesseeseeseeneesaessensesensensennas 139,484 123,862
Liabilities and equity
Liabilities
Amounts owed to HSBC undertakings .........coveoirieieiiininienieciecseeee e 12,856 2,479
Financial liabilities designated at fair Value ...........cccovvireiinininieccicc s 28 23,195 21,151
DIEIIVALIVES ...vivivieiieiieiiei ettt sttt ettt et et et et et e et et eeaeeseeteese e s esbe s e s eabeeseesseseeseessensensesessessens 19 760 1,067
DEDt SECUTTHIES 1N ISSUE ...vvieuviieeieeriete et ettt ettt eeveeveeeeeteeteeaeeaeeteeaveeseeseeseenseeseenseeseereens 29 2,691 2,613
Oher THADIIITIES ..vouveviieiiietieietieteiete ettt sttt b et se s ese st e s be b ese s esseseneeseseesens 30 30 911
Accruals and deferred income . 1,018 1,008
Subordinated HADIIITIES ......c.cviveiiiieietiietiieieei ettt ettt b e sene s 33 11,907 12,450
TOLAl THADIIIEIES ...vvivviviiiiietiete ettt ettt ettt ettt et b b e e aeebeereeasessessensesbessessesesenseeaas 52,457 41,679
Equity
Called up Share CaPILALl .....c.cocoivieieiiiiiiet ettt 38 9,238 8,934
Share premium account .... 10,084 8,457
Other equity instruments 5,828 5,828
OENEE TESEIVES .vevvvieveeeteteteete ettt et et ettt et e et e et e teeseeaeete e st et eas et et et eeseeaseseessensensensenseseseeseeaes 37,170 36,849
Retained GarniNngs ........coocucueiiiriiiiiciiireecic ettt 24,707 22,115
TOTAL EQUILY vttt ettt bbbttt ettt b ettt 87,027 82,183
Total equity and HADIIITIES ......cc.eirieirieiiiei ettt etens 139,484 123,862

The accompanying notes on pages 383 to 515 form an integral part of these financial statements'.

For footnote, see page 382.

D J Flint, Group Chairman
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HSBC HOLDINGS PLC

Financial Statements (continued)
HSBC Holdings statement of cash flows / Statement of changes in equity

HSBC Holdings statement of cash flows for the year ended 31 December 2012

2012 2011
Notes US$m US$m
Cash flows from operating activities
PrOfit DETOTE TAX ...cvviviiiiieeitccecet ettt ettt ettt ettt ettt a et et e s eeaeeteeteeaeeasens et et e b e eaeenas 8,679 5,758
Adjustments for:
— non-cash items included in profit before tax .........c.coccoviviiriiniinceee e 39 535 77
— Change IN OPEIAtING ASSELS ..ouveviveririeriererieteeetetesestes ettt et et et es et ese s tesseseese e eseneesessesensesensens 39 4,011) (5,489)
— change in operating Habilities ...........ccccviririiiiiiiniriccei e 39 2,951 (414)
— net loss from investing activities . - 570
S EAX PAIA vttt ettt r et n et n bt a ettt en et ene et s enennene (549) (57)
Net cash generated from Operating aCtiVIties ..........ccveuereeuerieirieirieirieieteeste et 7,605 445
Cash flows from investing activities
Proceeds from sale of financial INVESTMENLS ..........oerieiieirieirieireeee e - 941
Net cash outflow from acquisition of or increase in stake of subsidiaries ...........c.ccceceeeerrennne (1,973) (626)
Net cash from/(used in) INVEStING ACHVILIES ......vveueuiririeieieiiiirieieieicit ettt eaeas (1,973) 315
Cash flows from financing activities
Issue of ordinary Share Capital ..........ocociveiiieieiiieeeee et ens 1,905 96
Sales of own shares to meet share awards and share option awards 178 -
Subordinated loan capital TEPAId ........ccooioiiiiiiiiiiee e (760) (750)
DEDE SECUTILIES ISSUEA ...vivviiiiiiiiiiictiett ettt ettt ettt et et e et e b et este et e ese e e easeseessensesensesseeseens 2,000 5,338
Debt SECUIITIES TEPALA. ......evviiiiieiiciciire ettt (2,420) -
DIVIAENAS PAIA .ttt sttt benenea (5,925) (5,014)
Dividends paid to holders of other equity INSIUMENLS ........cevveririeirieirieieieieeee s (573) (573)
Net cash used in fINANCING ACLIVILIES ....c.eoveuiriiirieiriiieteiet et (5,595) (903)
Net increase/(decrease) in cash and cash equivalents ..................c.ccocoviiiiniiiinie 37 (143)
Cash and cash equivalents at 1 JANUATY ........ccoiiiiiriiiniiicece e 316 459
Cash and cash equivalents at 31 DECEMDET .........c.ccoviviriiuiiiriiiniriciiiicccte e 39 353 316

The accompanying notes on pages 383 to 515 form an integral part of these financial statements'.

For footnote, see page 382.
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HSBC Holdings statement of changes in equity for the year ended 31 December 2012

At 1 January 2012 ..o

Profit for the year ..........coevveevvveinennnn
Other comprehensive income

(Net OF taX) wovvevevireieireereeeeeee
Available-for-sale investments .............
Income tax .....cccocevevienineniniieieeen

Total comprehensive income for

the Year ..ooveieieieiieireeeceeeee
Shares issued under employee share

Plans ..o
Shares issued in lieu of dividends

and amounts arising thereon® ...........
Dividends to shareholders' .....................
Tax credit on distributions ....................
Own shares adjustment
Exercise and lapse of share options ......
Cost of share-based payment

AITANZEMENS .....vviiiieiecicicieieiennas
Income taxes on share-based payments
Equity investments granted to

employees of subsidiaries under

employee share plans .............c.cc....

At 31 December 2012 ............ccoevenenes

At 1 January 2011 .o

Profit for the year .........c.ccccceeenncccane
Other comprehensive income

(Net 0f taX) wovveveveriieirieeeeeeeeeens
Available-for-sale investments .............
Income tax .....cccccevevininininiiicie

Total comprehensive income for

the Year ...coevivieieieieiieeccreee
Shares issued under employee share

Plans ...ooveeiiie
Shares issued in lieu of dividends

and amounts arising thereon® ...........
Dividends to shareholders' ...................
Tax credit on distributions ....................
Own shares adjustment
Exercise and lapse of share options ......
Cost of share-based payment

AITANZEMENES .veveeieieecicireereieaee
Equity investments granted to

employees of subsidiaries under

employee share plans ...........c.cccco...
Other MOVemMents ........ccovvevvveeeerinennne

At 31 December 2011 ...coveveveveiernee

Other reserves

Other Available- Total
Called up equity Retained  for-sale Other Merger share-
share Share instru- earnings fair value paid-in and other holders’
capital premium’'  ments 2 reserve  capital® reserves’  equity
US$m US$m US$m US$m US$m US$m US$m US$m
8,934 8,457 5,828 22,115 12 1,710 35,127 82,183
- - - 8,082 - - - 8,082
- - - - 102 - - 102
- - - - 129 - - 129

— — — — 27) - - 27
- - - 8,082 102 - - 8,184
119 1,812 = (26) = = = 1,905
185 (185) - 2,429 - - - 2,429

- - - (8,042) - - - (8,042)
- - - 32 - - - 32
- - - 379 - - - 379
- - - (219) - 219 - -
- - - 55 - - - 55
- - - 10 - - - 10

— — — (108) — — — (108)
9,238 10,084 5,828 24,707 114 1,929 35,127 87,027
8,843 8,454 5,828 21,440 56 1,583 35,127 81,331
- - - 5,471 - - - 5,471

— — — — (44) — — (44)

- - - - (61) - - (61)
— — — — 17 — — 17
- — - 5,471 (44) - - 5,427
6 90 - - - - - 96
85 87 - 2,232 - - - 2,230

- - - (7,501) - - - (7,501)
- — - 128 - - — 128

- - - (265) - - - (265)
- - - 127) - 127 - -
- - - 57 - - - 57
- - - 674 - - - 674
— — — 6 - - — 6
8,934 8,457 5,828 22,115 12 1,710 35,127 82,183

Dividends per ordinary share at 31 December 2012 were US$0.41 (2011: US$0.39; 2010: US$0.34).

The accompanying notes on pages 383 to 515 form an integral part of these financial statements'.

For footnotes, see page 382.
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HSBC HOLDINGS PLC

Financial Statements (continued)
Footnotes // Notes on the Financial Statements > 1 - Basis of preparation

Footnotes to Financial Statements

1 The ‘Critical accounting policies’ on pages 54 to 57, the audited sections of ‘Risk’ on pages 123 to 280 and the audited sections of
‘Capital’ on pages 281 to 300 are also an integral part of these financial statements.

2 Fair value gains in available-for-sale investments for 2012 include US$737m relating to the investment in Ping An classified as assets
held for sale.

3 Adjustment to bring changes between opening and closing balance sheet amounts to average rates. This is not done on a line-by-line
basis, as details cannot be determined without unreasonable expense.

4 Share premium includes a nil deduction in respect of issuance costs incurred during the year (2011: US$2m; 2010: US$1m).

5 Cumulative goodwill amounting to US$5,138m has been charged against reserves in respect of acquisitions of subsidiaries prior to
1 January 1998, including US$3,469m charged against the merger reserve arising on the acquisition of HSBC Bank plc. The balance
of US$1,669m has been charged against retained earnings.

6 Retained earnings include 86,394,826 (US$874m) of own shares held within HSBC's Insurance business, retirement funds for the
benefit of policyholders or beneficiaries within employee trusts for the settlement of shares expected to be delivered under employee
share schemes or bonus plans, and the market-making activities in Global Markets (2011: 98,498,019 (US$1,320m); 2010:
123,331,979 (US$1,799m)).

7 The movement in reserves relating to equity-settled share-based payment arrangement is recognised in ‘Retained earnings’ in the
‘Consolidated Statement of change in equity’ with effect from 1 January 2011. Previously it was disclosed separately in a ‘Share-based
payment reserve’ within ‘Other reserves’. Comparative data have been restated accordingly. The adjustment reduced ‘Other reserves’
and increased ‘Retained earnings’ by US$1,982m at 31 December 2012 (2011: US$2,274m; 2010: US$1,755m). There was no effect on
basic or diluted earnings per share following this change.

8 Amounts transferred to the income statement in respect of cash flow hedges include US$43m gain (2011: US$104m gain; 2010:
US$605m gain) taken to ‘Net interest income’ and US$380m gain (2011: US$893m loss; 2010: US$441m loss) taken to ‘Net trading
income’.

9 Statutory share premium relief under Section 131 of the Companies Act 1985 (the ‘Act’) was taken in respect of the acquisition of
HSBC Bank plc in 1992, HSBC France in 2000 and HSBC Finance Corporation in 2003 and the shares issued were recorded at their
nominal value only. In HSBC's consolidated financial statements the fair value differences of US$8,290m in respect of HSBC France
and US$12,768m in respect of HSBC Finance Corporation were recognised in the merger reserve. The merger reserve created on the
acquisition of HSBC Finance Corporation subsequently became attached to HSBC Overseas Holdings (UK) Limited (‘HOHU’),
following a number of intra-group reorganisations. During 2009, pursuant to Section 131 of the Companies Act 1985, statutory share
premium relief was taken in respect of the rights issue and US$15,796m was recognised in the merger reserve. The merger reserve
includes the deduction of US$614m in respect of costs relating to the rights issue, of which US$149m was subsequently transferred to
the income statement. Of this US$149m, US$121m was a loss arising from accounting for the agreement with the underwriters as a
contingent forward contract. The merger reserve excludes the loss of US$344m on a forward foreign exchange contract associated with
hedging the proceeds of the rights issue.

10 Including distributions paid on preference shares and capital securities classified as equity.

11 During June 2010, HSBC Holdings issued US$3,800m of Perpetual Subordinated Capital Securities, Series 2 (‘capital securities’) on
which there were US$82m of external issuance costs and US$23m of intra-group issuance costs which are classified as equity under
IFRSs. The capital securities are exchangeable at HSBC Holdings’ option into non-cumulative US dollar preference shares on any
coupon payment date. Interest on the captial securities is paid quarterly and may be deferred at the discretion of HSBC Holdings. The
capital securities may only be redeemed at the option of HSBC Holdings.

12 Retained earnings include 3,903,901 (US$57m) of own shares held to fund employee share plans (2011: 33,557,764 (US8563m)).

13 Other paid-in capital arises from the exercise and lapse of share options granted to employees of HSBC Holdings subsidiaries.
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HSBC HOLDINGS PLC

Notes on the Financial Statements

1 - Basis of preparation

1

Basis of preparation

(a)

Compliance with International Financial Reporting Standards

The consolidated financial statements of HSBC and the separate financial statements of HSBC Holdings have
been prepared in accordance with International Financial Reporting Standards (‘IFRSs’) as issued by the
International Accounting Standards Board (‘ASB’) and as endorsed by the EU. EU-endorsed IFRSs may differ
from IFRSs as issued by the IASB if, at any point in time, new or amended IFRSs have not been endorsed by
the EU.

At 31 December 2012, there were no unendorsed standards effective for the year ended 31 December 2012
affecting these consolidated and separate financial statements, and there was no difference between IFRSs
endorsed by the EU and IFRSs issued by the IASB in terms of their application to HSBC. Accordingly, HSBC’s
financial statements for the year ended 31 December 2012 are prepared in accordance with IFRSs as issued by
the IASB.

IFRSs comprise accounting standards issued by the IASB and its predecessor body as well as interpretations
issued by the IFRS Interpretations Committee (‘IFRIC’) and its predecessor body.

As aresult of changing market practices in response to regulatory and accounting changes, as well as general
market developments, HSBC revised its methodology for estimating the credit valuation adjustment (‘CVA”) for
derivatives at 31 December 2012. Previously, the probability of default (‘PD’) used in the CVA calculation was
based on HSBC’s internal credit rating for the counterparty taking into account how credit ratings may
deteriorate over the duration of the exposure based on historical rating transition matrices. The revised
methodology maximises the use of the PDs based on market-observable data, such as credit default swap
(‘CDS’) spreads. Where CDS spreads are not available, PDs are estimated having regard to market practice,
considering relevant data including both CDS indices and historical rating transition matrices. In addition, HSBC
aligned its methodology for estimating the debit valuation adjustment (‘DVA”’) to be consistent with that applied
for CVA as at 31 December 2012. Historically, HSBC considered that a zero spread was appropriate in respect
of own credit risk and consequently did not adjust derivative liabilities for its own credit risk.

At 31 December 2012, the effect of the changes in fair value estimates as a result of the revisions to
methodology was to reduce derivative liabilities by US$518m and to reduce derivative assets by US$899m
resulting in a reduction in net trading income of US$381m. It is impracticable to estimate the effect of the
changes in fair value estimates on future periods. See Note 15 for further information on CVA and DVA
methodologies.

During 2012, HSBC adopted a number of interpretations and amendments to standards which had an
insignificant effect on the consolidated financial statements of HSBC and the separate financial statements of
HSBC Holdings.

Differences between IFRSs and Hong Kong Financial Reporting Standards

There are no significant differences between [FRSs and Hong Kong Financial Reporting Standards in terms
of their application to HSBC and consequently there would be no significant differences had the financial
statements been prepared in accordance with Hong Kong Financial Reporting Standards. The Notes on the
Financial Statements, taken together with the Report of the Directors, include the aggregate of all disclosures
necessary to satisfy IFRSs and Hong Kong reporting requirements.

Presentation of information

Disclosures under IFRS 4 ‘Insurance Contracts’ and IFRS 7 ‘Financial Instruments: Disclosures’ concerning the
nature and extent of risks relating to insurance contracts and financial instruments have been included in the
audited sections of the ‘Report of the Directors: Risk’ on pages 123 to 280.

Capital disclosures under IAS 1 ‘Presentation of Financial Statements’ have been included in the audited
sections of ‘Report of the Directors: Capital” on pages 281 to 300.

Disclosures relating to HSBC’s securitisation activities and structured products have been included in the
audited section of ‘Report of the Directors: Risk” on pages 123 to 280.

In accordance with HSBC’s policy to provide disclosures that help investors and other stakeholders understand
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

1 - Basis of preparation

(d)

(e)

the Group’s performance, financial position and changes thereto, the information provided in the Notes on the
Financial Statements and the Report of the Directors goes beyond the minimum levels required by accounting
standards, statutory and regulatory requirements and listing rules. In particular, HSBC has provided additional
disclosures following the issue of the Enhanced Disclosures Task Force (‘EDTF’) report ‘Enhancing the Risk
Disclosures of Banks’ in 2012 and will further enhance its risk disclosures in 2013. The report aims to help
financial institutions identify areas that investors had highlighted needed better and more transparent information
about banks’ risks, and how these risks relate to performance measurement and reporting. The recommendations
for disclosure improvement focused on the principal risks faced by the banking industry, and included
disclosures about risk governance, capital adequacy, liquidity, funding, credit risk, market risk and other risks. In
addition, HSBC follows the British Bankers’ Association Code for Financial Reporting Disclosure (‘the BBA
Code’). The BBA Code aims to increase the quality and comparability of UK banks’ disclosures and sets out five
disclosure principles together with supporting guidance. In line with the principles of the BBA Code, HSBC
assesses good practice recommendations issued from time to time by relevant regulators and standard setters and
will assess the applicability and relevance of such guidance, enhancing disclosures where appropriate.

In publishing the parent company financial statements here together with the Group financial statements, HSBC
Holdings has taken advantage of the exemption in section 408(3) of the Companies Act 2006 not to present its
individual income statement and related notes that form a part of these financial statements.

HSBC'’s consolidated financial statements are presented in US dollars which is also HSBC Holdings’ functional
currency. HSBC Holdings’ functional currency is the US dollar because the US dollar and currencies linked to
it are the most significant currencies relevant to the underlying transactions, events and conditions of its
subsidiaries, as well as representing a significant proportion of its funds generated from financing activities.
HSBC uses the US dollar as its presentation currency in its consolidated financial statements because the US
dollar and currencies linked to it form the major currency bloc in which HSBC transacts and funds its business.

Use of estimates and assumptions

The preparation of financial information requires the use of estimates and assumptions about future conditions.
The use of available information and the application of judgement are inherent in the formation of estimates;
actual results in the future may differ from estimates upon which financial information is prepared. Management
believes that HSBC’s critical accounting policies where judgement is necessarily applied are those which relate
to impairment of loans and advances, goodwill impairment, the valuation of financial instruments, deferred tax
assets and provisions for liabilities. See ‘Critical accounting policies’ on pages 54 to 57, which form an integral
part of these financial statements.

Further information about key assumptions concerning the future, and other key sources of estimation
uncertainty, are set out in the Notes on the Financial Statements.

Consolidation

The consolidated financial statements of HSBC comprise the financial statements of HSBC Holdings and its
subsidiaries made up to 31 December, with the exception of the banking and insurance subsidiaries of HSBC
Bank Argentina, whose financial statements are made up to 30 June annually to comply with local regulations.
Accordingly, HSBC uses their audited interim financial statements, drawn up to 31 December annually.

Subsidiaries are consolidated from the date that HSBC gains control. The acquisition method of accounting is
used when subsidiaries are acquired by HSBC. The cost of an acquisition is measured at the fair value of the
consideration, including contingent consideration, given at the date of exchange. Acquisition-related costs are
recognised as an expense in the income statement in the period in which they are incurred. The acquired
identifiable assets, liabilities and contingent liabilities are generally measured at their fair values at the date of
acquisition. Goodwill is measured as the excess of the aggregate of the consideration transferred, the amount of
non-controlling interest and the fair value of HSBC’s previously held equity interest, if any, over the net of the
amounts of the identifiable assets acquired and the liabilities assumed. The amount of non-controlling interest is
measured either at fair value or at the non-controlling interest’s proportionate share of the acquiree’s identifiable
net assets. In a business combination achieved in stages, the previously held equity interest is remeasured at the
acquisition-date fair value with the resulting gain or loss recognised in the income statement. In the event that the
amount of net assets acquired is in excess of the aggregate of the consideration transferred, the amount of non-
controlling interest and the fair value of HSBC’s previously held equity interest, the difference is recognised
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immediately in the income statement.

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

Entities that are controlled by HSBC are consolidated until the date that control ceases.

In the context of Special Purpose Entities (‘SPE’s), the following circumstances may indicate a relationship in
which, in substance, HSBC controls and consequently consolidates an SPE:

e the activities of the SPE are being conducted on behalf of HSBC according to its specific business needs so
that HSBC obtains benefits from the SPE’s operation;

e  HSBC has the decision-making powers to obtain the majority of the benefits of the activities of the SPE or,
by setting up an ‘autopilot’ mechanism, HSBC has delegated these decision-making powers;

e HSBC has rights to obtain the majority of the benefits of the SPE and therefore may be exposed to risks
incidental to the activities of the SPE; or

e HSBC retains the majority of the residual or ownership risks related to the SPE or its assets in order to
obtain benefits from its activities.

HSBC performs a re-assessment of consolidation whenever there is a change in the substance of the relationship
between HSBC and an SPE.

All intra-HSBC transactions are eliminated on consolidation.

The consolidated financial statements of HSBC also include the attributable share of the results and reserves

of joint ventures and associates. These are based on financial statements made up to 31 December, with the
exception of BoCom, Ping An and Industrial Bank which are included on the basis of financial statements

made up for the twelve months to 30 September. These are equity accounted three months in arrears in order

to meet the requirements of the Group’s reporting timetable. HSBC takes into account the effect of significant
transactions or events that occur between the period from 1 October to 31 December that would have a material
effect on its results. As discussed further in Note 26, HSBC announced disposal of its entire shareholding in Ping
An. As a result of the disposal of the first tranche of shares on 7 December 2012, HSBC no longer had
significant influence over Ping An at 31 December 2012 and ceased to account for it as an associate.

Future accounting developments

At 31 December 2012, a number of standards and amendments to standards had been issued by the IASB which
are not effective for these consolidated financial statements. In addition to the projects to complete financial
instrument accounting, the IASB is continuing to work on projects on insurance, revenue recognition and lease
accounting which, together with the standards described below, could represent significant changes to
accounting requirements in the future.

Amendments issued by the IASB
Standards applicable in 2013

In May 2011, the IASB issued IFRS 10 ‘Consolidated Financial Statements,” IFRS 11 ‘Joint Arrangements’ and
IFRS 12 ‘Disclosure of Interests in Other Entities.” In June 2012, the IASB issued amendments to IFRS 10, IFRS
11 and IFRS 12 ‘Transition Guidance’. The standards and amendments are effective for annual periods
beginning on or after 1 January 2013 with early adoption permitted. IFRSs 10 and 11 are required to be applied
retrospectively.

Under IFRS 10, there is one approach for determining consolidation for all entities, based on the concept

of power, variability of returns and their linkage. This replaced the approach which applies to these financial
statements which emphasises legal control or exposure to risks and rewards, depending on the nature of the
entity. IFRS 11 places more focus on the investors’ rights and obligations than on the structure of the
arrangement, and introduces the concept of a joint operation. IFRS 12 is a comprehensive standard on disclosure
requirements for all forms of interests in other entities, including for unconsolidated structured entities.

We do not expect the overall effect of IFRS 10 and IFRS 11 on the financial statements to be material.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

1 - Basis of preparation / 2 - Summary of significant accounting policies

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

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

The effect of IFRS 13 is not expected to be material to HSBC.

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

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

Based on our estimate of the effect of this particular amendment on the 2012 consolidated financial statements,
the change would have an immaterial effect on pre-tax profit and total operating expenses, with no effect on the
pension liability. Therefore, the effect at the date of adoption on 1 January 2013 was not material to HSBC.

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

Standards applicable in 2014

In December 2011, the IASB issued amendments to IAS 32 ‘Offsetting Financial Assets and Financial
Liabilities’ which clarify the requirements for offsetting financial instruments and address inconsistencies

in current practice when applying the offsetting criteria in IAS 32 ‘Financial Instruments: Presentation’. The
amendments are effective for annual periods beginning on or after 1 January 2014 and are required to be applied
retrospectively.

Based on our initial assessment, we do not expect the amendments to IAS 32 to have a material effect on
HSBC’s financial statements.

In October 2012, the IASB issued amendments to IFRS 10, IFRS 12 and IAS 27 ‘Investment Entities’, which
introduced an exception to the principle that all subsidiaries shall be consolidated. The amendments require a
parent that is an investment entity to measure its investments in particular subsidiaries at fair value through
profit or loss instead of consolidating all subsidiaries in its consolidated and separate financial statements. The
amendments are effective from 1 January 2014 with early adoption permitted. Based on our initial assessment,
we do not expect the amendments to have a material effect on HSBC’s consolidated financial statements.

Standards applicable in 2015

In November 2009, the IASB issued IFRS 9 ‘Financial Instruments’ which introduced new requirements for the
classification and measurement of financial assets. In October 2010, the IASB issued an amendment to IFRS 9
incorporating requirements for financial liabilities. Together, these changes represent the first phase in the
IASB’s planned replacement of IAS 39 ‘Financial Instruments: Recognition and Measurement.’

Following the IASB’s decision in December 2011 to defer the effective date, the standard is effective for annual
periods beginning on or after 1 January 2015 with early adoption permitted. IFRS 9 is required to be applied
retrospectively but prior periods need not be restated.
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The second and third phases in the IASB’s project to replace IAS 39 will address the impairment of financial
assets and hedge accounting.

The IASB is in the process of amending the requirements for classification and measurement in IFRS 9 to
address practice and other issues.

The final IFRS 9 requirements for classification and measurement and impairment remain uncertain and so
HSBC remains unable to provide a date by which it will apply IFRS 9 as a whole and it remains impracticable
to quantify the effect of IFRS 9 as at the date of the publication of these financial statements.

EU endorsement

All the standards applicable in 2013 and 2014 have been endorsed for use in the EU, except for the amendments
to IFRS 10, IFRS 11 and IFRS 12 ‘Transition Guidance’ and the amendments to IFRS 10, IFRS 12 and IAS 27
‘Investment Entities’. Until these amendments are endorsed, the relief they provide for comparatives disclosures
in accordance with IFRS 12 will not be available for use in the EU.

2 Summary of significant accounting policies

(a)

Interest income and expense

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

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

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

Non-interest income

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

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

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

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

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

Net income from financial instruments designated at fair value includes all gains and losses from changes
in the fair value of financial assets and financial liabilities designated at fair value through profit or loss. Interest
income and expense and dividend income arising on these financial instruments are also included, except for
interest arising from debt securities issued by HSBC, and derivatives managed in conjunction with those debt
securities, which is recognised in ‘Interest expense’ (Note 2a).
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Notes on the Financial Statements (continued)

2 - Summary of significant accounting policies

(c)

(d

—

(e)

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

Operating segments

Due to the nature of the Group, HSBC’s chief operating decision-maker regularly reviews operating activity on
a number of bases, including by geographical region and by global business. HSBC considers that geographical
operating segments represent the most appropriate information for the users of the financial statements to best
evaluate the nature and financial effects of the business activities in which HSBC engages, and the economic
environments in which it operates. This reflects the importance of geographic factors on business strategy and
performance, the allocation of capital resources, and the role of geographical regional management in executing
strategy. As a result, HSBC’s operating segments are considered to be geographical regions.

Measurement of segmental assets, liabilities, income and expenses is in accordance with the Group’s accounting
policies. Segmental income and expenses include transfers between segments and these transfers are conducted
on arm’s length terms and conditions. Shared costs are included in segments on the basis of the actual recharges
made. The expense of the UK bank levy is included in the Europe geographical region as HSBC regards the levy
as a cost of being headquartered in the UK.

Valuation of financial instruments

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

Subsequent to initial recognition, the fair values of financial instruments measured at fair value are measured in
accordance with HSBC’s valuation methodologies, which are described in Notes 15 and 16.

Reclassification of financial assets

Non-derivative financial assets (other than those designated at fair value through profit or loss upon initial
recognition) may be reclassified out of the fair value through profit or loss category in the following
circumstances:

— financial assets that would have met the definition of loans and receivables at initial recognition (if the
financial asset had not been required to be classified as held for trading) may be reclassified out of the fair
value through profit or loss category if there is the intention and ability to hold the financial asset for the
foreseeable future or until maturity; and

— financial assets (except financial assets that would have met the definition of loans and receivables at initial
recognition) may be reclassified out of the fair value through profit or loss category and into another
category in rare circumstances.

When a financial asset is reclassified as described in the above circumstances, the financial asset is reclassified at
its fair value on the date of reclassification. Any gain or loss already recognised in the income statement is not
reversed. The fair value of the financial asset on the date of reclassification becomes its new cost or amortised
cost, as applicable.
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(f)

(9)

Loans and advances to banks and customers

Loans and advances to banks and customers include loans and advances originated by HSBC which are not
classified as held for trading or designated at fair value. Loans and advances are recognised when cash is
advanced to a borrower. They are derecognised when either the borrower repays its obligations, or the loans

are sold or written off, or substantially all the risks and rewards of ownership are transferred. They are initially
recorded at fair value plus any directly attributable transaction costs and are subsequently measured at amortised
cost using the effective interest method, less any reduction from impairment or uncollectibility. Where exposures
are hedged by derivatives designated and qualifying as fair value hedges, the carrying value of the loans and
advances so hedged includes a fair value adjustment relating only to the hedged risk.

Loans and advances are reclassified to ‘Assets held for sale’ when their carrying amounts are to be recovered
principally through sale, they are available for sale in their present condition and their sale is highly probable
(Note 2ac); however, such loans and advances continue to be measured in accordance with the policy described
above.

HSBC may commit to underwrite loans on fixed contractual terms for specified periods of time, where the
drawdown of the loan is contingent upon certain future events outside the control of HSBC. Where the loan
arising from the lending commitment is expected to be held for trading, the commitment to lend is recorded as

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

Financial assets which have been reclassified into the loans and receivables category are initially recorded at the
fair value at the date of reclassification and are subsequently measured at amortised cost, using the effective
interest rate determined at the date of reclassification.

Impairment of loans and advances

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

Individually assessed loans and advances

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

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

Loans that meet the above criteria will be individually assessed for impairment, except when volumes of defaults
and losses are sufficient to justify treatment under a collective assessment methodology.

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

Notes on the Financial Statements (continued)

2 - Summary of significant accounting policies

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

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

— aconcession granted to the borrower for economic or legal reasons relating to the borrower’s financial
difficulty that results in forgiveness or postponement of principal, interest or fees, where the concession is
not insignificant; and

there has been deterioration in the financial condition or outlook of the borrower such that its ability to
repay is considered doubtful.

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

— HSBC’s aggregate exposure to the customer;

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

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

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

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

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

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

— when available, the secondary market price of the debt.

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

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

Collectively assessed loans and advances

Impairment is assessed on a collective basis in two circumstances:

— to cover losses which have been incurred but have not yet been identified on loans subject to individual
assessment; and

—  for homogeneous groups of loans that are not considered individually significant.
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Incurred but not yet identified impairment

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

The collective impairment allowance is determined after taking into account:

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

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

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

The period between a loss occurring and its identification is estimated by local management for each identified
portfolio. The factors that may influence this estimation include economic and market conditions, customer
behaviour, portfolio management information, credit management techniques and collection and recovery
experiences in the market. As it is assessed empirically on a periodic basis the estimated period between a loss
occurring and its identification may vary over time as these factors change.

Homogeneous groups of loans and advances

Statistical methods are used to determine impairment losses on a collective basis for homogeneous groups of
loans that are not considered individually significant, because individual loan assessment is impracticable.
Losses in these groups of loans are recorded on an individual basis when individual loans are written off, at
which point they are removed from the group. Two alternative methods are used to calculate allowances on a
collective basis:

—  When appropriate empirical information is available, HSBC utilises roll rate methodology. This
methodology employs statistical analyses of historical data and experience of delinquency and default to
estimate the amount of loans that will eventually be written off as a result of the events occurring before the
balance sheet date which HSBC is not able to identify on an individual loan basis, and that can be reliably
estimated. Under this methodology, loans are grouped into ranges according to the number of days past due
and statistical analysis is used to estimate the likelihood that loans in each range will progress through the
various stages of delinquency, and ultimately prove irrecoverable. In addition to the delinquency groupings,
loans are segmented according to their credit characteristics as described above. Current economic
conditions are also evaluated when calculating the appropriate level of allowance required to cover
inherent loss. The estimated loss is the difference between the present value of expected future cash flows,
discounted at the original effective interest rate of the portfolio, and the carrying amount of the portfolio.

In certain highly developed markets, sophisticated models also take into account behavioural and account
management trends as revealed in, for example, bankruptcy and rescheduling statistics.

—  When the portfolio size is small or when information is insufficient or not reliable enough to adopt a roll
rate methodology, HSBC adopts a basic formulaic approach based on historical loss rate experience. The
period between a loss occurring and its identification is explicitly estimated by local management, and is
typically between six and twelve months.

The inherent loss within each portfolio is assessed on the basis of statistical models using historical data
observations, which are updated periodically to reflect recent portfolio and economic trends. When the most
recent trends arising from changes in economic, regulatory or behavioural conditions are not fully reflected in
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

2 - Summary of significant accounting policies

the statistical models, they are taken into account by adjusting the impairment allowances derived from the
statistical models to reflect these changes as at the balance sheet date.

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

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

Werite-off of loans and advances

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

Reversals of impairment

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

Reclassified loans and advances

Where financial assets have been reclassified out of the fair value through profit or loss category to the loans and
receivables category, the effective interest rate determined at the date of reclassification is used to calculate any
impairment losses.

Following reclassification, where there is a subsequent increase in the estimates of future cash receipts as a result
of increased recoverability of those cash receipts, the effect of that increase is recognised as an adjustment to the
effective interest rate from the date of change in the estimate rather than as an adjustment to the carrying amount
of the asset at the date of change in the estimate.

Assets acquired in exchange for loans

Non-financial assets acquired in exchange for loans as part of an orderly realisation are recorded as assets held
for sale and reported in ‘Other assets’ if the carrying amounts of the assets are recovered principally through
sale, the assets are available for sale in their present condition and their sale is highly probable. The asset
acquired is recorded at the lower of its fair value less costs to sell and the carrying amount of the loan (net of
impairment allowance) at the date of exchange. No depreciation is charged in respect of assets held for sale. Any
subsequent write-down of the acquired asset to fair value less costs to sell is recognised in the income statement,
in ‘Other operating income’. Any subsequent increase in the fair value less costs to sell, to the extent this does
not exceed the cumulative write-down, is also recognised in ‘Other operating income’, together with any realised
gains or losses on disposal.

Renegotiated loans

Loans subject to collective impairment assessment whose terms have been renegotiated are no longer considered
past due, but are treated as up to date loans for measurement purposes once a minimum number of payments
required have been received. Loans subject to collective impairment assessment whose terms have been
renegotiated are segregated from other parts of the loan portfolio for the purposes of collective impairment
assessment, to reflect their risk profile. Loans subject to individual impairment assessment, whose terms have
been renegotiated, are subject to ongoing review to determine whether they remain impaired. The carrying
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(h)

(i)

amounts of loans that have been classified as renegotiated retain this classification until maturity or
derecognition.

A loan that is renegotiated is derecognised if the existing agreement is cancelled and a new agreement made on
substantially different terms, or if the terms of an existing agreement are modified, such that the renegotiated
loan is substantially a different financial instrument.

Trading assets and trading liabilities

Treasury bills, debt securities, equity securities, loans, deposits, debt securities in issue, and short positions in
securities are classified as held for trading if they have been acquired or incurred principally for the purpose of
selling or repurchasing in the near term, or they form part of a portfolio of identified financial instruments that
are managed together and for which there is evidence of a recent pattern of short-term profit-taking. These
financial assets or financial liabilities are recognised on trade date, when HSBC enters into contractual
arrangements with counterparties to purchase or sell the financial instruments, and are normally derecognised
when either sold (assets) or extinguished (liabilities). Measurement is initially at fair value, with transaction costs
taken to the income statement. Subsequently, the fair values are remeasured, and gains and losses from changes
therein are recognised in the income statement in ‘Net trading income’.

Financial instruments designated at fair value

Financial instruments, other than those held for trading, are classified in this category if they meet one or more of
the criteria set out below, and are so designated by management. HSBC may designate financial instruments at
fair value when the designation:

— eliminates or significantly reduces measurement or recognition inconsistencies that would otherwise arise
from measuring financial assets or financial liabilities, or recognising gains and losses on them, on different
bases. Under this criterion, the main classes of financial instruments designated by HSBC are:

Long-term debt issues. The interest payable on certain fixed rate long-term debt securities issued has been
matched with the interest on ‘receive fixed/pay variable’ interest rate swaps as part of a documented interest
rate risk management strategy. An accounting mismatch would arise if the debt securities issued were
accounted for at amortised cost, because the related derivatives are measured at fair value with changes in
the fair value recognised in the income statement. By designating the long-term debt at fair value, the
movement in the fair value of the long-term debt will also be recognised in the income statement.

Financial assets and financial liabilities under unit-linked insurance and unit-linked investment
contracts. Liabilities to customers under linked contracts are determined based on the fair value of the
assets held in the linked funds, with changes recognised in the income statement. If no designation was
made for the assets relating to the customer liabilities they would be classified as available for sale and the
changes in fair value would be recorded in other comprehensive income. These financial instruments are
managed on a fair value basis and management information is also prepared on this basis. Designation at fair
value of the financial assets and liabilities under investment contracts allows the changes in fair values to be
recorded in the income statement and presented in the same line;

— applies to groups of financial assets, financial liabilities or combinations thereof that are managed, and their
performance evaluated, on a fair value basis in accordance with a documented risk management or
investment strategy, and where information about the groups of financial instruments is reported to
management on that basis. Under this criterion, certain financial assets held to meet liabilities under non-
linked insurance contracts are the main class of financial instrument so designated. HSBC has documented
risk management and investment strategies designed to manage such assets at fair value, taking into
consideration the relationship of assets to liabilities in a way that mitigates market risks. Reports are
provided to management on the fair value of the assets. Fair value measurement is also consistent with the
regulatory reporting requirements under the appropriate regulations for these insurance operations; and

— relates to financial instruments containing one or more embedded derivatives that significantly modify the
cash flows resulting from those financial instruments, including certain debt issues and debt securities held.

The fair value designation, once made, is irrevocable. Designated financial assets and financial liabilities are
recognised when HSBC enters into the contractual provisions of the arrangements with counterparties, which
is generally on trade date, and are normally derecognised when either sold (assets) or extinguished (liabilities).
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

2 - Summary of significant accounting policies

()

Measurement is initially at fair value, with transaction costs taken to the income statement. Subsequently, the
fair values are remeasured, and gains and losses from changes therein are recognised in the income statement in
‘Net income from financial instruments designated at fair value’.

Financial investments

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

(i) Available-for-sale financial assets are initially measured at fair value plus direct and incremental transaction

costs. They are subsequently remeasured at fair value, and changes therein are recognised in other
comprehensive income in ‘Available-for-sale investments — fair value gains/(losses)’ until the financial
assets are either sold or become impaired. When available-for-sale financial assets are sold, cumulative
gains or losses previously recognised in other comprehensive income are recognised in the income statement
as ‘Gains less losses from financial investments’.

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

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

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

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

The impairment methodologies for available-for-sale financial assets are set out in more detail below.

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

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

In addition, when assessing available-for-sale asset-backed securities (‘ABS’s) for objective evidence
of impairment, HSBC considers the performance of underlying collateral and the extent and depth of
market price declines. Changes in credit ratings are considered but a downgrade of a security’s credit
rating is not, of itself, evidence of impairment. The primary indicators of potential impairment are
considered to be adverse fair value movements and the disappearance of an active market for a security.
ABS impairment methodologies are described in more detail in ‘Impairment methodologies’ on

page 260.
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— Available-for-sale equity securities. Objective evidence of impairment for available-for sale equity
securities may include specific information about the issuer as detailed above, but may also include
information about significant changes in technology, markets, economics or the law that provides
evidence that the cost of the equity securities may not be recovered.

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

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

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

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

(ii) Held-to-maturity investments are non-derivative financial assets with fixed or determinable payments and
fixed maturities that HSBC positively intends, and is able, to hold to maturity. Held-to-maturity investments
are initially recorded at fair value plus any directly attributable transaction costs, and are subsequently
measured at amortised cost using the effective interest rate method, less any impairment losses.

Sale and repurchase agreements (including stock lending and borrowing)

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

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

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

Derivatives and hedge accounting

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

2 - Summary of significant accounting policies

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

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

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

Hedge accounting

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

Fair value hedge

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

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

Cash flow hedge

The effective portion of changes in the fair value of derivatives that are designated and qualify as cash flow
hedges is recognised in other comprehensive income within ‘Cash flow hedges — fair value gains/(losses)’. Any
gain or loss in fair value relating to an ineffective portion is recognised immediately in the income statement.

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

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

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

Hedge effectiveness testing

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

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

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

Hedge ineffectiveness is recognised in the income statement in ‘Net trading income’.

Derivatives that do not qualify for hedge accounting

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

Derivatives that do not qualify for hedge accounting include non-qualifying hedges entered into as part of
documented interest rate management strategies for which hedge accounting was not, or could not, be applied.
The size and direction of changes in fair value of non-qualifying hedges can be volatile from year to year, but do
not alter the cash flows expected as part of the documented management strategies for both the non-qualifying
hedge instruments and the assets and liabilities to which the documented interest rate strategies relate. Non-
qualifying hedges therefore operate as economic hedges of the related assets and liabilities.

(m) Derecognition of financial assets and liabilities

Financial assets are derecognised when the contractual right to receive cash flows from the assets has expired; or
when HSBC has transferred its contractual right to receive the cash flows of the financial assets, and either:

—  substantially all the risks and rewards of ownership have been transferred; or

— HSBC has neither retained nor transferred substantially all the risks and rewards, but has not retained
control.

Financial liabilities are derecognised when they are extinguished, that is when the obligation is discharged,
cancelled, or expires.
Offsetting financial assets and financial liabilities

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

Notes on the Financial Statements (continued)

2 - Summary of significant accounting policies

(o) Subsidiaries, associates and joint ventures

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

HSBC Holdings’ investments in subsidiaries are stated at cost less any impairment losses. An impairment loss
recognised in prior periods shall be reversed through the income statement if, and only if, there has been a
change in the estimates used to determine the recoverable amount of the investment in subsidiary since the last
impairment loss was recognised.

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

(p) Goodwill and intangible assets

(i) Goodwill arises on the acquisition of subsidiaries, when the aggregate of the fair value of the consideration
transferred, the amount of any non-controlling interest and the fair value of any previously held equity
interest in the acquiree exceed the amount of the identifiable assets and liabilities acquired. If the amount
of the identifiable assets and liabilities acquired is greater, the difference is recognised immediately in the
income statement. Goodwill arises on the acquisition of interests in joint ventures and associates when the
cost of investment exceeds HSBC’s share of the net fair value of the associate’s or joint venture’s
identifiable assets and liabilities.

Intangible assets are recognised separately from goodwill when they are separable or arise from contractual
or other legal rights, and their fair value can be measured reliably.

Goodwill is allocated to cash-generating units (‘CGU’) for the purpose of impairment testing, which is
undertaken at the lowest level at which goodwill is monitored for internal management purposes. HSBC’s
cash-generating units are based on geographical regions subdivided by global business. Impairment testing
is performed at least annually, and whenever there is an indication that the CGU may be impaired, by
comparing the recoverable amount of a CGU with its carrying amount. The carrying amount of a CGU is
based on the assets and liabilities of each CGU, including attributable goodwill. The recoverable amount of
an asset is the higher of its fair value less cost to sell, and its value in use. Value in use is the present value
of the expected future cash flows from a cash-generating unit. If the recoverable amount is less than the
carrying value, an impairment loss is charged to the income statement. Goodwill is stated at cost less
accumulated impairment losses.

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

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

Goodwill is included in a disposal group if the disposal group is a CGU to which goodwill has been
allocated or it is an operation within such a CGU. The amount of goodwill included in a disposal group is
measured on the basis of the relative values of the operation disposed of and the portion of the CGU
retained.

(i) Intangible assets include the present value of in-force long-term insurance business, computer software,
trade names, mortgage servicing rights, customer lists, core deposit relationships, credit card customer
relationships and merchant or other loan relationships. Computer software includes both purchased and
internally generated software. The cost of internally generated software comprises all directly attributable
costs necessary to create, produce and prepare the software to be capable of operating in the manner
intended by management. Costs incurred in the ongoing maintenance of software are expensed immediately
as incurred.
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Intangible assets are subject to impairment review if there are events or changes in circumstances that
indicate that the carrying amount may not be recoverable. Where:

— intangible assets have an indefinite useful life, or are not yet ready for use, they are tested for
impairment annually. This impairment test may be performed at any time during the year, provided it is
performed at the same time every year. An intangible asset recognised during the current period is
tested before the end of the current year; and

— intangible assets have a finite useful life, except for the present value of in-force long-term insurance
business, they are stated at cost less amortisation and accumulated impairment losses and are amortised
over their estimated useful lives. Estimated useful life is the lower of legal duration and expected useful
life. The amortisation of mortgage servicing rights is included within ‘Net fee income’.

For the accounting policy governing the present value of in-force long-term insurance business (see
Note 2y).

(iii) Intangible assets with finite useful lives are amortised, generally on a straight-line basis, over their useful
lives as follows:

TTAAC NAMICS ...ttt ettt ettt ettt st b ettt ebesene 10 years

MOrtgage SEIVICING TIZNLS ...oiveiiiiieiiietiieiesiee ettt a et ene e generally between 5 and 12 years
Internally generated software between 3 and 5 years

Purchased software ............ between 3 and 5 years
Customer/merchant relationships . ... between 3 and 10 years

ORET ettt ettt bbbttt b ettt n et eaes generally 10 years

(q) Property, plant and equipment

Land and buildings are stated at historical cost, or fair value at the date of transition to IFRSs (‘deemed cost’),
less any impairment losses and depreciation calculated to write-off the assets over their estimated useful lives as
follows:

—  freehold land is not depreciated;

— freehold buildings are depreciated at the greater of 2% per annum on a straight-line basis or over their
remaining useful lives; and

— leasehold land and buildings are depreciated over the shorter of their unexpired terms of the leases or their
remaining useful lives.

Equipment, fixtures and fittings (including equipment on operating leases where HSBC is the lessor) are stated
at cost less any impairment losses and depreciation, is calculated on a straight-line basis to write-off the assets
over their useful lives, which run to a maximum of 35 years but are generally between 5 years and 20 years.

Property, plant and equipment is subject to an impairment review if there are events or changes in circumstances
which indicate that the carrying amount may not be recoverable.

HSBC holds certain properties as investments to earn rentals or for capital appreciation, or both. Investment
properties are included in the balance sheet at fair value with changes in fair value recognised in the income
statement. Fair values are determined by independent professional valuers who apply recognised valuation
techniques.

Finance and operating leases

Agreements which transfer to counterparties substantially all the risks and rewards incidental to the ownership of
assets, but not necessarily legal title, are classified as finance leases. When HSBC is a lessor under finance leases
the amounts due under the leases, after deduction of unearned charges, are included in ‘Loans and advances to
banks’ or ‘Loans and advances to customers’, as appropriate. The finance income receivable is recognised in
‘Net interest income’ over the periods of the leases so as to give a constant rate of return on the net investment

in the leases.

When HSBC is a lessee under finance leases, the leased assets are capitalised and included in ‘Property, plant
and equipment’ and the corresponding liability to the lessor is included in ‘Other liabilities’. A finance lease and
its corresponding liability are recognised initially at the fair value of the asset or, if lower, the present value of

399

Overview

Operating & Financial Review

Corporate Governance

(2]
@
=
CIE.)
[}
8
@©
I
wn
s
o
c
@©
<
L

Shareholder Information
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Notes on the Financial Statements (continued)

2 - Summary of significant accounting policies

(s)

(t)

the minimum lease payments. Finance charges payable are recognised in ‘Net interest income’ over the period of
the lease based on the interest rate implicit in the lease so as to give a constant rate of interest on the remaining
balance of the liability.

All other leases are classified as operating leases. When acting as lessor, HSBC includes the assets subject to
operating leases in ‘Property, plant and equipment’ and accounts for them accordingly. Impairment losses are
recognised to the extent that residual values are not fully recoverable and the carrying value of the assets is
thereby impaired. When HSBC is the lessee, leased assets are not recognised on the balance sheet. Rentals
payable and receivable under operating leases are accounted for on a straight-line basis over the periods of the
leases and are included in ‘General and administrative expenses’ and ‘Other operating income’, respectively.

Income tax

Income tax comprises current tax and deferred tax. Income tax is recognised in the income statement except to
the extent that it relates to items recognised in other comprehensive income or directly in equity, in which case it
is recognised in the same statement in which the related item appears.

Current tax is the tax expected to be payable on the taxable profit for the year, calculated using tax rates enacted
or substantively enacted by the balance sheet date, and any adjustment to tax payable in respect of previous
years. HSBC provides for potential current tax liabilities that may arise on the basis of the amounts expected to
be paid to the tax authorities. Current tax assets and liabilities are offset when HSBC intends to settle on a net
basis and the legal right to offset exists.

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

Deferred tax is calculated using the tax rates expected to apply in the periods in which the assets will be realised
or the liabilities settled, based on tax rates and laws enacted, or substantively enacted, by the balance sheet date.
Deferred tax assets and liabilities are offset when they arise in the same tax reporting group and relate to income
taxes levied by the same taxation authority, and when HSBC has a legal right to offset.

Deferred tax relating to actuarial gains and losses on post-employment benefits is recognised in other
comprehensive income. Deferred tax relating to share-based payment transactions is recognised directly in
equity to the extent that the amount of the estimated future tax deduction exceeds the amount of the related
cumulative remuneration expense. Deferred tax relating to fair value re-measurements of available-for-sale
investments and cash flow hedging instruments which are charged or credited directly to other comprehensive
income, is also charged or credited to other comprehensive income and is subsequently recognised in the income
statement when the deferred fair value gain or loss is recognised in the income statement.

Pension and other post-employment benefits

HSBC operates a number of pension and other post-employment benefit plans throughout the world. These plans
include both defined benefit and defined contribution plans and various other post-employment benefits such as
post-employment healthcare.

Payments to defined contribution plans and state-managed retirement benefit plans, where HSBC’s obligations
under the plans are equivalent to a defined contribution plan, are charged as an expense as the employees render
service.

The defined benefit pension costs and the present value of defined benefit obligations are calculated at the
reporting date by the schemes’ actuaries using the Projected Unit Credit Method. The net charge to the income
statement mainly comprises the current service cost, plus the unwinding of the discount rate on plan liabilities,
less the expected return on plan assets, and is presented in operating expenses. Past service costs are charged
immediately to the income statement to the extent that the benefits have vested, and are otherwise recognised
on a straight-line basis over the average period until the benefits vest. Actuarial gains and losses comprise
experience adjustments (the effects of differences between the previous actuarial assumptions and what has
actually occurred), as well as the effects of changes in actuarial assumptions. Actuarial gains and losses are
recognised in other comprehensive income in the period in which they arise.
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(u)

(v)

The defined benefit liability recognised in the balance sheet represents the present value of defined benefit
obligations adjusted for unrecognised past service costs and reduced by the fair value of plan assets. Any net
defined benefit surplus is limited to unrecognised past service costs plus the present value of available refunds
and reductions in future contributions to the plan.

The cost of obligations arising from other post-employment defined benefit plans, such as defined benefit health-
care plans, are accounted for on the same basis as defined benefit pension plans.

Share-based payments

HSBC enters into both equity-settled and cash-settled share-based payment arrangements with its employees as
compensation for services provided by employees. Equity-settled share-based payment arrangements entitle
employees to receive equity instruments of HSBC. Cash-settled share-based payment arrangements entitle
employees to receive cash or other assets based on the price or value of the equity instruments of HSBC.

The cost of equity-settled share-based payment arrangements with employees is measured by reference to the
fair value of equity instruments on the date they are granted and recognised as an expense on a straight-line basis
over the vesting period, with a corresponding credit to ‘Retained earnings’. The vesting period is the period
during which all the specified vesting conditions of the arrangement are to be satisfied. The fair value of equity
instruments that are made available immediately, with no vesting period attached to the award, are expensed
immediately.

For cash-settled share-based payment arrangements, the services acquired and liability incurred are measured at
the fair value of the liability, as the employees render service. Until settlement, the fair value of the liability is
remeasured, with changes in fair value recognised in the income statement.

Fair value is determined by using appropriate valuation models, taking into account the terms and conditions of
the award. Vesting conditions include service conditions and performance conditions; any other features of the
arrangement are non-vesting conditions. Market performance conditions and non-vesting conditions are taken
into account when estimating the fair value of the award at the date of grant, so that an award is treated as
vesting irrespective of whether these conditions are satisfied, provided all other vesting conditions are satisfied.

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

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

A cancellation that occurs during the vesting period is treated as an acceleration of vesting, and recognised
immediately for the amount that would otherwise have been recognised for services over the vesting period.

Where HSBC Holdings enters into share-based payment arrangements involving employees of subsidiaries,
the cost is recognised in ‘Investment in subsidiaries’ and credited to the ‘Retained earnings’ over the vesting
period. When a subsidiary funds the share-based payment arrangement, ‘Investment in subsidiaries’ is reduced
by the fair value of the equity instruments.

Foreign currencies

Items included in the financial statements of each of HSBC’s entities are measured using the currency of the
primary economic environment in which the entity operates (‘the functional currency’). HSBC’s consolidated
financial statements are presented in US dollars which is also HSBC Holdings’ functional currency.

Transactions in foreign currencies are recorded in the functional currency at the rate of exchange prevailing on
the date of the transaction. Monetary assets and liabilities denominated in foreign currencies are translated into
the functional currency at the rate of exchange ruling at the balance sheet date. Any resulting exchange
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

2 - Summary of significant accounting policies

differences are included in the income statement. Non-monetary assets and liabilities that are measured at
historical cost in a foreign currency are translated into the functional currency using the rate of exchange at the
date of the initial transaction. Non-monetary assets and liabilities measured at fair value in a foreign currency are
translated into the functional currency using the rate of exchange at the date the fair value was determined. Any
exchange component of a gain or loss on a non-monetary item is recognised in other comprehensive income if
the gain or loss on the non-monetary item is recognised in other comprehensive income. Any exchange
component of a gain or loss on a non-monetary item is recognised in the income statement if the gain or loss

on the non-monetary item is recognised in the income statement.

In the consolidated financial statements, the assets, including related goodwill where applicable, and liabilities of
branches, subsidiaries, joint ventures and associates whose functional currency is not US dollars, are translated
into the Group’s presentation currency at the rate of exchange ruling at the balance sheet date. The results of
branches, subsidiaries, joint ventures and associates whose functional currency is not US dollars are translated
into US dollars at the average rates of exchange for the reporting period. Exchange differences arising from the
retranslation of opening foreign currency net assets, and exchange differences arising from retranslation of the
result for the reporting period from the average rate to the exchange rate prevailing at the period end, are
recognised in other comprehensive income. Exchange differences on a monetary item that is part of a net
investment in a foreign operation are recognised in the income statement of the separate financial statements.
In consolidated financial statements these exchange differences are recognised in other comprehensive income.
On disposal of a foreign operation, exchange differences relating thereto and previously recognised in other
comprehensive income are reclassified to the income statement as a reclassification adjustment when the gain
or loss on disposal is recognised.

(w) Provisions

(x)

(y)

Provisions are recognised when it is probable that an outflow of economic benefits will be required to settle a
current legal or constructive obligation, which has arisen as a result of past events, and for which a reliable
estimate can be made of the amount of the obligation.

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

Financial guarantee contracts

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

HSBC Holdings has issued financial guarantees and similar contracts to other Group entities. Where it has
previously asserted explicitly that it regards such contracts as insurance contracts and has used accounting
applicable to insurance contracts, HSBC may elect to account for guarantees as an insurance contract in HSBC
Holdings’ financial statements. This election is made on a contract by contract basis, but the election for each
contract is irrevocable. Where these guarantees have been classified as insurance contracts, they are measured
and recognised as insurance liabilities.

Insurance contracts

Through its insurance subsidiaries, HSBC issues contracts to customers that contain insurance risk, financial risk
or a combination thereof. A contract under which HSBC accepts significant insurance risk from another party by
agreeing to compensate that party on the occurrence of a specified uncertain future event, is classified as an
insurance contract. An insurance contract may also transfer financial risk, but is accounted for as an insurance
contract if the insurance risk is significant.
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While investment contracts with discretionary participation features are financial instruments, they continue to
be treated as insurance contracts as permitted by IFRS 4.

Insurance premiums

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

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

Reinsurance premiums are accounted for in the same accounting period as the premiums for the direct insurance
contracts to which they relate.

Insurance claims and reinsurance recoveries

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

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

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

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

Liabilities under insurance contracts

Liabilities under non-linked life insurance contracts are calculated by each life insurance operation based on
local actuarial principles. Liabilities under unit-linked life insurance contracts are at least equivalent to the
surrender or transfer value which is calculated by reference to the value of the relevant underlying funds or
indices.

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

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

Future profit participation on insurance contracts with discretionary participation features

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

Investment contracts
Unit-linked and non-linked

Customer liabilities under linked and certain non-linked investment contracts and the corresponding financial
assets are designated at fair value. Movements in fair value are recognised in ‘Net income from financial
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

2 - Summary of significant accounting policies

(2)

(aa)

investments designated at fair value’. Premiums receivable and amounts withdrawn are accounted for as
increases or decreases in the liability recorded in respect of investment contracts.

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

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

The incremental costs directly related to the acquisition of new investment contracts or renewing existing
investment contracts are deferred and amortised over the period during which the investment management
services are provided.

Investment contracts with discretionary participation features

While investment contracts with discretionary participation features are financial instruments, they continue to
be treated as insurance contracts as permitted by IFRS 4. The Group therefore recognises the premiums for those
contracts as revenue and recognises as an expense the resulting increase in the carrying amount of the liability.

In the case of net unrealised investment gains on these contracts, whose discretionary benefits principally reflect
the actual performance of the investment portfolio, the corresponding increase in the liabilities is recognised in
either the income statement or other comprehensive income, following the treatment of the unrealised gains on
the relevant assets. In the case of net unrealised losses, a deferred participating asset is recognised only to the
extent that its recoverability is highly probable. Movements in the liabilities arising from realised gains and
losses on relevant assets are recognised in the income statement.

Present value of in-force long-term insurance business

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

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

Debt securities issued and deposits by customers and banks

Financial liabilities are recognised when HSBC enters into the contractual provisions of the arrangements with
counterparties, which is generally on trade date, and initially measured at fair value, which is normally the
consideration received, net of directly attributable transaction costs incurred. Subsequent measurement of
financial liabilities, other than those measured at fair value through profit or loss and financial guarantees, is

at amortised cost, using the effective interest method to amortise the difference between proceeds received, net
of directly attributable transaction costs incurred, and the redemption amount over the expected life of the
instrument.

Share capital

Shares are classified as equity when there is no contractual obligation to transfer cash or other financial assets.
Incremental costs directly attributable to the issue of equity instruments are shown in equity as a deduction from
the proceeds, net of tax.

HSBC Holdings plc shares held by HSBC are recognised in equity as a deduction from retained earnings until
they are cancelled. When such shares are subsequently sold, reissued or otherwise disposed of, any consideration
received is included in equity, net of any directly attributable incremental transaction costs and related income
tax effects.
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(ab) Cash and cash equivalents

(ac)

For the purpose of the statement of cash flows, cash and cash equivalents include highly liquid investments that
are readily convertible to known amounts of cash and which are subject to an insignificant risk of change in
value. Such investments are normally those with less than three months’ maturity from the date of acquisition.
Cash and cash equivalents include cash and balances at central banks, treasury bills and other eligible bills, loans
and advances to banks, items in the course of collection from or in transmission to other banks, and certificates
of deposit.

Assets held for sale

Non-current assets and disposal groups (including both the assets and liabilities of the disposal groups) are
classified as held for sale when their carrying amounts will be recovered principally through sale, they are
available for sale in their present condition and their sale is highly probable. Non-current assets held for sale
and disposal groups are measured at the lower of their carrying amount and fair value less cost to sell, except
for those assets and liabilities that are not within the scope of the measurement requirements of IFRS 5
‘Non-current Assets Held for Sale and Discontinued Operations’ such as deferred taxes, financial instruments,
investment properties, insurance contracts and assets and liabilities arising from employee benefits. These are
measured in accordance with the accounting policies described above. Immediately before the initial
classification as held for sale, the carrying amounts of the asset (or assets and liabilities in the disposal group) are
measured in accordance with applicable IFRSs. On subsequent remeasurement of a disposal group, the carrying
amounts of the assets and liabilities noted above that are not within the scope of the measurement requirements
of [FRS 5 are remeasured in accordance with applicable IFRSs before the fair value less costs to sell of the
disposal group is determined.

Income earned and expenses incurred on assets held for sale and liabilities of disposal groups held for sale
continue to be recognised in the appropriate line items in the income statement until the transaction is complete.
Loan impairment charges incurred on assets held for sale continue to be recognised in ‘Loan impairment charges
and other credit risk provisions’ and interest income and expense continue to be recognised in ‘Net interest
income’. Once classified as held for sale, movements arising from the initial measurement or subsequent
remeasurement of the non-current assets (or disposal groups) are recognised in ‘Other operating income’.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

3 - Net income from financial instruments at fair value / 4 — Net earned insurance premiums / 5 — Net insurance claims incurred

3 Netincome/(expense) from financial instruments designated at fair value

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

e all gains and losses from changes in the fair value of financial assets and liabilities designated at fair value,
including liabilities under investment contracts;

e all gains and losses from changes in the fair value of derivatives that are managed in conjunction with financial
assets and liabilities designated at fair value; and

e interest income, interest expense and dividend income in respect of:
— financial assets and liabilities designated at fair value; and
— derivatives managed in conjunction with the above,

except for interest arising from HSBC’s issued debt securities and derivatives managed in conjunction with those
debt securities, which is recognised in ‘Interest expense’.

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

2012 2011 2010
US$m US$m US$m
Net income/(expense) arising on:
— financial assets held to meet liabilities under insurance and investment
COMETACES .vviviiitieieeeeteeetteetteeteeete et e eteette e e e eaeeeaeeeateeaseeaseeaseenteenseeseenseenseenseenseenns 2,980 (933) 2,349
— other financial assets designated at fair value ............cccoovveioinnnccicnncccce 83 1,050 230
— derivatives managed in conjunction with other financial assets
designated at fair VAU ..o 35 (182) (149)
3,098 (65) 2,430
— liabilities to customers under investment CONtrACES .........cooveervereruerrerieeneeeerieeens (996) 231 (946)
— HSBC’s long-term debt issued and related derivatives ..........ccocoeeeevcenccincnnnns (4,327) 4,161 (258)
— changes in own credit spread on long-term debt .........cccccoeerrenee. (5,215) 3,933 (63)
— derivatives managed in conjunction with HSBC’s issued debt securities ........ 431 3,165 (275)
— other changes in fair value ...........cccccconiiiiiniiniccccceee . 457 (2,937) 80
— other financial liabilities designated at fair value (23) 911) (18)
— derivatives managed in conjunction with other financial liabilities
designated at fair VAIUE .......ccccoviviiieiiiieiiieese e 22 23 12
(5,324) 3,504 (1,210)
(2,226) 3,439 1,220

HSBC Holdings

Net income/(expense) arising on HSBC Holdings long-term debt issued and related derivatives

2012 2011 2010
US$m US$m US$m
Net income/(expense) arising on:
— changes in own credit spread on long-term debt ..........c.cccoveivinnniiinnniceee (2,260) 1,657 248
— derivatives managed in conjunction with HSBC Holdings issued
AEDE SECUTILIES ...ttt 456 1,368 (482)
— other changes in fair value 474) (1,113) 373
(2,278) 1,912 139
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Net earned insurance premiums

Life Life Investment
Non-life insurance insurance contracts
insurance  (non-linked) (linked) with DPF' Total
US$m US$m US$m US$m US$m
2012
Gross earned Premiums ........coceeeeeerveeenieerieneeeneeennenns 716 6,862 3,325 2,699 13,602
— gross written premiums .............. 760 6,815 3,325 2,699 13,599
— movement in unearned premiums ..............oceeeene. (44) 47 - - 3
Reinsurers’ share of gross earned premiums ................ 107) (443) (8) - (558)
— gross written premiums ceded to reinsurers (104) (408) () - (520)
— reinsurers’ share of movement in unearned
PIEMIUINS .evviaeiieneeeesieieneeteeese st eseneeseaeseeene (&) 35) - - (38)
609 6,419 3,317 2,699 13,044
2011
Gross earned Premiums ........coeeeveeeeevererrererereeeneeennenes 1,144 6,238 2,801 3,155 13,338
— Eross WITtteN Premitums .........eceeveeeveneeereeerueneenenes 1,175 6,207 2,804 3,155 13,341
— movement in unearned Premivums ...........cocoeeevenene (31) 31 (3) — (3)
Reinsurers’ share of gross earned premiums ................ (180) (278) (8) - (466)
— gross written premiums ceded to reinsurers .......... (182) (255) ®) - (445)
— reinsurers’ share of movement in unearned
PIEIMIUIMS .ttt eaenes 2 (23) - - 21)
964 5,960 2,793 3,155 12,872
2010
Gross earned Premiums ........ooeeeeeeeevereeeeeereeeneeennenes 1,275 5,427 1,956 2,951 11,609
— Eross WITttEN Premilums .......cceeveveeevervenereeereeneenenes 1,192 5,357 1,956 2,951 11,456
— movement in unearned Premiums .........cc.ooeeeeee. 83 70 - - 153
Reinsurers’ share of gross earned premiums ................ (160) (289) (14) - (463)
— gross written premiums ceded to reinsurers .......... (172) (2606) ®) - (446)
— reinsurers’ share of movement in unearned
PIEIMIUINS .ttt ettt es 12 (23) (6) — (17)
1,115 5,138 1,942 2,951 11,146
1 Discretionary participation features.
Net insurance claims incurred and movement in liabilities to policyholders
Life Life Investment
Non-life insurance insurance contracts
insurance  (non-linked) (linked) with DPF' Total
US$m US$Sm US$m US$m US$m
2012
Gross claims incurred and movement in liabilities ........... 342 6,558 3,984 3,645 14,529
— claims, benefits and surrenders paid ..................... 339 1,566 1,810 2,525 6,240
— movement in liabilities ..........ccocevevevevireiieene 3 4,992 2,174 1,120 8,289
Reinsurers’ share of claims incurred and
movement in liabilities .........c.cccevevivirrineineene (58) 479) 223 - (314)
— claims, benefits and surrenders paid ..................... (57) (160) (681) - (898)
—movement in lHabilities ...........ccocvevvevieviererieieenne. 1) (319) 904 - 584
284 6,079 4,207 3,645 14,215

407

Overview

Operating & Financial Review

Corporate Governance

%)
2
c
£
3]
&
@
S
(95}
©
o
c
@
=
i

Shareholder Information



HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

6 — Operating profit / 7 - Employee compensation and benefits

Net insurance claims incurred and movement in liabilities to shareholders (continued)

Life Life Investment
Non-life insurance insurance contracts
insurance  (non-linked) (linked) with DPF! Total
US$m US$m US$m US$m US$m
2011
Gross claims incurred and movement in liabilities ........... 435 5,729 2,462 3,005 11,631
— claims, benefits and surrenders paid ..................... 631 1,793 1,129 2,628 6,181
—movement in labilities ...........ccccevvevievievierieiennn, (196) 3,936 1,333 377 5,450
Reinsurers’ share of claims incurred and
movement in liabilities .........cccoocevevevirerireieiinnn (85) (254) (111) — (450)
— claims, benefits and surrenders paid ..................... (81) (164) (56) - (301)
— movement in liabilities ..........ccccceveveniiencnncenne. 4) (90) (55) - (149)
350 5,475 2,351 3,005 11,181
2010
Gross claims incurred and movement in liabilities . 625 5,108 2,520 3,716 11,969
— claims, benefits and surrenders paid ......... . 815 1,355 507 2,023 4,700
—movement in liabilities ............cccovvevieveevievieiinenn. (190) 3,753 2,013 1,693 7,269
Reinsurers’ share of claims incurred and
movement in liabilities ........ccocooveevieerieirieiieeene (100) (201) 99 — (202)
— claims, benefits and surrenders paid ..................... (114) (143) (45) - (302)
— movement in liabilities ..........ccoeveiiiiiniiccnns 14 (58) 144 - 100
525 4,907 2,619 3,716 11,767

1 Discretionary participation features.

6 Operating profit

Operating profit is stated after the following items of income, expense, gains and losses:

2012 2011 2010
US$m US$m US$m

Income
Interest recognised on impaired financial assets’ ............c.cccoooreereereereereerereens 1,261 1,604 516

Fees earned on financial assets or liabilities not held for trading nor designated

at fair value, other than fees included in effective interest rate calculations on

these types of assets and Habilities .........cccovverierieniiinie e 10,042 11,318 11,445
Fees earned on trust and other fiduciary activities where HSBC holds

or invests assets on behalf of its customers . 2,897 3,072 3,074
Income from listed investments .................... 5,850 8,283 7,418
Income from unlisted INVESTMENTS .........c.ocouiiiuiiiiiiiiietieetie et 7,677 8,031 7,187
Gain arising from dilution of interests in associates and joint ventures .................... - 208 188
Expense
Interest on financial instruments, excluding interest on financial liabilities

held for trading or designated at fair value .............ccccccccinnniciiinnnccceee (17,625) (20,965) (17,549)
Fees payable on financial assets or liabilities not held for trading nor designated

at fair value, other than fees included in effective interest rate calculations on

these types of assets and Habilities ..........cceoveerivirieenieieeeese e (1,501) (1,697) (1,529)
Fees payable relating to trust and other fiduciary activities where

HSBC holds or invests assets on behalf of its CUStOMETS ..........ccoveirieeriiincninnne 170) (182) (151)
UK bank [eVy .....c.cvvviiiiiiiiiiiicccceeeececs . 472) (570) —
Auditors’ remuneration (see Note 8) (49) 51) (51)
Gains/(losses)

Gain on disposal or settlement of loans and advances ............c.ccccoceeeeerueucucienireencnes 24 116 121
Impairment of available-for-sale equity securities (420) (177) (105)
Gains on disposal of property, plant and equipment, intangible assets and

non-financial INVESTMENTS ......ccoveviueuiuiriririeiciiiireieiec ettt 187 57 701
Loan impairment charges and other credit risk provisions ..................c.cccoco..... (8,311) (12,127) (14,039)
Net impairment charge on loans and advances ............cccccoeeeecrirrncrccnenneeeenns (8,160) (11,505) (13,548)
Impairment of available-for-sale debt SECUTILIES ........cceeviiirieirieieiiieceeceeee 99) (631) (472)
Release/(impairment) in respect of other credit risk provisions ........c.c.ccceceeverireenee. (52) 9 (19)
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During 2011 the Group adopted a more stringent treatment for impaired loans for geographical regions with significant levels of
Sforbearance. As a result loans and advances have been classified as impaired that under the previous disclosure convention would
otherwise have been classified as neither past due nor impaired or past due but not impaired. The effect of this change on 2011 reported
numbers was to increase interest earned on impaired loans from US$0.3bn to US$1.5bn. Restatement of comparative data prior to

31 December 2010 is impracticable (see page 162, ‘Impaired loans disclosure’, for further details).

3
o
Employee compensation and benefits &
o
>
2012 2011 2010 (@)
US$m US$m US$m
Wages and SAlATIES ..........ccccceiviiiiiiiii e 17,780 18,923 17,193
S0CIAL SECULIEY COSES ...ttt 1,633 1,754 1,567
Post-employment DENETILS ........c.couririiiiiriieiieeeere e 1,078 489 1,076
20,491 21,166 19,836 2
2
3
Average number of persons employed by HSBC during the year o
2012 2011 2010 E:
BUTOPE ettt 77,204 81,263 79,902 §
Hong Kong ......... . 28,764 30,323 29,105 i
Rest of Asia-Pacific .......... . 88,015 92,685 89,737 P
Middle East and NOrth Africa .......cceeieieieieieiiiececeeeee e 8,645 8,816 8,983 o))
NOIH AMETICA .eeitiiiiieieteit ettt 27,396 34,871 36,822 :E_,
Latin AMETICA ..ocvvevievvieiiieteeteete ettt ettt ettt s et veeaeeaeens e e b e s e esessesbeeseeaeereeseenns 54,162 58,026 57,778 g
TOLAL ottt 284,186 305,984 302,327 OQ
Included in “Wages and salaries’ above are share-based payment arrangements, as follows:
9
Share-based payments income statement charge S
c
2012 2011 2010 o
USSm US$m USSm 3
O
Restricted and performance share awards' .............cc.ccoooorvoreereeereeeeeeeeeeeeeeeeenan. 912 1,041 685 Q
Savings-related and other share option plans 96 121 127 ©
o
1,008 1,162 812 2
]
Equity-settled share-based payments ..........ccccocevueirieirieirieriieieeeeeeee e 988 1,154 812 ©
Cash-settled share-based PAYMENtS ...........ccouvueueueuiririririeiiinireciceeee e 20 8 -

1 Restricted share awards include awards granted under the Group Performance Share Plan (‘GPSP’).

The share-based payment income statement charge above includes US$837m (2011: US$974m; 2010: US$610m)
relating to deferred share awards. These awards are generally granted to employees early in the year following the
year to which the award relates. The charge for these awards is recognised from the start of the period to which the
service relates to the end of the vesting period. The vesting period is the period over which the employee satisfies
certain service conditions in order to become entitled to the award. Due to the staggered vesting profile of certain
deferred share awards, the employee becomes entitled to a portion of the award at the end of each year during the
vesting period. The income statement charge reflects this vesting profile.
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In addition, wages and salaries also includes US$111m (2011: US$88m; 2010: US$15m) in respect of deferred cash
awards for current and prior performance years. The reconciliation of total incentive awards (both deferred and non-
deferred) to income statement charge is as follows:
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

7 - Employee compensation and benefits

Reconciliation of total incentive awards granted to incentive awards in employee compensation and benefits

2012 2011 2010

US$m US$m US$m

Total incentive awards approved and granted for the current year' ......................... 3,689 3,966 4,297
Less: deferred bonuses awarded for the current year but not amortised .................... (355) (369) (778)
Total incentives awarded and recognised in the current year ...........cccocecccuvevnereeneee 3,334 3,597 3,519
Current year charges for deferred bonuses from previous years ........c..cccocceveeeeeennee 671 897 625
OHNEIT oot (28) (261) (109)

Total incentive awards for the current year included in employee compensation

ANA DENETIES .oiviiiiiciice ettt ettt e et 3,977 4,233 4,035

1 This represents the amount of the Group variable pay pool that has been approved and granted. The total amount of Group variable pay
pool approved by the Group Remuneration Committee is disclosed in the Directors’ Remuneration Report on page 347.

2 This mainly comprises incentive awards paid to employees acting as selling agents, which form an integral part of the effective interest
of a financial instrument, recognised as an adjustment to the effective interest rate and recorded in ‘Interest income’.

The following table identifies the charge recognised in the current year, or expected to be recognised in future years,
in relation to deferred bonus awards from the current year and prior year bonus pools.

Income statement charge for current and prior year bonus pools

Current year Prior year

bonus pool' bonus pools Total
US$m US$m US$m

2012
Charge recognised N 2012 ......cooieuiiieiieieiet et 277 671 948
Deferred share aWards .........cc.ooeveiieiiieieieeeee e 224 613 837
Deferred cash aWards ..........cooveiveiiiiiieecee s 53 58 111
Charge expected to be recognised in 2013 0Or later ...........cccceevvvicecciienecccrirreees 355 376 731
Deferred Share aWards ..........oceeveviiiiiieiiieieieiee et eaeene 315 335 650
Deferred cash aWards ...........cc.evievieiiiiiiicieieeeeee e 40 41 81

2011
Charge recognised in 20T 1 ...o.oivieuiiieiiieieeteeeeee e 165 897 1,062
Deferred share awards ..........c.ooeviiiiiiiiieiceeeee e 131 843 974
Deferred cash aWards ..........cooeirieiiiiiiiececee s 34 54 88
Charge expected to be recognised in 2012 Or 1ater .........cccccevevrieiccvininncicciereeees 369 731 1,100
Deferred share awards ..........cccoeeeieivieceniennnnns . 289 652 941
Deferred cash aWards ...........cc.ovvevieiiiiiiiciei et 80 79 159

2010
Charge recognised in 2010 ......civveuirieiiieieeieeieee et eenes — 625 625
Deferred share awards ..........c.ooevieiiiiiiiieeeeeee e - 610 610
Deferred cash aWards ..........ccooeiieiieiiicceceee s - 15 15
Charge expected to be recognised in 2011 Or 1ater .........ccocvveeireieiieerieeeeeees 778 802 1,580
Deferred share awards 759 801 1,560
Deferred cash awards 19 1 20

1 Current year bonus pool relates to the bonus pool declared for the reporting period (2012 for the current year, 2011 for the 2011
comparatives and 2010 for the 2010 comparatives).
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Share-based payments

HSBC share awards

Award Policy Purpose
Restricted e Vesting of awards generally subject to continued e Rewards employee performance and potential and c%
share awards employment with HSBC. supports retention of key employees. S
(including e Vesting is generally staggered over three years. GPSP e To defer variable pay. o
g1s g y stagg b pay S
GPSP awards) awards vest after five years. @)
e Certain shares subject to a retention requirement post-
vesting. In the case of GPSP awards retention applies
until cessation of employment.
e Awards generally not subject to performance conditions.
e Awards granted from 2010 onwards are subject to
clawback provision prior to vesting. q;)
>
)
Movement on HSBC share awards -
©
Restricted share awards' Performance share awards =
2012 2011 2012 2011 g
Number Number Number Number i
(000s) (000s) (000s) (000s) (9]
o
Outstanding at 1 January .. 262,241 229,092 - 4,425 E
Additions during the year . 107,928 100,819 — 154 ©
Released in the Year .......c.coovveieirinrieieeieee e (193,692) (56,301) - (883) 8
Forfeited in the YEar .........ccveeieiiiinieeeeecceeceee e (10,888) (11,369) — (3,696) ©)
Outstanding at 31 December ..........ccoecueienriiccinnieecceeeee 165,589 262,241 — —
Weighted average fair value of awards granted (USS$) ................ 8.93 10.11 - - g
c
1 Restricted share awards include awards granted under the Group Performance Share Plan (‘GPSP’). g
2 Additions during 2011 comprised reinvested dividend equivalents. The last award of performance shares was made in 2008, and shares o
under the plan were released in March 201 1. 8
O
HSBC share option plans %
Main plans  Policy Purpose §
Savings- e Exercisable within three months following the first e Eligible employees save up to £250 per month (or its 8
related share anniversary of the commencement of a one-year savings equivalent in US dollars, Hong Kong dollars or euros),
option plans contract or within six months following either the third or with the option to use the savings to acquire shares.

fifth anniversaries of the commencement of three-year or

. e To align the interests of all employees with the creation of
five-year contracts, respectively.

shareholder value.
e The exercise price is set at a 20% (2011: 20%) discount to @
the market value immediately preceding the date of c
invitation (except for the one-year options granted under g
the US sub-plan where a 15% discount is applied). )
-
HSBC e Plan ceased in May 2005. e Long-term incentive plan between 2000 and 2005 during i
Holdings ‘ : N hich certain HSBC empl ded sh 2
e e Exercisable between third and tenth anniversaries of the which certain employees were awarded share =
Group share options. =
. date of grant. [3)
option plan c
@©
=
i

The table on page 412 shows the movement on HSBC share option plans during the year.

Calculation of fair values
The fair values of share options at the date of grant of the option are calculated using a Black-Scholes model.

The fair value of a share award is based on the share price at the date of the grant. The fair value of a share option
is inherently subjective and uncertain due to the assumptions made and the limitations of the model used.

=
o
=
©
i
—
]
L
=
1
o
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o
=
©
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
7 - Employee compensation and benefits

Significant weighted average assumptions used to estimate the fair value of options granted

Savings-related share option plans

1-year plan
2012
RiSK-ree INtEIESt TALE' (%0) w..vvrveveeeeeeeeeeeeeeeeeeeeee s eeseen 0.4
EXPECted 1 (YEAIS) .voveuieiiieiiiieiieieiieteei ettt enen 1
EXpPected VOIAtIlity? (%6) ....vvueeeeeeceeeceeeeeeeeeeeeeeeee oo 25
Share price at Grant date (£) .........ooeueeirrireeiiireee et 5.46
2011
Risk-free interest rate' (%) ... 0.8
Expected life (years) ......... . 1
EXPECted VOLAIIEY? (%0) ovuveveeeveeeeeeeeeeeeeeeeeesesseseeeseesseseeeses s sessessssse s snsnessseseeees 25
Share price at grant date (£) ........cooeveiriireiieeereee e 6.37
2010
Risk-free iNEreSt Tate' (%0) w.evvevveveeeeereeoeeiesseessesssesssesse s 0.7
EXPEcted life (YEAIS) ...vvveveueiiirieieteiiiieetei ettt 1
EXPECted VOIAtIY? (%6) w.vvvevveeereeeeeeeseesesseesssaesssses s 30
Share price at rant date (£) .......cocoeeueerirririeeeireee et 6.82

3-year plans

0.6
3

25
5.46

1.7
3

25
6.37

1.9
3

30
6.82

5-year plans

1.2
5

25
5.46

25
5

25
6.37

2.9
5

30
6.82

1 The risk-free rate was determined from the UK gilts yield curve. A similar yield curve was used for the HSBC Holdings Savings-Related

Share Option Plan: International.

2 Expected volatility is estimated by considering both historic average share price volatility and implied volatility derived from traded

options over HSBC Holdings ordinary shares of similar maturity to those of the employee options.

The expected US dollar denominated dividend yield was determined to be 5.0% per annum in line with consensus

analyst forecasts (2011: 4.5%; 2010: 4.5%).

HSBC subsidiary company share option plans

There are a number of employee share option plans relating to HSBC France, HSBC Finance and HSBC Bank

Bermuda as a result of the acquisition of these entities.

Options granted prior to public announcement of the acquisitions vested on acquisition and are not included in the
table below. HSBC France and HSBC Finance granted share options after announcement of the acquisition which
vested in subsequent years. Of these, at 31 December 2012, none remained outstanding (2011: 2.4m). Full details of

all options outstanding under these plans can be found in Note 38.

Movement on HSBC share option plans

Savings-related HSBC Holdings Group

share option plans share option plan
Number WAEP'  Number WAEP'
(000s) £ (000s) £
2012
Outstanding at 1 January ..........ccccceveeeirnnnecicnneeenne 153,465 3.80 120,792 7.02
Granted during the year® ... 44,868 4.44 - -
Exercised during the year® (63,954) 3.47 (1,606) 6.02
Expired during the year .........cccccooenviiiiiiiinnccne (21,627) 4.82 (32,013) 7.29
Outstanding at 31 December ..........cccoceveeirieerieeneeneesenns 112,752 4.04 87,173 6.94
At 31 December 2012
Exercise price range (£):
3.00 = 4.50 i 95,333 -
451 = 60.00 .o 16,129 -
6.01 = 7.50 1ot 1,290 82,278
7.51-7.96 ... - 4,895
Of which exercisable ...........ccccovvevieieiiieiceeienn, 4,538 87,173
Weighted average remaining contractual life (years) .......... 2.26 1.11
2011
Outstanding at 1 JANUATY ......cococeerernnieciinnneecreeenne 157,855 3.87 152,758 7.12
Granted during the year’ .............coooooevveevvesreereresreesreeneenn 23,199 5.11 - -
Exercised during the year’ ...........cocooooerreeeeeeereeeeeeenean (7,439) 5.27 (646) 6.06
Expired during the year ............ccccoceeecoiinneccnennieccenne (20,150) 4.71 (31,320) 7.56
Outstanding at 31 December ..........ccoevveriveneeneeneenene 153,465 3.80 120,792 7.02
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HSBC Finance
share option plan
Number WAEP'

(000s) US$
2,429 9.29
(2,054) 9.29
(375) 9.29
2,429 9.29
2,429 9.29



Savings-related HSBC Holdings Group HSBC Finance

share option plans share option plan share option plan
Number WAEP'  Number WAEP'  Number WAEP'
(000s) £ (000s) £ (000s) USS$

At 31 December 2011
Exercise price range (£):
3.00 = 4.50 i 117,387 - -

Overview

4.51-6.00 ... 32,778 - -
6.01-7.50 .... 2,341 115,901 -
7.51-9.29 ... 959 4,891 2,429
Of which exercisable ..........ccccocovvivieieieieieieien, 3,209 120,792 2,429
Weighted average remaining contractual life (years) .......... 2.04 1.66 0.89

1 Weighted average exercise price.

2 The weighted average fair value of options granted during the year was US$1.63 (2011: US$2.11).

3 The weighted average share price at the date the options were exercised was US$8.78 (2011: US$8.65) and US$9.00 (2011: US$9.51)
Sfor the savings-related share option plans and HSBC Holdings Group share option plan, respectively.

Post-employment benefit plans

Income statement charge

Operating & Financial Review

2012 2011 2010
US$m US$m US$m
Defined benefit pension plans ..........cooceceeeiririeirinnineeeeee e 427 (172) 468
— HSBC Bank (UK) Pension SCheme ..........ccocvveieieiniiiieieeieeeeeesee e 169 (428) 308
— OthET PLANS ...oiiiiiicicici et 258 256 160
Defined contribution pension Plans .............cceeeererirerieeneeneeseese e 599 626 545
1,026 454 1,013
Defined benefit healthcare plans ...........cccooeeiiiiiiiinie e 49 32 58 &
Defined contribution healthcare plans .........c...ccccceoeoirrieiinininecceeeceeeee 3 3 5 =
c
1,078 489 1,076 o
>
G
Net assets/(liabilities) recognised on balance sheet in respect of defined benefit plans @
=
©
2012 2011 5
US$m US$m o
Defined benefit pension plans 8
HSBC Bank (UK) Pension Scheme .. 2,617 2,237
— fair value of plan assets ...........ccccevueueee 29,092 26,604
— present value of defined benefit obligations ... (26,475) (24,367)
ORET PLANS <.ttt b bttt ettt b et b e e e h et b e bbbttt ene e (2,585) (2,445)
— faIr Value OF PLAN @SSELS .....eveveviiiiiiieieiei e 9,015 8,232 §2]
— present value of defined benefit ODIIZAIONS ........c.eviveirieiiiiieiiieeeee s (11,600) (10,680) 5
— effect of limit on plan surpluses .............. 19) (18) g
— unrecognised past service cost ... 19 21 i
)
TOTAL ottt bbb bbbttt 32 (208) =
K3
Defined benefit healthcare plans %
— fair value Of PIAN @SSELS ...c.eiiiiieiieiiiiete ettt 189 151 =
— present value of defined benefit ODIIZAtIONS .......ccvveveueuiiriiirieiiiicce e (1,261) (1,091) =
— UNTECOZNISEA PASE SETVICE COSE ..vrviritirietiietiieriietietetetesesteseeseeesesaesessesessesesseseeseseeseseesensesessenensens (19) (21)
TOTAL .. (1,091) (961)
Fair value of Plan @SSELS .......c.cccoirieirieuiiiieiiieieiceeie ettt et 38,296 34,987 g
Present value of defined benefit ODIIZAtIONS ..........ceiiiiriiiriiiiiiiiee et (39,336) (36,138) 'g
Effect of limit 0n plan SUIPIUSES .......covvueveueiiriiirieieiiiieiec ettt (19) (18) =
(1,059) (1,169) 2
Retirement benefit HabIItIES .........c.ccoioiiiiiiieiiiiiiecci e (3,905) (3,660) E
Retirement DENETIt ASSES ....cviiiiiiiiieeie ettt ettt e et e eaeeeaeeeveeeaeeeteeteeteereenreereennean 2,846 2,497 o
2
<
@©
<
(92}
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
7 - Employee compensation and benefits

Cumulative actuarial gains/(losses) recognised in other comprehensive income

2012 2011 2010

US$m US$m US$m
AL T JANUATY ottt (3,453) (4,720) (4,660)
HSBC Bank (UK) Pension SCheme ...........ccccccvirieuciniiinieicieiineicicceeeeieeeeseenene 208 1,945 321
OFNET PLANS ..ottt ettt benenens (440) (642) (275)
Healtheare PLANS ..........cciiiiricieeeee et (154) 61) (112)
Change in the effect of limit on plan SUrPIUSEs’ .........co.covvevverveverereeeeeeeeseeeeeee e 5) 25 6
Total actuarial gains/(losses) recognised in other comprehensive income ................... (391) 1,267 (60)
At 31 DECEMDEI” ..o (3,844) (3,453) (4,720)

1 Excludes exchange loss of US$4m (2011: US84m loss; 2010: US$6m gain)
2 Includes cumulative movements related to the limit on plan surpluses. This limit was US$19m at 31 December 2012 (2011: US$18m;
2010: US$47m)

HSBC pension plans

2012 2011 2010
Number of plans WOrldWide ..........cceiviiiririeiiiiiiieiieeee e 225 230 218
% % %

Percentage of HSBC employees:
— enrolled in defined contribution plans ............ccceeereirenneneieeeee e 62 64 63
— enrolled in defined benefit plans ..........cccoceveiriiiioiii e 23 25 27
— covered by HSBC pension plans .........cccceceveirieieriieeneenieesieseseeeeieeeee e 85 89 90

HSBC has been progressively offering all new employees membership of defined contribution plans.

The majority of the Group’s defined benefit plans are funded plans. The assets of most of the larger plans are held
in trusts or similar funds separate from HSBC. The plans are reviewed at least annually or in accordance with local
practice and regulations by qualified actuaries. The actuarial assumptions used to calculate the defined benefit
obligations and related current service costs vary according to the economic conditions of the countries in which
the plans are situated.

At 31 December 2012, the present values of the defined benefit obligations of The HSBC Bank (UK) Pension
Scheme was US$26,475m (2011: US$24,367m), The HSBC Group Hong Kong Local Staff Retirement Benefit
Scheme was US$1,476m (2011:US$1,523m) and the HSBC North America (US) Retirement Income Plan was
US$4,374m (2011: US$3,895m). These defined benefit pension plans covered 12% of HSBC’s employees and
represented 82% of the Group’s present value of defined benefit obligations. The Pension Risk section on page 246
and the Appendix to Risk on page 252 contain details about the characteristics and risks and amount, timing and
uncertainty of future cash flows and policies and practices associated with these three schemes.

The determinations described in the Pension Risk section on page 246 for actuarial funding valuation purposes are
based on different methods and assumptions from those used for financial reporting purposes, and as a result should
neither be compared nor related to other determinations included in these financial statements. There is no actuarial
deficit in the Principal plan.

HSBC healthcare benefits plans

HSBC also provides post-employment healthcare benefits under plans in the UK, the US, Bermuda, Canada, Mexico
and Brazil, the majority of which are unfunded. The majority of post-employment healthcare benefits plans are
defined benefit plans and are accounted for in the same manner as defined benefit pension plans. The plans are
reviewed at least annually or in accordance with local practice and regulations by qualified actuaries. The actuarial
assumptions used to calculate the defined benefit obligation and related current service cost vary according to the
economic conditions of the countries in which they are situated.

At 31 December 2012, the present value of the defined benefit obligation of HSBC’s healthcare benefit plans was
US$1,261m (2011: US$1,091m). In aggregate, healthcare benefit plans comprised 3% of HSBC’s present value of
defined benefit obligations.
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Defined benefit pension plans

Net asset/(liability) under defined benefit pension plans

HSBC Bank (UK) Pension Scheme Other plans
2012 2011 2012 2011
US$m US$m US$m US$m
Fair value of plan assets
AL T JANUATY oot 26,604 22,236 8,232 7,559
Expected return on plan assets ..........coeeeeeereereercreneeneeenenennes 1,245 1,325 486 481
Contributions by HSBC ........ccoeiriiieiieiieereeeeeeeesee e 238 600 475 565
= NOTIMAL L. 238 314 191 176
= SPECIAL 1. - 286 284 389
Contributions by emplOyees .........cccoveerueerieirierieieieiieesee e 37 34 20 22
EXPErience ZaiNns .......ccccoeiriririeucuiinirieieieeireeeeieeeeeeeie e 680 3,426 410 200
Benefits paid ......coeeeieirieieiceee s 907) (803) (630) (495)
Assets distributed on settlements .............cocevvvveieeiieinieineenne - - (16) (25)
Exchange differences ..........ocooeirieinieinieniieieeieeecseesee e 1,195 (214) 38 (75)
At 31 DECEMDET ...ttt 29,092 26,604 9,015 8,232
Present value of defined benefit obligations
AL T JANUATY oot es (24,367) (22,858) (10,680) (9,785)
Current service cost (236) (251) 310) (299)
Interest cost ......... (1,178) (1,233) (404) (456)
Contributions by employees . 36) (34) 1) (22)
Actuarial LOSSES ......c.cviiiciiuiiriieiciceiree s 472) (1,481) (850) (842)
Benefits paid .......cooveoiiiiiii s 906 804 743 569
Past service cost — vested immediately ...........cococeevirvieiinnnee - 587 @7) (40)
Past service cost — unvested benefits ..........c.cccoveeccinrnieccnne. - - 2 2
Reduction in liabilities resulting from curtailments - - 11 59
Liabilities extinguished on settlements . - - 26 29
Exchange differences ..........coveeeirninieieioinnieeeceecceen (1,092) 99 (70) 105
At 31 DECEIMDET ...ttt (26,475) (24,367) (11,600) (10,680)
Funded ..o (26,475) (24,367) (10,956) (10,074)
UNUNAEd ..o - - (644) (606)
Effect of limit on plan surpluses ...........ccceceeevreeeinnnineicnnes - - 19) (18)
Unrecognised past service cost — — 19 21
Net asset/(1Hability) .....ccccovreereinrniecineeec e 2,617 2,237 (2,585) (2,445)
Retirement benefit liabilities recognised in the balance sheet ..... - - (2,814) (2,705)
Retirement benefit assets recognised in the balance sheet
(Within ‘Other @SSets”) .....oeueueiriririeieieeierieiee e 2,617 2,237 229 260

Plan assets of the Group’s pension schemes included US$20m (2011: US$45m) of equities and no bonds (2011: nil)

issued by HSBC and US$292m (2011: US$1,228m) of other assets placed or transacted with HSBC. The fair value of
plan assets included derivatives entered into with HSBC Bank plc by the HSBC Bank (UK) Pension Scheme with a
positive fair value of US$5,226m at 31 December 2012 (2011: US$5,560m positive fair value) and US$328m
positive fair value (2011: US$297m positive fair value) in respect of the HSBC International Staff Retirement
Benefits Scheme. Further details of these swap arrangements are included in Note 44.

In December 2011, HSBC Bank plc made a £184m (US$286m) special contribution to the HSBC Bank (UK) Pension
Scheme. Following the contribution the Scheme purchased asset-backed securities from HSBC at an arm’s length
value, determined by the Scheme’s independent third-party advisers.

The special contributions of US$284m to other plans include an additional contribution of US$§181m to the HSBC
North America (US) Retirement Income Plan which was made to maintain a minimum funding level.

The actual return on plan assets for the year ended 31 December 2012 was a positive return of US$2,784m (2011:
positive US$5,432m).

HSBC expects to make US$604m of contributions to defined benefit pension plans during 2013. Benefits expected to
be paid from the plans to retirees over each of the next five years, and in aggregate for the five years thereafter, are as
follows:
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

7 - Employee compensation and benefits

Benefits expected to be paid from plans

2013 2014 2015 2016 2017 2018-2022
US$m USS$m US$m US$m USS$m US$m
HSBC Bank (UK) Pension Scheme .. 745 776 810 849 899 5,411
Other plans ..........cocoeevrrniicciciens 556 541 557 577 624 3,595
Total (income)/expense recognised in the income statement in ‘Employee compensation and benefits’
HSBC Bank (UK) Pension Scheme Other plans
2012 2011 2010 2012 2011 2010
US$m US$m US$m US$m US$m US$m
Current SErvice COSt .....oveveveereruerenencns 236 251 252 310 299 300
INterest COSt ...ocvvvvimniinienienieeieeiees 1,178 1,233 1,148 404 456 438
Expected return on plan assets .......... (1,245) (1,325) (1,092) (486) (481) (437)
Past service cost .......ccoveunee. - (587) - 51 45 12
Gains on curtailments ... - - - an (59) (151)
Gains on settlements — — — (10) (4) (2)
Total (income)/exXpense ..........c.cccew.e 169 (428) 308 258 256 160
Summary
HSBC Bank (UK) Pension Scheme
2012 2011 2010 2009 2008
USS$m US$m US$m US$m US$m
Present value of defined benefit obligation .................. (26,475) (24,367) (22,858) (21,523) (15,257)
Fair value of plan assets ......c.c.coceceeonvneerinnnicecnnes 29,092 26,604 22,236 17,701 14,865
Net surplus/(deficit) ......oooeeerirnireeiirecereeene 2,617 2,237 (622) (3,822) (392)
Experience gains/(losses) on plan liabilities ................ 880 (383) (327) (234) (49)
Experience gains/(losses) on plan assets ... 680 3,426 1,772 871 (2,861)
Gains/(losses) from changes in actuarial
ASSUMPLIONS .ttt (1,352) (1,098) (1,124) (4,329) 3,081
Total net actuarial gains/(10SS€S) .....ovevevvererrerereeerinene 208 1,945 321 (3,692) 171
Other plans
2012 2011 2010 2009 2008
US$m US$m US$m US$m US$m
Present value of defined benefit obligation .................. (11,600) (10,680) (9,785) (9,109) (8,787)
Fair value of plan assets ..........ccccovvevereneiencincrnenne 9,015 8,232 7,559 6,822 6,024
NEt AEfICIt wveveniiieieieicieieiee e (2,585) (2,448) (2,226) (2,287) (2,763)
Experience gains/(losses) on plan liabilities 56 (78) (73) 20 (52)
Experience gains/(losses) on plan assets .............cc.c..... 410 200 394 65 (1,452)
Gains/(losses) from changes in actuarial
ASSUMPLIONS ..ottt (906) (764) (596) 94 (306)
Total net actuarial gains/(10SSEs) ......covvvvevererererreuerenne. (440) (642) (275) 179 (1,810)
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Post-employment defined benefit plans’ principal actuarial financial assumptions

The principal actuarial financial assumptions used to calculate the Group’s obligations for the largest defined benefit
pension plans at 31 December for each period, and used as the basis for measuring periodic costs under the plans in
the following periods, were as follows:

Principal actuarial assumptions

Rate of Rate
Discount Inflation increase for of pay
rate rate pensions increase
% % % %
At 31 December 2012
UK' ... 4.50 3.10 2.90 3.60
Hong Kong 0.60 n/a n/a 4.00
S et 3.95 2.50 n/a 2.75
At 31 December 2011
UK st 4.80 3.20 3.10 3.70
Hong Kong ..o 1.47 n/a n/a 5.00
US e 4.60 2.50 n/a 2.75
At 31 December 2010
UK ettt 5.40 3.70 3.50 4.20
HONG KONG .o 2.85 n/a n/a 5.00
US e 5.41 2.50 n/a 2.75

1 Rate of increase for pensions in the UK is for pensions in payment only, capped at 5%. Deferred pensions are projected to increase in
line with the CPI, capped at 5%. For 2010, deferred pensions were projected to increase in line with the RPI, capped at 5%.

HSBC determines the discount rates to be applied to its obligations in consultation with the plans’ local actuaries,

on the basis of current average yields of high quality (AA rated or equivalent) debt instruments, with maturities
consistent with those of the defined benefit obligations. In countries where there is not a deep market in corporate
bonds, government bond yields have been used. The yield curve has been extrapolated where the term of the
liabilities is longer than the duration of available bonds and the discount rate used then takes into account the term
of the liabilities and the shape of the yield curve. When determining the discount rate with reference to a bond index,
an appropriate index for the specific region has been used.

Mortality tables and average life expectancy at age 65

Life expectancy at Life expectancy at
age 65 for a male age 65 for a female
Mortality table member currently: member currently:

Aged 65 Aged 45 Aged 65 Aged 45

At 31 December 2012

SAPS S1' 23.9 25.6 25.4 27.7
n/a n/a n/a n/a n/a
RP 2000 fully generational® 21.1 23.1 2282 25.0
SAPS MC* 22.5 24.4 23.5 25.4
n/a n/a n/a n/a n/a
RP 2000 fully generational® 19.4 20.9 21.3 222

—_

SAPS S1 with Continuous Mortality Investigation 2011 improvements and a 1.25% long-term allowance improvement. Light table with

1.01 rating for male pensioners and 1.02 rating for female pensioners.

2 The significant plans in Hong Kong are lump sum plans which do not use a post-retirement mortality table.

3 The projections scale applied to the mortality rates has changed from AA at 31 December 2011 to BB at 31 December 2012, to better
reflect observed mortality improvements.

4 SAPS MC projections with 1% minimum improvement beyond 2002. Light table with 1.08 rating for male pensioners and standard table

with 1.06 rating for female pensioners.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

7 - Employee compensation and benefits / 8 — Auditors’ remuneration

Expected rates of return

2012 2011
Expected Expected

rates of return’ Value rates of return' Value
% US$m % US$m

HSBC Bank (UK) Pension Scheme
Fair value of plan assets ... 29,092 26,604
Equities 7.1 3,899 72 3,190
BONAS i 4.0 22,258 4.1 20,737
PLOPEILY oottt 6.7 1,583 6.7 1,524
OLhET . 3.1 1,352 2.8 1,153

Other plans

Fair value of plan assets ...........ccoccoceiviiiiicioiiiicccecce 9,015 8,232
Equities 7.9 2,688 7.7 2,184
BONAS ..o 4.1 4,963 4.7 4,659
PIOPEITY ..oooviiiiiiiciiiiiiccc 5.0 107 4.6 106
OBHCT et 3.6 1,257 4.0 1,283

1 The expected rates of return are used to measure the net defined benefit pension costs in each subsequent year, and weighted on the
basis of the fair value of the plan assets. In 2013 the basis will change as described on page 386.

The expected return on plan assets represents the best estimate of long-term future asset returns, which takes into

account historical market returns plus additional factors such as the current rate of inflation and interest rates.

Actuarial assumption sensitivities

The discount rate is sensitive to changes in market conditions arising during the reporting period. The mortality rates
used are sensitive to experience from the plan member profile. The following table shows the effect of changes in
these and the other key assumptions on the principal defined benefit pension plan:

The effect of changes in key assumptions on the principal plan

Discount rate

Change in pension obligation at year end from a 25bps inCrease ...........cooevevveerieerieenes
Change in pension obligation at year end from a 25bps decrease ..........c.coceceeerevreeuccnne
Change in 2013 pension cost from a 25bps INCIEASe’ ...........cooooveeveerereeeeeeeeeeeeeeeens
Change in 2013 pension cost from a 25bps decrease’ ..........c..coovorveerreorrorieirrisierieens

Rate of inflation

Change in pension obligation at year end from a 25bps INCIEaSE .......ccoeveieverererieeriererierieieeeeeeeeas
Change in pension obligation at year end from a 25bps decrease ...........ocovveueerernieeeeennreieecene

Change in 2013 pension cost from a 25bps increase'
Change in 2013 pension cost from a 25bps decrease’ ...

Rate of increase for pensions in payment and deferred pensions

Change in pension obligation at year end from a 25bps iNCIEASE .......ccoeveieverererieeriereriereeieeeeeeieneas
Change in pension obligation at year end from a 25bps decrease ..........c.ovveeeerenneieeinnreeccene
Change in 2013 pension cost from a 25bps INCIEASE" .........c...oveeveereeeeeeeeeeeeeeee e
Change in 2013 pension cost from a 25bps decrease’ ..............coovorveorrerrerieieieesieeieee s

Rate of pay increase

Change in pension obligation at year end from a 25bps INCIEASE .......ceeveuirueurrierirenieerieiereiesieeseeneas
Change in pension obligation at year end from a 25bps decrease ...........ocoveueeriereeecceninineeencenne

Change in 2013 pension cost from a 25bps increase'
Change in 2013 pension cost from a 25bps decrease’ ...

Investment return

Change in 2013 pension cost from a 25bps INCIEASE" .........c...ovwrveereeeeeeeeeeeeeeeeeeeeee e
Change in 2013 pension cost from a 25bps decrease’ ............o.coovrveorverveerieieieesieeiee s

Mortality

Change in pension obligation from each additional year of longevity assumed ............cccccovvereucecnnne.

HSBC Bank (UK) Pension Scheme

2012
US$m

1,191)
1,275
(78)
76

881

(842)
48

“7)

719

(692)
36

34)

175

173)
15

13)

663

2011
US$m

(980)
1,045
2

2)

1,026

(978)
57

(54)

876

(841)
43

(42)

248

(240)
19

(15)

(65)
67

619

1 The change in 2013 pension cost from a 25bps increase/decrease was calculated based on the requirements of IAS 19 revised, which

will be adopted from 1 January 2013. The comparative numbers, which show the change in 2012 pension cost from a 25bps

increase/decrease, were calculated in accordance with the accounting policy set out in Note 2(1).
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The effect of changes in the discount rate and in mortality rates on plans other than the principal plan

Other plans
2012 2011
US$m US$m
Change in defined benefit obligation at year end from a 25bps increase in discount rate ...................... 379) (325)
Change in 2013 pension cost from a 25bps increase in discount rate' ...........c.ccooooveervereerrereerereanss 17) -
Increase in defined benefit obligation from each additional year of longevity assumed ...............c........ 174 144

1 The change in 2013 pension cost from a 25bps increase/decrease was calculated based on the requirements of IAS 19 revised, which
will be adopted from 1 January 2013. The comparative numbers, which show the change in 2012 pension cost from a 25bps
increase/decrease, were calculated in accordance with the accounting policy set out in Note 2(t).

HSBC Holdings

Employee compensation and benefit expense in respect of HSBC Holdings” employees in 2012 amounted to
US$439m (2011: US$413m). The average number of persons employed by HSBC Holdings during 2012 was 1,323
(2011: 1,212).

Employees of HSBC Holdings who are members of defined benefit pension plans are principally members of either
the HSBC Bank (UK) Pension Scheme or the HSBC International Staff Retirement Benefits Scheme. HSBC
Holdings pays contributions to such plans for its own employees in accordance with the schedules of contributions
determined by the Trustees of the plan.

Directors’ emoluments

The aggregate emoluments of the Directors of HSBC Holdings, computed in accordance with the Companies Act
2006 and the Large and Medium-sized Companies and Groups (Accounts and Reports) Regulations 2008 were:

2012 2011 2010

US$000 US$000 US$000

B ittt et et e e et e et e e nbeenteenbeenbeenseenteenne 5,435 5,108 3,597
Salaries and other emoluments . 10,316 12,906 12,841
ANNUAL INCENTIVES ..ovivieiiieieiieteeteeteete ettt et ee ettt e et e eve e eaeeae e s eseseeteeaeeaeens 13,983 12,516 14,294
TOLAL Lttt ettt b ettt n et n bt n ettt s s nan 29,734 30,530 30,732
Vesting of long-term incentive awards ..........cccoeoeereirieineieeeeeesee e 5,733 2,596 8,523

In addition, there were payments under retirement benefit agreements with former Directors of US$1,171,796 (2011:
US$1,166,580). The provision at 31 December 2012 in respect of unfunded pension obligations to former Directors
amounted to US$19,285,971 (2011: US$18,006,894).

During the year, aggregate contributions to pension schemes in respect of Directors were US$29,078 (2011:
US$373,310). Discretionary annual incentives for Directors are based on a combination of individual and corporate
performance and are determined by the Group Remuneration Committee. Details of Directors’ remuneration, share
options and awards under the HSBC Share Plan and HSBC Share Plan 2011 are included in the ‘Directors’
Remuneration Report” on pages 347 to 367.

Auditors’ remuneration

2012 2011 2010

US$m US$m US$m

Audit fees payable to KPMG! e 47.2 48.8 49.1
Audit fees payable to non-KPMG entities .........cccovereerinirieieenininieieieeeneeieeceees 1.4 1.9 2.3
Total auditors’ FEMUNETATION ........cevvevirieriiieieieieteeetee et stese e st sseseeseseenas 48.6 50.7 51.4

1 Fees payable to KPMG for HSBC Holdings’ statutory audit and audit of HSBC's subsidiaries, pursuant to legislation.

The following fees were payable by HSBC to the Group’s principal auditor, KPMG Audit Plc and its associates
(together ‘KPMG”):
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

8 — Auditors’ remuneration / 9 - Tax

Fees payable by HSBC to KPMG

2012 2011 2010

US$m US$m US$m

Fees for HSBC Holdings’ statutory audit' ............ccooovververeeorieseiseseessesesienon. 13.2 12.7 11.8

— TElating tO CUITENT YEAT .vvuiviveieiieieiecieiscieseceeie ettt 12.8 12.4 11.8

— TElAtING 1O PIIOT YEAT ©.vuveivieieieieiieiieteiee et siese ettt 0.4 0.3 —

Fees for other services provided t0 HSBC ........cocoiiuiieiiieieiiiicceieeeeeeeea 67.3 74.4 66.5

Audit of HSBC’S SUBSIAAIIES” ......o.vvoeieviceieiiieeeiee s 34.0 36.1 373

Audit-related aSSUTANCE SEIVICES® ............ovvevereveeereeeeeeeeeeeeeeeeeeeee e 23.6 25.7 20.8
Taxation-related services:

— taxation COMPLIANCE SETVICES ........ovvvirieieiiieereieiieisiieieieeetese et eeseseesseseeenas 2.1 2.8 1.5

— taxation AdVISOTY SEIVICES .....cueuiveieiriiiieeiceeieieteiet ettt eeseeeaena 1.3 L5 0.9

Other ASSUTANCE SETVICES ..vuvvveirivieieeiiseiessesesessesesseessssesessssesssss s s ssesessssessssesns 1.1 1.3 1.4

Other NON-aUdit SEIVICES .....ov.vveveiveeeeceeee e 5.2 7.0 4.6

Total fEES PAYADIE .....oveiveriieieeieiiee ettt 80.5 87.1 78.3

1 Fees payable to KPMG for the statutory audit of the consolidated financial statements of HSBC and the separate financial statements of
HSBC Holdings. They include amounts payable for services relating to HSBC Holdings’ subsidiaries consolidation returns which are
clearly identifiable as being in support of the Group audit opinion, with effect from 1 January 2012. Previously these fees were included
in ‘Fees for other services provided to HSBC'. Comparative information has been updated accordingly. The adjustment reduced ‘Fees
for other services provided to HSBC’ and increased ‘Fees for HSBC Holdings’ statutory audit’ by US$11.0m in 2012 (2011: US$10.5m;
2010: US89.4m). There was no effect on basic or diluted earnings per share following the change.

2 Fees payable for the statutory audit of HSBC's subsidiaries financial statements.

3 Including services for assurance and other services that relate to statutory and regulatory filings, including comfort letters and interim
reviews.

4 Including valuation and actuarial services, translation services, ad-hoc accounting advice, review of financial models, advice on IT
security and business continuity, corporate finance transactions and performing agreed-upon IT testing procedures.

No fees were payable by HSBC to KPMG for the following types of services: internal audit services, services related
to litigation and recruitment and remuneration.

Fees payable by HSBC's associated pension schemes to KPMG

2012 2011 2010

US$000 Us$000 US$000

Audit of HSBC’s associated pension SCheMES ...........cccvverirerieinieenerireieeneeeesienens 256 248 384
Taxation-related services - 11 -
— taxation COMPLANCE SEIVICES ..c.c.vrvrieueueuiiririeieieitirieteiet ettt = - -

— taXation AdVISOTY SEIVICES .........cevieeveeieesceeseeeceeteeese st = 11 -
Total fEeS PAYADIE ....oveuiieeieieieteet e 256 259 384

No fees were payable by HSBC’s associated pension schemes to KPMG for the following types of services: audit
related assurance services, internal audit services, other assurance services, services related to corporate finance
transactions, valuation and actuarial services, litigation, recruitment and remuneration, and information technology.

In addition to the above, KPMG estimate they have been paid fees of US$3.3m (2011: US$8.6m; 2010: US$14.9m)
by parties other than HSBC but where HSBC is connected with the contracting party and therefore may be involved
in appointing KPMG. These fees arise from services such as auditing mutual funds managed by HSBC and reviewing
the financial position of corporate concerns which borrow from HSBC.

Fees payable to KPMG for non-audit services for HSBC Holdings are not disclosed separately because such fees are
disclosed on a consolidated basis for HSBC Group.
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Tax

Tax charged to the income statement

2012 2011 2010
US$m US$m US$m
Current tax

UK COTPOTALION TAX .oveiuiiiieiieiieteteieiee sttt ettt ettt ee 250 820 383

— for this year .......ccccceeenenieneennne . 60 462 404
— adjustments in resSpect Of PriOr YEAIS .....c.cccovveririeuiuiiririeieieieiirireeiee et 190 358 (21)

OVEISEAS TAX | -.eeeeeeeeeeeeeeee oo e e ees e ene s 5,560 4,255 3,328

—FOT THIS YEAT .ttt 5,421 4,155 3,235

— adjustments in resSpect Of Prior YEAIS .......cccovvrirueueiininieieiereirireeiei et 139 100 93

5,810 5,075 3,711

DIETEITEA TAX .ttt ettt ettt (495) (1,147) 1,135

Origination and reversal of temporary differences ...........cccoovveeerinnnccccnnnnen (269) (1,178) 1,176

Effect of changes in tax rates ...........ccccecvvveernenene 66 3) 31
Adjustments in respect of prior years .. (292) 34 (72)

Total tax charged to the INCOME StAtEMENT ........c.evveueeuiiirieiiericc e 5,315 3,928 4,846

1 Overseas tax included Hong Kong profits tax of US$1,049m (2011: US$997m; 2010: US$962m). The Hong Kong tax rate applying to
the profits of subsidiaries assessable in Hong Kong was 16.5% (2011: 16.5%; 2010: 16.5%,). Other overseas subsidiaries and overseas
branches provided for taxation at the appropriate rates in the countries in which they operate.

Tax reconciliation

The tax charged to the income statement differs to the tax charge that would apply if all profits had been taxed at the
UK corporation tax rate as follows:

2012 2011 2010
US$m % US$m % US$m %

Profit before taX ......c.ccveevivviiiierieieieeeeeeeeee e 20,649 21,872 19,037
Tax at 24.5% (2011: 26.5%; 2010: 28.0%) .c.cvevevevrurnnne. 5,057 24.5 5,796 26.5 5,330 28.0
Impact of differently taxed overseas profits ...........c........ 57) (0.3) (492) 2.2) (744) 3.9)
Adjustments in respect of prior period liabilities ............ 37 0.2 495 2.3 - -
Deferred tax temporary differences not recognised/

(previously not recognised) ........cccoeovreieeinenieneens 374 1.8 (923) (4.2) (6) -
Effect of profits in associates and joint ventures (872) 4.3) (865) (4.0) (758) (4.0)
Tax impact of intra-group transfer of subsidiary - - 1,216 6.4

Tax impact of disposal of Ping An .................. . (204) (1.0) - - -
Non taxable income and gains ...........cceceeveererereeneeennnne. (542) 2.6) (613) (2.8) (700) (3.7)

Permanent disallowables ...........cccccoevevviviiieieeecieienens 1,092 5.3 467 2.1 355 1.9
Change N taX TAES .....cevverereererreerieeeeeeeeeeseeeeseeesienees 78 0.4 3) - 31 0.2
Local taxes and overseas withholding taxes ...........c.ccocccuuee 581 2.8 267 1.2 224 1.2
Other IeMS.......c.eoveeieviieiiieecee ettt (229) (1.1) (201) (0.9) (102) (0.6)
Total tax charged to the income statement ...................... 5,315 25.7 3,928 18.0 4,846 25.5

The effective tax rate for the year was 25.7% compared with 18.0% for 2011. The higher effective tax rate in

2012 reflects the non tax deductible effect of fines and penalties as part of the settlement of investigations into past
inadequate compliance with anti-money laundering and sanction laws, together with the non-recognition of the tax
benefit in respect of the accounting charge associated with negative fair value movements on own debt. The lower
effective tax rate in 2011 included the benefit of deferred tax of US$0.9bn in respect of foreign tax credits in the US.

The UK corporation tax rate applying to HSBC Holdings and its subsidiaries was 24.5% (2011: 26.5%; 2010: 28%)).

The UK Government announced that the main rate of corporation tax for the year beginning 1 April 2012 will reduce
from 26% to 24% to be followed by a 1% reduction to 23% for the year beginning 1 April 2013 and a further 2%
reduction to 21% for the year beginning 1 April 2014. The reduction in the corporate tax rate to 24% was
substantively enacted in the first half of 2012 and this results in a weighted average rate of 24.5% for 2012
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
9 -Tax

(2011: 26.5%). The reduction to 23% was enacted through the 2012 Finance Act in July and the reduction to 21%
announced in the 2012 Autumn Statement is expected to be enacted through the 2013 Finance Act. It is not expected
that the proposed future rate reductions will have a significant effect on the Group.

The Group’s legal entities are subject to routine review and audit by tax authorities in the territories in which the
Group operates. The Group provides for potential tax liabilities that may arise on the basis of the amounts expected to
be paid to the tax authorities. The amounts ultimately paid may differ materially from the amounts provided
depending on the ultimate resolution of such matters. A substantial proportion of the material open issues related

to the UK of which the principal matter concerned the application of the UK Controlled Foreign Company (‘CFC’)
rules. Following further discussion with Her Majesty’s Revenue and Customs, the CFC and certain other open UK
issues have now been resolved.

Deferred taxation

The table overleaf shows the gross deferred tax assets and liabilities recognised in the balance sheet and the related
amounts recognised in the income statement, other comprehensive income and directly in equity.

The amounts presented in the balance sheet are different from the amounts disclosed in the table overleaf as they are
presented after offsetting asset and liability balances where HSBC has the legal right to set-off and intends to settle
on a net basis.

Us

Of the total net deferred tax assets of US$6.5bn at 31 December 2012 (2011: US$6.2bn), the net deferred tax asset
relating to HSBC’s operations in the US was US$4.6bn (2011: US$5.2bn). The deferred tax assets included in this
total reflected the carry forward of no tax losses and tax credits (2011: US$1.2bn), deductible temporary differences
in respect of loan impairment allowances of US$2.0bn (2011: US$2.7bn) and other temporary differences of
US$2.6bn (2011: US$1.3bn).

Deductions for loan impairments for US tax purposes generally occur when the impaired loan is charged off, often in
the period subsequent to that in which the impairment is recognised for accounting purposes. As a result, the amount
of the associated deferred tax asset should generally move in line with the impairment allowance balance. The taxable
gains on the disposal of the US branch network and Card and Retail Services business has resulted in a reduction in
the amount of deferred tax assets related to carried forward tax losses and tax credits. This was offset in part by the
reversal of deferred tax liabilities as a result of these disposals.

On the evidence available, including historical levels of profitability, management projections of future income and
HSBC Holdings’ commitment to continue to invest sufficient capital in North America to recover the deferred tax
asset, it is expected that there will be sufficient taxable income generated by the business to realise these assets.
Management projections of profits from the US operations are prepared for a 10-year period and include assumptions
about future house prices and US economic conditions, including unemployment levels.

The current level of the deferred tax asset in respect of loan impairment allowances is projected to reduce over the
10-year period in line with the reduction in the Consumer and Mortgage Lending portfolio.

As there has been a recent history of losses in HSBC’s US operations, management’s analysis of the recognition of
these deferred tax assets significantly discounts any future expected profits from the US operations and relies to a
greater extent on capital support from HSBC Holdings, including tax planning strategies in relation to such support.
The principal strategy involves generating future taxable profits through the retention of capital in the US in excess of
normal regulatory requirements in order to reduce deductible funding expenses or otherwise deploy such capital to
increase levels of taxable income.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
9 —-Tax / 10 — Dividends

Brazil

The net deferred tax asset relating to HSBC’s operations in Brazil was US$0.9bn (2011: US$0.7bn). The deferred tax
assets included in this total arose primarily in relation to deductible temporary differences in respect of loan
impairment allowances. Deductions for loan impairments for Brazilian tax purposes generally occur in periods
subsequent to those in which they are recognised for accounting purposes and, as a result, the amount of the
associated deferred tax assets move in line with the impairment allowance balance.

Loan impairment deductions are recognised for tax purposes typically within 24 months of accounting recognition.
On the evidence available, including historic levels of profitability, management projections of income and the state
of the Brazilian economy, it is anticipated that there will be sufficient taxable income generated by the business to
realise these assets when deductible for tax purposes.

There were no material carried forward tax losses or tax credits recognised within the Group’s deferred tax assets in
Brazil.

Mexico

The net deferred tax asset relating to HSBC’s operations in Mexico was US$0.6bn (2011: US$0.5bn). The deferred
tax assets included in this total related primarily to deductible temporary differences in respect of accounting
provisions for impaired loans, including losses realised on sales of impaired loans. The annual deduction for loan
impairments is capped under Mexican legislation at 2.5% of the average qualifying loan portfolio. The balance is
carried forward to future years without expiry but with the annual deduction subject to the 2.5% cap.

On the evidence available, including historic and projected levels of loan portfolio growth, loan impairment rates
and profitability, it is anticipated that the business will realise these assets within the next 15 years. The projections
assume that loan impairment rates will remain at levels consistently below the annual 2.5% cap over the medium
term.

There were no material carried forward tax losses or tax credits recognised within the Group’s deferred tax assets in
Mexico.

UK

The net deferred tax asset relating to HSBC’s operations in the UK was US$0.3bn (2011: liability US$0.2bn). The
deferred tax assets included in this total relate primarily to the carry forward of tax losses.

On the evidence available, including historical levels of profitability and management projections of future income it
is anticipated that there will be sufficient taxable income generated by the business to recover the deferred tax asset
over the next 12 months.

Unrecognised deferred tax

The amount of temporary differences, unused tax losses and tax credits for which no deferred tax asset is recognised
in the balance sheet was US$16.6bn (2011: US$14.7bn). These amounts included unused state losses arising in our
US operations of US$12.6bn (2011: US$12.5bn).

Of the total amounts unrecognised, US$3.9bn (2011: US$2.4bn) had no expiry date, US$0.3bn (2011: US$0.1bn)
was scheduled to expire within 10 years (2011: 10 years) and the remaining will expire after 10 years.

Deferred tax is not recognised in respect of the Group’s investments in subsidiaries and branches where remittance or
other realisation is not probable, and for those associates and interests in joint ventures where it has been determined
that no additional tax will arise. No amount is disclosed for the unrecognised deferred tax or the 2012 and 2011
temporary differences associated with such investments as it is impracticable to determine the amount of income
taxes that would be payable when any temporary differences reverse. Deferred tax of US$0.3bn (2011: US$0.2bn)
has, however, been provided in respect of distributable reserves of associates that, on distribution, would attract
withholding tax.
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HSBC Holdings

Movement of deferred tax assets

Accelerated Short-term  Available- Fair valued Share- Unused
capital timing for-sale  assets and based tax
allowances  differences investments liabilities payments losses Total
US$m US$m US$m US$m US$m US$m US$m
2012
At 1January ......cococeeeenieennenne. - “) 46 9 40 91
Income statement ...........coceneee. 2 - - (15) (@) (40) (60)
Other comprehensive income ..... - - 27) - - - 27
EqQUILY woevieciieeicccieecceene — — - - 10 — 10
At 31 December ......................... 2 — (31) 31 12 — 14
2011
At 1January ......cococeeeeeniennennes - 1 (21) 61 16 - 57
Income statement ...........cccueneene. - (1) - (15) 7 40 17
Other comprehensive income ..... — — 17 - - — 17
At 31 December .........ccceeveeennne — — (4) 46 9 40 91

The amount of unused tax losses for which no deferred tax asset is recognised in the balance sheet was US$1,775m
(2011: US$8m) of which US$9m (2011: US$8m) relate to capital losses. The losses have no expiry date.

Dividends

Dividends to shareholders of the parent company

2012 2011 2010
Per Settled Per Settled Per Settled
share Total in scrip share Total  in scrip share Total  in scrip
US$ US$Sm  US$m US$  USSm  US$m Us$  USSm  US$m
Dividends declared on ordinary shares
In respect of previous year:
— fourth interim dividend ...........coccco.e. 0.14 2,535 259 0.12 2,119 1,130 0.10 1,733 838
In respect of current year:
— first interim dividend ..........cccceveneeee. 0.09 1,633 748 0.09 1,601 204 0.08 1,394 746
— second interim dividend ...................... 0.09 1,646 783 0.09 1,603 178 0.08 1,402 735
— third interim dividend ...........cccocceneee 0.09 1,655 639 0.09 1,605 720 0.08 1,408 205
0.41 7,469 2,429 0.39 6,928 2,232 0.34 5,937 2,524
Quarterly dividends on preference
shares classified as equity
March dividend .........coooeviiiciinnnn 15.50 22 15.50 22 15.50 22
June dividend .......ccocovviiiciiiie 15.50 23 15.50 23 15.50 23
September dividend ........cooeeioininineenne. 15.50 22 15.50 22 15.50 22
December dividend .........ccoeeceinninicicccns 15.50 23 15.50 23 15.50 23
62.00 90 62.00 90 62.00 90
Quarterly coupons on capital securities classified as equityl
2012 2011 2010
Per share Total Per share Total Per share Total
US$ US$m US$ US$m US$ US$m
January coupon ........ccceceeeveneninenn, 0.508 44 0.508 44 0.508 44
March coupon ........cccceevevecuccenereennee 0.500 76 0.500 76 - -
April coupon ........cooceieiciieininnenens 0.508 45 0.508 45 0.508 45
JUNe CouPON ... 0.500 76 0.500 76 - —
July coupon .....ccocevveieiieiieeeeen 0.508 45 0.508 45 0.508 45
September coupon .. 0.500 76 0.500 76 0.450 68
October coupon ... 0.508 45 0.508 45 0.508 45
December coupon ..........ccoceveveevenenne 0.500 76 0.500 76 0.500 76
4.032 483 4.032 483 2.982 323

1 HSBC Holdings issued Perpetual Subordinated Capital Securities of US$3,800m in June 2010 and US$2,200m in April 2008, which are

classified as equity under IFRSs.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

11 - Earnings per share / 12 - Segmental analysis

The Directors declared after the end of the year a fourth interim dividend in respect of the financial year ended

31 December 2012 of US$0.18 per ordinary share, a distribution of approximately US$3,327m. The fourth interim
dividend will be payable on 8 May 2013 to holders of record on 21 March 2013 on the Hong Kong Overseas Branch
Register and 22 March 2013 on the Principal Register in the UK or the Bermuda Overseas Branch Register. No
liability is recorded in the financial statements in respect of the fourth interim dividend for 2012.

On 15 January 2013, HSBC paid a further coupon on the capital securities of US$0.508 per security, a distribution of
US$44m. No liability is recorded in the balance sheet at 31 December 2012 in respect of this coupon payment.

11 Earnings per share
Basic earnings per ordinary share was calculated by dividing the profit attributable to ordinary shareholders of the
parent company by the weighted average number of ordinary shares outstanding, excluding own shares held. Diluted
earnings per ordinary share was calculated by dividing the basic earnings, which require no adjustment for the effects
of dilutive potential ordinary shares, by the weighted average number of ordinary shares outstanding, excluding own
shares held, plus the weighted average number of ordinary shares that would be issued on conversion of dilutive
potential ordinary shares.
Profit attributable to the ordinary shareholders of the parent company
2012 2011 2010
US$m US$m US$m
Profit attributable to shareholders of the parent company ..............cccceeeeuvueucicvinnnnne 14,027 16,797 13,159
Dividend payable on preference shares classified as equity ........c.ccoceoeverireririerennnes 90) (90) (90)
Coupon payable on capital securities classified as equity .......c.ccceoervrveeerinnenenes (483) (483) (323)
Profit attributable to the ordinary shareholders of the parent company ..................... 13,454 16,224 12,746
Basic and diluted earnings per share
2012 2011 2010
Number Per Number Per Number Per
Profit of shares share Profit of shares share Profit of shares share
US$m (millions) US$  US$m (millions) US$  US$m (millions) USS$
BaSiC' oo 13,454 18,125 0.74 16,224 17,700 092 12,746 17,404 0.73
Effect of dilutive potential ordinary shares ... 146 222 229
— Savings-related Share Option Plan .... 23 45 55
— Other plans .........cccccoevevccicnnnecne. 123 177 174
Diluted" ..o 13,454 18,271 0.74 16,224 17,922 0.91 12,746 17,633 0.72
1 Weighted average number of ordinary shares outstanding (basic) or assuming dilution (diluted).
The weighted average number of dilutive potential ordinary shares excluded 103m employee share options that were
anti-dilutive (2011: 151m; 2010: 150m).
12 Segmental analysis

HSBC’s operating segments are organised into six geographical regions, Europe, Hong Kong, Rest of Asia-Pacific,
Middle East and North Africa (‘MENA”), North America and Latin America.

Geographical information is classified by the location of the principal operations of the subsidiary or, for The
Hongkong and Shanghai Banking Corporation, HSBC Bank, HSBC Bank Middle East and HSBC Bank USA, by
the location of the branch responsible for reporting the results or advancing the funds.

HSBC’s chief operating decision-maker is the Group Management Board (‘GMB’) which operates as a general
management committee under the direct authority of the Board. Information provided to GMB to make decisions
about allocating resources to, and assessing the performance of, operating segments is measured in accordance with
IFRSs. The financial information shown below includes the effects of intra-HSBC transactions between operating
segments which are conducted on an arm’s length basis and are eliminated in arriving at the total. Shared costs are
included in operating segments on the basis of the actual recharges made.
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Products and services

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

e Retail Banking and Wealth Management (‘RBWM”) offers a broad range of products and services to meet the E,
personal banking and wealth management needs of individual customers. Typically, customer offerings include g
personal banking products (current and savings accounts, mortgages and personal loans, credit cards, debit cards 5
and local and international payment services) and wealth management services (insurance and investment
products, global asset management services and financial planning services).

e Commercial Banking (‘CMB’) offers a broad range of products and services to serve the needs of our
commercial customers, including small and medium sized enterprises, mid-market enterprises and corporates.

These include credit and lending, international trade and receivables finance, treasury management and liquidity 3
solutions (payments and cash management and commercial cards), commercial insurance and investments. We -G;)
also offer our customers access to products and services offered by other global businesses, for example Global &
Banking and Markets (‘GB&M’) which include foreign exchange products, raising capital on debt and equity ©
markets and advisory services. %

e  GB&M provides tailored financial solutions to major government, corporate and institutional clients and private u%
investors worldwide. The client-focused business lines deliver a full range of banking capabilities including e
financing, advisory and transaction services, a markets business that provides services in credit, rates, foreign CED
exchange, money markets and securities services, and principal investment activities. ET':

e  Global Private Banking (‘GPB’) provides a range of services to high net worth individuals and families with 8
complex and international needs.

Financial information ®

(&)
In the following segmental analysis, the benefit of shareholders’ funds impacts the analysis only to the extent that s
these funds are actually allocated to businesses in the segment by way of intra-HSBC capital and funding structures. GE)
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
12 - Segmental analysis

Profit/(loss) for the year

Rest of Intra-

Hong Asia- North Latin HSBC
Europe Kong Pacific MENA America America items Total
US$m US$m US$m US$Sm US$m US$m US$m US$m

2012

Net interest inCOMe .........covvvveveeeeenernnnee 10,394 5,316 5,391 1,470 8,117 6,984 - 37,672
Net fee iINCOMEe ...ocovvvevveeeieieeeeeene 6,169 3,335 2,083 595 2,513 1,735 - 16,430
Net trading income/(expense) ............... 2,707 1,463 1,053 390 507 971 - 7,091

Gains on disposal of US branch
network, US cards business and

Ping AN oo = = 3,012 - 4,012 - = 7,024
Other iNCOME ....c.ceveveeeeeeiirieieecne (1,662) 2,308 2,045 (25) (456) 1,261 (3,358) 113
Net operating income' .........c.ccoevveennnn. 17,608 12,422 13,584 2,430 14,693 10,951 (3,358) 68,330
Loan impairment charges and other

credit risk provisions ..........c.oceeeuee (1,921) (74) (436) (286) (3,457) (2,137) - (8,311)
Net operating inCome ..........cocevrveeenene. 15,687 12,348 13,148 2,144 11,236 8,814 (3,358) 60,019
Employee compensation and benefits .. (8,070) (2,572) (3,140) (652) (3,243) (2,814) - (20,491)
General and administrative expenses ... (10,059) (1,860) (2,433) (459) (5,413) 3,117) 3,358 (19,983)
Depreciation and impairment of

property, plant and equipment .......... 597) (236) 191) 44) (195) (221) - (1,484)
Amortisation and impairment of

intangible assets ..........cccoevererieinene. (369) (180) (42) a1 (89) (278) - (969)
Total operating eXpenses ...................... (19,095) (4,848) (5,806) (1,166) (8,940) (6,430) 3,358 (42,927)
Operating profit .......cccccvcevvvereeerieennns (3,408) 7,500 7,342 978 2,296 2,384 = 17,092
Share of profit in associates and joint

VENEUIES oot seeneienene (6) 82 3,106 372 3 - - 3,557
Profit before tax ........ccooeveeveenernenne (3.414) 7,582 10,448 1,350 2,299 2,384 - 20,649
Tax income/(EXPense) ........c.cowvveveveeennes (173) (1,095) (1,616) (254) (1,313) (864) - (5,315)
Profit for the year .........ccocevevevenernenne (3,587) 6,487 8,832 1,096 986 1,520 — 15,334
2011
Net interest iNCOME .......ceeuereevreereuennncne 11,001 4,691 5,102 1,432 11,480 6,956 - 40,662
Net fee iNCOme .....ccoeoevveereeeerininieeenne 6,236 3,097 2,111 627 3,308 1,781 - 17,160
Net trading income/(expense) ............... 2,161 1,189 1,658 482 (362) 1,378 - 6,506
Other iNCOME ....ceevveveeieieieeeeeeiieeene 4,848 1,705 1,842 66 1,574 1,338 (3,421) 7,952
Net operating income' .........c.cccccovvean.. 24,246 10,682 10,713 2,607 16,000 11,453 (3,421) 72,280
Loan impairment charges and other

credit risk provisions ..........c.cececeeeune (2,512) (156) (267) (293) (7,016) (1,883) - (12,127)
Net operating inCoOmMe ........c.c.ceveveveuenencne 21,734 10,526 10,446 2,314 8,984 9,570 (3,421) 60,153
Employee compensation and benefits .. (7,621) (2,610) (3,179) (659) (3,928) (3,169) - (21,166)
General and administrative expenses ... (8,473) (1,724) (2,378) (458) (4,404) (3,443) 3,421 (17,459)
Depreciation and impairment of

property, plant and equipment .......... (581) (245) (198) (36) (261) (249) - (1,570)
Amortisation and impairment of

intangible assets .........cccoeovvvererecnnn. (394) (179) (51 (6) (326) (394) — (1,350)
Total operating eXpenses ...................... (17,069) (4,758) (5,806) (1,159) (8,919) (7,255) 3,421 (41,545)
Operating profit .......c.ccceceeeeveereeennens 4,665 5,768 4,640 1,155 65 2,315 - 18,608
Share of profit in associates and joint

VENTUIES .ovvieevieveeereeeveeeveeereeereeeveeenens 6 55 2,831 337 35 — — 3,264
Profit before tax .........cccoceeeirinircennne 4,671 5,823 7,471 1,492 100 2,315 - 21,872
Tax income/(EXPense) .......cceervererverenns (1,589) (1,043) (1,315) (266) 958 (673) — (3,928)
Profit for the year ........cococeeivnrccnnne 3,082 4,780 6,156 1,226 1,058 1,642 — 17,944
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2010

Net interest inCOME .........coeovrueucueueuenne
Net fee income ...
Net trading income ...

Other income/(eXpense) ...........ccceeue...

Net operating income' ........c.ccccovvenenn.

Loan impairment charges and other
credit risk provisions ..........c.c.ccceeuee

Net operating income ..........coceevevenvnene.

Employee compensation and benefits ..
General and administrative expenses ...
Depreciation and impairment of
property, plant and equipment ..........
Amortisation and impairment of
intangible assets ...........ccccccccvreeienne

Total operating eXpenses ...............c......
Operating profit ..........cccceerevvececncnnnns

Share of profit in associates and
JOINE VENTULES ..o

Profit before tax ......c.coceceererinvecrcccnnee
Tax income/(EXPense) ........oeeeeververennnns

Profit/(loss) for the year .........ccoeeueuee

Rest of Intra-
Hong Asia- North Latin HSBC
Europe Kong Pacific MENA  America  America items Total
US$m US$m US$m US$m US$m US$m US$m US$m
11,250 4,246 3,828 1,367 12,439 6,311 - 39,441
6,371 2,962 1,932 677 3,664 1,749 - 17,355
2,863 1,312 1,618 370 314 733 - 7,210
2,266 1,682 1,854 () 630 938 (3,125) 4,241
22,750 10,202 9,232 2,410 17,047 9,731 (3,125) 68,247
(3,020) (114) (439) (627) (8,295) (1,544) - (14,039)
19,730 10,088 8,793 1,783 8,752 8,187 (3,125) 54,208
(7,875) (2,341) (2,719) (579) (3,672) (2,650) - (19,836)
(6,499) (1,686) (2,181) (450) (4,179) (3,286) 3,125 (15,156)
(719) (237) (189) (42) (288) (238) - (1,713)
(352) (167) (549) (@) (183) (220) - (983)
(15,445) (4,431) (5,143) (1,078) (8,322) (6,394) 3,125 (37,688)
4,285 5,657 3,650 705 430 1,793 - 16,520
17 35 2,252 187 24 2 — 2,517
4,302 5,692 5,902 892 454 1,795 - 19,037
(1,006) (987) (962) (138) (1,180) (573) - (4,846)
3,296 4,705 4,940 754 (726) 1,222 - 14,191

1 Net operating income before loan impairment charges and other credit risk provisions.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

12 - Segmental analysis

Other information about the profit/(loss) for the year

Rest of Intra-
Hong Asia- North Latin HSBC
Europe Kong Pacific MENA  America  America items Total
US$m US$m US$m US$m US$m US$m US$m US$m
2012
Net operating income ................. 15,687 12,348 13,148 2,144 11,236 8,814 (3,358) 60,019
External ......cccooeeiiininnccens 14,484 11,233 12,150 2,169 11,109 8,874 - 60,019
Inter-segment ..........ccccceeveueneee 1,203 1,115 998 (25) 127 (60) (3,358) -
Profit for the year includes the
following significant
non-cash items:
Depreciation, amortisation
and impairment .................. 966 416 233 55 363 499 - 2,532
Loan impairment losses gross
of recoveries and other
credit risk provisions ......... 2,329 105 586 361 3,587 2,489 - 9,457
Impairment of financial
INVEStMENts .......ocoeveveuennene 420 21 83 1 32 4 - 519
Changes in fair value of
long-term debt and related
derivatives ........ccoceveecunee (3,091) - “@) 13) (1,219) - - (4,327)
Restructuring costs 292 21 107 27 219 94 - 760
2011
Net operating income ................. 21,734 10,526 10,446 2,314 8,984 9,570 (3,421) 60,153
External ... 20,676 9,442 9,396 2,316 8,744 9,579 - 60,153
Inter-segment ...........cccevveneeee. 1,058 1,084 1,050 (2) 240 9) (3,421) -
Profit for the year includes the
following significant
non-cash items:
Depreciation, amortisation
and impairment .................. 975 424 249 42 802 643 - 3,135
Loan impairment losses gross
of recoveries and other
credit risk provisions ......... 3,085 202 453 395 7,147 2,271 - 13,553
Impairment of financial
INVeStments ........ccoevevevennne 705 55 25 13 9 1 - 808
Changes in fair value of
long-term debt and related
derivatives ........cccccevveininne 3,180 - 4 10 967 - - 4,161
Restructuring costs .................... 357 47 34 27 73 259 - 797
2010
Net operating income ................. 19,730 10,088 8,793 1,783 8,752 8,187 (3,125) 54,208
External ..o 18,881 9,170 7,728 1,774 8,504 8,151 - 54,208
Inter-segment ...........cccceevreeneee 849 918 1,065 9 248 36 (3,125) —
Profit for the year includes the
following significant
non-cash items:
Depreciation, amortisation
and impairment .................. 1,071 404 243 49 576 458 - 2,801
Loan impairment losses gross
of recoveries and other
credit risk provisions ......... 3,303 169 615 684 8,476 1,812 - 15,059
Impairment of financial
INVeStments ........ccoeveueeennne 33 41 4 5 21 1 - 105
Changes in fair value of
long-term debt and related
derivatives ........cccoceveiecnee (365) 2) ) — 111 - - (258)
Restructuring costs .................... 86 15 36 5 13 3 - 158
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Balance sheet information

At 31 December 2012
Loans and advances to
customers (Net) .......ccocevvereneen
Interests in associates and
JOINt VeNtures .........occceeveennene
Total asSets ....ccvevevererrerieienennen
Customer accounts .....................
Total liabilities .........ccccevverrennns

Capital expenditure incurred' ...

At 31 December 2011
Loans and advances to
customers (Net) ........c.ceeeewnne.
Interests in associates and
joint Ventures ...........c.eccceueene
Total assets .....ccevveverveeeeieienens
Customer accounts ...........oo.eeueen.
Total liabilities ...........cccevvrienennen

Capital expenditure incurred' ....

At 31 December 2010
Loans and advances to
customers (Net) ........ccceeuenee
Interests in associates and
joint Ventures ...........coceeeeeenene
Total aSSets ....covevveveevreereeereiennns
Customer accounts .. .
Total liabilities ...........ccocoevruennnen

Capital expenditure incurred' ...

Europe
US$m

463,440

178
1,389,240
555,009
1,327,487

925

434,336

150
1,281,945
493,404
1,224,386

1,177

435,799

186
1,249,527
491,563
1,189,996

865

Hong
Kong
US$m

173,613

224
518,334
346,208
496,640

336

157,665

196
473,024
315,345
458,179

432

140,691

207
429,565
297,484
422,101

836

Rest of
Asia-
Pacific
US$m

138,119

15,085
342,269
183,621
308,815

208

123,868

17,916
317,816
174,012
288,485

207

108,731

15,035
278,062
158,155
246,989

168

MENA
US$m

28,086

2,262
62,605
39,583
53,498

102

25,875

2,036
57,464
36,422
49,005

29

24,626

1,661
52,757
33,511
45,379

46

North
America
US$m

140,756

85
490,247
149,037
450,480

248

142,747

101
504,302
155,982
464,990

342

190,532

104
492,487
158,486
459,301

774

Latin
America
US$m

53,609

131,277
66,556
113,923

458

55,938

144,889
78,760
128,302

951

57,987

5
139,938
88,526
123,655

788

Intra-
HSBC

items
US$m

(241,434)

(241,434)

(223,861)

(223,861)

(187,647)

(187,647)

Total
US$m

997,623

17,834
2,692,538
1,340,014
2,509,409

2,277

940,429

20,399
2,555,579
1,253,925
2,389,486

3,138

958,366

17,198
2,454,689
1,227,725
2,299,774

3,477

1 Expenditure incurred on property, plant and equipment and other intangible assets. Excludes assets acquired as part of business

combinations and goodwill.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

12 -

13

Segmental analysis / 13 — Analysis of financial assets and liabilities

Other financial information

Net operating income by global business

Intra-
HSBC
RBWM' CMB GB&M' GPB Other’ items Total
US$m US$m US$m US$m US$m US$m US$m
2012
Net operating income® ............... 33,861 16,551 18,273 3,172 2,332 (5,859) 68,330
External .........cocoeeeinnninnnn. 31,980 17,295 20,410 2,413 (3,768) - 68,330
Internal ........coooooiiiiiinne. 1,881 (744) (2,137) 759 6,100 (5,859) -
2011
Net operating income® ................ 33,533 15,611 17,057 3,292 9,145 (6,358) 72,280
External .......c.cccoeoeeennnnnnnn. 32,024 15,362 19,881 2,207 2,806 - 72,280
Internal ........cccoooeeivnnnnnnn. 1,509 249 (2,824) 1,085 6,339 (6,358) -
2010
Net operating income® ................ 33,611 13,834 18,912 3,093 4,660 (5,863) 68,247
External .............. 32,056 13,224 21,812 2,182 (1,027) - 68,247
Internal ........ccocoeveciennnnnnnn. 1,555 610 (2,900) 911 5,687 (5,863) -
1 With effect from 1 March 2011, our Global Asset Management business was moved from Global Banking and Markets to Retail Banking

and Wealth Management.

2 The main items reported in the ‘Other’ category are certain property activities, unallocated investment activities, centrally held
investment companies, movements in fair value of own debt and HSBC's holding company and financing operations. The ‘Other’
category also includes gains and losses on the disposal of certain significant subsidiaries or business units.

3 Net operating income before loan impairment charges and other credit risk provisions, also referred to as revenue. The table previously
reported net operating income after loan impairment charges and other credit risk provisions.

Information by country

2012 2011 2010
External External External
net Non- net Non- net Non-
operating current  operating current  operating current
income'? assets’ income'” assets’ income'” assets®
US$m US$m US$m US$m US$m US$m
UK e 9,149 18,391 16,058 21,414 14,171 19,661
Hong Kong . 11,307 11,657 9,600 6,257 9,282 4,630
USA e 11,779 6,718 12,972 3,830 14,032 6,669
FIance ....ococcoevveivieinieeseeeeeeeeee e 2,881 11,074 2,747 10,790 3,345 10,914
Brazil c.ooooeieeiieieeee e 6,395 2,017 6,637 2,149 5,408 2,025
Other COUNTIES ......cevveveiveeieieeiceeeeeeeee e 26,819 30,078 24,266 31,590 22,009 29,747
68,330 79,935 72,280 76,030 68,247 73,646

[

External net operating income is attributed to countries on the basis of the location of the branch responsible for reporting the results or

advancing the funds.

2 Net operating income before loan impairment charges and other credit risk provisions, also referred to as revenue. The table previously
reported net operating income after loan impairment charges and other credit risk provisions.

3 Non-current assets consist of property, plant and equipment, goodwill, other intangible assets, interests in associates and joint ventures

and certain other assets expected to be recovered more than twelve months after the reporting period.

Analysis of financial assets and liabilities by measurement basis

Financial assets and financial liabilities are measured on an ongoing basis either at fair value or at amortised cost. The
summary of significant accounting policies in Note 2 describes how the classes of financial instruments are measured,
and how income and expenses, including fair value gains and losses, are recognised. The following table analyses the
carrying amounts of the financial assets and liabilities by category as defined in IAS 39 and by balance sheet heading.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

13 - Analysis of financial assets and liabilities
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HSBC Holdings

At 31 December 2012

Financial assets

Cash at bank and in hand .............ccooeviviernennne.
DEIIVALIVES .vivveviieiieieieieietceiesee e
Loans and advances to HSBC undertakings ......
Financial investments ...........ccccoeeveveeeeennennns
Oher @SSEtS ....coeveiereiereieirieeeieeereee e

Total financial assets ...........cccceeveevievierieriereenens

Financial liabilities
Amounts owed to HSBC undertakings ..............
Financial liabilities designated at fair value .......
DErIVALIVES ..oviviiieiieiieieeieeeie e
Debt securities in issue
Accruals .....coooevieniniennnn
Subordinated liabilities

Total financial liabilities ...........cccceverveveriererrenennen

At 31 December 2011

Financial assets

Cash at bank and in hand ............cccoeeeeiiinienns
Derivatives
Loans and advances to HSBC undertakings ......
Financial investments
Other @SSELS .veevieuieeeerieieieieeee et

Total financial assets .........cccocevvvrevererirerienenne

Financial liabilities

Amounts owed to HSBC undertakings ..............
Financial liabilities designated at fair value .......
DErIVALIVES .voovievievieeieieieieeieeieete e
Debt securities in issue ..
Other liabilities
Accruals ..............
Subordinated liabilities ...........cccccevvireeveerierienenns

Total financial liabilities ..........cccocevvrrevrrerienennnes

Other

financial

assets and

Available- liabilities at

Held for Designated Loans and for-sale amortised
trading at fair value receivables securities cost Total
US$m US$m US$m US$m US$m US$m
- - - - 353 353
3,768 - - - - 3,768
- - 41,675 - - 41,675
- - - 1,208 - 1,208
— - - - 4 4
3,768 — 41,675 1,208 357 47,008
- - - - 12,856 12,856
- 23,195 - - - 23,195
760 - - - - 760
- - - - 2,691 2,691
- - - - 605 605
- - - - 11,907 11,907
760 23,195 — — 28,059 52,014
- - - - 316 316
3,568 — - - - 3,568
- - 28,048 - 28,048
- - - 1,078 - 1,078
— - - - 1 1
3,568 — 28,048 1,078 317 33,011
- — - - 2,479 2,479
- 21,151 - - - 21,151
1,067 - - - - 1,067
- - - - 2,613 2,613
- — - - 885 885
- - - - 575 575
— — — — 12,450 12,450
1,067 21,151 — — 19,002 41,220
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

14 -Trading assets / 15 — Fair values of financial instruments carried at fair value

14 Trading assets

2012 2011
US$m US$m

Trading assets:
— not subject to repledge or resale by COUNEIPATLIES .......c.evveeieririeriieirieiriet et 305,312 235916
— which may be repledged or resold by cOUnterparties ...........ccooeereerieineinierieeeeeesee e 103,499 94,535
408,811 330,451
Treasury and other €ligible DIllS ........c.coiiiiiiiriiii s 26,282 34,309
DIEDE SECUTTLIES ...uviviiviiuietieiietietiete et et ete ettt ete et et e s et e s e s e et e et e seessessessessessessess e s eseeseeasessessensensessensessensens 144,677 130,487
EQUILY SECUTTEIES ...tiutiiiieiiiteiieteet ettt ettt sttt bttt ettt b st b et a et e s e ebe e enes 41,634 21,002
Trading assets at fal VAIUE .......c.ciiiiiiiiiiiii ettt 212,593 185,798
Loans and advances t0 DANKS .........ccioiiiiriiiiieie ettt 78,271 75,525
Loans and advances t0 CUSTOMETS .........c.eciiiiieieeeteiteeteeteeteeteeteeteeseeseseeseesesseeseeseeseeseessessessensesesessenns 117,947 69,128
408,811 330,451

. .. 1
Trading assets valued at fair value

Fair value

2012 2011

US$m US$m

US Treasury and US GOVErNMENt AZENCIES” .............o..ovwuovueereereereeeeeseemeeseeeeeeseeeseeeeeeseeeeeeeeeseeeees 28,405 15,686
UK Government 11,688 12,917
Hong Kong GOVETNIMENT .......c.iiiiiiiiiiiiieeiteteetetet ettt b ettt ettt b et ese et ebe e 6,228 8,844
OhET GOVEITIMENE ....ouviviiiiiiieiieteiieteiet ettt ettt ettt et st e st sses e s eseesess et et ene st eseeseseesesteseneesensesensesesens 91,498 90,816
ASSEL-DACKEA SECUITHIES +...voeveeeeeeee et e s eeeeee e e e e s eeee e eeseesesseeseeeeseeseeeeseseesessesseeesseesesrees 2,896 2,913
Corporate debt and Other SECUTTLIES ........civieiiieieieieieieeee ettt eseaens 30,244 33,620
EQUILY SECUTTEIES ...tiuteiiieiiiteiieteet ettt ettt sttt bttt ettt b st b et ae e e b e e s e enes 41,634 21,002
212,593 185,798

1 Included within these figures are debt securities issued by banks and other financial institutions of US$20,274m (2011: US$24,956m), of
which US$3,469m (2011: US$5,269m) are guaranteed by various governments.

2 Includes securities that are supported by an explicit guarantee issued by the US Government.

3 Excludes asset-backed securities included under US Treasury and US Government agencies.

Trading assets listed on a recognised exchange and unlisted

Treasury
and other Debt Equity
eligible bills securities securities Total
US$m US$m US$m US$m
Fair value at 31 December 2012
Listed on a recognised exchangeI ................................................ 606 82,732 39,945 123,283
UNBSEEA? oo 25,676 61,945 1,689 89,310
26,282 144,677 41,634 212,593
Fair value at 31 December 2011
Listed on a recognised exchangeI ................................................ 789 78,760 19,994 99,543
UNBSEEA? oo 33,520 51,727 1,008 86,255
34,309 130,487 21,002 185,798

1 Included within listed investments are US$2,828m (2011: US$2,836m) of investments listed in Hong Kong.
2 Unlisted treasury and other eligible bills primarily comprise treasury bills not listed on a recognised exchange but for which there is
a liquid market.

Loans and advances to banks held for trading

2012 2011

US$m US$m

REVEISE TEPOS ...ttt ettt e b et s ettt b et e bt e st st et et st et et ebennene 45,015 45,490
Settlement accounts 6,324 7,555
STOCK DOITOWINE ...ttt bttt ettt et b et eb et aenae e 5,361 5,531
ONET ettt ettt s et s et s et s et e st s et s bR b st h e ae s e e st b st b nteae s e s et ene s enn 21,571 16,949
78,271 75,525
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Loans and advances to customers held for trading

2012 2011
US$m US$m
REVEISE TEPOS ...ttt 73,666 34,358 2
Settlement accounts . 8,186 5,804 .‘];’
STOCK DOITOWIIIE .ottt bbbttt ettt ettt sttt ee 10,710 3,928 5
ONET ettt ettt ettt et ettt a sttt es ettt ettt s e s n et e st es e st ettt e s et e st s eneesenes 25,385 25,038 C>)
117,947 69,128
Fair values of financial instruments carried at fair value
The classification of financial instruments is determined in accordance with the accounting policies set out in Note 2.
The use of assumptions and estimation in valuing financial instruments is described on page 56. q;)
>
Fair value is the amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing =
parties in an arm’s length transaction. ©
2
Financial instruments carried at fair value and bases Q}"va/umionl IS
(N
Valuation techniques (o]
With =
Quoted Using significant =
market observable unobservable °
price inputs inputs 8‘
Level 1 Level 2 Level 3 Total
US$m US$m US$m US$m
At 31 December 2012
Assets &
TTading ASSELS ..veveveeveieeeieririeeieteeetee et 198,843 205,590 4,378 408,811 %
Financial assets designated at fair value ...........cccccevvverieennne 25,575 7,594 413 33,582 =
DEITVALIVES wevvvoveeeeeeeeeeee e eeeeeeeeeeeeeeeeeeeeeese e 1,431 352,960 3,059 357,450 2
Financial investments: available for sale ...........ccccccoeeiennen. 253,246 135,931 8,511 397,688 8
Liabilities 2
Trading liabilities ........ccooceieerirerieerieeceeee e 116,550 180,543 7,470 304,563 o
Financial liabilities designated at fair value ........c..ccocccevenee 10,703 77,017 - 87,720 o
DETIVALIVES .viviviiiiieieieieieieeeee e 1,506 354,375 3,005 358,886 8
At 31 December 2011
Assets
Trading ASSELS ...vveveveviiirieieieiiireieieiei ettt 180,043 145,628 4,780 330,451
Financial assets designated at fair value ...........cccccovevriennne. 22,496 7,644 716 30,856 @
DEIIVALIVES .vovviviivieiieieieceeee sttt erens 1,262 340,668 4,449 346,379 c
Financial investments: available for sale ............c..ccccceveennne. 217,788 151,936 9,121 378,845 g
)
i)
Liabilitics e
Trading liabilities .........cooeirieireiieieereeee e 98,208 159,157 7,827 265,192 9
Financial liabilities designated at fair value . 27,461 57,696 567 85,724 .g
DETIVALIVES .vveveeiiiieiieieeeee e 1,991 340,260 3,129 345,380 %
c
1 The above table does not include financial instruments within the Assets held for sale and Liabilities of disposal groups held for sale i

categorisations.

The increase in Level 1 trading assets and liabilities reflects an increase in equity securities and settlement account
balances, the latter varying considerably in proportion with the level of trading activity. The increase in Level 2
assets reflects higher reverse repo balances used to cover short positions and an increase in repo balances contributed
to the growth in Level 2 liabilities.

As described on page 446, HSBC Holdings transferred financial liabilities designated at fair value from Level 1 to
Level 2. There were no other material transfers between Level 1 and Level 2 in the year. An analysis of the
movements of Level 3 financial instruments is provided on page 447.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
15 - Fair values of financial instruments carried at fair value

Control framework

Fair values are subject to a control framework designed to ensure that they are either determined or validated by a
function independent of the risk-taker.

For all financial instruments where fair values are determined by reference to externally quoted prices or observable
pricing inputs to models, independent price determination or validation is utilised. In inactive markets, direct
observation of a traded price may not be possible. In these circumstances, HSBC will source alternative market
information to validate the financial instrument’s fair value, with greater weight given to information that is
considered to be more relevant and reliable. The factors that are considered in this regard are, inter alia:

the extent to which prices may be expected to represent genuine traded or tradeable prices;

the degree of similarity between financial instruments;

the degree of consistency between different sources;

the process followed by the pricing provider to derive the data;

the elapsed time between the date to which the market data relates and the balance sheet date; and
the manner in which the data was sourced.

For fair values determined using a valuation model, the control framework may include, as applicable, development
or validation by independent support functions of (i) the logic within valuation models; (ii) the inputs to those
models; (iii) any adjustments required outside the valuation models; and (iv) where possible, model outputs.
Valuation models are subject to a process of due diligence and calibration before becoming operational and are
calibrated against external market data on an ongoing basis.

The fair value governance structure is as follows:

Group Finance Director

+

Finance

Valuation Committee
Review Group

Valuation Committees

Responsible for determining Consist of valuation experts Overseen by

fair value: from several independent aZZZILe;?;s Chaired by Global Head of
° Est‘:al?llshmg a.ccountmg Provides support functions considered Product Control,
policies for fair value . Global Markets
o results (product control, market risk to have
® Establishing procedures material

governing valuation

Ensuring compliance
with all relevant
accounting standards

management, quantitative
risk and valuation group
and finance), in addition
to senior management

subjectivity

Consists of heads of
Global Markets, finance
and risk functions

Determination of fair value
Fair values are determined according to the following hierarchy:

e Level I — quoted market price: financial instruments with quoted prices for identical instruments in active
markets.

e Level 2 —valuation technique using observable inputs: financial instruments with quoted prices for similar
instruments in active markets or quoted prices for identical or similar instruments in inactive markets and
financial instruments valued using models where all significant inputs are observable.

e Level 3 —valuation technique with significant unobservable inputs: financial instruments valued using valuation
techniques where one or more significant inputs are unobservable.

The best evidence of fair value is a quoted price in an actively traded market. The fair values of financial instruments
that are quoted in active markets are based on bid prices for assets held and offer prices for liabilities issued. Where a
financial instrument has a quoted price in an active market and it is part of a portfolio, the fair value of the portfolio is
calculated as the product of the number of units and quoted price. In the event that the market for a financial
instrument is not active, a valuation technique is used.

The judgement as to whether a market is active may include, but is not restricted to, the consideration of factors such
as the magnitude and frequency of trading activity, the availability of prices and the size of bid/offer spreads. The
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bid/offer spread represents the difference in prices at which a market participant would be willing to buy compared
with the price at which they would be willing to sell. In inactive markets, obtaining assurance that the transaction
price provides evidence of fair value or determining the adjustments to transaction prices that are necessary to
measure the fair value of the instrument requires additional work during the valuation process.

Valuation techniques incorporate assumptions about factors that other market participants would use in their
valuations, including interest rate yield curves, exchange rates, volatilities, and prepayment and default rates. For
swaps with collateralised counterparties and in significant major currencies, HSBC uses a discounting curve that
reflects the overnight interest rate (‘OIS discounting’).

The majority of valuation techniques employ only observable market data. However, certain financial instruments are
valued on the basis of valuation techniques that feature one or more significant market inputs that are unobservable,
and for them the measurement of fair value is more judgemental. An instrument in its entirety is classified as valued
using significant unobservable inputs if, in the opinion of management, a significant proportion of the instrument’s
inception profit (‘day 1 gain or loss’) or greater than 5% of the instrument’s carrying value is driven by unobservable
inputs. ‘Unobservable’ in this context means that there is little or no current market data available from which to
determine the price at which an arm’s length transaction would be likely to occur. It generally does not mean that
there is no data available at all upon which to base a determination of fair value (consensus pricing data may, for
example, be used).

In certain circumstances, HSBC records its own debt in issue at fair value, based on quoted prices in an active market
for the specific instrument concerned, where available. An example of this is where own debt in issue is hedged with
interest rate derivatives. When quoted market prices are unavailable, the own debt in issue is valued using valuation
techniques, the inputs for which are either based upon quoted prices in an inactive market for the instrument, or are
estimated by comparison with quoted prices in an active market for similar instruments. In both cases, the fair value
includes the effect of applying the credit spread which is appropriate to HSBC’s liabilities. The change in fair value
of issued debt securities attributable to the Group’s own credit spread is computed as follows: for each security at
each reporting date, an externally verifiable price is obtained or a price is derived using credit spreads for similar
securities for the same issuer. Then, using discounted cash flow, each security is valued using a Libor-based discount
curve. The difference in the valuations is attributable to the Group’s own credit spread. This methodology is applied
consistently across all securities.

Structured notes issued and certain other hybrid instrument liabilities are included within trading liabilities and are
measured at fair value. The credit spread applied to these instruments is derived from the spreads at which HSBC
issues structured notes.

Gains and losses arising from changes in the credit spread of liabilities issued by HSBC reverse over the contractual
life of the debt, provided that the debt is not repaid at a premium or a discount.

Fair value adjustments

Fair value adjustments are adopted when HSBC considers that there are additional factors that would be considered
by a market participant that are not incorporated within the valuation model. The magnitude of fair value adjustments
depends upon many entity-specific factors, and therefore fair value adjustments may not be comparable across the
banking industry.

HSBC classifies fair value adjustments as either ‘risk-related’ or ‘model-related’. The majority of these adjustments
relate to GB&M.

Movements in the level of fair value adjustments do not necessarily result in the recognition of profits or losses
within the income statement. For example, as models are enhanced, fair value adjustments may no longer be required.
Similarly, fair value adjustments will decrease when the related positions are unwound, but this may not result in
profit or loss.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

15 - Fair values of financial instruments carried at fair value

Global Banking and Markets fair value adjustments

At 31 December

2012 2011
USSm US$m

Type of adjustment
RISK-TEIALEA ... et ettt et e et e e e a e et e et e et e e eteeteeteereenreenreennean 2,013 1,899
BIAOTTET .ttt 638 695
UNCETLAINEY .euveviieiiiesietesieteeeet ettt sttt ettt ettt et et es et et et es et ese s eseeses e sestesenees et enessese s eseseneaseneaseneas 142 154
Credit valuation adjuStment ............cccccoiiiiirieuiiiiririeicicte ettt s 1,747 1,050
Debit valuation adjuStMENt ..........cceirieiriiirieirieire ettt ettt (518) -
ONET ettt bbbkttt et b bt es 4 -
IMOAEL-TEIALEA ...ttt es 162 567
Model limitation ... 161 567
(31 TSSOSO 1 —
Inception profit (Day 1 P&L reserves) (INOte 19) ..ot s 181 200
2,356 2,666

The increase in credit valuation adjustment and debit valuation adjustment reflects a refinement in methodology,
described on page 441. The decrease in model limitation adjustments reflects the inclusion of OIS discounting within
the modelled value of many interest rate derivatives such that an adjustment is no longer required outside the model,

in addition to market movements and the unwind or maturity of certain legacy credit structures.

Risk-related adjustments

Bid-offer

IAS 39 requires that financial instruments are marked at bid or offer, as appropriate. Valuation models will typically
generate mid-market values. The bid-offer adjustment reflects the cost that would be incurred if substantially all
residual net portfolio market risks were closed using available hedging instruments or by disposing of or unwinding

the actual position.

Uncertainty

Certain model inputs may be less readily determinable from market data, and/or the choice of model itself may
be more subjective. In these circumstances, there exists a range of possible values that the financial instrument or
market parameter may assume and an adjustment may be necessary to reflect the likelihood that in estimating the
fair value of the financial instrument, market participants would adopt more conservative values for uncertain
parameters and/or model assumptions than those used in the valuation model.

Credit valuation adjustment

The credit valuation adjustment is an adjustment to the valuation of OTC derivative contracts to reflect within fair
value the possibility that the counterparty may default and that HSBC may not receive the full market value of the
transactions.

Debit valuation adjustment

The debit valuation adjustment is an adjustment to the valuation of OTC derivative contracts to reflect within fair
value the possibility that HSBC may default, and that HSBC may not pay full market value of the transactions.
Model-related adjustments

Model limitation

Models used for portfolio valuation purposes may be based upon a simplifying set of assumptions that do not
capture all material market characteristics. Additionally, markets evolve, and models that were adequate in the
past may require development to capture all material market characteristics in current market conditions. In these
circumstances, model limitation adjustments are adopted. As model development progresses, model limitations are
addressed within the valuation models and a model limitation adjustment is no longer needed.
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Inception profit (Day 1 P&L reserves)

Inception profit adjustments are adopted where the fair value estimated by a valuation model is based on one or more
significant unobservable inputs. The accounting for inception profit adjustments is discussed on page 388. An
analysis of the movement in the deferred Day 1 P&L reserve is provided on page 454.

Credit valuation adjustment/debit valuation adjustment methodology

HSBC calculates a separate credit valuation adjustment (‘CVA’) and debit valuation adjustment (‘DVA”) for each
HSBC legal entity, and within each entity for each counterparty to which the entity has exposure. The calculation of
the monoline CVA is described on page 189.

HSBC calculates the CVA by applying the probability of default (‘PD’) of the counterparty conditional on the non-
default of HSBC, to the expected positive exposure of HSBC to the counterparty, and multiplying the result by the
loss expected in the event of default. Conversely, HSBC calculates the DVA by applying the PD of HSBC,
conditional on the non-default of the counterparty, to the expected positive exposure of the counterparty to HSBC,
and multiplying by the loss expected in the event of default. Both calculations are performed over the life of the
potential exposure.

As set out on page 383, from 31 December 2012 HSBC revised its methodology for estimating the CVA and the
DVA for derivatives. The CVA calculation maximises the use of PD based on relevant, observable market data,
such as credit default swap (‘CDS’) spreads. Where CDS spreads are not available, PDs are estimated having regard
to market practice, considering relevant data including both CDS indices and historical rating transition matrices.
HSBC aligned its methodology for estimating the DVA to be consistent with that applied for the CVA as at

31 December 2012. Historically, HSBC considered that a zero spread was appropriate in respect of own credit

risk and consequently did not adjust derivative liabilities for its own credit risk.

For most products, to calculate the expected positive exposure to a counterparty, HSBC uses a simulation
methodology to incorporate the range of potential exposures across the portfolio of transactions with the counterparty
over the life of an instrument. The simulation methodology includes credit mitigants such as counterparty netting
agreements and collateral agreements with the counterparty. A standard loss given default assumption of 60% is
generally adopted for developed market exposures, and 75% for emerging market exposures. Alternative loss given
default assumptions may be adopted where both the nature of the exposure and the available data support this.

For certain types of exotic derivatives where the products are not currently supported by the simulation, or for
derivative exposures in smaller trading locations where the simulation tool is not yet available, HSBC adopts
alternative methodologies. These may involve mapping to the results for similar products from the simulation tool

or where such a mapping approach is not appropriate, a simplified methodology is used, generally following the same
principles as the simulation methodology. The calculation is applied at a trade level, with more limited recognition of
credit mitigants such as netting or collateral agreements than used in the simulation methodology described
previously.

The methodologies do not, in general, account for ‘wrong-way risk’. Wrong-way risk arises where the underlying
value of the derivative prior to any CVA is positively correlated to the probability of default of the counterparty.
Where there is significant wrong-way risk, a trade-specific approach is applied to reflect the wrong-way risk within
the valuation.

With the exception of certain central clearing parties, HSBC includes all third-party counterparties in the CVA and
DVA calculations and does not net these calculations across HSBC Group entities.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
15 - Fair values of financial instruments carried at fair value

Fair value valuation bases

Financial instruments measured at fair value using a valuation technique with significant unobservable inputs —
Level 3

Assets Liabilities
Designated Designated
at fair value at fair value
Available Held for through Held for through
for sale trading profit or loss Derivatives trading profit or loss Derivatives
US$m US$m US$m US$m US$m US$m US$m
At 31 December 2012
Private equity including strategic
INVESTMENLS ..o 3,582 92 377 - - - -
Asset-backed securities .................... 2,288 652 - - - - -
Loans held for securitisation . - 547 - - - - -
Structured NOtES .......cceoevveveueueeereennnee - 23 - - 6,987 - -
Derivatives with monolines .............. - - - 630 - - -
Other derivatives . - - - 2,429 - - 3,005
Other portfolios .......cceeveevirerierecnne. 2,641 3,064 36 — 483 - -
8,511 4,378 413 3,059 7,470 — 3,005
At 31 December 2011
Private equity including strategic
INVEStMENLS ...oovvevvieieieieiieie e 4,565 88 432 - - - -
Asset-backed securities .................... 2,584 710 - - - -
Loans held for securitisation ............ — 682 - — - - 7
Structured NOtes .......ccoceeveevveeeeienne. - 92 - - 7,340 - -
Derivatives with monolines .............. - - - 940 - - -
Other derivatives .........ccoceevverveenee. - - - 3,509 - - 3,122
Other portfolios ........ccccoevevvereeennene. 1,972 3,208 284 - 487 567 -
9,121 4,780 716 4,449 7,827 567 3,129

Private equity and strategic investments

HSBC’s private equity and strategic investments are generally classified as available for sale and are not traded in
active markets. In the absence of an active market, an investment’s fair value is estimated on the basis of an analysis
of the investee’s financial position and results, risk profile, prospects and other factors, as well as by reference to
market valuations for similar entities quoted in an active market, or the price at which similar companies have
changed ownership.

Asset-backed securities

While quoted market prices are generally used to determine the fair value of these securities, valuation models are
used to substantiate the reliability of the limited market data available and to identify whether any adjustments to
quoted market prices are required. For ABSs including residential MBSs, the valuation uses an industry standard
model and the assumptions relating to prepayment speeds, default rates and loss severity based on collateral type,
and performance, as appropriate. The valuations output is benchmarked for consistency against observable data for
securities of a similar nature.

Loans, including leveraged finance and loans held for securitisation

Loans held at fair value are valued from broker quotes and/or market data consensus providers when available. In the
absence of an observable market, the fair value is determined using valuation techniques. These techniques include
discounted cash flow models, which incorporate assumptions regarding an appropriate credit spread for the loan,
derived from other market instruments issued by the same or comparable entities.

Structured notes

The fair value of structured notes valued using a valuation technique is derived from the fair value of the underlying
debt security, and the fair value of the embedded derivative is determined as described in the paragraph below
on derivatives.
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Trading liabilities valued using a valuation technique with significant unobservable inputs principally comprised
equity-linked structured notes, which are issued by HSBC and provide the counterparty with a return that is linked to
the performance of certain equity securities, and other portfolios. The notes are classified as Level 3 due to the
unobservability of parameters such as long-dated equity volatilities and correlations between equity prices, between
equity prices and interest rates and between interest rates and foreign exchange rates.

Derivatives

OTC (i.e. non-exchange traded) derivatives are valued using valuation models. Valuation models calculate the
present value of expected future cash flows, based upon ‘no-arbitrage’ principles. For many vanilla derivative
products, such as interest rate swaps and European options, the modelling approaches used are standard across the
industry. For more complex derivative products, there may be some differences in market practice. Inputs to
valuation models are determined from observable market data wherever possible, including prices available from
exchanges, dealers, brokers or providers of consensus pricing. Certain inputs may not be observable in the market
directly, but can be determined from observable prices via model calibration procedures or estimated from historical
data or other sources. Examples of inputs that may be unobservable include volatility surfaces, in whole or in part, for
less commonly traded option products, and correlations between market factors such as foreign exchange rates,
interest rates and equity prices. The valuation of derivatives with monolines is discussed on page 189.

Derivative products valued using valuation techniques with significant unobservable inputs included certain types of
correlation products, such as foreign exchange basket options, equity basket options, foreign exchange interest rate
hybrid transactions and long-dated option transactions. Examples of the latter are equity options, interest rate and
foreign exchange options and certain credit derivatives. Credit derivatives include certain tranched CDS transactions.

Reconciliation of fair value measurements in Level 3 of the fair value hierarchy

The following table provides a reconciliation of the movement between opening and closing balances of Level 3
financial instruments, measured at fair value using a valuation technique with significant unobservable inputs:

Movement in Level 3 financial instruments

Assets Liabilities
Designated Designated
at fair value at fair value
Available Held for through Held for through
for sale trading profit or loss Derivatives trading profit or loss Derivatives
US$m US$m US$m US$m US$m US$m US$m
2012
At 1 January ... 9,121 4,780 716 4,449 7,827 567 3,129
Total gains/(losses) recognised in
Profit or loss ....cccccovveeucucieinieieenne (414) 356 10 974) 319 = 10
Total gains/(losses) recognised in
other comprehensive income' ...... 472 78 32) 92 143 - 84
Purchases ........ccocevveiveiveieiieens 1,738 942 113 - (368) - -
NEW 1SSUANCES ....eveveevenreieieierieereenns - - - - 2,852 - -
SaleS .o (840) (1,408) (69) - - - -
Settlements ... 367) 617) (25) 14) (1,604) - 18
Transfers out ... . (2,944) (298) (350) (571) (1,901) (567) 291)
Transfers in .......ccoeevvevvenieceeeenne 1,745 545 50 77 202 - 55
At 31 December .........ccoceeeeuernininennne 8,511 4,378 413 3,059 7,470 — 3,005
Total gains/(losses) recognised in
profit or loss relating to assets and
liabilities held on 31 December: 166 339 9 (1,294) 384 — (395)
— net interest iNCOME .......oeveueee 44 - - - - - -
— trading income excluding
net interest iNCOME .................. - 326 - (1,294) 396 - (395)
— net interest income on
trading activities ..........c.cocevenene - 13 - - 12) - -
— net income from other
financial instruments
designated at fair value ............ - - 9 - - - -
— dividend income ........cooeueueecne 122 - - - - - -
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

15 - Fair values of financial instruments carried at fair value

Movement in Level 3 financial instruments (continued)

Assets Liabilities
Designated Designated
at fair value at fair value
Available Held for through Held for through
for sale trading profit or loss Derivatives trading profit or loss Derivatives
US$m US$m US$m US$m US$m US$m US$m
2011
At 1 January ........ccocoeviniiicinnnns 8,237 5,689 587 3,961 11,393 570 3,806
Total gains/(losses) recognised in
Profit or l0SS ...evvverieeinicieiciiiee 222 (330) 11 767 36 8 628
Total gains/(losses) recognised in
other comprehensive income' ...... (179) (12) (15) (16) 11 (11) -
Purchases ........cccoccecevnnninincncnen 1,858 1,483 242 — (1,843) - -
NeW 1SSUANCES ....ocovveveereecreeereeereennen. - - - - 4,569 -
Sales ............. (756) (2,578) (69) - - - -
Settlements ... (1,088) (199) 7 (33) (1,528) (1,083)
Transfers out .... . (1,891) (569) (173) (410) (5,2606) (608)
Transfers in ........cccoeeveeeeeeecieceeneen, 2,718 1,296 140 180 455 386
At 31 December ..........ccccoecuiueiiinnnne 9,121 4,780 716 4,449 7,827 567 3,129
Total gains/(losses) recognised in
profit or loss relating to assets and
liabilities held on 31 December: 134 (237) 36 617 101 8 80
— net interest iNCOME ................... 105 — — — - -
— trading income/(expense)
excluding net interest income .. - (265) - 617 119 - 80
— net interest income/(expense)
on trading activities .................. - 28 - - (18) -

— net income from other
financial instruments
designated at fair value - - 36 - - 8 —

— dividend income

[

Included in ‘Available-for-sale investments: Fair value gains/losses’ and ‘Exchange differences’ in the consolidated statement of
comprehensive income.

Available-for-sale securities: Purchases of Level 3 AFS assets relate principally to Emerging Market corporate
bonds. Sales of Level 3 AFS assets relate principally to private equity disposals. Transfers in and out of Level 3 relate
principally to ABS securities, and the excess of transfers out over transfers in reflects some improvement in ABS
liquidity over the year.

Derivatives: The reduction in Level 3 derivative assets predominantly reflected reductions in the fair value of legacy
structured credit assets as credit spreads narrowed and the unwind or maturity of certain other structured derivatives.

Trading liabilities: Movements in Level 3 trading liability balances primarily reflect issue and redemption of
structured notes, particularly equity-linked notes. Transfers out reflect structured notes, particularly equity
linked notes, becoming observable as their residual maturity decreased.

Effect of changes in significant unobservable assumptions to reasonably possible alternatives

As discussed above, the fair value of financial instruments are, in certain circumstances, measured using valuation
techniques that incorporate assumptions that are not evidenced by prices from observable current market transactions
in the same instrument and are not based on observable market data. The following table shows the sensitivity of
these fair values to reasonably possible alternative assumptions:

Sensitivity of fair values to reasonably possible alternative assumptions

Reflected in other

Reflected in profit or loss comprehensive income
Favourable  Unfavourable Favourable  Unfavourable
changes changes changes changes
US$m US$m US$m US$m

At 31 December 2012

Derivatives, trading assets and trading liabilities' ....................... 465 (384) - -
Financial assets and liabilities designated at fair value ................ 41 41) - -
Financial investments: available for sale ...........cccccoverivineennne. - - 680 (710)
506 (425) 680 (710)
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Reflected in other

Reflected in profit or loss comprehensive income
Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
US$m USS$m US$m US$m
At 31 December 2011 2
Derivatives, trading assets and trading liabilities' ....................... 369 (436) - - -q;)
Financial assets and liabilities designated at fair value .. 72 (72) - - by
Financial investments: available for sale ..........ccccccovviverininennne. - - 814 (818) C>)
441 (508) 814 (818)
1 Derivatives, trading assets and trading liabilities are presented as one category to reflect the manner in which these financial
instruments are risk-managed.
In derivatives, trading assets and trading liabilities greater pricing certainty has arisen during the year in respect of 2
legacy structured credit assets, as narrowing credit spreads have reduced exposures. This has been offset by greater -%’
pricing uncertainty in some other areas, most notably in certain interest rate derivative products and the pricing of the i
derivative representing the forward sale of Ping An. ©
o
The reduction in pricing uncertainty in available-for-sale securities reflects greater liquidity in the ABS market. o
=
Sensitivity of fair values to reasonably possible alternative assumptions by Level 3 instrument type ‘g
Reflected in other E
Reflected in profit or loss comprehensive income g
Favourable  Unfavourable Favourable  Unfavourable o
changes changes changes changes ©)
US$m US$m US$m US$m
At 31 December 2012
Private equity INVESMENTS ........c.ceveriririereriiirieieiecereeieeseereeeen 62 (62) 353 (353) @
Asset-backed securities ........ 41 27) 143 139) 8
Loans held for securitisation ... 3 A3) - - ©
Structured notes ..........coee.. 4 Q) - - =
Derivatives with monolines .. 36 (20) - - %’
Other derivatives . 320 267) = = 8
Other POTtfOlios ......evirieiiiireieeeiec e 40 (41) 184 (218) ©
506 (425) 680 (710) g
=
At 31 December 2011 8
Private equity iINVEStMENLS .....c.ocveverveiieeieiieiiereeee e 123 (83) 451 (451)
Asset-backed SECUITHES ........ccoovvirurueueinirieieiciiiee e 3 3) 183 (175)
Loans held for securitiSation ............coeerrerreneeenieeneneneeees 4 4) - -
SrUCTUTEd NOLES ..ottt 6 (6) - -
Derivatives With MONOINES ........ccoovevvieiveiieiiieieeeee e 76 (178) - -
Other deriVatiVES ........c.c.cevieirieueieiiririeieieee et 145 (154) - -
Other POrtfolios .....cevveriiirieieiee e 84 (80) 180 (192)
441 (508) 814 (818)

Favourable and unfavourable changes are determined on the basis of changes in the value of the instrument as a result
of varying the levels of the unobservable parameters using statistical techniques. When parameters are not amenable
to statistical analysis, quantification of uncertainty is judgemental.
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When the fair value of a financial instrument is affected by more than one unobservable assumption, the above table
reflects the most favourable or most unfavourable change from varying the assumptions individually.

In respect of private equity investments, in many of the methodologies, the principal assumption is the valuation
multiple to be applied to the main financial indicators. This may be determined with reference to multiples for
comparable listed companies and includes discounts for marketability.

For ABSs, the principal assumptions in the models are based on benchmark information about prepayment speeds,
default rates, loss severities and the historical performance of the underlying assets.

For leveraged finance, loans held for securitisation and derivatives with monolines, the principal assumption concerns
the appropriate value to be attributed to the counterparty credit risk. This requires estimation of exposure at default,
probability of default and recovery in the event of default. For loan transactions, assessment of exposure at default is
straightforward. For derivative transactions, a future exposure profile is generated on the basis of current market data.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

15 - Fair values of financial instruments carried at fair value / 16 - Fair values of financial instruments not carried at fair value

Probabilities of default and recovery levels are estimated using available evidence, which may include financial
information, historical experience, CDS spreads and consensus recovery levels.

For structured notes and other derivatives, principal assumptions concern the value to be attributed to future volatility
of asset values and the future correlation between asset values. These principal assumptions include credit volatilities
and correlations used in the valuation of structured credit derivatives (including leveraged credit derivatives). For
such unobservable assumptions, estimates are based on available market data, which may include the use of a proxy
method to derive a volatility or a correlation from comparable assets for which market data is more readily available,
and/or an examination of historical levels.

HSBC Holdings

The following table provides an analysis of the basis for valuing financial assets and financial liabilities measured at
fair value in the financial statements:

Bases of valuing HSBC Holdings’ financial assets and liabilities measured at fair value

Valuation techniques

With
Quoted Using significant
market observable unobservable
price inputs inputs
Level 1 Level 2 Level 3 Total
US$m US$m US$m US$m
At 31 December 2012
Assets
DEIIVALIVES ...veviiiciieicieeeeee e - 3,768 - 3,768
Available for sale - 1,208 - 1,208
Liabilities
Designated at fair value ..........cococeveireineiseeeceeee - 23,195 - 23,195
Derivatives - 760 - 760
At 31 December 2011
Assets
DEIIVALIVES ..ottt ettt eneas — 3,568 - 3,568
Available for $ale ........c.occoovveieieiiiiceceeeee e - - 1,078 1,078
Liabilities
Designated at fair value ..........cooceceveinieineiseiceeeeeeee 17,196 3,955 - 21,151
DEIIVALIVES ..ooviiiiiiiiieciceieee ettt e e - 1,067 - 1,067

Liabilities designated at fair value: Transfers out of Level 1 were to bring these instruments in line with the
classification methodology adopted for other corporate bonds within the Group.

Available for sale securities: Transfers out of Level 3 reflect increased observability in prices and improved market
liquidity for these financial investments.
Financial instruments measured at fair value — Level 3

Financial investments measured using a valuation technique with significant unobservable inputs (Level 3) comprise
fixed-rate preferred securities and senior notes purchased from HSBC undertakings. The unobservable elements of
the valuation technique include the use of implied credit spreads and simplified bond pricing assumptions.
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Movement in Level 3 financial instruments available for sale

2012 2011
US$m US$m
AL T JANUATY <ottt ettt 1,078 2,025 2
Total gains or losses: .“S’
— 1COZNISEd 1N PIOFIL OF LOSS -..vvviiiiiieieicieiet ettt - 55 5
— recognised in other COMPIehenSiVe INCOME ..........ceieririeeirieieieieieieiee ettt aeseeens 130 (61) C>)
SELLEIMEIILS ...ttt ettt ettt - (941)
TTANSTEIS OUL ...veetieiieiieiieiet ettt ettt ettt et e et e e e e bt e st eseeseenee s et e sesaesseebeeneesaebeeseeseeseenseneensensenen (1,208) —
AL 3T DECEIMDET ....ooviiiiictiecee ettt ettt et e et e et e et eeaeeaeeaeeaeeaeeteeteereenreeteenrean — 1,078
Total gains or losses recognised in profit or loss relating to those assets and liabilities
Deld 0N 31 DIECEIMDET .....c.evviiiiriieictcti ettt ettt es - 18

In certain circumstances, the fair value of financial instruments are measured using valuation models that incorporate
assumptions that are not supported by prices from observable current market transactions in the same instrument and
are not based on observable market data. The following table shows the sensitivity of non-derivative financial
instruments to reasonably possible alternative assumptions:

Effect of changes in significant unobservable assumptions to reasonably possible alternatives

Reflected in equity
Favourable  Unfavourable

Operating & Financial Review

changes changes
US$m US$m
Financial investments: available for sale
At 31 December 2012 ... . - - -
At 31 DECEMBET 2011 .oviiiiiiiiiiiiieieieteeetet ettt ettt ettt et s e st et se s se et eneeseneebesaesennenn 69 (77) 8
©
c
Fair values of financial instruments not carried at fair value cE
[e)
The classification of financial instruments is determined in accordance with the accounting policies set out in Note 2. %
s
Fair values of financial instruments which are not carried at fair value on the balance sheet =
At 31 December 2012 At 31 December 2011 8
Carrying Fair Carrying Fair
amount value amount value
US$m US$m US$m US$m
Assets and liabilities not held for sale
Assets @
Loans and advances to banks ...........ccocooeveireiienneneieeeseesee 152,546 152,823 180,987 181,302 g
Loans and advances to CUSTOMETS ........cccveverierienieniesieeieeeeieieienieaens 997,623 973,741 940,429 914,485 £
Financial investments: debt SECUTtIES ........cooeveverieirierieieiieieeeenen 23,413 25,458 21,018 22,500 i
Financial investments: treasury and other eligible bills ....................... - - 181 181 g
o ©
Liabilities 'S
Deposits DY DANKS .......o.oiuiiiieiieiriiiie e 107,429 107,392 112,822 112,848 =
CUSLOMET ACCOUNES ...vievvieirieiieeiieieeieeteeteeteebeeseeseesseesseesseesseesseenseas 1,340,014 1,340,521 1,253,925 1,254,313 uE_
Debt SECUTTHES N ISSUE ..euveviuveriieiirieieieeeteieteeeie e 119,461 120,779 131,013 130,914
Subordinated Habilities ..........cocovriiiieuriierieirieeeee e 29,479 32,159 30,606 29,351
Loans and advances and customer accounts held for sale
Loans and advances to banks and customers ............cocooeeveerererenne 6,632 6,387 35,720 37,832
CUSLOMET ACCOUNTS ..vvevvieeiiivierieiietiertenieeetestesaesseesesaeeseeseeseeseeneeneensens 2,990 2,990 20,138 19,130

1 Including financial instruments within disposal groups held for sale.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

16 - Fair values of financial instruments not carried at fair value

The following is a list of financial instruments whose carrying amount is a reasonable approximation of fair value
because, for example, they are short-term in nature or reprice to current market rates frequently:

Assets

Cash and balances at central banks

Items in the course of collection from other banks
Hong Kong Government certificates of indebtedness
Endorsements and acceptances

Short-term receivables within ‘Other assets’
Accrued income

Liabilities

Hong Kong currency notes in circulation

Items in the course of transmission to other banks

Investment contracts with discretionary participation features within ‘Liabilities under insurance contracts’
Endorsements and acceptances

Short-term payables within ‘Other liabilities’

Accruals

Analysis of loans and advances to customers by geographical segment

At 31 December 2012 At 31 December 2011
Carrying Fair Carrying Fair
amount value amount value
US$m US$m US$m US$m

Loans and advances to customers

BUTOPE ettt sttt 463,440 453,382 434,336 426,039
Hong Kong ......... . 173,613 171,926 157,665 154,054
Rest of Asia-Pacific .......... . 138,119 138,015 123,868 123,662
Middle East and North Africa ........cococveerieirieinieiriececceeeeee e 28,086 27,954 25,875 25,758
INOTth AMETICA ...evievieiieieieiecieeteee et 140,756 128,637 142,747 128,608
Latin AMETICA ...ccveiiviiiieieiecieeeteeee ettt e eae e ens 53,609 53,827 55,938 56,364
997,623 973,741 940,429 914,485

Valuation

The calculation of fair value incorporates HSBC’s estimate of the amount at which financial assets could be
exchanged, or financial liabilities settled, between knowledgeable, willing parties in an arm’s length transaction. It
does not reflect the economic benefits and costs that HSBC expects to flow from the instruments’ cash flows over
their expected future lives. Other reporting entities may use different valuation methodologies and assumptions in
determining fair values for which no observable market prices are available.

The fair values of loans and advances to customers in the US are substantially lower than their carrying amount,
reflecting the market conditions at the balance sheet date. The secondary market demand and estimated value for US
loans and advances has been heavily influenced by the challenging economic conditions during the past number of
years, including house price depreciation, rising unemployment, changes in consumer behaviour, changes in discount
rates and the lack of financing options available to support the purchase of loans and advances. Many investors are
non-bank financial institutions or hedge funds with high equity levels and a high cost of debt. For certain consumer
loans, investors take a more conservative view of future performance than HSBC. As a result, third parties are likely
to assume higher charge-off levels and/or slower voluntary prepayment speeds than HSBC believes will ultimately
be the case. The investor discount rates reflect this difference in the overall cost of capital as well as the potential
volatility in the underlying cash flow assumptions, the combination of which may yield a significant pricing discount
from HSBC'’s intrinsic value.

There was a modest decrease year on year in the fair value of loans and advances to customers in Europe relative to
their carrying amount, largely in the UK mortgage portfolio which is sensitive to changes in market pricing between
the balance sheet dates given its size and the competitive UK market. We also enhanced fair value estimation
processes for mortgage and corporate lending in the UK to reflect risk factors, product characteristics and prepayment
estimates at a more granular level. This overall decrease was mitigated by higher valuations of ABSs classified as
loans and receivables following improved market appetite for such securities.

448



The fair values of loans and advances to customers in Latin America are higher than their carrying amount, primarily
driven by a decrease in market interest rates, and in particular for the mortgage portfolios.

Fair values of the assets and liabilities set out below are estimated for the purpose of disclosure as follows:

Loans and advances to banks and customers

The fair value of loans and advances is based on observable market transactions, where available. In the absence of
observable market transactions, fair value is estimated using valuation models that incorporate a range of input
assumptions. These assumptions may include value estimates from third party brokers which reflect over-the-counter
trading activity; forward looking discounted cash flow models using assumptions which HSBC believes are
consistent with those which would be used by market participants in valuing such loans; and trading inputs from
other market participants which includes observed primary and secondary trades.

Loans are grouped, as far as possible, into homogeneous groups and stratified by loans with similar characteristics to
improve the accuracy of estimated valuation outputs. The stratification of a loan book considers all material factors,
including vintage, origination period, estimates of future interest rates, prepayment speeds, delinquency rates, loan-
to-value ratios, the quality of collateral, default probability, and internal credit risk ratings.

Valuation techniques are calibrated on a regular basis and tested for validity using prices from observable current
market transactions in the same instrument, without modification or repackaging, or are based on any available
observable market data.

The fair value of a loan reflects both loan impairments at the balance sheet date and estimates of market participants’
expectations of credit losses over the life of the loans, and the fair value impact of repricing between origination and
the balance sheet date. For impaired loans, fair value is estimated by discounting the future cash flows over the time
period they are expected to be recovered.

Financial investments

The fair values of listed financial investments are determined using bid market prices. The fair values of unlisted
financial investments are determined using valuation techniques that take into consideration the prices and future
earnings streams of equivalent quoted securities.

Deposits by banks and customer accounts

For the purpose of estimating fair value, deposits by banks and customer accounts are grouped by remaining
contractual maturity. Fair values are estimated using discounted cash flows, applying current rates offered for
deposits of similar remaining maturities. The fair value of a deposit repayable on demand is assumed to be the
amount payable on demand at the balance sheet date.

Debt securities in issue and subordinated liabilities

Fair values are determined using quoted market prices at the balance sheet date where available, or by reference to
quoted market prices for similar instruments.

The fair values in this note are stated at a specific date and may be significantly different from the amounts which
will actually be paid on the maturity or settlement dates of the instruments. In many cases, it would not be possible to
realise immediately the estimated fair values given the size of the portfolios measured. Accordingly, these fair values
do not represent the value of these financial instruments to HSBC as a going concern.

HSBC Holdings

The methods used by HSBC Holdings to determine fair values of financial instruments for the purpose of
measurement and disclosure are described above.

The following table provides an analysis of the fair value of financial instruments not carried at fair value on the
balance sheet:
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

17 -

17

Reclassification of financial assets / 18 — Financial assets designated at fair value

Fair values of HSBC Holdings’ financial instruments not carried at fair value on the balance sheet

At 31 December 2012 At 31 December 2011
Carrying Fair Carrying Fair
amount value amount value
US$m US$m US$m US$m
Assets
Loans and advances to HSBC undertakings ...........cccccevevevenenne 41,675 42,843 28,048 27,562
Liabilities
Amounts owed to HSBC undertakings ..........c.coovueeenrinieecnnne. 12,856 13,133 2,479 2,485
Debt securities in issue 2,691 3,188 2,613 2,922
Subordinated liabilities 11,907 14,865 12,450 13,052

Reclassification of financial assets

In 2008, HSBC reclassified US$15.3bn and US$2.6bn of financial assets from the held-for-trading category to the
loans and receivables and available-for-sale classifications, respectively, as permitted by the relevant amendment to
IAS 39 and explained in Note 2(e) on the Financial Statements. No further reclassifications were undertaken.

Reclassification of HSBC's financial assets

At 31 December 2012 At 31 December 2011
Carrying Fair Carrying Fair
amount value amount value
US$Sm US$Sm US$m US$m
Reclassification to loans and receivables ...........cccccceverirennennne. 6,378 5,616 7,867 6,651
Reclassification to available for sale .........ccoceviviiiiieiierieens 12 12 33 33
6,390 5,628 7,900 6,684

The following table shows the fair value gains and losses, income and expense recognised in the income statement in
respect of reclassified assets and the gains and losses that would have been recognised if no reclassification had taken
place:

Effect of reclassifying and not reclassifying financial assets

2012 2011 2010
US$m US$m US$m
Reclassification to loans and receivables
Recorded in the income Statement’ ...............o.oooveevoeeeeeeeeeeeeeeeee oo 179 318 610
Assuming no reclassification” ...............coocooooioeieeeeeeeeeeeeee e 653 317 1,260
Net income statement effect of reclassification ...........ccccovveveeiiiiieiienicniereeeceens 474) 1 (650)
Reclassification to available for sale
Recorded in the income Statement’ .............co..ovvvvvveeeeeeeeeeeeeeeeseesesseseseseesesnens - 1 56
AsSuming 10 reclassification” ..............cocoeuoevereieeeseesessesseeeeeeessessssees s 1 (2) 59
Net income statement effect of reclassification ............ccceceveerevirenivieneeeceene (1) 3 (3)

1 ‘Income and expense’ recorded in the income statement include the accrual of the effective interest rate and, for 2012, includes US$84m
in respect of impairment (2011: US$69m; 2010: US$6m).
2 Effect on the income statement during the year had the reclassification not occurred.
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18 Financial assets designated at fair value

At 31 December

2012 2011
US$m US$m 2
Financial assets designated at fair value: )
— not subject to repledge or resale by COUNEIPATLIES .......c.evrueiruiririiiierieireet et 33,562 30,738 b
— which may be repledged or resold by cOUNtErparties .............cccoevvrueeeerininirieieieireeieeerseeeenene 20 118 °>')
(@)
33,582 30,856
Treasury and other eligible BIlLS ..........cccciiiiiiiiiiiiiicc et 54 123
Debt securities .........c.cccoeeueene.. 12,551 11,834
Equity securities 20,868 17,930
Securities designated at fair VAU ..........c.ccoiiiiiiiiiiiiiiiiiiccc e 33,473 29,887
Loans and advances t0 DanKS ...........cccoiiiiiiiiiiiicccc s 55 119
Loans and advances t0 CUSTOMETS ..........ccucueuriiriiiuiiiieieieieisietie ettt 54 850
33,582 30,856

. . - 1
Securities designated at fair value

At 31 December

Operating & Financial Review

2012 2011
US$m US$m

Fair value
US Treasury and US GOVErNMENt AZENCIES” .............ov.rveervererereeeeeeeeseeseeeseeeeeeeseeseeeeeeeeeseeseeseseseneeenees 37 35
UK Government ............. 625 812
Hong Kong Government 135 151
OthEr GOVEITITICNT ...ttt ettt ettt ettt e e nenene 4,508 3,964
ASSEt-DACKEA SECUIIHES’ .......o.oooeoceeceee e ee e en e e eeeen 158 201
Corporate debt and Other SECUIITIES ........veveueuiriririeieieiiirieiet ettt ettt 7,142 6,794
EQUITIES .vutitetetcie ettt ettt ettt enene 20,868 17,930
33,473 29,887

1 Included within these figures are debt securities issued by banks and other financial institutions of US$3,509m (2011: US$3,497m), of
which US$5m (2011: US$40m) are guaranteed by various governments.

2 Includes securities that are supported by an explicit guarantee issued by the US Government.

3 Excludes asset-backed securities included under US Treasury and US Government agencies.
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Securities listed on a recognised exchange and unlisted

Treasury
and other Debt Equity
eligible bills securities securities Total -og
US$m US$Sm US$m US$m ()
Fair value at 31 December 2012 g
Listed on a recognised exchange' ............c.cccoooevververeerieriennanns - 3,007 14,063 17,070 ©
UNBSEEA oo 54 9,544 6,805 16,403 n
54 12,551 20,868 33,473 -g
c
Fair value at 31 December 2011 -
Listed on a recognised exchange' ...........ccccooovvvvreverrrrrrerennnns 4 3,607 11,859 15,470 C
UNBSEEA oo 119 8,227 6,071 14,417
123 11,834 17,930 29,887

1 Included within listed investments are US$93 Im of investments listed in Hong Kong (2011: US$631m).
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19 Derivatives

Fair values of derivatives by product contract type held by HSBC

Assets Liabilities
Trading Hedging Total Trading Hedging Total
US$m US$m US$m US$m US$m US$m

At 31 December 2012
Foreign exchange ..........ccccceovveecinnnecccnne 68,277 1,227 69,504 70,944 239 71,183
INEETESt TALE .o.veveveeieteieieeeeeeeeeeee e 628,162 2,417 630,579 618,808 6,491 625,299
EQUILY wveveeeiiecceceec e 15,413 - 15,413 19,889 - 19,889
Credit cveveeeeeeieeeeeeeeeee e 12,740 - 12,740 13,508 - 13,508
Commodity and other ..........cocoeeeivinnicccnene 1,443 - 1,443 1,236 - 1,236
Gross total fair values ...........cccceeveevveevveerienenne 726,035 3,644 729,679 724,385 6,730 731,115
NEHNG oot (372,229) (372,229)
TOtAl oot 357,450 358,886
At 31 December 2011
Foreign eXchange ...........coceoveeiiiveeneieeieens 74,958 1,026 75,984 75,077 371 75,448
Interest rate ...... . 510,652 2,439 513,091 502,906 6,221 509,127
EQUILY wvoveeeeiiieeieee e 15,262 - 15,262 19,363 - 19,363
Credit cevevrieieieieieieeeeee s 25,694 - 25,694 25,800 - 25,800
Commodity and other ...........ccocooeviveirennene. 2,198 — 2,198 1,492 - 1,492
Gross total fair values ..........cccoeveeieeneenieens 628,764 3,465 632,229 624,638 6,592 631,230
NELHNZ oot (285,850) (285,850)
TOtAl oo 346,379 345,380

The 3% increase in the fair value of derivative assets during 2012 was driven by increased interest rate derivative fair
values as major currency yield curves continued to decline, in particular, the euro. This drove both the increase in
gross fair values and the increase in the netting adjustment.

Fair values of derivatives by product contract type held by HSBC Holdings with subsidiaries

At 31 December 2012 At 31 December 2011
Trading Trading Trading Trading
assets liabilities assets liabilities
USSm US$Sm US$m US$m
Foreign eXChange .........cccoeeviiiriininincceccece e 1,636 760 1,546 1,067
TNTEIEST TALE .ooivviiiceiieceeee ettt et 2,132 - 2,022 —
3,768 760 3,568 1,067

Derivatives are financial instruments that derive their value from the price of underlying items such as equities,
bonds, interest rates, foreign exchange, credit spreads, commodities and equity or other indices. Derivatives enable
users to increase, reduce or alter exposure to credit or market risks.

Derivatives are carried at fair value and shown in the balance sheet as separate totals of assets and liabilities. A
description of how the fair value of derivatives is derived is set out on page 443. Derivative assets and liabilities on
different transactions are only set off (netted) if the transactions are with the same counterparty, a legal right of set-
off exists and the cash flows are intended to be settled on a net basis.

Use of derivatives

HSBC transacts derivatives for three primary purposes: to create risk management solutions for clients, to manage the
portfolio risks arising from client business and to manage and hedge HSBC’s own risks. Derivatives (except for
derivatives which are designated as effective hedging instruments as defined in IAS 39) are held for trading. Within
the held-for-trading classification are two types of derivatives: those used in sales and trading activities, and those
used for risk management purposes but which for various reasons do not meet the qualifying criteria for hedge
accounting. The second category includes derivatives managed in conjunction with financial instruments designated
at fair value. These activities are described more fully below.

HSBC’s derivative activities give rise to significant open positions in portfolios of derivatives. These positions
are managed constantly to ensure that they remain within acceptable risk levels. When entering into derivative
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transactions, HSBC employs the same credit risk management framework to assess and approve potential credit
exposures that is used for traditional lending.

Trading derivatives

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

As mentioned above, other derivatives classified as held for trading include non-qualifying hedging derivatives,
ineffective hedging derivatives and the components of hedging derivatives that are excluded from assessing hedge
effectiveness. Non-qualifying hedging derivatives are entered into for risk management purposes but do not meet the
criteria for hedge accounting. Trading derivatives also include derivatives managed in conjunction with financial
instruments designated at fair value.

Gains and losses from changes in the fair value of derivatives, including the contractual interest, that do not qualify
for hedge accounting are reported in ‘Net trading income’ except for derivatives managed in conjunction with
financial instruments designated at fair value, where gains and losses are reported in ‘Net income from financial
instruments designated at fair value’ together with the gains and losses on the economically hedged items. Where the
derivatives are managed with debt securities in issue, the contractual interest is shown in ‘Interest expense’ together
with the interest payable on the issued debt. Substantially all of HSBC Holdings’ derivatives entered into with HSBC
undertakings are managed in conjunction with financial liabilities designated at fair value.

The notional contract amounts of derivatives held for trading purposes indicate the nominal value of transactions
outstanding at the balance sheet date; they do not represent amounts at risk. The 9% increase in the notional contract
amounts of HSBC’s derivatives during 2012 was primarily driven by an increase in the trading volumes of interest
rate contracts.

Notional contract amounts of derivatives held for trading purposes by product type

HSBC HSBC Holdings
At At At At
31 December 31 December 31 December 31 December
2012 2011 2012 2011
US$m US$m US$m US$m
FOreign eXChange .........ccooveevveerieieiieeseeeeeieeee s 4,435,729 3,945,774 17,576 18,942
Interest rate ........ . 21,355,749 19,788,710 11,554 10,954
Equity ...... . 495,668 265,577 - -
Credit .coovveveieierenns . 901,507 1,049,147 - -
Commodity and Other ..........cccocivieiiieiieiieeeeeee e 80,219 76,487 — -
27,268,872 25,125,695 29,130 29,896

Credit derivatives

HSBC trades credit derivatives through its principal dealing operations and acts as a principal counterparty to a broad
range of users, structuring transactions to produce risk management products for its customers, or making markets in
certain products. Risk is typically controlled through entering into offsetting credit derivative contracts with other
counterparties.

HSBC manages the credit risk arising on buying and selling credit derivative protection by including the related
credit exposures within its overall credit limit structure for the relevant counterparty. Trading of credit derivatives
is restricted to a small number of offices within the major centres which have the control infrastructure and market
skills to manage effectively the credit risk inherent in the products.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

19 - Derivatives

Credit derivatives are also deployed to a limited extent for the risk management of the Group’s loan portfolios.

The notional contract amount of credit derivatives of US$901,507m (2011: US$1,049,147m) consisted of protection
bought of US$446,410m (2011: US$517,737m) and protection sold of US$455,097m (2011: US$531,410m). The
credit derivative business operates within the market risk management framework described on page 265.

Derivatives valued using models with unobservable inputs

The difference between the fair value at initial recognition (the transaction price) and the value that would have been
derived had valuation techniques used for subsequent measurement been applied at initial recognition, less
subsequent releases, is as follows:

Unamortised balance of derivatives valued using models with significant unobservable inputs

2012 2011
US$m US$m
Unamortised balance at 1 JANUATY .......cc.ccoviiiriiiiiiirieieteeese ettt 200 250
Deferral 0n NEW traNSACTIONS ....c.coveueueuiuiiririeieieitirieietetttetseetetes ettt ebes ettt ettt see et sa e s seaeseesenenene 149 234
Recognised in the income statement during the period:
— AIMOTEISATION ...veveetieietieieteetete et et et et tes et es et e ese st es et et e s et e senees e st et es e et ensesensese s enesseseeseseesensenensenessenensens 112) (143)
— subsequent to unobservable inputs becoming ObSErvable ............ccocoererreniriiniieee e 1) (71)
— maturity, termination or offSetting deriVAtIVE ...........ceviiueiriiririiieeeeee et (46) (60)
— risk hedged an (8)
EXCRaNGe difTErENCES ....o.veviieeieiiiiciiieteeee ettt ettt s e se e b s e b se s ese e enesens 2 2)
Unamortised balance at 31 DECEMDEI" ...........co.coovurveieeeeeeeeeeeeeeeeeeeeeeeeeeeee e eaneen 181 200

1 This amount is yet to be recognised in the consolidated income statement.

Hedge accounting derivatives

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

The accounting treatment of hedge transactions varies according to the nature of the instrument hedged and the type of
hedge transactions. Derivatives may qualify as hedges for accounting purposes if they are fair value hedges, cash flow
hedges, or hedges of net investment in foreign operations. These are described under the relevant headings below.

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

Notional contract amounts of derivatives held for hedge accounting purposes by product type

At 31 December 2012 At 31 December 2011
Cash flow Fair value Cash flow Fair value
hedge hedge hedge hedge
US$m US$m US$m US$m
Foreign eXchange ..o 16,716 112 12,078 1,363
INEETESE TALE ...vevevieietiieeiiee ettt 182,688 75,505 228,052 76,950
199,404 75,617 240,130 78,313

Fair value hedges

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

At 31 December 2012 At 31 December 2011
Assets Liabilities Assets Liabilities
US$m US$m US$m US$m
Foreign eXChange .........cccoeevvciriiiininececee e - - 77 1
INEETESE TALE ..eovviieiiiiieiiete ettt e 199 4,450 369 4,331
199 4,450 446 4,332
Gains or losses arising from fair value hedges
2012 2011 2010
US$m US$m US$m
Gains/(losses):
— 0N hedging INSIIUMENES ......c.oirierieieieieieieie ettt ebenene (898) (4,082) (830)
— on the hedged items attributable to the hedged risk .........ccccovveiiniinicicinns 871 3,858 868
(27) (224) 38

The gains and losses on ineffective portions of fair value hedges are recognised immediately in ‘Net trading income’.

Cash flow hedges

HSBC'’s cash flow hedges consist principally of interest rate swaps, futures and cross-currency swaps that are used to
protect against exposures to variability in future interest cash flows on non-trading assets and liabilities which bear
interest at variable rates or which are expected to be re-funded or reinvested in the future. The amounts and timing of
future cash flows, representing both principal and interest flows, are projected for each portfolio of financial assets
and liabilities on the basis of their contractual terms and other relevant factors, including estimates of prepayments
and defaults. The aggregate principal balances and interest cash flows across all portfolios over time form the basis
for identifying gains and losses on the effective portions of derivatives designated as cash flow hedges of forecast
transactions. Gains and losses are initially recognised in other comprehensive income, and accumulated in the cash
flow hedging reserve, and are transferred to the income statement when the forecast cash flows affect the income
statement.

Fair value of derivatives designated as cash flow hedges

At 31 December 2012 At 31 December 2011
Assets Liabilities Assets Liabilities
US$m US$m US$m US$m
Foreign exchange 1,230 200 949 370
TNEETESE TALE ..eovvieeiieiieiieiiete ettt ae e ees 2,218 2,041 2,070 1,890
3,448 2,241 3,019 2,260

Forecast principal balances on which interest cash flows are expected to arise

More than3 5 years or less

3 months months butless but more than More than
or less than 1 year 1 year 5 years
US$m US$m US$m US$m
At 31 December 2012
AASSELS vttt ettt ettt aens 112,846 93,072 72,557 5,055
LAaDIItIES vovvevieietiieiieiee ettt (68,534) (43,800) (29,401) 4,777)
Net cash inflows eXPOSUIE .......covevvruiriririiinieineieeeree e 44,312 49,272 43,156 278
At 31 December 2011
AASSELS vttt ettt ettt ens 139,701 110,960 66,383 4,460
LAabilItIES ..ovvcvievieireeietee ettt (77,898) (50,480) (36,296) (4,693)
Net cash inflows/(outflows) eXpOSUIe ........c.cccvvveeveerenirierceercneenn 61,803 60,480 30,087 (233)

This table reflects the interest rate repricing profile of the underlying hedged items.

455

Overview

Operating & Financial Review

Corporate Governance

%)
2
c
£
3]
&
@
S
(95}
©
o
c
@
=
i

Shareholder Information



HSBC HOLDINGS PLC
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20 -

20

Financial investments

The gains and losses on ineffective portions of such derivatives are recognised immediately in ‘Net trading income’.

During the year to 31 December 2012 a gain of US$35m (2011: gain of US$26m; 2010: loss of US$9m) was

recognised due to hedge ineffectiveness.

Hedges of net investments in foreign operations

The Group applies hedge accounting in respect of certain consolidated net investments. Hedging is undertaken using

forward foreign exchange contracts or by financing with currency borrowings.

At 31 December 2012, the fair values of outstanding financial instruments designated as hedges of net investments
in foreign operations were assets of US$3m (2011: US$121m) and liabilities of US$50m (2011: US$36m) and

notional contract values of US$2,654m (2011: US$3,920m).

The ineffectiveness recognised in ‘Net trading income’ in the year ended 31 December 2012 that arose from hedges

in foreign operations was nil (2011 and 2010: nil).

Financial investments

Financial investments:
— not subject to repledge or resale by COUNtETPATTIES .........cerueiruerirrerieerieirieteeeeeteet e
— which may be repledged or resold by COUNtEIrPArties ..........cceeevirerueeeiiininisieieiei et

Carrying amount and fair value of financial investments

At 31 December 2012

At 31 December

2012 2011
US$m US$m
399,613 364,906
21,488 35,138
421,101 400,044

At 31 December 2011

Carrying Fair Carrying Fair
amount value amount value
USSm USSm US$m US$m
Treasury and other eligible bills .........ccccooeviiinciniiiiicee 87,550 87,550 65,223 65,223
— available for sale 87,550 87,550 65,042 65,042
— held to maturity - - 181 181
DDt SECUTITIES .uvevvieieieievetceceeeeee ettt 327,762 329,807 327,611 329,093
— available for Sale .........cooveveiiicieieeeeee e 304,349 304,349 306,593 306,593
— held t0 MAULILY ..ovovevevieiieieieiceieieee e 23,413 25,458 21,018 22,500
EQUItY SECUTTLIES ...ecviuiieiieiiiieiieecieieieteee et 5,789 5,789 7,210 7,210
= aValable FOF SAIE .......vvvvvveeereeeeeeeeeeeeeeee oo 5,789 || 5,789 || 7,210 || 7.210
Total financial INVEStMENLS ...........ccoevvevveierieieereeieceereee e 421,101 423,146 400,044 401,526
Financial investments at amortised cost and fair value
Amortised Fair
cost! value’
US$m US$m
At 31 December 2012
US TICASULY .ttt sttt st h et e b ettt e s b et et ettt ea s e b e b b e bbbt eeh s eh et et et et scaean 60,657 61,925
US GOVEIMMENE AZENCIES’ .........vvoveoeveoeee oo eeee e ee e ese e eeese e eeeeees e eeesnes 22,579 23,500
US Government Sponsored ENtHEs® .............o.coovorververeeeeeeeeeeeeeeeeeeeesessee s eeeeeenes 5,262 5,907
UK Government 17,018 17,940
Hong Kong GOVEIMMENT ......c.ocueuiiiiiiiiiitiieiireeiteeeeetetet ettt ettt ettt ettt ese e enes 42,687 42,711
OhEr GOVEITIMENE ....o.iviiiiiieiieteiiet ettt ettt et st es st es et e st b e e e s e s ese et es e et eseebes e e b eneese s es e e esenenn 146,507 149,179
Asset-backed securities” ............ 29,960 26,418
Corporate debt and other securities 86,099 89,777
EQUILIES vttt ettt h bbbt b ettt b et 4,284 5,789
415,053 423,146
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At 31 December 2011

US TIEASUTY ..ttt ettt b ettt be et eaeae e e e eneaeseneas
US Government agencies® .......
US Government SponSOred ENHHES® ...........oov.urveeervesereeseeeseessesesesssesssssssse s s sssssss s
UK GOVEITIMENL ...
Hong Kong Government
Other government ......
Asset-backed securities” .......

Corporate debt and Other SECUITHIES ......cveveuiiririiieiiiiiisieieict ettt ee
EQUITIES ..ecuiictceete ettt ee

At 31 December 2010

US TIEASULY ettt ettt ettt ettt ettt et ettt ekt h et et st st ee ettt e bt eb e e et sa et et et ebeteaenaens
US Government agencies’
US Government sponsored entities
UK Government ..........ccccocevereneenene
Hong Kong Government ..
Other government ..........
ASSEt-DACKEA SECUITHES" ....vvvoieveiieiisiesi sttt
Corporate debt and Other SECUTITIES .........c.euiviriririeuiuiieieieicice ettt
EQUITIES .teuitetet ettt bbbttt bbb sttt b et

—_

Represents the amortised cost or cost basis of the financial investment.

Amortised Fair
cost value?
US$m US$m
43,848 45,283
25,079 26,093
4,425 5,056
32,165 33,603
33,359 33,374
125,623 127,049
35,096 28,625
94,110 95,233
5,122 7,210
398,827 401,526
37,380 37,255
20,895 21,339
5,029 5,267
31,069 31,815
29,770 29,793
108,947 109,806
39,845 33,175
124,704 125,311
5,605 7,983
403,244 401,744

2 Included within these figures are debt securities issued by banks and other financial institutions of US$59,908m (2011: US$68,334m;
2010: US$99,733m), of which US$6,916m (2011: US$17,079m; 2010: US$38,862m) are guaranteed by various governments. The fair
value of the debt securities issued by banks and other financial institutions was US$60,616m (2011: US$68,765m; 2010:

US$100,070m).
Includes securities that are supported by an explicit guarantee issued by the US Government.
4 Excludes asset-backed securities included under US Government agencies and sponsored entities.

w

Financial investments listed on a recognised exchange and unlisted

Treasury Treasury
and other and other Debt Debt Equity
eligible bills eligible bills securities securities securities
available held to available held to available
for sale maturity for sale maturity for sale Total
US$m US$m US$m US$m US$m US$Sm
Carrying amount at 31 December 2012
Listed on a recognised exchange' ...................... 3,284 - 113,399 5,599 536 122,818
Unlisted 84,266 - 190,950 17,814 5,253 298,283
87,550 — 304,349 23,413 5,789 421,101
Carrying amount at 31 December 2011
Listed on a recognised exchangeI ...................... 4,077 - 121,303 4,370 535 130,285
UNBStEd” oo 60,965 181 185,290 16,648 6,675 269,759
65,042 181 306,593 21,018 7,210 400,044

1 The fair value of listed held-to-maturity debt securities as at 31 December 2012 was US36,123m (2011: US$4,641m). Included within

listed investments were US$3,512m (2011: US$3,544m) of investments listed in Hong Kong.

2 Unlisted treasury and other eligible bills available for sale primarily comprise treasury bills not listed on a recognised exchange but for

which there is a liquid market.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
20 - Financial investments / 21 —Transfers of financial assets

Maturities of investments in debt securities at their carrying amount

At 31 December

2012 2011
US$m US$m
Remaining contractual maturity of total debt securities:
L Y@L OF LESS ..ttt ettt 67,268 87,080
5 years OF 1888 DUL OVET 1 JEAT ....uuiuiiiieieiiiiiieietci ettt 157,075 128,192
10 years or less but over 5 years 47,123 52,251
OVET 10 YEATS -ttt ettt et b bttt st ee ettt b et b et eae st b e bt es e st saeneen 56,296 60,088
327,762 327,611
Remaining contractual maturity of debt securities available for sale:
L Y@L OF LESS ..ttt ettt 65,500 85,821
5 y€ars OF 1888 DUL OVET 1 JEAT ....uuiuiiiiiieiiiiiiietci ettt 149,195 120,763
10 years or less but over 5 years 39,498 44,946
OVEI 10 YEATS ..ttt et h bttt st ea ettt b et b et e st et b e bt eb et et saene s 50,156 55,063
304,349 306,593
Remaining contractual maturity of debt securities held to maturity:
1 year orIess .....ccccovvevvecrienenne 1,768 1,259
S years or less but over 1 year .... 7,880 7,429
10 years or 18SS DUL OVET 5 YEAIS ....cviiueieiiiiieieieiei ittt ettt ettt ettt ienene 7,625 7,305
OVET 10 YALS ..ottt ettt ettt ettt ee 6,140 5,025
23,413 21,018

Contractual maturities and weighted average yields of investment debt securities at 31 December 2012

After one year but  After five years but

Within one year within five years within ten years After ten years
Amount Yield Amount Yield Amount Yield Amount Yield
US$m % US$m % US$m % US$m %
Available for sale
US Treasury ............... . 12,306 0.4 30,334 0.5 6,113 2.0 2,237 3.5
US Government agencies ........c..coceceevewene 6 2.6 7 5.3 94 1.9 22,128 2.9
US Government-sponsored agencies ....... 5 2.0 360 2.6 2,968 3.1 807 3.7
UK GOovernment ...........coeeeeceereeneeeeenene. 162 0.2 13,793 1.5 1,286 5.9 634 5.1
Hong Kong Government . 946 0.5 686 2.0 - - - -
Other OVErNMEents ..........cccoeeeveeveveverenenns 38,327 2.5 60,048 2.7 10,198 4.4 2,112 3.8
Asset-backed securities ...........cccooevereenene 336 0.1 2,682 0.4 7,643 0.2 19,181 0.2
Corporate debt and other securities ......... 13,312 3.2 39,667 2.5 8,123 3.5 3,325 5.1
Total amortised COSt ...cevvevrerririiierienennes 65,400 147,577 36,425 50,424
Total carrying value .........cccovvveveecninnnee 65,500 149,195 39,498 50,156
Held to maturity
US TTEASUIY .evvniiieieieieeieieieieeee e 22 4.2 21 4.4 50 4.8 143 4.4
US Government agencies - - 1 7.6 3 7.7 338 6.5
US Government-sponsored agencies ....... 1 8.1 6 7.8 1 7.8 1,113 6.2
Hong Kong Government ...........c.ccccoeueenes - - 30 0.4 10 4.1 3 1.2
Other governments ........ . 71 2.8 480 3.8 254 52 562 5.1
Asset-backed securities .................. . - - - - - - 118 6.3
Corporate debt and other securities ......... 1,674 4.4 7,342 3.8 7,307 4.2 3,863 4.2
Total amortised COSt .....ooevvreerreirieiniennns 1,768 7,880 7,625 6,140
Total carrying value ..........cccooeereinenne 1,768 7,880 7,625 6,140

The maturity distributions of asset-backed securities are presented in the above table on the basis of contractual
maturity dates. The weighted average yield for each range of maturities is calculated by dividing the annualised
interest income for the year ended 31 December 2012 by the book amount of available-for-sale debt securities at
that date. The yields do not include the effect of related derivatives.

21 Transfers of financial assets

HSBC enters into transactions in the normal course of business by which it transfers financial assets to third parties
including SPEs. Depending on the circumstances these transfers may either result in these financial assets being
derecognised or continuing to be recognised.
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e  Full derecognition occurs when HSBC 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, foreign currency,
prepayment and other price risks.

e  Derecognition does not occur when HSBC 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, but either:

i) retains substantially all of the risks and rewards of ownership of the transferred asset; or

ii) neither retains nor transfers substantially all of the risks and rewards of ownership but has retained control of
the financial asset. In this situation the financial assets are recognised on the balance sheet to the extent
of HSBC’s continuing involvement.

The majority of transferred financial assets that do not qualify for derecognition are (i) debt securities held by
counterparties as collateral under repurchase agreements or (ii) equity securities lent under securities lending
agreements.

As the substance of these transactions is secured borrowings the asset collateral continues to be recognised in full and
the related liability reflecting the Group’s obligation to repurchase the transferred assets for a fixed price at a future
date is recognised in deposits from banks or customers as appropriate. As a result of these transactions, the Group is
unable to use, sell or pledge the transferred assets for the duration of the transaction. The Group remains exposed to
interest rate risk and credit risk on these pledged instruments. The counterparty’s recourse is not limited to the
transferred assets.

Other transactions where the counterparty’s recourse is only to the transferred asset includes a Canadian government
sponsored securitisation programme, where HSBC Bank Canada assigns ownership and its right to sell or pledge
residential mortgages. HSBC Bank Canada remains exposed to credit and interest rate risk on the assigned residential
mortgages, which continue to be recorded as loans and advances. Third party funds received by HSBC Bank Canada
under the programme are accounted for as secured borrowings and presented as debt securities in issue on the
consolidated balance sheet.

In a small number of securitisation transactions, HSBC has neither transferred nor retained substantially all the risks
and rewards of ownership of the transferred assets, and has retained control of the transferred assets. Circumstances
in which HSBC has continuing involvement in the transferred assets may include retention of servicing rights over
the transferred assets, entering into a derivative transaction with the securitisation vehicle or retaining an interest in
the securitisation vehicle. Where HSBC has continuing involvement it continues to recognise the transferred assets
to the extent of its continuing involvement and recognises an associated liability. The net carrying amount of the
transferred assets and associated liabilities reflects the rights and obligations that HSBC has retained.

The following table analyses the carrying amount of financial assets that did not qualify for derecognition and their
associated financial liabilities, including those that are recognised to the extent of HSBC’s continuing involvement
and the associated liabilities.

Financial assets not qualifying for full derecognition and associated financial liabilities

Carrying
amount of Carrying Carrying Fair Fair
assets amount of  amount of value of value of
before transferred associated transferred associated Net
transfer assets liabilities assets liabilities position
US$Sm US$m US$m US$m US$m US$Sm
At 31 December 2012
Repurchase agreements ...........cccoceocerniriccccnne 122,130 121,589
Securities lending agreements .............cccceeveeenene 5,891 5,820
Other sales (recourse to transferred asset only) . 9,727 9,733 9,767 9,856 (89)
Securitisations recognised to the extent of
continuing involvement ............cococeeeerenrreenenes 17,427 12 6 12 6 6

1 The disclosure for 2012 reflects amendments made to IFRS 7 that are effective prospectively for annual reporting periods beginning on
or after 1 July 2011.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
20 - Financial investments / 21 —Transfers of financial assets

At 31 December 2011, the carrying amount of transferred assets and associated liabilities for repurchase agreements
were US$124,982m and US$124,413m respectively, and for securities lending agreements were US$7,129m and
US$7,039m, respectively.

At 31 December 2011, the carrying amount of transferred assets and associated liabilities for securitisations
recognised to the extent of continuing involvement were US$22m and US$11m, respectively. The carrying amount of
these assets before transfer was US$17,427m.

Financial assets qualifying for full derecognition and associated financial liabilities

At 31 December 2012 2012
Carrying amount Gain or Income/
of continuing Fair value of loss Income/ (expenses)
involvement in continuing Maximum recognised (expenses) recognised
the balance sheet involvement exposure at transfer recognised cumulat-
Assets Liabilities Assets Liabilities to loss date in year ively
US$m US$m US$m US$m US$m US$m US$m US$m
Type of continuing involvement
Interest in SPEs 393 - 354 - 393 10 8 58

1 The disclosure for 2012 reflects amendments made to IFRS 7 that are effective prospectively for annual reporting periods beginning on
or after 1 July 2011.

The assets in the table above represent our continuing involvement in securitisations where HSBC has transferred
assets to an unconsolidated SPE, but has retained some of the notes issued by the SPE. These notes are reported in

loans and advances to customers. The maximum exposure to loss is the carrying amount of the notes.

22 Interests in associates and joint ventures

Associates

Principal associates of HSBC

At 31 December 2012 At 31 December 2011

Carrying Fair Carrying Fair
amount value amount value
US$m US$m US$m US$m

Listed
Bank of Communications Co., Limited ...........ccceeveveievierieienens 11,770 10,633 8,507 8,234
Industrial Bank Co., Limited .........c.ccccovevvivieviieieiceceeeeieiee 2,851 3,665 2,214 2,743
Ping An Insurance (Group) Company of China, Limited ............ - - 6,373 8,110
The Saudi British Bank ........ccccccooiiiiiiiiiccecce 2,135 3,189 1,886 3,256
16,756 17,487 18,980 22,343

At 31 December 2012

HSBC’s Issued
Country of interest in equity
incorporation equity capital capital

Listed
Bank of Communications Co., Limited ..........ccoceeveirieinieirieineieeeeeeeenes PRC! 19.03% RMB74,263m
Industrial Bank Co., Limited . PRC' 12.80% RMB10,786m
The Saudi British Bank ..........cccccooiiiieiiiiiiieeeeeee s Saudi Arabia 40.00% SR10,000m

Unlisted

Barrowgate LIMIted? ..........o.oevvuervereieeeeeesieesseessse s Hong Kong 24.64% =
Vietnam Technological and Commercial Joint Stock Bank ...........cccocevvennns Vietnam 19.48% 'VNDS8,848,079m
Yantai Bank Co., LIMIted’ ........oovvvrrierriinnceiecreieseisseesesssisesessessessenes PRC' 20.00% RMB2,000m

1 People’s Republic of China.
2 Issued equity capital is less than HK$1m.
3 The investment is held through Hang Seng Bank Limited, a 62.14% owned subsidiary of HSBC.

All the above investments in associates are owned by subsidiaries of HSBC Holdings.

Details of all HSBC associates and joint ventures, as required under Section 409 Companies Act 2006, will be
annexed to the next Annual Return of HSBC Holdings filed with the UK Registrar of Companies.

HSBC had US$11,770m (2011: US$14,880m) of investments in associates and joint ventures listed in Hong Kong.
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For the year ended 31 December 2012, HSBC’s share of associates and joint ventures’ tax on profit was US$959m
(2011: US$890m), which is included within ‘Share of profit in associates and joint ventures’ in the income statement.

Summarised aggregate financial information on associates
S5& S P °

At 31 December

2012 2011
US$m US$m
HSBC'’s share of:
ASSEES uuiitiiette et et e ettt e et et e e te e aeeteeteeteeteeteeteeteeteeteeteeteeteeeteeteeteeteeeteeareeareeareeeteenaeeaten 237,338 249,461
— HADIIIEIES vvvvevitetietetietet ettt ettt ettt ea ettt ettt et et es et e s e b s b se s e s s e st b e st et et ese s ene e ene s enes 220,455 230,902
S TEVEIIUES .veeuveeuteesteeseesseesseesseeseeseeseesseesseesssessaesssesssenssessesssesssenssesssesssesssesssesssesssesssenseesseenseesseessaensen 14,206 12,009
= PIOFIE AFEET TAX ...euieiiciciie ettt 3,521 3,221

HSBC’s investment in Bank of Communications Co., Limited (‘BoCom’) was equity accounted with effect from
August 2004. HSBC’s significant influence in BoCom was established as a result of representation on the Board

of Directors, and in accordance with the Technical Support and Assistance Agreements, HSBC is assisting in the
maintenance of financial and operating policies and a number of staff have been seconded to assist in this process.
During 2012, the market value of the investment in BoCom was below the carrying amount for a period of
approximately ten months. As a result, we performed impairment tests on the carrying amount of the investment in
BoCom. The result confirmed that there was no impairment. The impairment test was performed by comparing the
recoverable amount of BoCom, determined by a value in use (‘VIU’) calculation, with its carrying amount. The
calculation of VIU used discounted cash flow projections based on management’s estimates. Cash flows beyond the
next five years were then extrapolated in perpetuity using a long-term growth rate. The discount rate used was based
on a cost of capital used to evaluate investments in mainland China. Management judgement is required in estimating
the future cash flows of BoCom which are sensitive to the cash flows projected in the short- and medium-term, and
also to the key assumptions regarding the long-term sustainable cash flows thereafter. The key assumptions are
consistent with external sources of information.

HSBC'’s investment in Industrial Bank Co., Limited (‘Industrial Bank’) was equity accounted with effect from

May 2004. HSBC’s significant influence has been established as a result of representation on the Board of Directors.
In January 2013 HSBC was no longer in a position to exercise significant influence over Industrial Bank and ceased
to account for it as an associate. For further details, see Note 45.

HSBC’s investment in Ping An Insurance (Group) Company of China Limited (‘Ping An’) was equity accounted with
effect from August 2005, reflecting HSBC’s significant influence over this associate. HSBC’s significant influence
was established as a result of representation on the Board of Directors. In June 2011, following a further issue of
shares by Ping An to a third party, HSBC’s holding was diluted to 15.57% and a dilution gain of US$181m was
recognised in ‘Other operating income”’.

In July 2011, Ping An increased its ownership interest in Shenzhen Development Bank (‘SDB’) from 29.99% to
52.38%. As aresult, the status of its investment in SDB changed from an interest in an associate to an investment
in subsidiary. As a result of this transaction, Ping An recognised a re-measurement loss; HSBC’s share of this re-
measurement loss was US$48m.

In December 2012 approximately 20.8% of HSBC’s holding in Ping An was disposed of. Following the disposal,
HSBC no longer has significant influence over Ping An and has ceased to account for Ping An as an associate. For
further details on investment in Ping An, see Note 26.

The statutory accounting reference date of BoCom, Ping An and Industrial Bank is 31 December. For the year ended
31 December 2012, these companies were included on the basis of financial statements made up for the twelve
months to 30 September 2012, taking into account changes in the subsequent period from 1 October 2012 to

31 December 2012 that would have materially affected their results.

HSBC acquired 15% of Vietnam Technological & Commercial Joint Stock Bank in October 2007. This investment
was equity accounted from that date due to HSBC’s representation on the Board of Directors and involvement in the
Technical Support and Assistance Agreement. In December 2007, as a result of a rights issue in which HSBC did not
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

22 - Interests in associates and joint ventures / 23 — Goodwill and intangible assets

participate, HSBC’s equity interest was diluted to 14.44%. In September 2008, HSBC increased its equity interest to
20%. HSBC’s equity interest has been subsequently diluted to below 20% due to the issue of shares by the associate
to its own employees.

Joint ventures

Principal interests in joint ventures

At 31 December 2012
HSBC'’s interest Issued
Country of Principal in equity equity
incorporation activity capital capital
HSBC Saudi Arabia Limited ........cccccoovveeiinnnnnee Saudi Arabia Investment banking 49.00% SR500m
Vaultex UK Limited ......ccooeveiinnnecirinreeccnen England Cash management 50.00% £10m
Hana HSBC Life Insurance Co., Ltd ........ccccceunee South Korea Insurance manufacturing 49.99% KRW110,201m
Canara HSBC Oriental Bank of Commerce
Life Insurance Company Limited ...........ccccceeenee. India Insurance manufacturing 26.00% INR9,500m
Summarised aggregate financial information on joint ventures
At 31 December
2012 2011
US$m US$m
HSBC’s share of:
— CUITEIE ASSCES ..vieviiiuiieiieeeieeieeteeteeteeteeteesseesseesseesseesseesseesseesseasseesseesseesseesseesseesseenseesseeseenseeseessaesen 1,964 1,556
— TNON-CUITENE @SSES ...veuvitieureutiiteitetet et st ettt et eet et et et et e e e s e e b et seeeb e e bt e st e st e et et e s et eeaeseeeseeseennennennenee 202 196
— current liabilities ..... 924 747
—non-current liabilities 961 715
— INCOME ... 347 383
— EXPEIISES ..ottt et h sttt ettt 311 339

In December 2011, following the issue of shares by HSBC Saudi Arabia Limited to a third party, HSBC’s holding
was diluted from 60% to 49% and a dilution gain of US$27m was recognised in ‘Other operating income’.

Associates and joint ventures

Movements in investments in associates and joint ventures

2012 2011

US$m US$m
At 1 January . 20,399 17,198
Additions ..... 1,804 90
DISPOSALS ..ttt (7,580) (25)
SNATE OF TESUILS ...oviiieiiceii ettt ettt ettt e te e teeeaeeeteeeteeaeeteeeteeeseeeseeereeeseeeseeeseennes 3,557 3,264
DIAVIAENAS ..ttt (489) (304)
EXCRaNGE difTEIENCES ....o.veviieiiiieiictieieteeie ettt ea e b s b se s e s e s enensens 60 681
Share of other comprehensive income/(expense) of associates and joint VENtures ............coeeeeeevreenenee 311 (710)
OthET MOVEIMENES ....viiuiiiiiiieiieie ettt ettt ettt et e st e saesteebeeseeseeseeseessessensensesseeseeseeseeseeseeseeseensensensensenes (228) 205
AL 3T DECEIMDET ..ot ettt e et e e et eeae e e e eteeteeteereereereenteenean 17,834 20,399
Goodwill included in carrying amount of associates and joint ventures

2012 2011

US$m US$m
Gross amount
AL T JANUATY <ot 1,551 1,518
Disposals ......cccccenee (874) -
Exchange differences . 3 57
OhET CRANEZES ....vivitiieiiiet ettt ettt st s s e e st e st b et et et ese st eseeseseeses e e s eneese s ene s enesens (10) (24)
AL3T DECEIMDET ... 670 1,551

1 Includes the carrying amount of goodwill arising from joint ventures of US$30m (2011: US$31m).
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23 Goodwill and intangible assets

At 31 December

GOOAWILL 1.ttt ettt ettt et e et e et e et e e s e ese e st e st e s e st e b essesaeebeeneeseebeeseeseeseeneeneensensenne

Present value of in-force long-term insurance business (‘PVIE”)

Other INANZIDIE @SSELS .....e.viverieiiietiieteiee ettt sttt ettt e st e s st eseeses e ses s eseneesensesensenensens

1 Disclosures on PVIF are provided on page 243.

Goodwill

Reconciliation of goodwill

Gross amount

At 1 January 2012 ..ocooiviviiiiiiieieens
Disposals .................
Exchange differences ........ .
Reclassified to held for sale ..................

At 31 December 2012 ......cocovevveveiennnns

Accumulated impairment losses
At 1 January 2012 ..o
Reclassified to held for sale ..................

At 31 December 2012 .....cccoovevvrenrrnnenn

Net carrying amount at
31 December 2012 ......cccoovvveeveecucnnne.

Gross amount

At 1 January 2011
Disposals ......ccooeeee.
Exchange differences ...........ccccecvvveennns
Reclassified to held for sale ..................
Other changes .........ccoceceveiveencrncnnne

At 31 December 2011 ....ocoovevevrriennnne

Accumulated impairment losses
At 1 January 2011 ..o
Reclassified to held for sale ..................

At 31 December 2011 ..cooveveiiiiirnnns

Net carrying amount at
31 December 2011 .....ccccvvvvniinnnnee

Impairment testing

Timing of impairment testing

2012 2011
USSm US$m
21,390 21,338
s 4,847 4,092
3,616 3,604
29,853 29,034
Rest of
Hong Asia- North Latin
Europe Kong Pacific MENA America America Total
US$m US$m USSm USSm US$Sm US$m US$Sm
14,433 124 1,063 63 8,747 3,765 28,195
2 @ ) - - 1) (32)
229 6) (38) (€)] - 23 205
- — - - (408) 121) (529)
14,660 114 1,020 60 8,339 3,646 27,839
_ _ - = (6,857) = (6,857)
- — - - 408 - 408
- — - - (6,449) - (6,449)
14,660 114 1,020 60 1,890 3,646 21,390
14,885 124 1,115 65 12,465 4,316 32,970
3) - - - - (46) (49)
(449) - (3%5) 2) (1) (272) (759)
- - - - (3,717) (231) (3,948)
- - an - - @ 19)
14,433 124 1,063 63 8,747 3,765 28,195
- - - - (10,564) - (10,564)
- - - - 3,707 - 3,707
_ , - — (6,857) - (6,857)
14,433 124 1,063 63 1,890 3,765 21,338

HSBC’s impairment test in respect of goodwill allocated to each cash-generating unit (‘CGU’) is performed as at
1 July each year. In line with the accounting policy set out in Note 2(p), goodwill is also retested for impairment
whenever there is an indication that it may be impaired. For the purpose of impairment testing, the Group’s CGUs are
based on geographical regions subdivided by global business. The CGUs represent the lowest level at which goodwill

is monitored for internal management purposes. The GB&M-Europe CGU experienced significantly reduced

profitability in the second half of 2012 and was retested for impairment as at 31 December 2012. For other CGUs

there was no indication of impairment in the period to 31 December 2012 and therefore goodwill has not been

retested since 1 July 2012.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

23 - Goodwill and intangible assets

Basis of the recoverable amount — value in use or fair value less costs to sell

The recoverable amount of all CGUs to which goodwill has been allocated was equal to its VIU at each respective
testing date for 2011 and 2012.

For each significant CGU, the VIU is calculated by discounting management’s cash flow projections for the CGU.
The discount rate used is based on the cost of capital HSBC allocates to investments in the countries within which the
CGU operates. The long-term growth rate is used to extrapolate the cash flows in perpetuity because of the long-term
perspective within the Group of the business units making up the CGUs. In 2012, management’s cash flow
projections until the end of 2014 were used.

Key assumptions in VIU calculation and management’s approach to determining the values assigned to each key
assumption

2012 2011
Nominal Nominal
growth rate growth rate
beyond beyond
Goodwill at initial Goodwill at initial
1 July Discount cash flow 1 July Discount cash flow
2012 rate projections 2011 rate  projections
US$m % % US$m % %
Cash-generating unit
Retail Banking and Wealth Management
—Europe ... 4,054 10.0 39 4,794 10.0 4.7
Commercial Banking — Europe ...............c.c..... 2,968 10.2 3.7 3,574 10.1 4.5
Global Private Banking — Europe .................... 4,139 9.1 3 4,456 10.0 43
Global Banking and Markets — Europe ........... 3,016 10.2 3.5 3,139 10.2 4.4
Retail Banking and Wealth Management
— Latin AMETICA ....cvevereereieieieeeieieeeieiene 1,994 15.3 8.7 2,537 16.0 9.3
Total goodwill in the CGUs listed above ........ 16,171 18,500

At 1 July 2012, aggregate goodwill of US$4,741m (1 July 2011: US$5,091m) had been allocated to CGUs that were
not considered individually significant. These CGUs do not carry on their balance sheets any significant intangible
assets with indefinite useful lives, other than goodwill.

Nominal long-term growth rate: this growth rate reflects GDP and inflation for the countries within which the CGU
operates. The rates are based on IMF forecast growth rates as these rates are regarded as the most relevant estimate of
likely future trends. The rates used for 2011 and 2012 do not exceed the long-term growth rate for the countries
within which the CGU operates.

Discount rate: the discount rate used to discount the cash flows is based on the cost of capital assigned to each CGU,
which is derived using a Capital Asset Pricing Model (‘CAPM’). The CAPM depends on inputs reflecting a number
of financial and economic variables including the risk-free rate and a premium to reflect the inherent risk of the
business being evaluated. These variables are based on the market’s assessment of the economic variables and
management’s judgement. In addition, for the purposes of testing goodwill for impairment, management supplements
this process by comparing the discount rates derived using the internally generated CAPM with cost of capital rates
produced by external sources. HSBC uses externally-sourced cost of capital rates where, in management’s judgement,
those rates reflect more accurately the current market and economic conditions. For 2012 and 2011, internal costs of
capital rates were consistent with externally-sourced rates.

Management’s judgement in estimating the cash flows of a CGU: the cash flow projections for each CGU are
based on plans approved by the Group Management Board. The key assumptions in addition to the discount rate and
nominal long-term growth rate for each significant CGU are discussed below.

Retail Banking and Wealth Management — Europe and Commercial Banking — Europe: the assumptions included in
the cash flow projections for RBWM — Europe and CMB — Europe reflect the economic environment and financial
outlook of the European countries within these two CGUs. Key assumptions include the level of interest rates and the
level and change in unemployment rates. While current economic conditions in Europe continue to be challenging,
management’s cash flow projections are based primarily on these prevailing conditions. Risks include a further
recession in the UK and an uncertain regulatory environment. RBWM — Europe specifically, is sensitive to further
customer remediation costs in relation to PPI. Based on the conditions at the balance sheet date, management
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determined that a reasonably possible change in any of the key assumptions described above would not cause an
impairment to be recognised in respect of RBWM — Europe or CMB — Europe.

Global Private Banking — Europe: the revenues in GPB — Europe are predominately generated through HSBC’s
client relationships. The cash flow forecast reflects current economic conditions and key assumptions include the
level of interest rates and client risk appetite. Further economic deterioration could result in a decrease in assets under
management and a reduction in fee and trading income through increased client risk aversion. Based on the
conditions at the balance sheet date, management determined that a reasonably possible change in any of the key
assumptions described above would not cause an impairment to be recognised in respect of GPB — Europe.

Global Banking and Markets — Europe: the key assumption included in the cash flow projection for GB&M — Europe
is that European markets will continue to recover during 2013. Accordingly, European revenues are forecast to
recover in 2013 and this recovery is assumed to continue over the projection period into 2014. Our ability to achieve
the forecast cash flows for GB&M — Europe could be adversely impacted by regulatory change during the forecast
period including but not limited to the extent that the recommendations set out in the Final Report by the Independent
Commission on Banking are implemented.

Based on management’s value in use calculation, GB&M — Europe has an excess of recoverable amount over
carrying amount (‘headroom’) of US$2.3bn as at 1 July 2012. Headroom was US$2.3bn as at 31 December 2012
based on goodwill at that point of US$3.1bn. The change in carrying value between 1 July 2012 and 31 December
2012 arises from retranslating goodwill into the presentation currency of the group. The same assumptions were used
in the impairment tests as at 1 July 2012 and 31 December 2012. The following changes to the key assumptions used
in the value in use calculation would be necessary in order to reduce headroom to nil:

Key assumption Change to key assumption to reduce headroom to nil

DISCOUNE TALE .ottt ettt ettt eb ettt ettt ea et Increase by 64 basis points
Nominal growth rate beyond initial cash flow projection ...........cccoceeveivieerienennnn Decrease by 69 basis points
Revenue compound annual growth rate ...........ccooeeeioinnineicieninneccceeeeeenee Decrease from 10.3% to 8.3%

Retail Banking and Wealth Management — Latin America: the assumptions included in the cash flow projections for
RBWM - Latin America reflect the economic environment and financial outlook of the countries within this segment,
with Brazil and Mexico being two of the largest countries included within this segment. Key assumptions include the
growth in lending and deposit volumes and the credit quality of the loan portfolios. Mexico and Panama in particular
are sensitive to economic conditions in the US which could constrain demand. Based on the conditions at the balance
sheet date, management determined that a reasonably possible change in any of the key assumptions described above
would not cause an impairment to be recognised in respect of RBWM — Latin America.

Other intangible assets

Movement of intangible assets excluding goodwill and the PVIF

Customer/
Mortgage Internally merchant
Trade servicing generated Purchased relation-
names rights software software ships Other Total
US$m US$m US$m US$m US$m US$m US$m
Cost
At 1 January 2012 ...oooiiiiiciciie 60 591 5,598 856 1,354 454 8,913
Additions' .........cooooieeeeeeeeeeee, 1 30 765 78 120 48 1,042
DiSPOSalS ...eoveieiiieiseeeee e - (123) 32) (61) Q) - (221)
Amount written off ... . - - (680) 1) 39) - (740)
Exchange differences .........c.cccceceevnennne - - 62 - (48) 12 26
Reclassified to held for sale .................. - - (26) (15) (0} (14) (62)
Other changes ........cccoceevvervverieiieens — — 16 78 (8) 4 90
At 31 December 2012 .......ccccecevirrvuenenene 61 498 5,703 915 1,367 504 9,048
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
23 - Goodwill and intangible assets / 24 — Property, plant and equipment

Movement of intangible assets excluding goodwill and the PVIF (continued)

Customer/
Mortgage Internally merchant
Trade servicing generated Purchased relation-
names rights software software ships Other Total
US$m US$m US$m US$m US$m US$m US$m
Accumulated amortisation
At 1 January 2012 ..o (51) (369) (3,437) (672) (649) (131) (5,309)
Charge for the year” ...........c..ccoooverrrvnnn 5) (78) (645) (103) (127) 21) 979)
Impairment .........coceeevveeverieeieeieens - - (63) 3) - 2) (68)
DiSPOsals ....c.eovvieveieiiriieeeece 2 123 28 53 5 - 211
Amount written off ... - - 680 21 39 - 740
Exchange differences ........ - 2) (47) 1 15 1) (34)
Reclassified to held for sale .. . - - 24 9, 5 10 48
Other changes ........cccoeeeerevinereecnnee (1) - 9 41) 8 2 (41)
At 31 December 2012 ......ccceivininuenenne (55) (326) (3,469) (735) (704) (143) (5,432)
Net carrying amount at
31 December 2012 ....ccooviviveeiencnnnne 6 172 2,234 180 663 361 3,616
Cost
At 1 January 2011 ... 68 636 5,202 1,065 1,987 503 9,461
Additions' ....... - 40 1,129 102 379 6 1,656
DiSPOSals ..vevveveieiiieeeiee - 1) (44) (102) (181) (1) (419)
Amount written off ... - - (365) (133) - 2) (500)
Exchange differences ........ccccoceeevueennes (6) - (109) (40) (79) (14) (248)
Reclassified to held for sale .................. 2) - (197) (22) (746) (406) (1,013)
Other changes .........coceevvevvverieeieens — 6 (18) (14) (6) 8 (24)
At 31 December 2011 .....ccccevvvnievcucnnncne 60 591 5,598 856 1,354 454 8,913
Accumulated amortisation
At 1 January 2011 oo, (52) (240) (2,958) (848) (1,143) (144) (5,385)
Charge for the year® ........cccocvvvvvrenne. 4) (215) (609) (106) (212) (29) (1,175)
IMPAIrmMent ........ccceveeviriererecririeieeenceene - - (386) 3) - (1) (390)
Disposals ............. - 91 29 100 111 3 334
Amount written off . - - 365 133 - 2 500
Exchange differences ........ . 3 - 44 31 29 - 107
Reclassified to held for sale .................. 2 - 50 18 563 36 669
Other changes .........ccoceeeveireencnncnnns - (5) 28 3 3 2 31
At 31 December 2011 ...coeueniiriricenene (51) (369) (3,437) (672) (649) (131 (5,309)
Net carrying amount at
31 December 2011 ..ccocvevveveieienns 9 222 2,161 184 705 323 3,604

1 At 31 December 2012, HSBC had no contractual commitments (2011: nil) to acquire intangible assets.
2 The amortisation charge for the year is recognised within the income statement under ‘Amortisation and impairment of intangible
assets’, with the exception of the amortisation of mortgage servicing rights which is recognised in ‘Net fee income’.
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24 Property, plant and equipment

Long Short Equipment
Freehold 1 hold 1 hold Equipment, on
land and land and land and fixtures  operating
buildings  buildings  buildings' and fittings leases Total® c%
US$Sm US$m US$m US$m US$m US$m S
Cost or fair value o
At 1January 2012 ..o 3,537 1,800 3,872 11,579 71 20,859 C>)
Additions at cost” ... 135 89 209 1,016 50 1,499
Fair value adjustments . 35) 31 76 - - 72
DiSPOSALS ...ttt (141) - (68) 915) (14) (1,138)
Reclassified to held for sale ...........oocceeinnicccninnnne (10) 36) ©) (70) - (122)
Transfers . 59 (@) (55) 3 - -
Exchange differences ...........ccocoveeuceinninnccicninnenne (59) 10 40 195 4 190
Other Changes .........cooveeveenirininieicereeeeeeeene 9 (23) — (148) - (162) 03)
At 31 December 2012 ..o 3,495 1,864 4,068 11,660 111 21,198 &
Accumulated depreciation and impairment %
At 1January 2012 ..o (544) 332) (1,181) (7,909) (28) (9,994) i3
Depreciation charge for the year .........cococeceivinnnenne (72) 57) (201) (1,055) 12) (1,397) %
Disposals ....cooeeveevieireieeenn . 44 — 53 844 13 954 £
Reclassified to held for sale 13 1 1 27 - 42 e
TransTers ......ccvveveueuiiniereccecee e (26) 1 22 3 - - ﬁ
Impairment losses recognised .. . 9 @) an (63) - 87) c
Exchange differences ...........ccocoveueeionieeiccccninnenene ®) 2) 1s) (137) 1) (163) =
Other Changes .........cooveveveienirininicieereeeeeeeene (67) 3 12 84 3 35 cg)_
At 31 December 2012 ..o (669) (390) (1,320) (8,206) (25) (10,610) ©)
Net carrying amount at 31 December 2012 ................. 2,826 1,474 2,748 3,454 86 10,588
Cost or fair value §
At 1January 2011 oo 3,952 1,673 4,004 12,529 53 22,211 ©
Additions at cost* 353 114 180 1,183 19 1,849 aE)
Fair value adjustments ..........cccoeeevenrenecnieeniennens (15) 44 89 - - 118 >
DISPOSALS .t (188) (19) (279) (1,400) - (1,886) 8
Reclassified to held for sale .. . (424) (19) (158) (260) - (861) [0}
TTANSTETS .vovevieieiiietcee e (12) (35) 25 10 - (12) E
Exchange differences ............ccceeoveeniieneincenccecee (203) 1 15 (395) (1) (583) 8
Other Changes ........ccooveevieiierieieieeieeree e 74 41 “4) (88) - 23 5
At 31 December 2011 .o 3,537 1,800 3,872 11,579 71 20,859 ©
Accumulated depreciation and impairment
At 1January 2011 oo (586) (307) (1,268) (8,506) (23) (10,690)
Depreciation charge for the year . . (88) (51) (211) (1,157) 9) (1,516)
DISPOSALS . 60 2 262 1,319 - 1,643 @
Reclassified to held for sale .........cooeeeoinnncccoinenne 133 13 80 138 - 364 c
Transfers .......cccocovevvveveeennns 5 35 (34) (6) - - g
Impairment losses recognised .. (13) - (16) (25) - (54) o
Exchange differences ............ 18 (1) 8 260 1 286 E
Other Changes ........ccooveevieirieieieieeeeree e (73) (23) 2) 68 3 27) wn
At 31 December 2011 .o (544) (332) (1,181) (7,909) (28) (9,994) -§
Net carrying amount at 31 December 2011 ................. 2,993 1,468 2,691 3,670 43 10,865 8
ic

1 Including assets held on finance leases with a net book value of US$5m (2011: US$7m).

2 Including assets held on finance leases with a net book value of US$182m (2011: US$3210m).

3 Including assets with a net book value of US$39m (2011: US833m) pledged as security for liabilities.

4 At 31 December 2012, HSBC had US$412m (2011: US3517m) of contractual commitments to acquire property, plant and equipment.

Leasehold land and buildings

Leasehold land and buildings are considered to be held under finance lease contracts where the value of the land
cannot reliably be separated from the value of the lease and the respective contracts do not meet the criteria for
classification as operating leases. Included within ‘Short leasehold land and buildings’ are the following amounts
in respect of assets classed as improvements to buildings, which are carried at depreciated historical cost:
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
24 - Property, plant and equipment / 25 — Investments in subsidiaries

Leasehold land and buildings

2012 2011
Accumulated Accumulated
Cost depreciation Cost depreciation
US$m US$Sm US$m US$m
AL T JANUATY oottt e 1,669 (751) 1,944 (933)
Additions ... 119 - 171 -
Disposals (65) 47 (269) 262
Depreciation charge for the year ..........cccocooeeveincinenncncene - 133) - (139)
Impairment 10SS reCOZNISEd ........ceevirerievemiiririeieeireieiecees - 6) - (15)
Exchange differences ..........ocooeivieinieinieineeeieeeeseesee e 28 13) (13) 2
Reclassified as held for sale . (10) 1) (154) 73
Other Changes ........ceoueiriiireieieee e (23) 9) (10) (1)
At 31 DECEMDET ...ttt 1,718 (866) 1,669 (751)
Net carrying amount at 31 December 852 918
Investment properties
Movement on the fair value of investment properties
Long Short
Freehold leasehold leasehold
land and land and land and
buildings buildings buildings Total
US$m US$m US$m US$m
Fair value
At 1January 2012 ..o 745 192 402 1,339
AddItions 8t COSE ....eveuiiirieiiieiirieieiec e 9 - - 9
Fair value adjustments ...........ccceeeeverireieinieenieeseeeeeee e 35) 31 76 72
Reclassified to held for sale . . - 29) - 29)
Exchange differences ....... . (64) - 1 (63)
Other Changes .......cccovueveueirinirieieeereee e 3) 1 8 6
At 31 December 2012 ....oc.cviviiiiiieieeeeeee s 652 195 487 1,334
Fair value
At 1January 2011 oo 667 156 310 1,133
AddItions at COSE ....ueuiiirieiiiiiririeiciccte s 242 - - 242
Fair value adjustments .. (15) 44 89 118
Disposals ......ccccoevueuene (47) (17) - (64)
Exchange differences . (22) 1 1 (20)
Other ChanEEs ........cevveirieiiiieieieeeee et (80) 8 2 (70)
At 31 December 2011 ....ovuiiiiieicicieeiee s 745 192 402 1,339

Investment properties are valued on a market value basis as at 31 December each year by independent professional
valuers who have recent experience in the location and type of properties. Investment properties in Hong Kong, the
Macau Special Administrative Region and mainland China, which represent more than 51% by value of HSBC’s
investment properties subject to revaluation, were valued by DTZ Debenham Tie Leung Limited whose valuers are
members of the Hong Kong Institute of Surveyors. Properties in other countries, which represent 49% by value of
HSBC’s investment properties, were valued by different independent professionally qualified valuers.

HSBC Holdings had no investment properties at 31 December 2012 or 2011.

HSBC properties leased to customers

HSBC properties leased to customers included US$694m at 31 December 2012 (2011: US$618m) let under operating
leases, net of accumulated depreciation of US$16m (2011: US$12m). None was held by HSBC Holdings.

At 31 December 2012, the classification of land and buildings in Hong Kong in accordance with Hong Kong
Companies Ordinance requirements was freehold nil (2011: nil), long leasehold US$1,319m (2011: US$1,363m),
medium leasehold US$1,600m (2011: US$1,484m) and short leasehold US$3m (2011: US$4m).
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25 Investments in subsidiaries

Principal subsidiaries of HSBC Holdings
At 31 December 2012

HSBC’s
Country of interest in Issued q%
incorporation equity capital equity Share >
or registration % capital class g)
Europe @)
HSBC Asset Finance (UK) Limited ... England 100 £265m Ordinary £1
HSBC Bank A.S. .o Turkey 100 TRL652m A—Common TRL1
B—Common TRL1
HSBC Bank Malta p.l.C. .ooooiiiiiiiiicccccccee Malta 70.03 €88m Ordinary €0.30
HSBC Bank plc .....ccoociiiiiiiiiiiiiiicccceccccccae England 100 £797m Ordinary £1
Preferred Ordinary £1
Series 2 Third Dollar 2
Preference US$0.01 @
Third Dollar &
Preference US$0.01 oc
HSBC France ........ccocccovevieiiieiniinciicieceeiceceeeeens France 99.99 €337m Shares €5.00 ©
HSBC Bank International Limited . Jersey 100 £1m Ordinary £1 2
HSBC Life (UK) Limited .......cccoeeueeccnnnnnee England 100 £94m Ordinary £1 @©
HSBC Private Banking Holdings (Suisse) SA ............... Switzerland 100 CHF1,363m Ordinary CHF1,000 UE_
HSBC Trinkaus & Burkhardt AG .......ccccovveccninnnne Germany 80.62 €28m  Shares of no par value &
Marks and Spencer Retail Financial Services o
Holdings Limited .........cccccooiiiiiiiiiniiicicce, England 100 £67m Ordinary £1 <
Hong Kong =
Hang Seng Bank Limited' .... Hong Kong 62.14 HK$9,559m Ordinary HK$5.00 8
HSBC Insurance (Asia) Limited .... Hong Kong 100 HK$2,798m Ordinary HK$1,000 ©)
HSBC Life (International) Limited .........ccccocvvevereenee. Bermuda 100 HKS$2,778m Ordinary HK$1.00
The Hongkong and Shanghai Banking Corporation
LAMItEd vt Hong Kong 100 HK$58,969m Ordinary HK$2.50
CIP® US$1.00 3
CRP’ US$1.00 =
NIP* US$1.00 =
)
Rest of Asia-Pacific 3
HSBC Bank Australia Limited ..........cocoocevvrieineiinennnns Australia 100 A$751m  Ordinary no par value (O]
A$60m Pref shares of Qo
no par value g
HSBC Bank (China) Company Limited ............ccccceeenee PRC’ 100 RMB12,400m Ordinary CNY1.00 8
HSBC Bank Malaysia Berhad .............cococvveinieinenns Malaysia 100 RM115m Ordinary RM0.50 5
Middle East and North Africa <
HSBC Bank Middle East Limited .........cccccooveeeenenne. Jersey 100 US$931m Ordinary US$1.00
CRP’ US$1.00
HSBC Bank Egypt SAAE. ..o Egypt 94.53 EGP2,079m Ordinary EGP84.00
North America
HSBC Bank Bermuda Limited ...........cccoccocoiiiniiinnns Bermuda 100 BMD30m Common BMD1.00 8
HSBC Bank Canada ..........cccceeveivieinieinieiieceeeeens Canada 100 C$1,571m Class 1 Pref of NPV® qc,
Class 2 Pref of NPV® €
Common of NPV* 2
HSBC Bank USA, N.A. oo US 100 US$2m Common US$100 0
HSBC Finance Corporation .. US 100 =7 Common US$0.01 2
HSBC Securities (USA) INC. w..oeveeveeeeeeeeeeeeeseeeeee. Us 100 =7 Common US$0.05 .g
Latin America g
HSBC Bank Argentina S.A. .....cccoviiiininniecceeiene Argentina 99.99 ARS1,244m  Ordinary-A ARS1.00 uE_
Ordinary—B ARS1.00
HSBC Bank Brasil S.A. — Banco Multiplo .................... Brazil 100 BRLS,994m  Shares of no par value
HSBC Mexico, S.A., Institucion de Banca Multiple,
Grupo Financiero HSBC .. Mexico 99.99 MXNS5,261m Ordinary MXN2.00
HSBC Bank (Panama) S.A. .......ccccoevevrieereieieiereennns Panama 100 US$10m Ordinary PAB1.00
1 Listed in Hong Kong. 5 People’s Republic of China.
2 Cumulative Irredeemable Preference shares. 6 Preference shares of nil par value.
3 Cumulative Redeemable Preference shares. 7 Issued equity capital is less than US$1m.

4 Non-cumulative Irredeemable Preference shares.

Details of the debt, subordinated debt and preference shares issued by the principal subsidiaries to parties external to the Group are
included in the Notes 29 ‘Debt securities in issue’, 33 ‘Subordinated liabilities” and 37 ‘Non-controlling interests’, respectively.

All the above subsidiaries are included in the HSBC consolidated financial statements.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

25 — Investments in subsidiaries / 26 — Assets held for sale and other assets

Details of all HSBC subsidiaries will be annexed to the next Annual Return of HSBC Holdings filed with the UK
Registrar of Companies.

All the above make their financial statements up to 31 December except for HSBC Bank Argentina S.A., whose
financial statements are made up to 30 June annually.

The principal countries of operation are the same as the countries of incorporation except for HSBC Bank Middle
East Limited which operates mainly in the Middle East and North Africa and HSBC Life (International) Limited
which operates mainly in Hong Kong.

In February 2013, we announced an agreement to sell HSBC Bank (Panama) S.A. to Bancolombia S.A. For further
details see Note 45.

During 2012 and 2011, none of the Group’s subsidiaries experienced significant restrictions on paying dividends or
repaying loans and advances.

Acquisitions

In June 2012, HSBC merged its operations in Oman with the Oman International Bank S.A.O.G. for total
consideration of US$0.2bn. HSBC owns 51% of the combined entity, HSBC Bank Oman S.A.O.G., which had net
assets of US$0.8bn immediately following the merger.

In October 2012, HSBC acquired the onshore retail and commercial banking business of Lloyds Banking Group in
the United Arab Emirates for a total consideration of US$0.1bn. As a result of the transaction HSBC acquired net
assets of US$0.2bn.

SPEs consolidated by HSBC where HSBC owns less than 50% of the voting rights

Carrying value of total
consolidated assets Nature of SPE
2012 2011
US$bn US$bn
Barion Funding Limited .........cccooveiiiiinniiiicccceeeeecne 3.9 3.8 Securities investment conduit
Bryant Park Funding LLC 0.9 2.8 Conduit
HSBC Home Equity Loan Corporation I ........c.c.ccceceevinnircicnenne 2.0 2.1 Securitisation
HSBC Home Equity Loan Corporation IT ..........ccccceverirenierinenenn. 2.2 2.4 Securitisation
HSBC Receivables Funding, Inc. II .......... - 1.9 Securitisation
Malachite Funding Limited ............... 34 3.6 Securities investment conduit
Mazarin Funding Limited ... 8.0 8.0 Securities investment conduit
Metrix Funding Ltd ......... - 0.7 Securitisation
Metrix Securities plc .... - 0.4 Securitisation
Regency Assets Limited .. 10.1 7.5 Conduit
Solitaire Funding Ltd ........ocoeeiiniinieiiineccceeeecne 11.3 12.5 Securities investment conduit

In addition to the above, HSBC consolidates a number of individually insignificant SPEs with total assets of
US$17bn. For further details, see Note 42.

In each of the above cases, HSBC has less than 50% of the voting rights, but consolidates because it has the majority
of risks and rewards of ownership of the SPE, or the substance of the relationship with the SPE is such that its
activities are conducted on behalf of HSBC according to its specific business needs so that HSBC obtains benefit
from the SPE’s operation. The consolidation of SPEs sponsored by HSBC is discussed on page 384.
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26 Assets held for sale and other assets

Assets held for sale

2012 2011
US$m US$m 2
DISPOSAL ZIOUPS ..ottt ettt ettt bbbttt eh ettt b ettt be st bebeneae s 5,797 38,903 g
Non-current assets held for sale: 13,472 655 C>)
— property, plant and EQUIPIMENL .........ccooueuiiiiiiiiiieiiit ettt 500 589
— INVESMENT 1N PING AT .ottt ettt sttt be e 8,168 -
— loans and advances to customers 3,893 -
 OTRET ettt ettt sttt n ettt n et es ettt es e s s e et entese et et esennene 911 66
19,269 39,558
Disposal groups E)
>
. . .. . ()
At 31 December 2012, the following businesses represented the majority of disposal groups held for sale: o
©
e Latin American businesses, which include banking operations in Peru, Colombia and Paraguay. g
@
e  US life insurance businesses. UE_
The following significant businesses that were held for sale at 31 December 2011 were sold in 2012: 02,
=
e The sale of the US Card and Retail Services business that was completed on 1 May 2012 with a gain on disposal =
of US$3.1bn. §
e The sale of 195 US branches were completed in several stages in 2012. 138 branches were sold on 18 May 2012,
recognising a gain of US$661m. The remaining branches were sold in the third quarter of 2012 with a gain of
US$203m. @
o
e Central American businesses, which include banking operations in Costa Rica, El Salvador and Honduras were =
sold in November and December 2012 with a loss on disposal of US$62m. o
>
The major classes of assets and associated liabilities of disposal groups held for sale were as follows: G}
o
At 31 December 2012 5
South US life =
America insurance 8
busin busin Other Total
US$m US$m US$m US$m
Assets of disposal groups held for sale
Trading ASSELS .....cveueuiirieiereriirieieteie ettt 4 - - 4
Loans and advances to banks ..........cccccocevvverivinieinieeneeseeee 344 - 164 508 @
Loans and advances to CUSLOMETS .........ccevveereeeeeeiereieeseeseeneas 1,929 - 302 2,231 €
Financial inVEeStMENtS ........cccceeivieieieieieriece e 364 1,396 229 1,989 g
Prepayments and accrued iNCOME .......c.cceeevvvreeveeeirinenieeereieres 27 15 5 47 Q
Goodwill and intangible aSSets ..........ccevvevererirerieeieiieereesena 33 53 60 146 8
Other assets of disposal EroupPS .......ccecevverererirerieerieereesee e 622 109 141 872 2
@M
TOLAL @SSELS ...vvveeveeereereteeeeet ettt ettt ettt ae s 3,323 1,573 901 5,797 g
2
Liabilities of disposal groups held for sale (Note 30) ic
Deposits by Danks .........ccocceiinriicciniriecie e 26 - 10 36
CUSLOMET ACCOUNLES ...vvievevivierieiieriesieieieteseesteeteesesseeseeneeseeneeneeneas 2,154 - 836 2,990
Debt SECUTTHIES TN ISSUE ...vevveviieriieriieieeiee et 566 - (€)) 565
Liabilities under insurance contracts ............cccoceevveveereeveereervernennn - 998 162 1,160
Other liabilities of disposal Sroups ........ccccccvveeeuecirreeccoennnne 132 39 96 267 g
Total HaDIIIES ..veevvevieeieieieicceceteee e 2,878 1,037 1,103 5,018 g
Net unrealised losses recognised in o
‘other operating income’ as a result E
of reclassification to held for sale .........cccceoevevvieiiieiciieens 96) - - (96) 3
o
Expected date of completion ..........c.coveveeivinieieccnnieeecceee Q42013 Q12013 o
Operating SEZMENT .........cerveverieririeriieereeeee et sseeesenees Latin America North America -QCJ
@
{=
7
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26 — Assets held for sale and other assets / 27 —Trading liabilities / 28 — Financial liabilities at fair value

Property, plant and equipment

The property, plant and equipment classified as held for sale is the result of repossession of property that had been
pledged as collateral by customers. Substantially all of these assets are disposed of within 12 months of acquisition.
The majority arose within the North America operating segment.

Investment in Ping An

On 5 December 2012, we entered into an agreement to dispose of our entire 15.57% shareholding in Ping An for
US$9.4bn. The disposal was carried out in two tranches, an initial tranche of 256,694,218 shares representing 3.24%
of Ping An’s issued share capital, then the remaining 976,121,395 shares representing 12.33% of Ping An’s issued
share capital. The selling price for both the tranches was fixed at HK$59 per share.

The first tranche of shares was disposed on 7 December 2012. Following this disposal, HSBC no longer had
significant influence over Ping An and ceased to account for it as an associate. The gain from the disposal of the first
tranche of shares and the gain from the consequent discontinuance of associate accounting for the remaining 12.33%
shareholding in Ping An totalled US$3bn, and was recognised in the income statement. The remaining 12.33%
shareholding was recognised as an available-for-sale investment, measured initially at fair value on the date of
discontinuance of associate accounting, and thereafter carried at fair value with unrealised gains or losses recorded in
other comprehensive income.

The fixing of the sale price gave rise to a contingent forward sale contract, the fair value of which at year end was
based on the difference between the agreed sale price and the market price for the shares, adjusted for an assessment
of the probability of the transaction being completed. The adverse fair value of this contract was US$553m at

31 December 2012, recorded in net trading income.

At 31 December 2012, the fair value of our 12.33% shareholding in Ping An was US$8.2bn included within ‘Assets
held for sale” above, with US$737m accumulated unrealised gains in other comprehensive income which arose after
the date of the agreement and represent the difference between Ping An’s share price at the year-end and the share
price on the date of recognition as an available-for-sale investment.

The sale of the second tranche was completed on 6 February 2013 where the net impact of the change in fair value of
the contingent forward sale contract to the point of delivery of the shares and the derecognition of the available-for-
sale investment resulted in an income statement gain before tax in 2013 of US$553m.

Loans and advances to customers
Loans and advances to customers held for sale at 31 December 2012 include US personal loan balances of US$3.4bn,

net of impairment allowances.

Other assets

At 31 December

2012 2011

US$m US$m

BULHON .ttt bbbttt bbb bttt s 26,508 19,824
Reinsurers’ share of liabilities under insurance contracts (NOt€ 31) .....ccoveirieieerieirieiriee s 1,407 1,801
Endorsements and QCCEPLANCES ............eueueueuiririeueieuiiiieteietetee et eeeteee et ese et s et e e seaeae e 12,032 11,010
Retirement benefit assets 2,846 2,497
OERET ACCOUNLS ....vviiivieieicet ettt ettt ettt ettt et et et e ete et e eseessesseaeess e s e st et et et eeseeseeaeeseessersessensensessensenns 11,923 13,567
54,716 48,699
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27 Trading liabilities

At 31 December

2012 2011
US$m US$m 2
DIEPOSIES DY DANKS vvvvevverrroerrroeeseeseeeeeeeseessseeseesssssssessessssesssssseeseeeseeeeeeeseessssesesssesmeeesseesseeseesseeseeeeeeesrees 61,686 47,506 3
CUSEOIMET ACCOUILS ...ttt ettt ettt ettt b et e bbbt et e s s e e et se s s et s eeebesesee e e eaebeseneanaes 150,705 123,344 oy
Other debt securities in issue (Note 29) ........... 31,198 29,987 C>)
Other liabilities — net Short POSItiONS IN SECUTTIES .....vvvveveuiiririeieieiirieieteseereeeet et 60,974 64,355
304,563 265,192

At 31 December 2012, the cumulative amount of change in fair value attributable to changes in HSBC credit risk was
a loss of US$29m (2011: gain of US$599m).

S

.2

. . >

Deposits by banks held for trading o
At 31 December .‘_(_g

2012 2011 g

US$m US$m c

=

REPOS s 26,740 16,687 S
SEttISIMENT ACCOUNLS ....eoviiiietieitieeteecteeeteeeteeeteeeteeeteeeteeeteeeteeeteeeteeeteeeseeeaeeeseeesseesseesseesseesseeseeeseessseeseeaseenses 7,647 7,221 g
STOCK LEIAINEG .. vttt b ettt ettt 4,523 2,821 =
ONET oo 22,776 20,777 S
o

61,686 47,506 @)

Customer accounts held for trading

At 31 December §

2012 2011 g

US$m US$m o

3

REPOS eveveeeeieeieeeceeeee e ses s s s st a et e e s ettt e st ersenannes 103,483 70,151 O
SEttISIMENT ACCOUNLS ....ooviiiieiieitieeteecte et eeteeeteeeteeeteeeteeeteeeteeeteeeaeeeteeeseeeaseesseesseesseesseesseesseeseeeseessseeseeaseennes 9,461 6,909 %
STOCK LEIAINEG .. vttt b ettt ettt 2,295 1,774 )
ONET ettt ettt s et s et s et s et e st e st e st bR bRkt n et s e s s b st b enteae s e s e s ene s enn 35,466 44,510 o
150,705 123,344 8

28 Financial liabilities designated at fair value

HSBC

%)
At 31 December c
2012 2011 g
US$m US$m Q
@©
Deposits by banks and CUSTOMETr ACCOUNLS ..........cueueuiuiiririeieieiiiirieieieiitetee ettt aeneneae 496 517 I7p)
Liabilities to customers under inVEStMENt CONTIACTS .......c..ccuievueeieeirieiteeieecte e eereeete e eereeereeereeereeereeneas 12,456 11,399 =
Debt securities in iSSUE (INOTE 29) ...ovieuirieuiieiiiieiieietieteiet ettt ettt e e se e ese s seeseseese s ese s esesenes 53,209 52,197 g
Subordinated Habilities (INOLE 33) ....ciiieirieirieieieieerieeet ettt sttt eneesenees 16,863 17,503 g
Preferred securities (INOE 33) ...ttt 4,696 4,108 i

87,720 85,724

The carrying amount at 31 December 2012 of financial liabilities designated at fair value was US$7,032m more than
the contractual amount at maturity (2011: US$1,377m more). The cumulative amount of the change in fair value
attributable to changes in credit risk was a loss of US$88m (2011: gain of US$5,118m).
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Debt securities in issue / 30 - Liabilities of disposal groups / 31 - Liabilities under insurance contracts

HSBC Holdings

At 31 December

2012 2011
USSm US$m
Debt securities in issue (Note 29):
— OWEA 10 thild PATTIES ....vitiiiieiiiteiiete ettt sttt b et eeenes 8,577 5,753
Subordinated liabilities (Note 33):
— OWEA 10 thild PATTIES ...vevivieiieeicieieteiet ettt ettt et et s s b e se s eneseeneesens 10,358 11,443
—owed t0 HSBC undertakings ..........ccccoiiiririiicieiiiiiecit ettt 4,260 3,955
23,195 21,151

The carrying amount at 31 December 2012 of financial liabilities designated at fair value was US$3,199m more than
the contractual amount at maturity (2011: US$722m more). The cumulative amount of the change in fair value
attributable to changes in credit risk was a loss of US$164m (2011: gain of US$2,096m).

Debt securities in issue

At 31 December

2012 2011

US$m US$m

Bonds and Meditm-teIT NMOLES .........c.evuiiiieriiriiiietieieeetet et et e ete et ete e e e s e s et esseesesaesseeseessessessensesensens 155,661 151,367
Other debt securities in issue 48,207 61,830
203,868 213,197

Of which debt securities in issue reported as:

— trading lHabilitieS (INOTE 27) ....c.coirieiriiuiiiiiieieiciettre ettt (31,198) (29,987)
— financial liabilities designated at fair value (NOte 28) ........oeveueuiririnirieiciirieieiee e (53,209) (52,197)
119,461 131,013

Certain debt securities in issue are managed on a fair value basis as part of HSBC’s interest rate risk management
policies. The debt securities being hedged are presented within the balance sheet caption ‘Financial liabilities
designated at fair value’, with the remaining debt securities included within ‘Trading liabilities’. The following table
analyses the carrying amount of bonds and medium-term notes in issue at 31 December with original maturities
greater than one year:

Bonds and medium-term notes

HSBC
At 31 December
2012 2011
US$m US$m
Fixed rate
Secured financing:
0.01% 10 3.99%: UNTL 2056 ....ovivieieeeeceeet ettt ettt ettt es e es s s essese s s 7,514 8,259
4.00% 10 4.99%: UNTL 2013 <oeiiiiiiiieeeeeet ettt ettt ettt ettt se s st st nseaeanes 231 1,307
5.00% t0 5.99%: UNLIL 2019 .oioviiietiieiiieieieeeet ettt ettt ese e ese e nennens 189 332
8.00% 10 9.99%: UNLIL 2028 ...ovivioeieieiiieieeieteetet ettt ettt sa ettt ettt sennene 252 276
Other fixed rate senior debt:
0.01% 10 3.99%: UNTL 2078 ...eoeveiieieeieeeet ettt ettt ettt ettt se et s se s esseseasesennas 48,620 38,346
4.00% to 4.99%: until 2046 .... 18,722 15,515
5.00% to 5.99%: until 2041 .... 14,766 17,525
6.00% t0 6.99%: UNLIL 2046 .....ooveivieieeieeeeeeeeeee ettt ettt et es s ss s s s erenens 5,207 7,056
7.00% t0 7.99%: UNLIL 2026 ....cvivveviiieiiieeieieteeeeteet ettt ettt ettt ea e ea et ss e s eae e aenens 713 3,083
8.00% 10 9.99%: UNLIL 2036 ...ocvivieriiieiiieiiieiieiet ettt ettt ettt st sa et b et se e ese e ese e esesaesennens 199 379
10.00% or higher: Until 2028 ........ccooiiieieieieieieeee ettt b e ese s enensens 108 437
96,521 92,515
Variable interest rate
Secured financings — 0.01% to 13.99%: until 2008 .......ccocooveueiiiriririeieciieee et 7,897 7,279
FHLB advances — 0.01% to 0.99%: until 2036 1,000 1,000
Other variable interest rate senior debt — 0.01% to 12.99%: until 2057 ....ccceoivveiveireieirrereeeeeee 43,104 47,393
52,001 55,672
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At 31 December

2012 2011
US$m US$m
Brought fOIWAT ....ooviuieeiieiiicice ettt ettt s ettt et ese et e st eseneeseseesensene 148,522 148,187
Structured notes
Interest rate, equity, equity index or credit-linked ............ccccooiiiiiiiiiininiiicce e 7,139 3,180
155,661 151,367
HSBC Holdings
At 31 December
2012 2011
US$m US$m
DIEDE SECUTTLIES ..ouviviivietieiieiieieteeteete st eteete e st e st et et et esseseseesesseeseeseesaessessessessesse s esesesaessseseensensessensensensens 11,268 8,366
Of which debt securities in issue reported as:
— financial liabilities designated at fair value (NOte 28) ......coveueueiiiiiririciiiieieice e (8,577) (5,753)
2,691 2,613
Fixed rate senior debt, unsecured
3.00% t0 3.99%: UNLIL 2016 ...vviiiiiiieiiiciiiieece ettt 1,258 1,177
4.00% t0 4.99%: UNLL 2022 ...o.iiiiiieiiiieieieieieeete ettt sttt ettt s s es 4,945 2,573
5.00% t0 5.99%: UNTIL 2021 ..eeiuiiiiiiieieee ettt 2,990 2,730
6.00% t0 6.99%: UNTIL 2042 ....oiuiiiiiiieieiee ettt 2,075 1,886
11,268 8,366
30 Liabilities of disposal groups held for sale and other liabilities
Liabilities of disposal groups held for sale
HSBC
2012 2011
US$m US$m
Liabilities of disposal groups held fOr SAle! .............coooivivievieeeeeeeeeeieeeeeee e ssee s 5,018 22,200
1 An analysis of liabilities of disposal groups held for sale is provided on page 471.
Other liabilities
HSBC HSBC Holdings
2012 2011 2012 2011
US$m US$m US$m US$m
Amounts due to investors in funds consolidated by HSBC ......... 564 720 - -
Obligations under finance leases (Note 41) .....cccceevivvieerccninenee 304 428 - -
Dividend declared and payable by HSBC Holdings (Note 10) ... - 885 - 885
Endorsements and acceptances 12,031 11,009 - -
Other Habilities .......coeoureeueuiiririeieieeeeeeie e 20,963 14,925 30 26
33,862 27,967 30 911
31 Liabilities under insurance contracts
Reinsurers’
Gross share Net
US$m US$m US$m
At 31 December 2012
Non-life insurance liabilities
Unearned premium PrOVISION .......c.cveerirerieirieirieeetesieteneeie et eeteeeseeeseseeseseeneenes 34 (6) 28
Notified claims ...................... 29 6) 23
Claims incurred but not reported . . 12 - 12
OBRET <ttt 6 (2) 4
81 (14) 67
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
31 - Liabilities under insurance contracts

Liabilities under insurance contracts (continued)

Reinsurers’
Gross share Net
US$m US$m US$m
Brought fOrward ..........ccooveiiieiieieeeeee e 81 14) 67
Life insurance liabilities to policyholders
Life (non-lnked) .........ccccoeioiniriiciniiccceeecccceee 30,684 (938) 29,746
Investment contracts with discretionary participation features . 24,374 - 24,374
LA (HNKEA) ettt 13,056 (455) 12,601
68,114 (1,393) 66,721
68,195 (1,407) 66,788
At 31 December 2011
Non-life insurance liabilities
Unearned premium ProVISION ........c.ccceeeeueueeieirieueieueierteeeieeeseeseeeseeseseeeesseseseseseeseens 621 (112) 509
INOLHIEA CIATIMS ..ttt 510 (G20 419
Claims incurred but N0t TePOIEd .........ceeuiiriririeieiiririeieieee e 449 (51) 398
OBNET ittt ettt 55 4 59
1,635 (250) 1,385
Life insurance liabilities to policyholders
Life (NON-HNKEA) ..euviiiiiiiiiieiet et 26,926 (649) 26,277
Investment contracts with discretionary participation features' .............c..ccocvvenreeee.. 21,488 - 21,488
Life (HNKEA) vttt 11,210 (903) 10,307
59,624 (1,552) 58,072
61,259 (1,802) 59,457
1 Though investment contracts with discretionary participation features are financial instruments, HSBC treats them as insurance
contracts as permitted by IFRS 4.
Movement on non-life insurance liabilities
Reinsurers’
Gross share Net
US$m US$m US$m
2012
Unearned premium reserve (‘UPR”)
AL T JANUATY ottt 621 (112) 509
Changes in UPR recognised as (inCOME)/€XPENSE ...c.oveververeriereereiereiereieesieresseneenas 44 3 47
GTOSS WITHEEN PIEINIUIMNS .....ovoveiaiiiietceeeeeeeteieseeee et ses st s s eeenenes 760 (104) 656
Gross €arned PIEMIUIS ........ocueerteririiietiietieteeertee ettt sttt see et eeteseebeeeaens (716) 107 (609)
DIESPOSALS ...ttt 497) 91 (406)
Exchange differences and other movements ..........c.ooeueeeiririnieecninneeceneseceene (134) 12 (122)
AL 3T DECEIMDET ...ttt ettt st e e s ese s 34 (6) 28
Notified and incurred but not reported claims
AL T JANUATY oottt ettt 959 (142) 817
NOHFIEA CLAIMS ...viieiiiee ettt 510 “1) 419
Claims incurred but N0t TEPOTTEd .....c.cveueeiiuirieiiieireeieeee et 449 (51) 398
Claims paid N CUITENE YEAT ....oveveveuiiiiiieieiciieieietcie ettt ettt eserenes (339) 57 (282)
Claims incurred in respect of current year 341 (53) 288
Claims incurred in respect of prior years .. . 1 ®) “4)
DISPOSALS ...ttt (486) 137 (349)
Exchange differences and other movements ...........ccccouevevevirerinerieinieeeesee e (435) - (435)
AL 31 DECEIMDET ...viivieiieiieieteete ettt sttt et et se et et e b e ssesbesseesesaeeneens 41 (6) 35
Notified claims ... 29 6) 23
Claims incurred but N0t rEPOTLEd .....c.eovevieieeieieirieieeieeet e 12 — 12
OBNET ettt ettt ettt s ettt b et aenn 6 2) 4
Total non-life insurance Habilities ..........ccovveirieirieieieieeeee e 81 (14) 67

476



2011

Unearned premium reserve (‘UPR”)

AL T JANUATY oottt ettt

Changes in UPR recognised as (income)/expense ..
GTOSS WITHEEN PIETIIUINS .....ovuiuiuiiieiiaiietieteaeeeeeiesetcae e eseiesee s s ee et sencaeees
Gross €arned PIEMIUINS ....c.coveuirueuirierietesietesietee ettt eseeteeestesesse s et ebeeeseseeaeas

Exchange differences and other movVements ............c.coeoeveireineiniennenneneeeeees
At 31 DECEMDET ...t

Notified and incurred but not reported claims

AL T JANUATY oottt ettt
Notified ClaimS .......ccooiiiiiiiiii e
Claims incurred but N0t TEPOILed .........ccoeveieueiiuiiririeiciciieeec e

Claims paid N CUITENT YEAT .....veveveriuiiieieieiiirieteiet ettt ettt ebe e benes
Claims incurred in reSpect Of CUITENE YEAT .......ccvevevevirieiieirieieieeeieeteeee e
Claims incurred in respect Of PriOr YEArS .........ccccevirieirueucucririnieieicieeereeieeeeeeeneee
DIESPOSALS ..ttt
Exchange differences and other movements ...........cocoeeeinininieecrinnneecceenes

Life insurance liabilities to policyholders

2012

Life (non-linked)

AL T JANUATY oo
Benefits Paid ...c.ooueiieiieiiicic et
Increase in liabilities to policyholders .......
Exchange differences and other movements ...........cccoceevieviverirerieenieeee e

AL 31 DECEIMDET ...viivieiieiieieieeie ettt ettt et se et et e b e ssesbeeseenesneeneens

Investment contracts with discretionary participation features

AL T JANUATY oottt sttt e
BENETILS PAIA ..vovveviieiiieiiiet ettt nes
Increase in liabilities to pOlicyholders .........cccoeucuciniiinieiciiiccceccccee
Exchange differences and other movements' ...............c..ccoooorvorvereereeceeeereeeenn

AL 3T DECEMDET ...ttt ettt ettt b e ese e se e eseneesenee

Life (linked)

AL T JANUATY oottt ettt
BENETILS PAIA ..vovveviieiiieiiiet ettt nes
Increase in liabilities to pOLicyholders .........cccovueuciiirinieiciiiicccceccceee
Exchange differences and other movements” ..............coo.ccoouereereeeeereereereereesennn

AL 3T DECEMDET ..ottt ettt ettt b e ne s e s e esensesenes

Total liabilities to pOLICYROIAETS ........covieiriiiriiiicice e
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Reinsurers’

Gross share Net
US$m US$m US$m
727 (129) 598
31 ) 29
1,175 (182) 993
(1,144 180 (964)
(137) 19 (118)
621 (112) 509
1,624 (305) 1,319
879 (230) 649
745 (75) 670
(631) 81 (550)
481 (99) 382
(46) 14 32)
317) 129 (188)
(152) 38 (114)
959 (142) 817
510 oD 419
449 (51) 398
55 4 59
1,635 (250) 1,385
Reinsurers’
Gross share Net
US$m US$m US$m
26,926 (649) 26,277
(1,566) 160 (1,406)
6,558 479) 6,079
(1,234) 30 (1,204)
30,684 (938) 29,746
21,488 - 21,488
(2,525) - (2,525)
3,645 - 3,645
1,766 - 1,766
24,374 — 24,374
11,210 (903) 10,307
(1,810) 681 1,129)
3,984 223 4,207
(328) (456) (784)
13,056 (455) 12,601
68,114 (1,393) 66,721
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HSBC HOLDINGS PLC
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32 -

Provisions

Life insurance liabilities to policyholders (continued)

2011
Life (non-linked)

AL T JANUATY oottt ettt

Benefits paid ......ccoceevvieinieinieiene
Increase in liabilities to policyholders .......

Exchange differences and other movements ............cccoeoevevireiniinieinenscseeseeees

AL 3T DECEMDET ....eviiieiiieiieteiieieeie ettt ettt b et sessene s e eseneesenes

Investment contracts with discretionary participation features
AL T JANUATY oo
Benefits PAId ...c.ooueieeiieiicic et

Increase in liabilities to policyholders .......

Exchange differences and other movements' ............cccocovvvvveeeveeeeneeeesessssesens

AL 31 DECEIMDET ...ttt ettt et et se et et e s e nsesbessessesaeenens

Life (linked)

AL T JANUATY oo
Benefits PAId ...c.oouiieeiieiice et

Increase in liabilities to policyholders .......

Exchange differences and other MOVEmMents” ...........cc.cooevvevreerererereeeeesessessessennns

AL 31 DECEIMDET ...viiiieiiiiieiecteeit ettt sttt et se et e e s e nsesbeeseesesaeenens

Total liabilities to POLICYNOIACTS ......c.cviuiieiieiiieiieceee s

Reinsurers’
Gross share Net
US$m US$m US$m
23,583 (673) 22,910
(1,793) 164 (1,629)
5,729 (254) 5,475
(593) 114 (479)
26,926 (649) 26,277
22,074 - 22,074
(2,628) - (2,628)
3,005 — 3,005
(963) - (963)
21,488 — 21,488
10,496 (760) 9,736
(1,129) 56 (1,073)
2,462 (111) 2,351
(619) (88) (707)
11,210 (903) 10,307
59,624 (1,552) 58,072

1 Includes movement in liabilities relating to discretionary profit participation benefits due to policyholders arising from net unrealised
investment gains recognised in other comprehensive income.
2 Includes amounts arising under reinsurance agreements.

The increase in liabilities to policyholders represents the aggregate of all events giving rise to additional liabilities to
policyholders in the year. The key factors contributing to the movement in liabilities to policyholders include death

claims, surrenders, lapses, liabilities to policyholders created at the initial inception of the policies, the declaration of
bonuses and other amounts attributable to policyholders.

32 Provisions
Legal
Contingent  proceedings
Restruc- liabilities and and
turing contractual regulatory Customer Other
costs commitments matters  remediation provisions Total
US$m US$m US$m US$m US$m US$m
At 1 January 2012 ..o 169 206 1,473 1,067 409 3,324
Additional provisions/increase
N PIOVISIONS .vvvveniieieieieieieieine 434 73 2,779 2,473 376 6,135
Provisions utilised .. (320) ?2) (2,510) (1,022) (153) (4,007)
Amounts reversed ........c.cocccecieinennnnee 89) (58) (104) (137) (63) (451)
Unwinding of discounts .................. - - 42 1 5 48
Exchange differences and other
MOVEMENES ..eovvvievierienienieieeiesieeiene 57 82 13) 5 72 203
At 31 December 2012 ....................... 251 301 1,667 2,387 646 5,252
At 1 January 2011 oo, 21 405 969 442 301 2,138
Additional provisions/increase
N PIOVISIONS ..veeeuiieieienieiirieieienens 221 14 896 1,078 184 2,393
Provisions utilised .. (58) ®) (367) (386) (71) (887)
Amounts reversed ...... (14) (41) (28) 87 (86) (256)
Unwinding of discounts ..................... - 1 56 - 5 62
Exchange differences and other
MOVEMENLS ..o [€)) (168) (53) 20 76 (126)
At 31 December 2011 .......ccccceuenenee. 169 206 1,473 1,067 409 3,324
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Further details of legal proceedings and regulatory matters are set out in Note 43. Legal proceedings include

civil court, arbitration or tribunal proceedings brought against HSBC companies (whether by way of claim or
counterclaim) or civil disputes that may, if not settled, result in court, arbitration or tribunal proceedings. Regulatory
matters refer to investigations, reviews and other actions carried out by, or in response to the actions of, regulators
or law enforcement agencies in connection with alleged wrongdoing by HSBC. In December 2012, HSBC made
payments totalling US$1,921m to US authorities in relation to investigations regarding inadequate compliance with
anti-money laundering and sanctions laws. Further details of the agreements reached with the US authorities are set
out on page 510.

Customer remediation refers to activities carried out by HSBC to compensate customers for losses or damages
associated with a failure to comply with regulations or to treat customers fairly. Customer remediation is initiated
by HSBC in response to customer complaints and/or industry developments in sales practices, and not necessarily
initiated by regulatory action.

Payment protection insurance

An increase in provisions of US$1,68 m was recognised during the year 2012 in respect of the estimated liability for
redress regarding the mis-selling of payment protection insurance (‘PPI’) policies in previous years. Cumulative
provisions made since the Judicial Review ruling in 2011 amount to US$2,397m, of which US$957m has been paid in
2012 (2011: US$325m). At 31 December 2012, the provision amounted to US$1,321m (2011: US$506m).

The estimated liability for redress is calculated based on the total premiums paid by the customer plus simple interest
of 8% per annum (or the rate inherent in the related loan product where higher). The basis for calculating the redress
liability is the same for single premium and regular premium policies. Future estimated redress levels are based on
historically observed redress per policy.

A total of 5.4 million PPI policies have been sold by HSBC since 2000, which generated estimated revenues of
US$4.1bn at 2012 average exchange rates. The gross written premiums on these polices was approximately
USS$5.1bn at 2012 average exchange rates. At 31 December 2012, the estimated total complaints expected to be
received was 1.4 million, representing 25% of total policies sold. It is estimated that contact will be made with regard
to 1.8 million policies, representing 33% of total policies sold. This estimate includes inbound complaints as well as
HSBC’s proactive contact exercise on certain policies (‘outbound contact’).

During 2012, we increased the estimate of the total number of policies to be ultimately redressed, as the level of
complaints received was higher in volume and over a more sustained period than previously assumed. This change in
assumptions contributed approximately US$1.2bn to the increased provision for the year with the balance consisting
of US$0.2bn attributable to regulatory changes and US$0.3bn other assumption and model changes.

The following table details the cumulative number of complaints received at 31 December 2012 and the number of
claims expected in the future:

Cumulative to

31 December Future

2012 expected

Inbound complaints' (0008 O POLICIES) .......v.eveverereeeeeeeeeseeeseeeeeseeesee s eesesss s ssese e eeeseeas 801 348
Outbound contact (0008 0F POLICIES) ......ceriueueuiuiiiirieicieiei ettt 43 547
Response rate to outbound contact ... 37% 38%
Average uphold rate per claim® 78% 79%
Average redress per Claim (USS) ..oocioieiiieirieiieieeeeeee ettt sens 2,325 2,290

1 Excludes invalid claims where the complainant has not held a PPI policy.
2 Claims include inbound and responses to outbound contact.

The main assumptions involved in calculating the redress liability are the volume of inbound complaints, the
projected period of inbound complaints, the decay rate of complaint volumes, the population identified as
systemically mis-sold and the number of policies per customer complaint. The main assumptions are likely to
evolve over time as root cause analysis continues, more experience is available regarding customer initiated
complaint volumes received, and we handle responses to our ongoing outbound contact.

A 100,000 increase/decrease in the total inbound complaints would increase/decrease the redress provision by
approximately US$180m. Each 1% increase/decrease in the response rate to our outbound contact exercise would
increase/decrease the redress provision by approximately US$10m.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

33 -

33

Subordinated liabilities

In addition to these factors and assumptions, the extent of the required redress will also depend on the facts and
circumstances of each individual customer’s case. For these reasons, there is currently a high degree of uncertainty as
to the eventual costs of redress for this matter.

Interest rate derivatives

A provision of US$598m was recognised relating to the estimated liability for redress in respect of the possible mis-
selling of interest rate derivatives in the UK. Of this provision, US$272m related to the estimated redress payable to
customers in respect of historical payments under derivative contracts, US$254m covered the expected write-off by
the bank of open derivative contracts balances, and US$72m covers estimated project costs.

Following an FSA review of the sale of interest rate derivatives, HSBC agreed to pay redress to customers where
mis-selling of these products has occurred under the FSA’s criteria. On 31 January 2013, the FSA announced the
findings from their review of pilot cases completed by the banks. Following its review, the FSA clarified the
eligibility criteria to ensure the programme is focused on those small businesses that were unlikely to understand

the risks associated with those products. HSBC has also been working with the FSA and an independent ‘skilled
person’ adviser to clarify the standards against which it should assess sales, and how redress should be calculated (for
example, when it would be appropriate to assume a customer would have taken an alternative interest rate product).

The extent to which HSBC is required to pay redress depends on the responses of contacted and other customers
during the review period and the facts and circumstances of each individual case. For these reasons, there is currently
a high degree of uncertainty as to the eventual costs of redress related to this programme.

Brazilian labour, civil and fiscal claims

Within ‘legal proceedings and regulatory matters’ above are labour, civil and fiscal litigation provisions of US$506m
(2011: US$481m) which includes provisions in respect of labour and overtime litigation claims brought by past
employees against HSBC operations in Brazil following their departure from the bank. The main assumptions
involved in estimating the liability are the expected number of departing employees, individual salary levels and the
facts and circumstances of each individual case.

Subordinated liabilities

HSBC
At 31 December
2012 2011
US$m US$m
Subordinated liabilities
AL AMOTTISEA COST ..oiviiiuiiiiiiiie ettt eee ettt et te et e et e eteeteeaeeteeteeateeaseeseeseeeseeseenseenseenseeseeseenteenseenseensean 29,479 30,606
— SUDOTAINALEd HADIIITIES ....vviiviiieiieeii ettt ettt ettt ettt ea e ea e e s teesaeeseeesneeeeeeseeesseesaeennes 25,119 25,543
— PIETEITEA SCCUTTLIES ..ouviviieiiiteiieieiietete ettt ettt ettt et b et et ese s e st et e e es e st et et ese s eneeseneeseneesenseseneene 4,360 5,063
Designated at fair value (INOTE 28) ....c.iuiiiiirieieiiieie ettt 21,559 21,611
— SUDOTAINALEA HADIIITIES ....vviiviiieiieeei ettt ettt et et e e et e et e e teesatesaeesneeseeeseeesaeesaeennes 16,863 17,503
— PIETEITEA SECUTTLIES ..ouvviieiiieiieieiieteiet ettt ettt s et et b et et ese e s ese et eseesest et e s eseeseneeseneeseneesenseseneane 4,696 4,108
51,038 52,217
Subordinated liabilities
HSBC HOLAINGS ..vveviietiietiietetee ettt ettt ettt et s et e s e et et ese e s eneesena s en s senseae s ene s enennens 20,569 21,456
OLhEr HSBC ..ottt ettt ettt ettt s et st e s et e s et et e s st e s et e s st ess et enseseasesestes et ese s ess s essesens 30,469 30,761
51,038 52,217

Subordinated liabilities are capital securities which have been included in the capital base of HSBC and were issued
in accordance with the rules and guidance in the FSA’s General Prudential Sourcebook (‘GENPRU”). Where
applicable, these capital securities may be called and redeemed by HSBC subject to prior notification to the FSA and,
where relevant, the consent of the local banking regulator. If not redeemed at the first call date, interest coupons
payable may step-up or become floating rate related to interbank rates, and in some cases may be subject to a floor.

Interest rates on the floating rate capital securities are generally related to interbank offered rates. On the remaining
capital securities, interest is payable at fixed rates of up to 10.176%.
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The balance sheet amounts disclosed below are presented on an IFRSs basis and do not reflect the amount that the
instruments contribute to regulatory capital. The IFRSs accounting and regulatory treatments differ due to the
inclusion of issuance costs and regulatory amortisation.

HSBC’s subordinated liabilities

Tier 1 capital securities

Tier 1 capital securities are perpetual subordinated securities on which investors are entitled, subject to certain
conditions, to receive distributions which are non-cumulative. Such securities do not generally carry voting rights
but rank above ordinary shares for coupon payments and in the event of a winding-up.

HSBC has the following qualifying tier 1 capital securities in issue which are accounted for as liabilities:

At 31 December

First call 2012 2011
date US$m US$m

Tier 1 capital securities guaranteed by HSBC Holdings'
€600m 8.03% non-cumulative step-up perpetual preferred securities ............coo.......... Jun 2012 - 776
USS$1,250m  4.61% non-cumulative step-up perpetual preferred securities ..........c.ccceueeeeee Jun 2013 1,250 1,163
€1,400m 5.3687% non-cumulative step-up perpetual preferred securities .. . Mar 2014 1,933 1,693
£500m 8.208% non-cumulative step-up perpetual preferred securities ...........c.ceueue. Jun 2015 806 771
€750m 5.13% non-cumulative step-up perpetual preferred securities .............ccceeueee Mar 2016 1,033 872
US$900m 10.176% non-cumulative step-up perpetual preferred securities, series 2 ........ Jun 2030 891 891
5,913 6,166

Tier 1 capital securities guaranteed by HSBC Bank plc'
£300m 5.862% non-cumulative step-up perpetual preferred securities ..........coceevruenenn Apr 2020 480 378
£700m 5.844% non-cumulative step-up perpetual preferred securities ...........c.ceucu.. Nov 2031 1,131 1,084
1,611 1,462

1 See paragraph below, ‘Guaranteed by HSBC Holdings or HSBC Bank plc’.
2 InJune 2012, HSBC redeemed these securities at par.

Guaranteed by HSBC Holdings or HSBC Bank plc

The five capital securities guaranteed, on a subordinated basis, by HSBC Holdings and the two capital securities
guaranteed, on a subordinated basis, by HSBC Bank are non-cumulative step-up perpetual preferred securities issued
by Jersey limited partnerships. The proceeds of the issues were on-lent to the respective guarantor by the limited
partnerships in the form of subordinated notes. The above preferred securities qualify as tier 1 capital for HSBC
Group and the two capital securities guaranteed by HSBC Bank also qualify as tier 1 capital for HSBC Bank (on a
solo and consolidated basis).

These preferred securities, together with the guarantee, are intended to provide investors with rights to income and
capital distributions, and distributions upon liquidation of the relevant issuer that are equivalent to the rights that
they would have had if they had purchased non-cumulative perpetual preference shares of the relevant issuer.

There are limitations on the payment of distributions if such payments are prohibited under UK banking regulations
or other requirements, if a payment would cause a breach of HSBC’s capital adequacy requirements, or if HSBC
Holdings or HSBC Bank has insufficient distributable reserves (as defined) respectively.

HSBC Holdings and HSBC Bank have individually covenanted that if prevented under certain circumstances from
paying distributions on the preferred securities in full, they will not pay dividends or other distributions in respect
of its ordinary shares, or effect repurchases or redemptions of its ordinary shares, until the distribution on preferred
securities has been paid in full.

With respect to preferred securities guaranteed by HSBC Holdings — if (i) HSBC’s total capital ratio falls below the
regulatory minimum ratio required, or (ii) the Directors expect that, in view of the deteriorating financial condition
of HSBC Holdings, that (i) will occur in the near term, then the preferred securities will be substituted by preference
shares of HSBC Holdings which have economic terms which are in all material respects equivalent to those of the
preferred securities and the guarantee taken together.

With respect to preferred securities guaranteed by HSBC Bank — if (i) any of the two issues of preferred securities are
outstanding in April 2049 or November 2048, respectively, or (ii) the total capital ratio of HSBC Bank on a solo and
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
33 - Subordinated liabilities

consolidated basis falls below the regulatory minimum ratio required, or (iii) in view of the deteriorating financial
condition of HSBC Bank, the Directors expect (ii) to occur in the near term, then the preferred securities will be
substituted by preference shares of HSBC Bank having economic terms which are in all material respects equivalent
to those of the preferred securities and the guarantee taken together.

Upper tier 2 capital securities

Upper tier 2 capital securities are perpetual subordinated securities on which there is an obligation to pay coupons.
Such securities rank below lower tier 2 securities for coupon payments and in the event of a winding-up.

HSBC has the following qualifying upper tier 2 securities in issue:
At 31 December

First call 2012 2011
date US$m US$m
HSBC Bank plc
US$750m Undated floating rate primary capital NOtES ..........cceveireiirieninenieieinenereene Jun 1990 750 750
US$500m Undated floating rate primary capital NOtES .........coveeveererinererecinrinieieceeens Sep 1990 499 500
US$300m Undated floating rate primary capital notes, Series 3 .........coceovereeereneneveneens Jun 1992 301 300
1,550 1,550
The Hongkong and Shanghai Banking Corporation Ltd
US$400m Primary capital undated floating rate NOtES ...........cccocuciioirieiiicicniiiieicccens Aug 1990 405 406
US$400m Primary capital undated floating rate notes (second series) . . Dec 1990 402 403
US$400m Primary capital undated floating rate notes (third series) ............ccccoevucurennnne Aug 1991 400 400
1,207 1,209
Other HSBC subsidiaries
Other perpetual subordinated loan capital less than US$100m ..........ccoeeveeeee 21 21

Lower tier 2 capital securities

Lower tier 2 capital securities are dated securities on which there is an obligation to pay coupons. In accordance with
the FSA’s GENPRU, the capital contribution of lower tier 2 securities is amortised for regulatory purposes on a
straight-line basis in their final five years before maturity.

HSBC has the following qualifying lower tier 2 securities in issue:

At 31 December

First call Maturity 2012 2011
date date US$m US$m
HSBC Bank plc
£350m Callable subordinated variable coupon notes' ............ccccoocoee.... Jun 2012 Jun 2017 - 550
£500m 4.75% callable subordinated NOtES” .............covvvervverrverrisrrinnns Sep 2015 Sep 2020 844 759
£350m 5.00% callable subordinated notes® ............ccccooververrrerereerennn. Mar 2018 Mar 2023 630 533
£300m 6.50% subordinated Notes ..........c.cccveueneee - Jul 2023 483 463
£350m 5.375% callable subordinated step-up notes®* . Nov 2025 Nov 2030 630 493
£500m 5.375% subordinated Notes ............c.cccccueueee . - Aug 2033 925 678
£225m 6.25% subordinated NOLES ..........ceeveeeerirerieeeieirinirieeeeiceneeeenene - Jan 2041 362 346
£600m 4.75% subordinated NOLES .........ccevveerieerieirieireieieeieeeseeene - Mar 2046 958 917
€500m Callable subordinated floating rate notes’ Sep 2015 Sep 2020 606 550
US$300m 7.65% subordinated notes ..................... - May 2025 394 374
5,832 5,663
Hang Seng Bank Limited
US$300m Callable subordinated floating rate notes' ..............ccooorrveernenn. Jul 2012 Jul 2017 - 300
- 300
HSBC Bank Australia Limited
AUD200m Callable subordinated floating rate NOtes ..........cccceveereeeneene Nov 2015 Nov 2020 207 203
AUD42m Callable subordinated floating rate notes® ............ccccoevvverrennens Mar 2013 Mar 2018 44 42
251 245
HSBC Bank Malaysia Berhad
MYR500m 4.35% subordinated bonds ...........ccceeeerirneiiiiinccces Jun 2017 Jun 2022 164 158
MYR500m 5.05% subordinated bonds ..........c.ccceerireiiiniiee Nov 2022 Nov 2027 168 162
332 320
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At 31 December

First call Maturity 2012 2011
date date US$m US$m
HSBC USA Inc.
US$200m 7.808% capital securities . Dec 2006 Dec 2026 200 200
US$200m 8.38% capital securities ... May 2007 May 2027 200 200
US$150m 9.50% subordinated debt - Apr 2014 152 154
US$150m 7.75% Capital Trust pass through securities ............ccccoevveruenne Nov 2016 Nov 2026 150 150
US$750m 5.00% subordinated notes ...............c.cv... . - Sep 2020 745 744
US$250m 7.20% subordinated debentures .............ccoceververriennnn . - Jul 2097 214 214
Other subordinated liabilities each less than US$150m ............ 302 394
1,963 2,056
HSBC Bank USA, N.A.
US$1,000m  4.625% subordinated notes . . - Apr2014 1,002 1,009
US$500m 6.00% subordinated notes .. . - Aug 2017 516 505
US$1,250m  4.875% subordinated NOLES ..........ccovevevveviveerierereereeeieeeeeeeeeenns - Aug 2020 1,263 1,259
US$1,000m  5.875% subordinated NOtES ........ocevevvereveeiieeieiiiereieeieeienas - Nov 2034 1,151 951
US$750m 5.625% subordinated notes - Aug 2035 864 712
US$700m 7.00% subordinated notes - Jan 2039 694 681
5,490 5,117
HSBC Finance Corporation
USS$1,000m  5.911% trust preferred SeCUrities” .........ovvorvvrerrererrerrreerrennnonn. Nov 2015 Nov 2035 995 994
US$2,939m  6.676% senior subordinated notes® ...........ooveveeveeeeveeeeeenn - Jan 2021 2,180 2,177
3,175 3,171
HSBC Bank Brazil S.A.
BRL383m Subordinated certificates of deposit ........cccoveveevirieirieirieieienns - Feb 2015 289 206
BRL500m Subordinated floating rate certificates of deposit .......... . - Dec 2016 464 268
Other subordinated liabilities each less than US$150m’ ........... 491 1,156
1,244 1,630
HSBC Mexico, S.A.
MXN1,818m Non-convertible subordinated obligations' ............cc.ccccovuunnn. - Sep 2018 139 130
MXN2,273m  Non-convertible subordinated obligations'® ............cccoccccourvvuune. —  Dec2018 173 162
US$300m Non-convertible subordinated obligations'™'" ..............cc.co....... - Jun 2019 240 232
552 524
HSBC Bank Canada
CAD400m 4.80% subordinated NOLES .......cceerveverieerieirieiereeeeieesee e Apr 2017 Apr 2022 438 417
CAD200m 4.94% subordinated debentures ...........cccceeevereeeeieiieieieiens - Mar 2021 201 195
CAD39m Floating rate debentures ...........cocevveerieerierereieeieeeeee e - Nov 2083 39 39
678 651
Other HSBC subsidiaries
Other subordinated liabilities each less than US$200m’ ........... 650 676
650 676
Total of subordinated liabilities issued by HSBC SUDSIAIAIIES ......c.cueeiririeiiuiiiieieieieiisieieiecceeeeieie e 30,469 30,761
Amounts owed to third parties by HSBC Holdings (Page 480) ......eveverieierieiieierieierierieieteeieesiee e 20,569 21,456
51,038 52,217

1 InJune2012 and July 2012, HSBC redeemed its £350m callable subordinated variable coupon note and its US$300m callable
subordinated floating rate notes respectively at par.
2 The interest rate payable after September 2015 is the sum of the three-month sterling Libor plus 0.82%.

3 The interest rate payable after March 2018 is the sum of the gross redemption yield of the then prevailing five-year UK gilt plus 1.80%.

4 The interest rate payable after November 2025 is the sum of the three-month sterling Libor plus 1.50%.

5 The interest margin increases by 0.5% from September 2015.

6 In February 2013, HSBC gave notice that it will call and redeem the notes at par in March 2013.

7 The distributions change in November 2015 to three-month dollar Libor plus 1.926%.

8 Approximately 25% of the senior subordinated notes is held by HSBC Holdings.

9 Some securities included here are ineligible for inclusion in the capital base of HSBC in accordance with guidance in FSA’s GENPRU.
10 These securities are ineligible for inclusion in the capital base of HSBC in accordance with FSA's GENPRU.
11 Approximately US860m of the subordinated obligations are held by HSBC Holdings.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
33 - Subordinated liabilities / 34 — Maturity analysis

HSBC Holdings

Subordinated liabilities:

— at amortised cost
— designated at fair value (Note 28) .

HSBC Holdings’ subordinated liabilities

Amounts owed to third parties'

US$1,400m
US$488m
US$222m
US$2,000m
US$2,500m
US$1,500m
£250m
£900m
£650m
£650m
£750m
£900m
€1,000m
€1,600m
€1,750m
€700m

5.25% subordinated NOtES ........cceecvveerierierieieieieseee s
7.625% subordinated NOLES .........ccceeriererieririeirieeeeieereeeieens
7.35% subordinated NOLES ........ccoevverierieriererieriiee s
6.5% subordinated NOLES .......cccevevveirieiereieieieeee e
6.5% subordinated NOES ........c.cceevverierieriererieeeee s
6.8% subordinated notes ..... .
9.875% subordinated BONdS® .............coooouoevoeeeeeeeeeereeeereerens
6.375% callable subordinated notes® ...........cocovvevrererreerennnns
5.75% subordinated NOtES .........coevveveeierierierieriieie s
6.75% subordinated NOES ........cccvvveirreeereiereieenieereeeeeeieene
7.0% subordinated notes .
6.0% subordinated NOLES .......cccevevveririeiereieieieeree e
5.375% subordinated NOES .........cceeeerieierieieierieieee e
6.25% subordinated NOES ........cccevveirreiereieriieeiee e
6.0% subordinated NOES ........c.cceevverierierierieieeieee s
3.625% callable subordinated notes® .............ccccovvvveerererennnns

Amounts owed to HSBC undertakings

€600m
US$1,250m
€1,400m
£500m
€750m
US$900m

8.03% subordinated step-up cumulative notes® ...............ccco.....
4.61% fixed/floating subordinated notes ......... .
5.3687% fixed/floating subordinated notes ............c.cocvvveeerennns
8.208% subordinated step-up cumulative notes ................ccc....
5.13% fixed/floating subordinated notes .............cocevevereeerennns
10.176% subordinated step-up cumulative notes .....................

First call
date

Apr2013
Oct 2017

Jun 2015

Jun 2012
Jun 2013
Mar 2014
Jun 2015
Mar 2016
Jun 2030

Maturity
date

Dec 2012
May 2032
Nov 2032
May 2036
Sep 2037
Jun 2038
Apr 2018
Oct 2022
Dec 2027
Sep 2028
Apr 2038
Mar 2040
Dec 2012
Mar 2018
Jun 2019
Jun 2020

Jun 2040
Jun 2043
Dec 2043
Jun 2040
Dec 2044
Jun 2040

At 31 December

2012 2011
US$m US$m
11,907 12,450
14,618 15,398
26,525 27,848

At 31 December

2012 2011
US$m US$m
- 1,438

579 578
258 257
2,034 2,048
3,202 2,634
1,486 1,486
442 445
1,648 1,416
1,210 926
1,041 997
1,264 1,205
1,431 1,369
- 1,327
2,118 2,073
2,882 2,388
974 869
20,569 21,456
- 775
1,264 1,223
1,952 1,791
806 771
1,043 941
891 891
5,956 6,392
26,525 27,848

1 Amounts owed to third parties represent securities included in the capital base of HSBC as lower tier 2 securities in accordance with

guidance in the FSA’s GENPRU.
2 In February 2013, HSBC Holdings gave notice that it will call and redeem the bonds at par in April 2013.
3 The interest rate payable after October 2017 is the sum of the three-month sterling Libor plus 1.3%.

4 The interest rate payable after June 2015 is the sum of the three-month Euribor plus 0.93%.

S InJune 2012, HSBC Holdings redeemed its €600m 8.03% subordinated step-up cumulative notes at par.
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34 Maturity analysis of assets, liabilities and off-balance sheet commitments

The table on page 486 provides an analysis of consolidated total assets, liabilities and off-balance sheet commitments
by residual contractual maturity at the balance sheet date. Asset and liability balances are included in the maturity

analysis as follows: c%

e except for reverse repos, repos and debt securities in issue, trading assets and liabilities (including trading 2.2,
derivatives) are included in the ‘Due less than one month’ time bucket, and not by contractual maturity because 5
trading balances are typically held for short periods of time;

e financial assets and liabilities with no contractual maturity (such as equity securities) are included in the ‘Due

over five years’ time bucket. Undated or perpetual instruments are classified based on the contractual notice
period which the counterparty of the instrument is entitled to give. Where there is no contractual notice period,
undated or perpetual contracts are included in the ‘Due over five years’ time bucket; q;)
e non financial assets and liabilities with no contractual maturity (such as property, plant and equipment, goodwill 2
. . S . e . o
and intangible assets, current and deferred tax assets and liabilities and retirement benefit liabilities) are included =
in the ‘Due over five years’ time bucket; g
@
e financial instruments included within assets and liabilities of disposal groups held for sale are classified on the u‘%
basis of the contractual maturity of the underlying instruments and not on the basis of the disposal transaction; I
and 2
e liabilities under insurance contracts are included in the ‘Due over five years’ time bucket. Liabilities under g
investment contracts are classified in accordance with their contractual maturity. Undated investment contracts 8—
are classified based on the contractual notice period investors are entitled to give. Where there is no contractual
notice period, undated contracts are included in the ‘Due over five years’ time bucket.

Loan and other credit-related commitments are classified on the basis of the earliest date they can be drawn down. 3
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Notes on the Financial Statements (continued)

34 - Maturity analysis
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35

Foreign exchange exposures

36

Structural foreign exchange exposures

HSBC’s structural foreign exchange exposures are represented by the net asset value of its foreign exchange equity
and subordinated debt investments in subsidiaries, branches, joint ventures and associates with non-US dollar
functional currencies. Gains or losses on structural foreign exchange exposures are recognised in other
comprehensive income. HSBC’s management of its structural foreign exchange exposures is discussed on page 268.

In its separate financial statements, HSBC Holdings recognises its foreign exchange gains and losses on structural

foreign exchange exposures in the income statement.

Net structural foreign exchange exposures
At 31 December

2012 2011
US$m US$m

Currency of structural exposure
POUNA STEITING ...ttt 27,305 22,668
Euro ....cccooene 23,945 22,400
Chinese renminbi ... 19,060 21,234
Hong Kong dollars . 14,466 4,828
BIaZIlIAN TEAIS .....veuiteuieiiietitetitei ettt ettt ettt et ettt et s e s et e st st ene e s e st b et eb e s es et e s e et ene et e st eteneenennene 6,279 6,097
IMIEXICAIN PESOS ...vevnieearireneniatrteteteseatateteteses st steseses ottt ebeseseae et et esebes e et et et eb e s ea et et ebesesta e et et ebeses et saebesenenees 5,948 5,319
Canadian dollars . 5,024 4,848
Indian rupees 3,967 3,967
Swiss francs 2,925 2,133
UAE dirhams ... 2,807 2,650
SAUAL TIYALS ..ottt 2,219 1,965
MalaYSIAN TINZZIE c..euvveeeteniiietetei ettt ettt b ettt et eb ettt et bttt et et b st e sa b beneae s 2,165 1,829
Turkish lira .......... 1,787 1,565
Australian dollars 1,602 1,455
Korean won ......... 1,520 1,411
Taiwanese dollars 1,513 1,457
Indonesian rupiah 1,317 1,235
Argentine pesos 1,054 984
Egyptian pounds 699 692
Vietnamese dong 762 686
Singapore dollars .... 874 670
Philippine pesos 787 663
Thailand DANT .......c.c.euiiiiiiiic bbbttt 653 484
Qatari rial ...cocooveviieiieiiens 599 608
Others, each less than US$500m . 4,169 4,167
TORAL L. 133,446 116,015

Shareholders’ equity would decrease by US$2,562m (2011: US$2,146m) if euro and sterling foreign currency
exchange rates weakened by 5% relative to the US dollar.

Assets charged as security for liabilities and collateral accepted as security for assets

Financial assets pledged to secure liabilities

Assets pledged at 31 December

2012 2011

US$m US$m

Treasury bills and other eligible SECUTTHIES .......evviviieirieiiieiriee ettt ese s 4,381 5,185
Loans and advances 10 DANKS .........c..ccouiiiiiiiiiiiie ettt et et eteeeaeeete et ere e reeae s 22,074 19,247
Loans and advances to customers 81,333 81,570
DIEDE SECUTTLIES ....viiviiiiectie ettt ettt ettt e et e et e et e et e et e et e eaeeateeateeseeateenteenseenveenreenreensean 198,671 210,255
EQUILY SRATES ...ttt ettt s sttt b st b et s et s et s b st bt ae s st ne s enn 6,255 6,916
ONET oottt ettt ettt ettt ettt ettt et ae et se et se b st bt ae b s et st b es et et te s ene et ere s ens 1,090 1,003
313,804 324,176

The table above shows assets over which a legal charge has been granted to secure liabilities. The amount of such
assets may be greater than the book value of assets utilised as collateral for funding purposes or to cover liabilities.
This is the case for securitisations and covered bonds where the amount of liabilities issued, plus any mandatory
over-collateralisation, is less than the book value of financial assets available for funding or collateral purposes in the
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37

Non-controlling interests / 38 — Called up share capital and other equity instruments

relevant pool of assets. This is also the case where financial assets are placed with a custodian or settlement agent,
which has a floating charge over all the financial assets placed to secure any liabilities under settlement accounts.

These transactions are conducted under terms that are usual and customary to collateralised transactions, including,
where relevant, standard securities lending and repurchase agreements.

Collateral accepted as security for assets

The fair value of assets accepted as collateral that HSBC is permitted to sell or repledge in the absence of default
is US$295,709m (2011: US$302,285m). The fair value of any such collateral that has been sold or repledged was
US$202,662m (2011: US$188,682m). HSBC is obliged to return equivalent securities.

These transactions are conducted under terms that are usual and customary to standard securities borrowing and
reverse repurchase agreements.

Non-controlling interests

At 31 December

2012 2011

US$m USSm

Non-controlling interests attributable to holders of ordinary shares in subsidiaries ............ccccceveueueuene 5,159 4,656
Preferred securities issued by subsidiaries 2,728 2,712
7,887 7,368

Preferred securities issued by subsidiaries

Preferred securities are securities for which there is no obligation to pay a dividend and, if not paid, the dividend
may not be cumulative. Such securities do not generally carry voting rights but rank higher than ordinary shares for
dividend payments and in the event of a winding-up. These securities have no stated maturity date but may be called
and redeemed by the issuer, subject to prior notification to the FSA and, where relevant, the consent of the local
banking regulator. Dividends on the floating rate preferred securities are generally related to interbank offer rates.

Included in the capital base of HSBC are non-cumulative preferred securities classified as tier 1 capital and
cumulative preferred securities classified as tier 2 capital in accordance with the rules and guidance in the FSA’s
GENPRU.

HSBC’s subsidiaries have the following preferred securities in issue:

At 31 December

First call 2012 2011
date US$m US$m
HSBC USA Inc.
US$150m Depositary shares each representing 25% interest in a share of
adjustable-rate cumulative preferred stock, series D Jul 1999 150 150
US$150m Cumulative preferred Stock ..........cococceeieirineeccnieneene . Oct 2007 150 150
US$518m Floating rate non-cumulative preferred stock, series F Apr 2010 518 518
US$374m Floating rate non-cumulative preferred stock, series G .........cccccccevvvveeicccennnne Jan 2011 374 374
US$374m 6.50% non-cumulative preferred stock, series H .........cccccevnvniiiccinnnnns Jul 2011 374 374
HSBC Finance Corporation
US$575m 6.36% non-cumulative preferred stock, series B ... Jun 2010 559 559
HSBC Bank Canada
CAD175m Non-cumulative redeemable class 1 preferred shares, series C ..........cccuceeee. Jun 2010 176 171
CAD175m Non-cumulative class 1 preferred shares, series D ..........cccco...... . Dec 2010 176 171
CAD250m Non-cumulative 5 year rate reset class 1 preferred shares, series E .................. Jun 2014 251 245
2,728 2,712
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38 Called up share capital and other equity instruments

Issued and fully paid

At 31 December

2012 2011 2
US$Sm US$m E
()
HSBC Holdings ordinary SHares' ............ocooooiviooeoeeieeeeeeeeeeeeeeeeeeee e eeee e enaenen 9,238 8,934 C>)
Number US$m
HSBC Holdings ordinary shares of US$0.50 each
At 1JaNUATY 2012 oottt ettt 17,868,085,646 8,934
Shares issued under HSBC employee share plans ............ccocciviiiririiciiinnieccinecicceeeeeei e 238,587,766 119
Shares issued in lieu Of AIVIAENAS .......cceiiviiiiiiiiieiiece ettt ettt eae e e ereeenes 369,335,252 185 >
AL 31 DECEMDET 2012 ..ottt ettt et ettt ettt ettt ettt beeaeeaeeteene et enbensesentens 18,476,008,664 9,238 .a;)
()
o
At 1JaNUATY 2011 1ottt h et n et et ettt e b nnene 17,686,155,902 8,843 =
Shares issued under HSBC employee share plans 11,354,577 6 ‘o
Shares issued in lieu of dividends ............c.cc.c...... 170,575,167 85 %
(=
At 31 DECEMBET 2011 ..ottt sttt ettt a ettt et et ettt nnene 17,868,085,646 8,934 i
3
Number US$m g’
HSBC Holdings non-cumulative preference shares of US$0.01 each §
At 1 January 2012 and 31 DeCember 20127 ..........c.ovvuurverrreeeeeeseeessesessessssesesses s esess s sssesssenes 1,450,000 - §
At 1 January 2011 and 31 December 2011 ....coooviiiieiiiniiiieiciiceet et 1,450,000 -
1 All HSBC Holdings ordinary shares in issue confer identical rights in respect of capital, dividends, voting and otherwise.
2 Included in the capital base of HSBC as tier 1 capital in accordance with the rules and guidance in GENPRU. &
=
@©
.. . . - S c
Dividends on the HSBC Holdings non-cumulative dollar preference shares in issue (‘dollar preference shares’) are 5
paid quarterly at the sole and absolute discretion of the Board of Directors. The Board of Directors will not declare 3
a dividend on the dollar preference shares if payment of the dividend would cause HSBC Holdings not to meet the %
applicable capital adequacy requirements of the FSA or the profit of HSBC Holdings available for distribution as ©
dividends is not sufficient to enable HSBC Holdings to pay in full both dividends on the dollar preference shares and =
dividends on any other shares that are scheduled to be paid on the same date and that have an equal right to dividends. =

HSBC Holdings may not declare or pay dividends on any class of its shares ranking lower in the right to dividends
than the dollar preference shares nor redeem nor purchase in any manner any of its other shares ranking equal with or
lower than the dollar preference shares unless it has paid in full, or set aside an amount to provide for payment in full,
the dividends on the dollar preference shares for the then-current dividend period. The dollar preference shares carry
no rights to conversion into ordinary shares of HSBC Holdings. Holders of the dollar preference shares will only be
entitled to attend and vote at general meetings of shareholders of HSBC Holdings if the dividend payable on the dollar
preference shares has not been paid in full for four consecutive dividend payment dates. In such circumstances,
holders of the dollar preference shares will be entitled to vote on all matters put to general meetings until such time

as HSBC Holdings has paid a full dividend on the dollar preference shares. HSBC Holdings may redeem the dollar
preference shares in whole at any time on or after 16 December 2010, subject to prior notification to the FSA.

%)
2
c
£
3]
&
@
S
(95}
©
o
c
@
=
i

HSBC Holdings non-cumulative preference shares of £0.01 each

The one non-cumulative sterling preference share of £0.01 in issue (‘sterling preference share’) has been in issue since
29 December 2010 and is held by a subsidiary of HSBC Holdings. Dividends on the sterling preference share are paid
quarterly at the sole and absolute discretion of the Board. The sterling preference share carries no rights of conversion
into ordinary shares of HSBC Holdings and no rights to attend and vote at general meetings of shareholders of HSBC

Holdings. HSBC Holdings may redeem it in whole at any time at the option of the Company.

Other equity instruments

Other equity instruments which have been included in the capital base of HSBC were issued in accordance with the
rules and guidance in the FSA’s GENPRU. These securities may be called and redeemed by HSBC subject to prior
notification to the FSA. If not redeemed at the first call date interest coupons remain unchanged.

Shareholder Information
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

38 — Called up share capital and other equity instruments

Tier 1 capital securities

Tier 1 capital securities are perpetual subordinated securities on which coupon payments may be deferred at the
discretion of HSBC Holdings. While any coupon payments are unpaid or deferred, HSBC Holdings will not declare,
pay dividends or make distributions or similar periodic payments in respect of, or repurchase, redeem or otherwise
acquire any securities of lower or equal rank. Such securities do not generally carry voting rights but rank higher than
ordinary shares for coupon payments and in the event of a winding-up.

At HSBC Holdings’ discretion, and subject to certain conditions being satisfied, the capital securities may be
exchanged on any coupon payment date for non-cumulative preference shares to be issued by HSBC Holdings and
which would rank pari passu with the dollar and sterling preference shares in issue. The preference shares will be
issued at a nominal value of US$0.01 per share and a premium of US$24.99 per share, with both such amounts being
subscribed and fully paid.

HSBC has the following qualifying tier 1 capital securities in issue which are accounted for in equity:

At 31 December

First call 2012 2011

date US$m US$m

US$2,200m  8.125% perpetual subordinated capital SECUTTHES .......cocvvveevereririririeieiiirrieenne Apr 2013 2,133 2,133
US$3,800m  8.00% perpetual subordinated capital securities, Series 2 ........ccoeeveririruenennns Dec 2015 3,718 3,718
5,851 5,851

Shares under option

Details of the options outstanding to subscribe for HSBC Holdings ordinary shares under the HSBC Holdings
Group Share Option Plan, the HSBC Share Plan and HSBC Holdings savings-related share option plans are given
in Note 7.

Aggregate options outstanding under these plans

Number of
HSBC Holdings
ordinary shares Period of exercise Exercise price
31 December 2012 .........ccoveueiicinicieiceiecennes 159,703,771 2013 to 2018 £3.3116 — 7.9911
31,637,840 2013 to 2018 HK$37.8797 — 94.5057
2,180,263 2013 to 2018 €3.6361 — 9.5912
6,488,894 2013 to 2018 US$4.8876 — 12.0958
31 December 2011 ..o 216,078,250 2012 to 2017 £3.3116—-7.9911
45,422,511 2012 to 2017 HK$37.8797 — 94.5057
3,176,265 2012 to 2017 €3.6361 —9.5912
9,752,066 2012 to 2017 US$4.8876 — 12.0958
31 December 2010 ... 249,242,968 2011 to 2016 £3.3116 — 8.4024
47,428,892 2011 to 2016 HK$37.8797 — 94.5057
3,128,508 2011 to 2016 €3.6361 —9.5912
10,899,415 2011 to 2016 US$4.8876 — 12.0958

HSBC France plan

When it was acquired in 2000, HSBC France and certain of its subsidiary companies, including HSBC Private Bank
France, operated employee share option plans under which options could be granted over their respective shares.
There were outstanding options over the shares of HSBC Private Bank France, a subsidiary of HSBC France. On
exercise of those options, the HSBC Private Bank France shares were exchangeable for HSBC Holdings ordinary
shares at the ratio of 2.099984 HSBC Holdings ordinary shares for each HSBC Private Bank France share.

On 31 October 2011, HSBC Private Bank France merged with HSBC France. Options held over shares of HSBC
Private Bank France were converted into options over shares of HSBC France, at an exchange ratio of 7 HSBC
France shares for 45 HSBC Private Bank France shares. The options outstanding at 31 October 2011 were adjusted to
reflect the option exchange ratio. On exercise of these options, HSBC France shares would have been exchanged for
HSBC Holdings ordinary shares in the ratio of 13.499897 HSBC Holdings ordinary shares for each HSBC France
share.
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During 2011 and 2012 there were no HSBC Private Bank France shares issued and no shares were exchanged for
HSBC Holdings ordinary shares. During 2012, 22,645 options over HSBC France shares lapsed (2011: 141,525).
At 31 December 2012 no options over HSBC France shares were outstanding.

At 31 December 2012, The CCF Employee Benefit Trust 2001 (Private Banking France) held 989,502 (2011:
989,502) HSBC Holdings ordinary shares.

HSBC France options outstanding over HSBC Holdings ordinary shares

Number of HSBC
France shares
exchangeable for

HSBC Holdings

ordinary shares Period of exercise Exercise price
31 December 2012 - 2012 €142.84
31 December 2011' 22,645 2012 €142.84
31 December 2010 287,100 2011 to 2012 €20.80 —22.22

1 These options replaced the options over shares in HSBC Private Bank France which were outstanding on 31 October 2011 prior to the
merger taking place.

HSBC Finance

Upon the acquisition of HSBC Finance in 2003, all outstanding options over, and rights to receive, HSBC Finance
common shares were converted into options over, and rights to receive, HSBC Holdings ordinary shares in the same
ratio as the share exchange offer for the acquisition of HSBC Finance (2.675 HSBC Holdings ordinary shares for
each HSBC Finance common share). The exercise price payable for each option was adjusted using the same ratio.

During 2012, 2,053,838 (2011: nil) options were exercised over HSBC Holdings ordinary shares and 2,053,838
(2011: nil) HSBC Holdings ordinary shares were delivered from The HSBC (Household) Employee Benefit Trust
2003. During 2012, options over 375,700 (2011: 8,688,288) HSBC Holdings ordinary shares lapsed. At

31 December 2012 no options over HSBC Holdings ordinary share were outstanding.

At 31 December 2012, The HSBC (Household) Employee Benefit Trust 2003 held a total of 281,477 (2011:
2,335,315) HSBC Holdings ordinary shares and 1,455 (2011: 1,455) ADSs. Each ADS represents five HSBC
Holdings ordinary shares.

Options outstanding over HSBC Holdings ordinary shares under the HSBC Finance share plan

Number of

HSBC Holdings
ordinary shares Period of exercise Exercise price
31 December 2012 ... - 2012 US$9.29
31 December 2011 ... 2,429,538 2012 US$9.29
31 December 2010 ..o 11,117,826 2011 to 2012 US$9.29 — 18.62

HSBC Bank Bermuda plans

Upon the acquisition of HSBC Bank Bermuda Limited (‘HSBC Bank Bermuda’) in 2004, all outstanding options
over HSBC Bank Bermuda shares were converted into options to acquire HSBC Holdings ordinary shares using an
exchange ratio calculated by dividing US$40 (being the consideration paid for each HSBC Bank Bermuda Share)

by the average price of HSBC Holdings ordinary shares over the five-day period to the completion of the acquisition.

The exercise price payable for each option was adjusted using the same exchange ratio.

During 2011 and 2012 there were no options exercised over HSBC Holdings ordinary shares and no shares were
delivered from the HSBC (Bank of Bermuda) Employee Benefit Trust 2004. During 2012, options over 880,983
(2011: 2,108,830) HSBC Holdings ordinary shares lapsed.

At 31 December 2012, the HSBC (Bank of Bermuda) Employee Benefit Trust 2004 held 2,108,830
(2011: 2,108,830) HSBC Holdings ordinary shares which may be used to satisfy the exercise of employee options.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

39 — Notes on the statement of cash flows

Options outstanding over HSBC Holdings ordinary shares under the HSBC Bank Bermuda share plan

31 December 2012 ........occooviiiieiieieeeee e
31 December 2011 oo
31 December 2010 ..o

Number of
HSBC Holdings
ordinary shares

149,924
1,030,907

2,339,033

Maximum obligation to deliver HSBC Holdings ordinary shares

Period of exercise

2013
2012 t0 2013
2011 to 2013

Exercise price

US$9.32 - 10.33
US$9.32 - 15.99

US$9.32-15.99

At 31 December 2012, the maximum obligation to deliver HSBC Holdings ordinary shares under all of the above
option arrangements, together with GPSP awards and restricted share awards granted under the HSBC Share
Plan and/or the HSBC Share Plan 2011, was 364,082,766 (2011: 538,265,410). The total number of shares at

31 December 2012 held by employee benefit trusts that may be used to satisfy such obligations to deliver HSBC
Holdings ordinary shares was 18,009,459 (2011: 31,840,893).

39 Notes on the statement of cash flows

Other non-cash items included in profit before tax

Depreciation, amortisation and impairment ....................
Gains arising from dilution of interests in associates .
Revaluations on investment property ..........c..ceececeenennne
Share-based payment eXpense ...........ccccceeveeueuereerueneuenens
Loan impairment losses gross of recoveries and

other credit risk Provisions ...........cceeeveueveverieeruencncne.
Provisions
Impairment of financial investments ............cccceceveeereenene
Charge/(credit) for defined benefit plans ...........c.c.cooee..
Accretion of discounts and amortisation of premiums ...

Change in operating assets

Change in loans to HSBC undertakings ....

Change in prepayments and accrued income
Change in net trading securities and net derivatives ........
Change in loans and advances to banks ..........c...cccccccee.
Change in loans and advances to customers .......
Change in financial assets designated at fair value . .
Change in other assets .........cccooveeerinrreeeirreeecnes

Change in operating liabilities

Change in accruals and deferred income .............ccccvevenes
Change in deposits by banks .................

Change in customer accounts ......

Change in debt securities in iSSUE ........cocvevevererrrirreeerennn
Change in financial liabilities designated at fair value ....
Change in other liabilities ..........cccccoevvrecciinrccccnes

HSBC HSBC Holdings
2012 2011 2010 2012 2011
US$m US$m US$m US$m US$m
2,531 3,135 2,801 457 1
. (208) (188) . -
(72) (118) (93) _ -
988 1,162 812 55 57
9,358 13,553 15,059 - -
5,732 2,199 680 - -
519 808 105 - -
476 (140) 526 _ -
246 (513) (815) 23 19
19,778 19,878 18,887 535 77
HSBC HSBC Holdings
2012 2011 2010 2012 2011
US$m US$m US$m US$m US$m
_ - - (3,451) (4,548)
557 1,907 457 Q)] 96
(36,829) 27,058 60,337 (507) (1,001)
1,083 2,618 5213 - -
(72,619) (30,853) (79,283) _ -
(2,698) (583) 154 - -
(6,015) (7,559) (145) (48) (36)
(116,521) (7,412) (13,267) (4,011) (5,489)
HSBC HSBC Holdings
2012 2011 2010 2012 2011
USSm US$m US$m USSm US$m
78 (800) 716 10 258
(5,393) 2,238 (14,288) - -
90,071 48,401 68,691 - -
(11,552) (14,388) (1,495) 86 (45)
2,549 5,468 5,659 2,464 (475)
13317 3,093 (17.011) 391 (152)
89,070 44,012 42,272 2,951 (414)
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Cash and cash equivalents

HSBC HSBC Holdings
2012 2011 2010 2012 2011
USSm US$m US$m USSm US$m
Cash at bank with HSBC undertakings ...........cccocceeuenee. - - - 353 316 E)
Cash and balances at central banks ..................... 141,532 129,902 57,383 - - 2
Items in the course of collection from other banks .......... 7,303 8,208 6,072 - - °>’
Loans and advances to banks of one month or less ......... 148,232 169,858 189,197 - - o
Treasury bills, other bills and certificates of deposit
less than three months ............ccoocoevieieeiiciceeeiee, 25,379 26,226 28,087 - -
Less: items in the course of transmission to other banks . (7,138) (8,745) (6,663) — —
315,308 325,449 274,076 353 316
5
Interest and dividends =
)
HSBC HSBC Holdings o
2012 2011 2010 2012 2011 .g
US$m US$m US$m US$m US$m =
c
INterest Paid ......ooeveveueieiriririieeee e (18,412) (23,125) (21,405) (2,661) (2,392) iT
Interest received .. . 61,112 66,734 63,696 1,759 1,559 o]
Dividends received ........ocevvvveiveiiinieiieeieeee e 766 602 563 13,709 6,874 g
&
The amount of cash and cash equivalents not available for use by HSBC at 31 December 2012 was US$32,368m cgJ_
(2011: US$39,345m), of which US$20,464m (2011: US$25,819m) related to mandatory deposits at central banks. (@)
Disposal of subsidiaries and businesses
()
US cards US branch Other 2
business network disposals Total g
US$m US$m USSm US$m 5
Assets (>)
Loans and advances to banks .........c.ocoeecoeninnericninninecccineeecces - - 799 799 (&)
Loans and advances to customers 26,748 2,091 3,632 32,471 Q
Financial investments .................. - - 924 924 ©
Prepayments and accrued income . 572 - 53 625 8
Goodwill and intangible aSSELS ........c.ccevirerieririeriieeieereereeeee e 318 7 276 601 5
OLhET ASSELS .viuviiiieietietieiiei ettt ettt ebesaesbeeseeneeseesaeneeneas 369 68 1,618 2,055 (@]
Total assets excluding cash and cash equivalents ............cccecevevirenirenne 28,007 2,166 7,302 37475
Liabilities
Deposits DY DANKS .....ccooveveueuiiieieieicciriieeeeee s - - 385 385
CUSLOMET ACCOUNLS ..vveverietetiteeetesesteseeeeeeseseeseeeseseeseseesesseseesesesseneeseneas - 13,199 5,986 19,185
Liabilities under inSurance CONIacts ............c.oceevevrevriereeeseereeeeeereenennns - - 1,080 1,080
Other HADIIIES ....voveveeveeveecececeeeee ettt s 161 7 1,012 1,180
Total HADIILIES ..vovevieiieiereieiiiieieieice et 161 13,206 8,463 21,830

Aggregate net assets at date of disposal, excluding cash and cash
CQUIVAIEILS ..ottt 27,846 (11,040) (1,161) 15,645
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Non-controlling interests disposed...... - - (81) 81)
Gain on disposal including costs to sell . 3,148 864 355 4,367
Add back: coStS 10 SEIL ..uviiiieiiiiiiec e 72 15 56 143
SEIING PIICE .vevvinieiieieteieieieeetet ettt ettt 31,066 (10,161) (831) 20,074
Satisfied by:
Cash and cash equivalents received/(paid) as consideration ............... 31,066 (10,091) (542) 20,433
Cash and cash equivalents sold .........c.cocoeeerinnncccennn. - (70) (321) (391)
Cash consideration received/(paid) up to 31 December 2012 . . 31,066 (10,161) (863) 20,042
Cash still to be received at 31 December 2012 .......c.ccoveveiinininneenene - - 32 32
Total cash coNSIAEration ............cccoovevieveiereieiieesee e 31,066 (10,161) (831) 20,074
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Notes on the Financial Statements (continued)

40 -

40

Contingent liabilities, contractual commitments and guarantees / 41- Lease commitments

The completed US branch network disposal represents the sale of 195 US branches that were held for sale at

31 December 2011. HSBC received a total cash consideration of US$20,905m during 2012, which is included in
the cash flow statement under the line ‘Net cash inflow from disposal of US branch network and US cards business
on page 375. For further details refer to page 471.

Contingent liabilities, contractual commitments and guarantees

HSBC HSBC Holdings
2012 2011 2012 2011
US$m US$m US$m US$m
Guarantees and contingent liabilities
GUATANTEES ..o 80,364 75,672 49,402 49,402
Other contingent labilities ...........ccccveeeirnreecirneecceeeeee 209 259 - -
80,573 75,931 49,402 49,402
Commitments
Documentary credits and short-term trade-related transactions ... 13,359 13,498 - -
Forward asset purchases and forward forward deposits placed ... 419 87 - -
Undrawn formal standby facilities, credit lines and other
commitments t0 1end ........ccooveiviiieiiieee e 565,691 641,319 1,200 1,810
579,469 654,904 1,200 1,810

The above table discloses the nominal principal amounts of commitments excluding capital commitments, which

are separately disclosed below, and guarantees and other contingent liabilities, which are mainly credit-related
instruments including both financial and non-financial guarantees and commitments to extend credit. Contingent
liabilities arising from legal proceedings and regulatory matters against Group companies are disclosed in Note 43.
Nominal principal amounts represent the amounts at risk should the contracts be fully drawn upon and clients default.
The amount of the loan commitments shown above reflects, where relevant, the expected level of take-up of pre-
approved loan offers made by mailshots to personal customers. As a significant portion of guarantees and
commitments is expected to expire without being drawn upon, the total of the nominal principal amounts is not
indicative of future liquidity requirements.

Guarantees

HSBC provides guarantees and similar undertakings on behalf of both third-party customers and other entities within
the HSBC Group. These guarantees are generally provided in the normal course of HSBC’s banking business. The
principal types of guarantees provided, and the maximum potential amount of future payments which HSBC could be
required to make at 31 December 2012, were as follows:

At 31 December 2012 At 31 December 2011
Guarantees Guarantees
by HSBC by HSBC
Holdings Holdings
Guarantees in favour of Guarantees in favour of
in favour of other HSBC in favour of other HSBC
third parties Group entities third parties ~ Group entities
US$Sm USSm US$m US$m
Guarantee type'
Financial GUATANEES” ............cocovveveveerreeeirssreereseseessseessesssseenens 32,036 36,800 26,830 36,800
Credit-related gUarantees® ..............coooooveooveoeereereseeeeesseseesn 12,957 12,602 12,494 12,602
Other GUATANTEES ......coveuireieirieiirieieieete ettt 35,371 - 36,348 -
80,364 49,402 75,672 49,402

1 The balances have been grouped by major category of guarantee, revised from prior periods to present financial guarantees separately.

2 Financial guarantees are contracts that require the issuer to make specified payments to reimburse the holder for a loss incurred
because a specified debtor fails to make payment when due in accordance with the original or modified terms of a debt instrument.

3 Credit related guarantees are contracts that have similar features to financial guarantee contracts but fail to meet the definition of a
financial guarantee contracts under I4S 39.

The amounts disclosed in the above table are nominal principal amounts and reflect HSBC’s maximum exposure
under a large number of individual guarantee undertakings. The risks and exposures arising from guarantees are
captured and managed in accordance with HSBC’s overall credit risk management policies and procedures.
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Approximately half of the above guarantees have a term of less than one year. Guarantees with terms of more
than one year are subject to HSBC’s annual credit review process.

Financial Services Compensation Scheme

At 31 December 2012, HSBC recognised an accrual of US$157m in respect of its share of the estimated Financial
Services Compensation Scheme (‘FSCS’) levy (31 December 2011: US$87m).

The FSCS confirmed in February 2013 that the first of three annual instalments of approximately £363m (US$587m)
will be levied in total on participating financial institutions in Scheme Year 2013/14 to repay the balance of the loan
principal that is not expected to be recovered. The accrual recognised at 31 December 2012 represents HSBC’s share
of the interest on the borrowings outstanding and also its share of the principal to be levied over each of the next
three years. The interest rate to be applied on outstanding borrowings increased from 12-month Libor plus 30 basis
points to 12-month Libor plus 100 basis points from 1 April 2012.

Commitments

In addition to the commitments disclosed on page 500, at 31 December 2012 HSBC had US$607m (2011: US$715m)
of capital commitments contracted but not provided for and US$197m (2011: US$272m) of capital commitments
authorised but not contracted for.

Associates

HSBC'’s share of associates’ contingent liabilities amounted to US$46,148m at 31 December 2012 (2011:
US$34,311m). No matters arose where HSBC was severally liable.

Lease commitments

Finance lease commitments

HSBC leases land and buildings (including branches) and equipment from third parties under finance lease
arrangements to support its operations.

At 31 December 2012 At 31 December 2011
Present value Present value
Total future Future of finance Total future Future of finance
minimum interest lease minimum interest lease
payments charges commitments payments charges  commitments
USSm US$m US$m US$m US$m US$m
Lease commitments:
— no later than one year ................ 81 21) 60 98 (26) 72
— later than one year and no later
than five years ........ccoeeeveereennnes 153 (71) 82 216 99) 117
— later than five years ................... 196 34) 162 362 92) 270
430 (126) 304 676 (217) 459

At 31 December 2012, future minimum sublease payments of US$244m (2011: US$413m) are expected to be
received under non-cancellable subleases at the balance sheet date.
Operating lease commitments

At 31 December 2012, HSBC was obligated under a number of non-cancellable operating leases for properties, plant
and equipment on which the future minimum lease payments extend over a number of years.

At 31 December 2012 At 31 December 2011
Land and Land and
buildings Equipment buildings Equipment
US$m US$m US$m US$m
Future minimum lease payments under non-cancellable
operating leases:
— 1o later than 0Ne Year ..........c.cccceeveeininnecciieeeccne 943 23 1,130 18
— later than one year and no later than five years . 2,495 23 2,656 18
— later than five Years ........cocceeoerinnirceinncccceeeccs 2,246 — 2,496 -
5,684 46 6,282 36
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)
41- Lease commitments / 42 — Special purpose entities

At 31 December 2012, future minimum sublease payments of US$14m (2011: US$17m) are expected to be received
under non-cancellable subleases at the balance sheet date.

In 2012, US$1,166m (2011: US$973m; 2010: US$888m) was charged to ‘General and administrative expenses’
in respect of lease and sublease agreements, of which US$1,149m (2011: US$952m; 2010: US$869m) related to
minimum lease payments, US$17m (2011: US$20m; 2010: US$18m) to contingent rents, and US$0.4m (2011:
US$1m; 2010: US$1m) to sublease payments.

The contingent rent represents escalation payments made to landlords for operating, tax and other escalation expenses.

Finance lease receivables

HSBC leases a variety of assets to third parties under finance leases, including transport assets (such as aircraft),
property and general plant and machinery. At the end of lease terms, assets may be sold to third parties or leased for
further terms. Lessees may participate in any sales proceeds achieved. Lease rentals arising during the lease terms
will either be fixed in quantum or be varied to reflect changes in, for example, tax or interest rates. Rentals are
calculated to recover the cost of assets less their residual value, and earn finance income.

At 31 December 2012 At 31 December 2011
Total future Unearned Total future Unearned
minimum finance Present minimum finance Present
payments income value payments income value
US$m US$m US$m US$m US$m US$m
Lease receivables:
— no later than one year ................ 3,712 379) 3,333 3,766 (459) 3,307
— later than one year and
no later than five years .............. 8,414 (966) 7,448 8,618 (1,055) 7,563
— later than five years .........c.c....... 5,277 (951) 4,326 5,969 (1,204) 4,765
17,403 (2,296) 15,107 18,353 (2,718) 15,635

At 31 December 2012, unguaranteed residual values of US$253m (2011: US$267m) had been accrued, and the
accumulated allowance for uncollectible minimum lease payments receivable amounted to US$3m (2011: US$25m).
No contingent rents were received in 2012 (2011: nil).

42 Special purpose entities

HSBC enters into certain transactions with customers in the ordinary course of business which involve the
establishment of special purpose entities (‘SPE’s) to facilitate or secure customer transactions. HSBC structures that
utilise SPEs are authorised centrally when they are established, to ensure appropriate purpose and governance. The
activities of SPEs administered by HSBC are closely monitored by senior management.

SPEs are assessed for consolidation in accordance with the accounting policy set out in Note 1le.

Total consolidated assets held by SPEs by balance sheet classification

Non-money

Money market

Securit- market  investment
Conduits isations funds funds Total
US$bn US$bn US$bn USS$bn US$bn

At 31 December 2012

CASN o 0.6 - - 0.2 0.8
Trading assets . - 0.5 - 1.5 2.0
Financial assets designated at fair value . 0.1 - - 74 7.5
DETIVALIVES .vivveviieiiieiieieiieteeeeee et aens - - - 0.2 0.2
Loans and advances to banks ............cccoceeieieieienieniesienens - 1.5 - - 1.5
Loans and advances to customers 11.3 7.0 - - 18.3
Financial iINVeStMENtS ..........cccvevereereieeieiierieeeeieeseeenene 25.0 - - - 25.0
Oher @SSELS ...vevivevireiiieieieiee ettt 1.4 - - 1.6 3.0
38.4 9.0 — 10.9 58.3
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Non-money

Money market
Securit- market investment
Conduits isations funds funds Total
US$bn US$bn USS$bn USS$bn US$bn 2
At 31 December 2011 o
CaSh e 0.8 0.3 - 0.3 1.4 2
Trading SSELS ...c.ccoovevrueuiuiiirieieieieieree et 0.1 0.5 0.2 0.4 1.2 2
Financial assets designated at fair value .............cccccooeeee. 0.1 - - 6.5 6.6 ©)
DEIIVALIVES ..o - 0.1 - - 0.1
Loans and advances to banks ..........c.cccccccceiiininiccnnn. - 1.2 - - 1.2
Loans and advances to CUSLOMETS ..........ccovveverueeerieerierereenens 10.5 8.0 - - 18.5
Financial investments ............cccocciiiiniiiciiniiccice 25.8 - - - 25.8
Other @SSELS ......uviiiiiiiicicicieieeee e 1.6 — — — 1.6
38.9 10.1 0.2 7.2 56.4 ?)
3
HSBC’s maximum exposure to SPEs %
The following table shows the total assets of the various types of SPEs and the amount of funding provided by HSBC %
to these SPEs. The table also shows HSBC’s maximum exposure to the SPEs and, within that exposure, the liquidity UE_
and credit enhancements provided by HSBC. The maximum exposures to SPEs represent HSBC’s maximum possible &
risk exposure that could occur as a result of the Group’s arrangements and commitments to SPEs. The maximum =
amounts are contingent in nature, and may arise as a result of drawdowns under liquidity facilities, where these have =
been provided, and any other funding commitments, or as a result of any loss protection provided by HSBC to the g
SPEs. The conditions under which such exposure might arise differ depending on the nature of each SPE and O
HSBC'’s involvement with it.
Total assets of consolidated and unconsolidated SPEs and HSBC'’s funding and maximum exposure &
c
Consolidated SPEs Unconsolidated SPEs g
Liquidity g
Funding  and credit HSBC’s Funding HSBC’s [®)
Total provided  enchance- maximum Total provided  maximum %
assets by HSBC ments exposure assets by HSBC exposure o
USS$bn USS$bn USS$bn US$bn US$bn USS$bn USS$bn S
At 31 December 2012 =
Conduits ....ccoeveeereriierireeene 384 28.9 324 43.1 - - - 8
Securities investment conduits 26.6 28.8 18.1 28.8 - - -
Multi-seller conduits .............. 11.8 0.1 14.3 14.3 - - -
Securitisations .............. 9.0 2.6 - 4.7 6.8 - -
Money market funds ................... - - - - 64.2 1.7 1.7
Constant net asset value funds - - - - 51.7 0.8 0.8 2]
Other ....ceeveiviiicccies - - - - 12.5 0.9 0.9 5
Non-money market investment =
FURAS oo 10.9 10.2 S 10.2 3033 5.9 5.9 £
Other ....ccooevieiiiineeeee - - - - 20.0 5.2 5.3 I7p)
58.3 41.7 32.4 58.0 394.3 12.8 12.9 .g
At 31 December 2011 S
CONAUIS v 38.9 277 37.1 48.5 - - - =
Securities investment conduits 27.9 27.4 22.1 335 — - -
Multi-seller conduits .............. 11.0 0.3 15.0 15.0 — - -
Securitisations ..........c.ccccevereeeeeenenes 10.1 1.6 0.1 3.8 8.1 - -
Money market funds ................... 0.2 0.2 - 0.2 73.9 0.9 0.9
Constant net asset value funds - - - - 54.4 0.7 0.7
Other .....ccccceeivvrccciceee 0.2 0.2 — 0.2 19.5 0.2 0.2
Non-money market investment
funds . 7.2 6.9 - 6.9 260.8 1.7 1.7
Other ...oooeiiirieieccineceeae — — — — 19.4 3.7 4.6
56.4 36.4 37.2 59.4 362.2 6.3 7.2
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

42 — Special purpose entities

Conduits

HSBC sponsors and manages two types of conduits: securities investment conduits (‘SIC’s) and multi-seller conduits.

Securities investment conduits

Solitaire, HSBC’s principal SIC, holds asset-backed securities (‘ABS’s) on behalf of HSBC. At 31 December 2012,
Solitaire held US$10.0bn of ABSs (2011: US$10.6bn). These are included within the disclosures of ABS ‘held
through consolidated SPEs’ on page 187. HSBC’s other SICs, Mazarin, Barion Funding Limited (‘Barion’) and
Malachite Funding Limited (‘Malachite’), evolved from the restructuring of HSBC’s sponsored structured investment
vehicles (‘SIV’s) in 2008.

Solitaire

During the year Solitaire redeemed the commercial paper (‘CP’) held by third parties, and is currently funded entirely
by CP issued to HSBC. Although HSBC continues to provide a liquidity facility, Solitaire has no need to draw on it
so long as HSBC purchases the CP issued, which it intends to do for the foreseeable future. Accordingly, there were
no amounts drawn under the liquidity facility provided by HSBC at 31 December 2012 (2011: US$9.3bn).

At 31 December 2012, HSBC held US$13.0bn of CP, which represented HSBC’s maximum exposure. At
31 December 2011, maximum exposure of US$15.6bn was represented by liquidity facility including undrawn
amounts.

Mazarin

HSBC is exposed to the par value of Mazarin’s assets through the provision of a liquidity facility equal to the lower
of the amortised cost of issued senior debt and the amortised cost of non-defaulted assets. At 31 December 2012, this
amounted to US$8.4bn (2011: US$9.5bn). First loss protection is provided through the capital notes issued by
Mazarin, which are substantially all held by third parties.

At 31 December 2012, HSBC held 1.3% of Mazarin’s capital notes (2011: 1.3%) which have a par value of US$17m
(2011: US$17m) and a carrying amount of nil (2011: nil).

Barion and Malachite

HSBC’s primary exposure to these SICs is represented by the amortised cost of the debt required to support the
non-cash assets of the vehicles. At 31 December 2012, this amounted to US$7.4bn (2011: US$8.4bn). First loss
protection is provided through the capital notes issued by these vehicles, which are substantially all held by third
parties.

At 31 December 2012, HSBC held 3.7% of the capital notes issued by these vehicles (2011: 3.7%) which have a par
value of US$36m (2011: US$35m) and a carrying amount of US$1.7m (2011: US$1.1m).
Multi-seller conduits

These vehicles were established for the purpose of providing access to flexible market-based sources of finance for
HSBC’s clients.

HSBC’s maximum exposure is equal to the transaction-specific liquidity facilities offered to the multi-seller conduits.
First loss protection is provided by the originator of the assets, and not by HSBC, through transaction-specific credit
enhancements. A layer of secondary loss protection is provided by HSBC in the form of programme-wide
enhancement facilities.

The following table sets out the weighted average life of the asset portfolios for the above mentioned conduits.

Weighted average life of portfolios

Total multi-
Solitaire Other SICs Total SICs seller conduits

Weighted average life (years)
At 31 December 2012 .........ccooioiiieiieieeeeeee 6.1 4.5 5.2 2.8
At 31 December 2011 ..c.oveviieiiieieieieieieeee e 5.9 4.1 4.9 2.0
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Securitisations

HSBC uses SPEs to securitise customer loans and advances that it has originated in order to diversify its sources of
funding for asset origination and for capital efficiency purposes. The loans and advances are transferred by HSBC to
the SPEs for cash, and the SPEs issue debt securities to investors to fund the cash purchases.

HSBC’s maximum exposure is the aggregate of any holdings of notes issued by these vehicles and the reserve
account positions intended to provide credit support under certain pre-defined circumstances to senior note holders.

In addition, HSBC 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 these customer loans and advances

to an SPE, using securitisations commonly known as synthetic securitisations by which the SPE writes credit default
swap protection to HSBC. The SPE is funded by the issuance of notes with the cash held as collateral against the
credit default protection. From a UK regulatory perspective, the credit protection issued by the SPE in respect of the
customer loans allows the risk weight of the loans to be replaced by the risk weight of the collateral in the SPE and as
a result mitigates the capital absorbed by the customer loans. Any notes issued by the SPE and held by HSBC attract
the appropriate risk weight under the relevant regulatory regime. These SPEs are consolidated when HSBC is
exposed to the majority of risks and rewards of ownership.

Money market funds

HSBC has established and manages a number of money market funds which provide customers with tailored
investment opportunities within narrow and well-defined objectives.

HSBC’s maximum exposure to money market funds is represented by HSBC’s investment in the units of each fund, which
at 31 December 2012 amounted to US$1.7bn (2011: US$1.1bn).

Non-money market investment funds

HSBC has established a large number of non-money market investment funds to enable customers to invest in a range
of assets, typically equities and debt securities.

HSBC’s maximum exposure to non-money market investment funds is represented by its investment in the units of
each fund which at 31 December 2012 amounted to US$16.1bn (2011: US$8.6bn).

Other

HSBC also establishes SPEs in the normal course of business for a number of purposes, for example, structured
transactions for customers, to provide finance to public and private sector infrastructure projects, and for asset and
structured finance transactions.

In certain transactions HSBC is exposed to risk often referred to as gap risk. Gap risk typically arises in transactions
where the aggregate potential claims against the SPE by HSBC pursuant to one or more derivatives could be greater
than the value of the collateral held by the SPE and securing such derivatives. HSBC often mitigates such gap risk by
incorporating in the SPE transaction features which allow for deleveraging, a managed liquidation of the portfolio,

or other mechanisms including trade restructuring or unwinding the trade. Following the inclusion of such risk
reduction mechanisms, HSBC has, in certain circumstances, retained all or a portion of the underlying exposure in the
transaction. In these circumstances, HSBC assesses whether the exposure retained causes a requirement under IFRSs
to consolidate the SPE. When this retained exposure represents ABSs, it has been included in ‘Nature of HSBC’s
exposures’ on page 259.

Third-party sponsored SPEs

Through standby liquidity facility commitments, HSBC has exposure to third-party sponsored SIVs, conduits and
securitisations under normal banking arrangements on standard market terms. These exposures are not considered
significant to HSBC’s operations.

Additional off-balance sheet arrangements and commitments

Additional off-balance sheet commitments such as financial guarantees, letters of credit and commitments to lend are
disclosed in Note 41.
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

43 -

43

Legal proceedings and regulatory matters

Leveraged finance transactions

Loan commitments in respect of leveraged finance transactions are accounted for as derivatives where it is HSBC’s
intention to sell the loan after origination. Further information is provided on page 190.

Legal proceedings and regulatory matters

HSBC is party to legal proceedings, investigations and regulatory matters in a number of jurisdictions arising out of
its normal business operations. Apart from the matters described below, HSBC considers that none of these matters is
material, either individually or in the aggregate. HSBC recognises a provision for a liability in relation to these
matters when it is probable that an outflow of economic benefits will be required to settle an obligation which has
arisen as a result of past events, and for which a reliable estimate can be made of the amount of the obligation. While
the outcome of these matters is inherently uncertain, management believes that, based on the information available to
it, appropriate provisions have been made in respect of legal proceedings and regulatory matters as at 31 December
2012 (see Note 32).

Securities litigation

As aresult of an August 2002 restatement of previously reported consolidated financial statements and other
corporate events, including the 2002 settlement with 46 State Attorneys General relating to real estate lending
practices, Household International (now HSBC Finance) and certain former officers were named as defendants in a
class action law suit, Jaffe v Household International Inc, et al No 2. C 5893 (N.D.III, filed 19 August 2002). The
complaint asserted claims under the US Securities Exchange Act of 1934. Ultimately, a class was certified on behalf
of all persons who acquired and disposed of Household International common stock between 30 July 1999 and

11 October 2002. The claims alleged that the defendants knowingly or recklessly made false and misleading
statements of material fact relating to Household’s Consumer Lending operations, including collections, sales

and lending practices, some of which ultimately led to the 2002 State settlement agreement, and facts relating to
accounting practices evidenced by the restatement.

A jury trial concluded in April 2009, which was decided partly in favour of the plaintiffs. Following post-trial
briefing, the District Court ruled that various legal challenges to the verdict, including as to loss causation and other
matters, would not be considered until after a second phase of the proceedings addressing issues of reliance and the
submission of claims by class members had been completed. The District Court ruled on 22 November 2010 that
claim forms should be mailed to class members to ascertain which class members may have claims for damages
arising from reliance on the misleading statements found by the jury. The District Court also set out a method for
calculating damages for class members who filed claims. As previously reported, lead plaintiffs, in court filings in
March 2010, estimated that damages could range ‘somewhere between US$2.4bn to US$3.2bn to class members’,
before pre-judgement interest.

In December 2011, the report of the court-appointed claims administrator to the District Court stated that the total
number of claims that generated an allowed loss was 45,921, and that the aggregate amount of these claims was
approximately US$2.23bn. Defendants filed legal challenges asserting that the presumption of reliance was defeated
as to the class and raising various objections with respect to compliance with the claims form requirements as to
certain claims.

In September 2012, the District Court rejected defendants’ arguments that the presumption of reliance generally had
been defeated either as to the class or as to particular institutional claimants. In addition, the District Court has made
various rulings with respect to the validity of specific categories of claims, and held certain categories of claims valid,
certain categories of claims invalid, and directed further proceedings before a court-appointed Special Master to
address objections regarding certain other claim submission issues. In light of those rulings and through various
agreements of the parties, currently there is approximately US$1.37bn in claims as to which there remain no
unresolved objections relating to the claims form submissions. In addition, approximately US$800m in claims remain
to be addressed before the Special Master with respect to various claims form objections, with a small portion of
those potentially subject to further trial proceedings. Therefore, based upon proceedings to date, the current range of
a possible final judgement, prior to imposition of pre-judgement interest (if any), is between approximately
US$1.37bn and US$2.17bn. With the imposition of pre-judgement interest calculated through 31 December 2012, the
top-end of a possible final judgement is approximately US$2.7bn. The District Court may wait for a resolution of all
disputes as to all claims before entering final judgement, or the District Court may enter a partial judgement on fewer
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than all claims pending resolution of disputes as to the remaining claims. Post-verdict legal challenges remain to be
addressed by the District Court.

Despite the jury verdict and the various rulings of the District Court, HSBC continues to believe that it has
meritorious grounds for appeal of one or more of the rulings in the case, and intends to appeal the District Court’s
final judgement, partial or otherwise. Upon final judgement, partial or otherwise, HSBC Finance will be required to
provide security for the judgement in order to suspend its execution while the appeal is on-going by either depositing
cash in an interest-bearing escrow account or posting an appeal bond in the amount of the judgement (including any
pre-judgement interest awarded).

Given the complexity and uncertainties associated with the actual determination of damages, including the outcome
of any appeals, there is a wide range of possible damages. HSBC believes it has meritorious grounds for appeal on
matters of both liability and damages and will argue on appeal that damages should be nil or a relatively insignificant
amount. If the Appeals Court rejects or only partially accepts HSBC’s arguments, the amount of damages, based
upon the claims submitted and the potential application of pre-judgement interest may lie in a range from a relatively
insignificant amount to somewhere in the region of US$2.7bn (or higher should plaintiffs successfully cross-appeal
certain issues related to the validity of specific claims).

Bernard L. Madoff Investment Securities LLC

In December 2008, Bernard L. Madoff (‘Madoff”) was arrested for running a Ponzi scheme and a trustee was
appointed for the liquidation of his firm, Bernard L. Madoff Investment Securities LLC (‘Madoff Securities’), an
SEC-registered broker-dealer and investment adviser. Since his appointment, the trustee has been recovering assets
and processing claims of Madoff Securities customers. Madoff subsequently pleaded guilty to various charges and is
serving a 150 year prison sentence. He has acknowledged, in essence, that while purporting to invest his customers’
money in securities and, upon request, return their profits and principal, he in fact never invested in securities and
used other customers’ money to fulfil requests for the return of profits and principal. The relevant US authorities are
continuing their investigations into his fraud, and have brought charges against others, including certain former
employees and the former auditor of Madoff Securities.

Various non-US HSBC companies provided custodial, administration and similar services to a number of funds
incorporated outside the US whose assets were invested with Madoff Securities. Based on information provided by
Madoff Securities, as at 30 November 2008, the purported aggregate value of these funds was US$8.4bn, an amount
that includes fictitious profits reported by Madoff. Based on information available to HSBC to date, HSBC estimates
that the funds’ actual transfers to Madoff Securities minus their actual withdrawals from Madoff Securities during the
time that HSBC serviced the funds totalled approximately US$4bn.

Plaintiffs (including funds, fund investors, and the Madoff Securities trustee) have commenced Madoff-related
proceedings against numerous defendants in a multitude of jurisdictions. Various HSBC companies have been named
as defendants in suits in the US, Ireland, Luxembourg and other jurisdictions. Certain suits (which included four US
putative class actions) allege that the HSBC defendants knew or should have known of Madoff’s fraud and breached
various duties to the funds and fund investors.

In November 2011, the US District Court Judge overseeing three related putative class actions in the Southern
District of New York dismissed all claims against the HSBC defendants on forum non conveniens grounds, but
temporarily stayed this ruling as to one of the actions against the HSBC defendants — the claims of investors in
Thema International Fund plc — in light of a proposed amended settlement agreement, pursuant to which, subject

to various conditions, the HSBC defendants had agreed to pay from US$52.5m up to a maximum of US$62.5m.

In December 2011, the court lifted this temporary stay and dismissed all remaining claims against the HSBC
defendants, and declined to consider preliminary approval of the settlement. In light of the court’s decisions, HSBC
terminated the settlement agreement. The Thema plaintiff contests HSBC’s right to terminate. Plaintiffs in all three
actions have filed notices of appeal to the US Court of Appeals for the Second Circuit. Briefing in that appeal was
completed in September 2012; oral argument is expected in early 2013.

In November and December 2012, HSBC settled two of the individual claims commenced by investors in Thema
International Fund plc against HSBC in the Irish High Court.

In December 2010, the Madoff Securities trustee commenced suits against various HSBC companies in the US
Bankruptcy Court and in the English High Court. The US action (which also names certain funds, investment
managers, and other entities and individuals) sought US$9bn in damages and additional recoveries from HSBC and
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HSBC HOLDINGS PLC

Notes on the Financial Statements (continued)

43 - Legal proceedings and regulatory matters

the various co-defendants. It sought damages against HSBC for allegedly aiding and abetting Madoff’s fraud and
breach of fiduciary duty. In July 2011, after withdrawing the case from the Bankruptcy Court in order to decide
certain threshold issues, the US District Court Judge dismissed the trustee’s various common law claims on the
grounds that the trustee lacks standing to assert them. In December 2011, the trustee filed a notice of appeal to the US
Court of Appeals for the Second Circuit. Briefing in that appeal was completed in April 2012, and oral argument was
held in November 2012. A decision is expected in 2013.

The District Court returned the remaining claims to the US Bankruptcy Court for further proceedings. Those claims
seek, pursuant to US bankruptcy law, recovery of unspecified amounts received by HSBC from funds invested with
Madoff, including amounts that HSBC received when it redeemed units HSBC held in the various funds. HSBC
acquired those fund units in connection with financing transactions HSBC had entered into with various clients.

The trustee’s US bankruptcy law claims also seek recovery of fees earned by HSBC for providing custodial,
administration and similar services to the funds. Between September 2011 and April 2012, the HSBC defendants and
certain other defendants moved again to withdraw the case from the Bankruptcy Court. The District Court granted
those withdrawal motions as to certain issues, and briefing and oral arguments on the merits of the withdrawn issues
are now complete. The District Court has issued rulings on two of the withdrawn issues, but decisions with respect to
all other issues are still pending and are expected in early 2013.

The trustee’s English action seeks recovery of unspecified transfers of money from Madoff Securities to or through
HSBC, on the grounds that the HSBC defendants actually or constructively knew of Madoff’s fraud. HSBC has not
been served with the trustee’s English action.

Between October 2009 and April 2012, Fairfield Sentry Limited, Fairfield Sigma Limited and Fairfield Lambda
Limited (‘Fairfield”), funds whose assets were directly or indirectly invested with Madoff Securities, commenced
multiple suits in the British Virgin Islands (‘BVI”) and the US against numerous fund shareholders, including various
HSBC companies that acted as nominees for clients of HSBC’s private banking business and other clients who
invested in the Fairfield funds. The Fairfield actions seek restitution of amounts paid to the defendants in connection
with share redemptions, on the ground that such payments were made by mistake, based on inflated values resulting
from Madoff’s fraud, and some actions also seek recovery of the share redemptions under BVI insolvency law. The
actions in the US are currently stayed in the Bankruptcy Court pending developments in related appellate litigation in
the BVL

There are many factors which may affect the range of possible outcomes, and the resulting financial impact, of
the various Madoff-related proceedings, including but not limited to the circumstances of the fraud, the multiple
jurisdictions in which the proceedings have been brought and the number of different plaintiffs and defendants in
such proceedings. For these reasons, among others, it is not practicable at this time for HSBC to estimate reliably
the aggregate liabilities, or ranges of liabilities, that might arise as a result of all such claims but they could be
significant. In any event, HSBC considers that it has good defences to these claims and will continue to defend
them vigorously.

US mortgage-related investigations

In April 2011, HSBC Bank USA entered into a consent cease and desist order with the Office of the Comptroller of
the Currency and HSBC Finance and HSBC North America Holdings Inc. (“HNAH) entered into a similar consent
order with the Federal Reserve Board following completion of a broad horizontal review of industry residential
mortgage foreclosure practices. These consent orders require prescribed actions to address the deficiencies noted in
the joint examination and described in the consent orders. HSBC Bank USA, HSBC Finance and HNAH continue to
work with the Office of the Comptroller of the Currency and the Federal Reserve Board to align their processes with
the requirements of the consent orders and are implementing operational changes as required.

These consent orders required an independent review of foreclosures (the ‘Independent Foreclosure Review’)
pending or completed between January 2009 and December 2010 to determine if any customer was financially
injured as a result of an error in the foreclosure process. As required by the consent orders, an independent consultant
was retained to conduct that review.

On 28 February 2013, HSBC Bank USA entered into an agreement with the Office of the Comptroller of the
Currency, and HSBC Finance and HNAH entered into an agreement with the Federal Reserve Board, pursuant to
which the Independent Foreclosure Review will cease and we will make a cash payment of US$96m into a fund that
will be used to make payments to borrowers that were in active foreclosure during 2009 and 2010, and in addition,
will provide other assistance (e.g. loan modifications) to help eligible borrowers. These actions form HSBC’s portion
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of a larger agreement announced by the Federal Reserve Board and the Office of the Comptroller of the Currency in
January 2013 involving HSBC and twelve other mortgage servicers subject to foreclosure consent orders pursuant to
which the mortgage servicers would pay, in the aggregate, in excess of US$9.3bn in cash payments and other
assistance to help eligible borrowers. Pursuant to these agreements, the Independent Foreclosure Reviews will cease
and be replaced by a broader framework under which all eligible borrowers will receive compensation regardless of
whether they filed a request for independent review of their foreclosure and regardless of whether the borrower was
financially injured as a result of an error in the foreclosure process. Borrowers who receive compensation will not be
required to execute a release or waiver of rights and will not be precluded from pursuing litigation concerning
foreclosure or other mortgage servicing practices. For participating servicers, including HSBC Bank USA and HSBC
Finance, fulfilment of the terms of these agreements will satisfy the Independent Foreclosure Review requirements of
these consent orders. These consent orders do not preclude additional enforcement actions against HSBC Bank USA,
HSBC Finance or HNAH by bank regulatory, governmental or law enforcement agencies, such as the US Department
of Justice (‘DoJ’) or State Attorneys General, which could include the imposition of civil money penalties and other
sanctions relating to the activities that are the subject of the consent orders. Pursuant to the agreement with the Office
of the Comptroller of the Currency, however, the Office of the Comptroller of the Currency has agreed that it will not
assess civil money penalties or initiate any further enforcement action with respect to past mortgage servicing and
foreclosure-related practices addressed in the consent orders, provided the terms of the agreement are fulfilled. The
Office of the Comptroller of the Currency’s agreement not to assess civil money penalties is further conditioned on
HSBC North America making payments or providing borrower assistance pursuant to any agreement that may be
entered into with the DoJ in connection with the servicing of residential mortgage loans within two years. The
Federal Reserve Board has agreed that any assessment of civil money penalties by the Federal Reserve Board will
reflect a number of adjustments, including amounts expended in consumer relief and payments made pursuant to any
agreement that may be entered into with the DoJ in connection with the servicing of residential mortgage loans. In
addition, the agreement does not preclude private litigation concerning these practices.

Separate from the consent orders and settlement related to the Independent Foreclosure Review discussed above, it
has been announced that the five largest US mortgage servicers (not including HSBC Group companies) have
reached a settlement with the DoJ, the US Department of Housing and Urban Development and State Attorneys
General of 49 states with respect to foreclosure and other mortgage servicing practices. HNAH, HSBC Bank USA
and HSBC Finance have had discussions with US bank regulators and other governmental agencies regarding a
potential resolution, although the timing of any settlement is not presently known. HSBC recognised provisions of
US$257m in 2011 to reflect the estimated liability associated with a proposed settlement of this matter. Any such
settlement, however, may not completely preclude other enforcement actions by state or federal agencies, regulators
or law enforcement bodies related to foreclosure and other mortgage servicing practices, including, but not limited to
matters relating to the securitisation of mortgages for investors. In addition, such a settlement would not preclude
private litigation concerning these practices.

Participants in the US mortgage securitisation market that purchased and repackaged whole loans have been the
subject of lawsuits and governmental and regulatory investigations and inquiries, which have been directed at groups
within the US mortgage market, such as servicers, originators, underwriters, trustees or sponsors of securitisations,
and at particular participants within these groups. As the industry’s residential mortgage foreclosure issues continue,
HSBC Bank USA has taken title to an increasing number of foreclosed homes as trustee on behalf of various
securitisation trusts. As nominal record owner of these properties, HSBC Bank USA has been sued by municipalities
and tenants alleging various violations of law, including laws regarding property upkeep and tenants’ rights. While
HSBC believes and continues to maintain that the obligations at issue and the related liability are properly those of
the servicer of each trust, HSBC continues to receive significant and adverse publicity in connection with these and
similar matters, including foreclosures that are serviced by others in the name of ‘HSBC, as trustee’.

HSBC Bank USA and HSBC Securities (USA) Inc. have been named as defendants in a number of actions in
connection with residential mortgage-backed securities (‘RMBS”) offerings, which generally allege that the offering
documents for securities issued by securitisation trusts contained material misstatements and omissions, including
statements regarding the underwriting standards governing the underlying mortgage loans. These include an action
filed in September 2011 by the Federal Housing Finance Agency (‘FHFA’). This action is one of a series of similar
actions filed against 17 financial institutions alleging violations of federal and state securities laws in connection with
the sale of private-label RMBS purchased by Fannie Mae and Freddie Mac, primarily from 2005 to 2008. This action,
along with all of the similar FHFA RMBS actions, was transferred to a single judge, who directed the defendant in
the first-filed matter to file a motion to dismiss. In May 2012, the District Court filed its decision denying the motion
to dismiss FHFA’s securities law claims and granting the motion to dismiss FHFA’s negligent misrepresentation
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Notes on the Financial Statements (continued)

43 - Legal proceedings and regulatory matters

claims. The District Court’s ruling will form the basis for rulings on the other matters, including the action filed
against HSBC Bank USA and HSBC Securities (USA) Inc. Subsequently, the defendant in the first-filed matter
sought leave to appeal to the US Court of Appeals for the Second Circuit on certain issues raised in the motion to
dismiss. The District Court and the Court of Appeals granted the request for leave to appeal, and this appeal is
pending before the Court of Appeals. In December 2012, the District Court directed the parties to schedule mediation
with the Magistrate Judge assigned to this action. However, mediation has not yet been scheduled.

In 2012, HSBC Finance received notice of several claims from claimants related to its activities as sponsor and the
activities of its subsidiaries as originators in connection with RMBSs purchased between 2005 and 2007. The claims
are currently being evaluated and discussions continue to be held with the claimants, but it has not been concluded
that these claims are procedurally or substantively valid. In December 2010 and February 2011, HSBC Bank USA
has received subpoenas from the SEC seeking production of documents and information relating to its involvement
and the involvement of its affiliates in specified private label RMBS transactions as an issuer, sponsor, underwriter,
depositor, trustee, custodian or servicer. HSBC Bank USA has also had preliminary contacts with other government
authorities exploring the role of trustees in private label RMBS transactions. In February 2011, HSBC Bank USA
also received a subpoena from the US Attorney’s Office, Southern District of New York seeking production of
documents and information relating to loss mitigation efforts with respect to residential mortgages in the State of
New York. In January 2012, HSBC Securities (USA) Inc. was served with a Civil Investigative Demand from the
Massachusetts State Attorney General seeking documents, information and testimony related to the sale of RMBS to
public and private customers in the State of Massachusetts from January 2005 to the present.

HSBC expects this level of focus will continue and, potentially, intensify, so long as the US real estate markets
continue to be distressed. As a result, HSBC Group companies may be subject to additional claims, litigation and
governmental and regulatory scrutiny related to its participation in the US mortgage securitisation market, either
individually or as a member of a group. HSBC is unable to estimate reliably the financial effect of any action or
litigation relating to these matters. As situations develop it is possible that any related claims could be significant.

Anti-money laundering and sanctions-related

In October 2010, HSBC Bank USA entered into a consent cease and desist order with the Office of the Comptroller
of the Currency and the indirect parent of that company, HNAH, entered into a consent cease and desist order with
the Federal Reserve Board (the ‘Orders”). These Orders required improvements to establish an effective compliance
risk management programme across the Group’s US businesses, including various issues relating to US Bank Secrecy
Act (‘BSA’) and anti-money laundering (‘AML’) compliance. Steps continue to be taken to address the requirements
of the Orders to ensure compliance, and that effective policies and procedures are maintained.

In addition, in December 2012, HSBC, HNAH and HSBC Bank USA entered into agreements to achieve a resolution
with US and UK government agencies that have investigated HSBC’s conduct related to inadequate compliance with
anti-money laundering, BSA and sanctions laws, including the previously reported investigations by the DolJ, the
Federal Reserve, the Office of the Comptroller of the Currency and the US Department of Treasury’s Financial
Crimes Enforcement Network (‘FinCEN’) in connection with AML/BSA compliance, including cross-border
transactions involving our cash handling business in Mexico and banknotes business in the US, and the DoJ, the New
York County District Attorney’s Office, the Office of Foreign Assets Control (‘OFAC’), the Federal Reserve and the
Office of the Comptroller of the Currency regarding historical transactions involving Iranian parties and other parties
subject to OFAC economic sanctions. As part of the resolution, HSBC entered into a deferred prosecution agreement
among HSBC, HSBC Bank USA, the DolJ, the United States Attorney’s Office for the Eastern District of New York,
and the United States Attorney’s Office for the Northern District of West Virginia (the ‘US DPA’), and a deferred
prosecution agreement with the New York County District Attorney, and consented to a cease and desist order and,
along with HNAH, consented to a monetary penalty order with the Federal Reserve. In addition, HSBC Bank USA
entered into the US DPA, an agreement and consent orders with the Office of the Comptroller of the Currency, and

a consent order with FinCEN. HSBC also entered into an undertaking with the UK Financial Services Authority
(‘FSA’) to comply with certain forward-looking obligations with respect to anti-money laundering and sanctions
requirements over a five-year term.

Under these agreements, HSBC and HSBC Bank USA made payments totalling US$1,921m to US authorities and
will continue to cooperate fully with US and UK regulatory and law enforcement authorities and take further action
to strengthen their compliance policies and procedures. Over the five-year term of the agreement with the DoJ and
FSA, an independent monitor (who will, for FSA purposes, be a ‘skilled person’ under Section 166 of the Financial
Services and Markets Act (‘FSMA”)) will evaluate HSBC’s progress in fully implementing these and other measures
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it recommends, and will produce regular assessments of the effectiveness of HSBC’s compliance function. If HSBC
fulfils all of the requirements imposed by the US DPA and other agreements, the DOJ’s charges against it will be
dismissed at the end of the five-year period. The US DPA remains subject to certain proceedings before the United
States District Court for the Eastern District of New York. The DoJ or the New York County District Attorney’s
Office may prosecute HSBC in relation to the matters which are the subject of the US DPA if HSBC breaches the
terms of the US DPA.

Steps continue to be taken to address the requirements of the US DPA and the FSA undertaking to ensure
compliance, and that effective policies and procedures are maintained. In addition, the settlement with regulators does
not preclude private litigation relating to, among other things, HSBC’s compliance with applicable anti-money
laundering, BSA and sanctions laws.

In July 2012, HSBC Mexico paid a fine imposed by the Mexican National Banking and Securities Commission
amounting to 379m Mexican pesos (approximately US$28m), in connection with non-compliance with anti-money
laundering systems and controls.

US tax and broker-dealer investigations

HSBC continues to cooperate in ongoing investigations by the DoJ and the US Internal Revenue Service regarding
whether certain Group companies and employees acted appropriately in relation to certain customers who had US tax
reporting requirements. In connection with these investigations, HSBC Private Bank Suisse SA, with due regard for
Swiss law, has produced records and other documents to the DoJ and is cooperating with the investigation. Other
HSBC entities are also cooperating with the relevant US authorities, including with respect to US-based clients of

an HSBC Group company in India.

In April 2011, HSBC Bank USA received a summons from the US Internal Revenue Service directing HSBC Bank
USA to produce records with respect to US-based clients of an HSBC Group company in India. HSBC Bank USA
has cooperated fully by providing responsive documents in its possession in the US to the US Internal Revenue
Service.

Also in April 2011, HSBC Bank USA received a subpoena from the SEC directing HSBC Bank USA to produce
records in the US related to, among other things, HSBC Private Bank Suisse SA’s cross-border policies and
procedures and adherence to US broker-dealer and investment adviser rules and regulations when dealing with US
resident clients. HSBC Bank USA continues to cooperate with the SEC. HSBC Private Bank Suisse SA has also
produced records and other documents to the SEC and is cooperating with the SEC’s investigation.

Based on the facts currently known in respect of each of these investigations, there is a high degree of uncertainty as
to the terms on which the ongoing investigations will be resolved and the timing of such resolution, including the
amounts of any fines and/or penalties. As matters progress, it is possible that any fines and/or penalties could be
significant.

Investigations and reviews into the setting of London interbank offered rates, European interbank
offered rates and other benchmark interest and foreign exchange rates

Various regulators and competition and enforcement authorities around the world including in the UK, the US,
Canada, the EU, Switzerland and Asia, are conducting investigations and reviews related to certain past submissions
made by panel banks and the processes for making submissions in connection with the setting of London interbank
offered rates (‘Libor’), European interbank offered rates (‘Euribor’) and other benchmark interest and foreign
exchange rates. Several of these panel banks have reached settlements with various regulatory authorities. As certain
HSBC entities are members of such panels, HSBC and/or its subsidiaries have been the subject of regulatory
demands for information and are cooperating with those investigations and reviews. Based on the facts currently
known, there is a high degree of uncertainty as to the resolution of these regulatory investigations and reviews,
including the timing. The potential impact and size of any fines or penalties that could be imposed on HSBC cannot
be measured reliably.

In addition, HSBC and other panel banks have been named as defendants in private lawsuits filed in the US with
respect to the setting of Libor, including putative class action lawsuits which have been consolidated before the US
District Court for the Southern District of New York. The complaints in those actions assert claims against HSBC
and other panel banks under various US laws including US antitrust laws, the US Commodities Exchange Act, and
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Related party transactions

state law. Based on the facts currently known, it is not practicable at this time for HSBC to predict the resolution of
these private lawsuits, including the timing and potential impact on HSBC.

Related party transactions

Related parties of the Group and HSBC Holdings include subsidiaries, associates, joint ventures, post-employment
benefit plans for HSBC employees, Key Management Personnel, close family members of Key Management
Personnel and entities which are controlled or jointly controlled by Key Management Personnel or their close family
members.

Key Management Personnel are defined as those persons having authority and responsibility for planning, directing
and controlling the activities of HSBC Holdings, being the Directors and Group Managing Directors of HSBC
Holdings.

Compensation of Key Management Personnel

HSBC
2012 2011 2010
US$m USSm US$m
Short-term employee BENefits ...........cccuciviririiiciirieeccc e 37 34 39
Post-employment DENETILS ........c.coiriiiriiiriiieieeeee e 1 2 3
Other long-term employee benefits .........c.cocovrreiriniririeieiireeceeseeeeeeee 10 7 1
Share-based PAYMENTS .......cveieerieirieieieieieeee ettt ese et b e neene s 43 53 49
91 96 92

Transactions, arrangements and agreements involving related parties

Particulars of advances (loans and quasi-loans), credits and guarantees entered into by subsidiaries of HSBC
Holdings during 2012 with Directors, disclosed pursuant to section 413 of the Companies Act 2006, are shown
below:

At 31 December

2012 2011
US$m US$m
AdVANCES ANA CTEAILS ....vevietieietiieteieit ettt ettt ettt sbese s s e st eseseese st et et esesseneeseneeseneesensens 7 8

Particulars of transactions with related parties, disclosed pursuant to the requirements of IAS 24, are shown below.
The disclosure of the year-end balance and the highest amounts outstanding during the year in the table below is
considered to be the most meaningful information to represent the amount of the transactions and the amount of
outstanding balances during the year.

2012 2011
Highest Highest
amounts amounts
Balance at outstanding Balance at outstanding
31 December during year 31 December during year
US$m US$m US$m US$m
Key Management Personnel'
Advances and Credits ........ovoeereirerireeeeeeeee s 153 242 112 120
GUATANTEES ...t 8 12 12 12

1 Includes Key Management Personnel, close family members of Key Management Personnel and entities which are controlled or jointly
controlled by Key Management Personnel or their close family members.

Some of the transactions were connected transactions, as defined by the Rules Governing The Listing of Securities on
The Stock Exchange of Hong Kong Limited but were exempt from any disclosure requirements under the provisions
of those rules. The above transactions were made in the ordinary course of business and on substantially the same
terms, including interest rates and security, as for comparable transactions with persons of a similar standing or,
where applicable, with other employees. The transactions did not involve more than the normal risk of repayment or
present other unfavourable features.
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Shareholdings, options and other securities of Key Management Personnel

At 31 December

2012 2011
(000s) (000s)

Number of options held over HSBC Holdings ordinary shares under employee share plans ................. 358 545
Number of HSBC Holdings ordinary shares held beneficially and non-beneficially .............cccoeeueeiee 14,713 15,384
Number of HSBC Holdings 6.5% Subordinated Notes 2036 held beneficially and non-beneficially ... 300 300
Number of HSBC Bank 2.875% Notes 2015 held beneficially and non-beneficially ..........cccccoveeuenene 5 -
15,376 16,229

Transactions with other related parties of HSBC
Associates and joint ventures

The Group provides certain banking and financial services to associates and joint ventures, including loans,
overdrafts, interest and non-interest bearing deposits and current accounts. Details of the interests in associates and
joint ventures are given in Note 22. Transactions and balances during the year with associates and joint ventures were
as follows:

2012 2011
Highest Highest
balance during Balance at  balance during Balance at
the year' 31 December’ the year' 31 December'
USSm USSm US$m US$m
Amounts due from joint ventures:
— SUDOTAINALEd ...ovveviieiiieiiie e 5 1 6 5
— unsubordinated 391 210 459 441
Amounts due from associates:
—uUnSuUbOrdinated ..........c.ccooievierieieie e 3,554 2,736 3,117 2,569
3,950 2,947 3,582 3,015
Amounts due t0 JOINT VENTUIES .....c.cueueuerereerereriirerieiereienieieieneneaens 135 1 195 133
Amounts due t0 aSSOCIALES .....cuveveueeririeriierieieieteeeieeee e eeenes 854 264 587 475
989 265 782 608
COMMUITMENLS ..ttt s e esseneeseneas 326 45 184 92

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

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
including interest rates and security, as for comparable transactions with third-party counterparties.

Post-employment benefit plans

At 31 December 2012, US$5bn (2011: US$4.6bn) of HSBC post-employment benefit plan assets were under
management by HSBC companies. Fees of US$20m (2011: US$20m) were earned by HSBC companies for these
management services provided to its post-employment benefit plans. HSBC’s post-employment benefit plans had
placed deposits of US$285m (2011: US$1.2bn) with its banking subsidiaries, on which interest payable to the
schemes amounted to US$1.9m (2011: US$3m). The above outstanding balances arose from the ordinary course

of business and on substantially the same terms, including interest rates and security, as for comparable transactions
with third-party counterparties.

HSBC Bank (UK) Pension Scheme entered into swap transactions with HSBC as part of the management of the
inflation and interest rate sensitivity of its liabilities. At 31 December 2012, the gross notional value of the swaps
was US$31bn (2011: US$25bn), the swaps had a positive fair value of US$5.2bn (2011: positive fair value of
USS$5.6bn) to the scheme and HSBC had delivered collateral of US$7.1bn (2011: US$6.9bn) to the scheme in respect
of these swaps, on which HSBC earned no interest (2011: nil). All swaps were executed at prevailing market rates
and within standard market bid/offer spreads.

In order to satisfy diversification requirements, there are special collateral provisions for the swap transactions
between HSBC and the scheme. The collateral agreement stipulates that the scheme never posts collateral to HSBC.
Collateral is posted to the scheme by HSBC at an amount that provides the Trustee with a high level of confidence
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that would be sufficient to replace the swaps in the event of default by HSBC Bank plc. With the exception of the
special collateral arrangements detailed above, all other aspects of the swap transactions between HSBC and the
scheme are on substantially the same terms as comparable transactions with third-party counterparties.

In December 2011, HSBC Bank plc made a £184m (US$286m) contribution to the HSBC Bank (UK) Pension
Scheme. Following the contribution the Scheme purchased asset-backed securities from HSBC at an arm’s length
value, determined by the Scheme’s independent third-party advisers.

In December 2011 HSBC International Staff Retirements Benefits Scheme (‘ISRBS”) purchased asset-backed
securities from HSBC at an arm’s length value of US$34m, determined by the Scheme’s independent third party
advisers. This followed an agreement by HSBC Asia Holdings BV to make a contribution of the same amount to
ISRBS. No gain or loss arose on the transaction.

ISRBS entered into swap transactions with HSBC to manage the inflation and interest rate sensitivity of the liabilities
and selected assets. At 31 December 2012, the gross notional value of the swaps was US$1.8bn (2011: US$1.7bn)
and the swaps had a net positive fair value of US$328m to the scheme (2011: US$297m). All swaps were executed at
prevailing market rates and within standard market bid/offer spreads.

HSBC Holdings

Details of HSBC Holdings’ principal subsidiaries are shown in Note 25. Transactions and balances during the year
with subsidiaries were as follows:

2012 2011
Highest Highest
balance during Balance at  balance during Balance at
the year' 31 December’ the year' 31 December’
USSm USSm US$m US$m
Assets
Cash @t DANK ......c.oieiiieiieieceeeee s 429 353 471 316
DEIIVALIVES ..ttt enens 4,122 3,768 4,220 3,568
Loans and advances .. . 41,675 41,675 28,821 28,048
Financial investments ....... . 1,208 1,208 2,093 1,078
Investments in SUDSIAIATIES .........cceeeevieieieieieeieceere e 92,234 92,234 93,008 90,621
Total related party aSSets ........occoeeeoveerirerieerieieeeeeeeeee e 139,668 139,238 128,613 123,631
Liabilities
Amounts owed to HSBC undertakings .. .. 12,856 12,856 3,129 2,479
DETIVALIVES .viviiviieiieiiieeieetee ettt eaens 1,536 760 1,181 1,067
Subordinated liabilities:
— At AMOTISEA COS ..vvivviririiiietietieeeeiee ettt 2,493 1,696 2,609 2,437
— designated at fair value ..........ccooeoeveiienirencecee 4,271 4,260 4,627 3,955

Total related party lHabilities .........cccovvereeinririeciiceccces 21,156 19,572 11,546 9,938
GUATANEEES ....vviveeietenieeeseeee ettt et eee et ee s s eseeseneseeneas 49,560 49,402 49,527 49,402
COMMULMENTS .....vivveviveeieteeieteeet ettt et ese e ssenseseaeas 1,811 1,200 2,753 1,810

1 The disclosure of the year-end balance and the highest month-end balance during the year is considered the most meaningful
information to represent transactions during the year. The above outstanding balances arose in the ordinary course of business
and were on substantially the same terms, including interest rates and security, as for comparable transactions with third-party
counterparties. There were no exceptions (2011: US$63m) in respect of loans to HSBC subsidiaries from HSBC Holdings made at
an agreed zero per cent interest rate.

Some employees of HSBC Holdings are members of the HSBC Bank (UK) Pension Scheme, which is sponsored by a
separate Group company. HSBC Holdings incurs a charge for these employees equal to the contributions paid into
the scheme on their behalf. Disclosure in relation to the scheme is made in Note 7.
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45 Events after the balance sheet date

On 7 January 2013, Industrial Bank Co., Ltd. (‘Industrial Bank’), a principal associate, completed a private
placement of additional share capital to a number of third parties, thereby diluting the Group’s equity holding from

12.8% to 10.9%. As a result of this and other factors, the Group considers it is no longer in a position to exercise c%
significant influence over Industrial Bank and ceased to account for the investment as an associate from that date, S
giving rise to an accounting gain of HK$9.5bn or US$1.2bn. Thereafter, the holding is recognised as an available-for- g
sale financial investment. o
The disposal of the second tranche of shares in Ping An was completed on 6 February 2013. A description of this
disposal is provided in Note 26.
On 19 February 2013, we announced an agreement to sell HSBC Bank Panama S.A., recorded as part of our Latin
America segment, to Bancolombia S.A. for a total consideration of US$2.1bn in cash. The transaction is subject to q;)
regulatory approvals and other conditions and is expected to complete by the third quarter of 2013. The assets and S
liabilities of these operations were not classified as held for sale at 31 December 2012 as the sale was not yet o
considered highly probable at that time. .‘_(_g
=
On 28 February 2013, HSBC Bank USA entered into an agreement with the Office of the Comptroller of the o
Currency, and HSBC Finance and HNAH entered into an agreement with the Federal Reserve Board in relation to the i
Independent Foreclosure Review. Additional information is provided in Note 43. °2’
=
A fourth interim dividend for 2012 of US$0.18 per ordinary share (a distribution of approximately US$3,327m) was =
declared by the Directors after 31 December 2012. CZJ_
(@)
These accounts were approved by the Board of Directors on 4 March 2013 and authorised for issue.
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