HSBC <)

Annual Report and Accounts 2013

HSBC Holdings plc




HSBC HOLDINGS PLC

Annual Report and Accounts 2013

Contents

This document comprises the Annual Report and Accounts
2013 for HSBC Holdings plc and its subsidiaries. It
contains the Srategic Report, the Report of the Directors
and Financial Statements, together with the Independent
Auditor’s Report thereon, as required by the UK
Companies Act 2006 (Strategic Report and Directors’
Report) Regulations 2013. The Strategic Report on pages
1 to 46, the Report of the Directors on pages 47 to 377 and
the Directors’ Remuneration Report on pages 378 to 407
have each been drawn up in accordance with the
requirements of English law, and liability in respect
thereof is also governed by English law. In particular,

the liability of the Directors for these reportsis solely

to HSBC Holdings plc.

Additional information, including commentary
on 2012 compared with 2011, may be found in the
Form 20-F filed with the US Securities and Exchange
Commission and available on www.hsbc.com and
VWWW.SEC.QOV.

Certain defined terms

Unless the context requires otherwise, ‘HSBC Holdings'
means HSBC Holdings plc and ‘HSBC', the ‘Group’, ‘we',
‘us and ‘our’ refer to HSBC Holdings together with its
subsidiaries. Within this document the Hong Kong Special
Administrative Region of the People’s Republic of China
isreferred to as ‘Hong Kong'. When used in the terms
‘shareholders’ equity’ and ‘total shareholders’ equity’,
‘shareholders’ means holders of HSBC Holdings ordinary
shares and those preference shares classified as eguity.
The abbreviations ‘US$m’ and ‘US$bn’ represent millions
and billions (thousands of millions) of USdollars,
respectively.

Financial statements

The consolidated financial statements of HSBC and the
separate financial statements of HSBC Holdings have been
prepared in accordance with International Financial
Reporting Sandards (' IFRSs') asissued by the
International Accounting Sandards Board (‘IASB’) and
as endor sed by the European Union (‘EU’). EU-endorsed
IFRSs could differ from IFRSs as issued by the IASB if, at
any point in time, new or amended | FRSs were not to be
endorsed by the EU. At 31 December 2013, there were

no unendor sed standards effective for the year ended

31 December 2013 affecting these consolidated and
separate financial statements, and there was no difference
between |FRSs endorsed by the EU and IFRSs issued

by the IASB in terms of their application to HSBC.
Accordingly, HSBC' sfinancial statements for the year
ended 31 December 2013 are prepared in accordance
with IFRSs asissued by the |ASB.

We use the US dollar as our presentation currency
because the USdollar and currencies linked to it form
the major currency bloc in which we transact and fund
our business. Unless otherwise stated, the information
presented in this document has been prepared in
accordance with IFRSs.

When reference to ‘underlying’ ismadein tables
or commentaries, the compar ative information has
been expressed at constant currency (see page 47),
the impact of fair value movementsin respect of credit
spread changes on HSBC' s own debt has been eliminated
and the effects of acquisitions, disposals and dilutions
have been adjusted as reconciled on page 50. Underlying
return on risk-weighted assets (‘ RORWA'") is defined and
reconciled on page 71.
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HSBC HOLDINGS PLC

Strategic Report

Who we are / Our purpose

Who we are
HSBC is one of the largest banking and

financial services organisations in the world. connecting customers to opportunities, g

enabling businesses to thrive and economies 2

Customers: to prosper, and ultimately helping people to )

54 million fulfil their hopes and realise their ambitions. &

@

Served by: Our strategic priorities &»
254,000 employees

Through four global businesses:
Retail Banking and Wealth Management
Commercia Banking

Our purpose

Our purpose is to be where the growth is,

We aim to be the world’s leading and most
respected international bank. We will
achieve this by focusing on the needs of our
customers and the societies we serve,
thereby delivering long-term sustainable

Global Banking and Markets value to all our stakeholders. %
Global Private Banking S
For 2011 to 2013, we defined strategic actions across o
Located in: three areas:. capital deployment, organisation and ©
75 countries and territories cost efficiency, and growth. In May 2013, we §
announced a set of three interconnected and equally <
Across six geographica| regions: Welghted prioriti%for 2014 to 2016 to help us -
Europe deliver our strategy:
HongKong e grow the business and dividends;
Rest of Asia-Pacific . e implement Global Standards; and
Middle East and North Africa e streamline processes and procedures. ©
North America <
Latin America These priorities form the basis for this Srategic o
Report. Each priority isinterrelated, complementary s
Offices: and underpinned by initiatives within our day-to-day 8
Over 6,300 business. Together they create value for our )
customers and shareholders, and contribute to the g
Global headquarters: long-term sustainability of HSBC. g
L.ondon A diagrammatic representation of the priorities and their ©
related themesis provided on page 12.
Market capitalisation:
US$207 billion How we measure performance
Listed on stock exchanges in: Wetrack our prqgr&ss_inimplaﬂeqting c_)ur strategy g
L ondon with arange of financial and non-financial measures GE)
Hong Kong or key performance indicators. Specific targets have %
New York been set for the period 2014 to 2016 at both a Group &
Paris level and for each of our global businesses and I
1 (&)
Bermuda regions. =
L%

Shareholders:
216,000 in 131 countries and territories

Cover images: internationalisation of the renminbi

The images show the views from HSBC's head
offices in Shanghai, Hong Kong and London - the
three cities that are key to the development of
China’s currency, the renminbi (‘RMB’). The growth
of the RMB is set to be a defining theme of the 21st
century. HSBC has RMB capabilities in over 50
countries and territories worldwide, where our
customers can count on an expert service.

Rewarding performance

The remuneration of al staff within the Group,
including executive Directors, is based on the
achievement of financial and non-financial
objectives. These objectives, which are aligned with
the Group’ s strategy, are detailed in individuas
annual scorecards. To be considered for avariable
pay award, an individual must have fully complied
with HSBC Values.

For further information on HSBC Values, see page 25.

Shareholder Information



HSBC HOLDINGS PLC

Strategic Report (continued)
Highlights of 2013 / Group Chairman’s Statement

Highlights of 2013

» Profit before tax was up 9% to >
US$22.6bn on a reported basis.
Underlying profit before tax was up 41% to
US$21.6bn.

» Considerable progress in delivering on
strategic priorities including the disposal or >
closure of afurther 20 businesses and non-core
investments announced in 2013, helping make
HSBC easier to manage and control.

Reinforced HSBC's position as one of the
best-capitalised banks in the world. Based
on our current understanding of capital rules, we
remain well-placed to meet expected future
capital requirements.

Dividends to shareholders increased to
US$9.2bn as capital strength creates capacity
for organic growth and allows us to increase the
dividends paid.

Profit before taxation Capital strength Cost efficiency ratio
(reported basis) (core tier 1 ratio)* (reported basis)?
£14.4bn o) At 31 December lo)
US$226bn HK$175bn 13.6% 59.6%
62.8
21.9 226
20.6 13.6 59.6
X 12.3
19.0 57.5
105 04 55.2
9.4
52.0
7.1
2009 2010 2011 2012 2013 2009 2010 2011 2012 2013 2009 2010 2011 2012 2013
Dividends per ordinary share Return on average ordinary Share price
(in respect of year)® shareholders’ equity* at 31 December
£0.31 o HK$84.15
US$049 HK$3.80 9.2% £6.62 US$55.13 American
Depositary Share
0.49 10.9 7.09
0.45 05 6.51 647 662
0.41 9.2
8.4
0.36
0.34 4.91
5.1
2009 2010 2011 2012 2013 2009 2010 2011 2012 2013 2009 2010 2011 2012 2013

For a description of the difference between reported and underlying performance, see page 16.

For footnotes, see page 46.



Group Chairman’s Statement

Against the wel come backdrop of generally
improving economic conditions, we significantly
progressed the reshaping of HSBC during 2013.
Thefocus of these efforts was two-fold; alongside
concentrating on capturing the high quality
opportunities from and within our increasingly
distinctive international network and diversified
business model we strove to improve risk
management and control through eliminating or
restructuring businesses with higher inherent risk
characteristics. The combination of our commitment
to implementing Global Standards, addressing
regulatory changes and managing increased capital
discipline has driven afundamental review of all
aspects of our business. | have no doubt that a stronger
HSBC is emerging from this process. The Group
Chief Executive' s Review gives greater detail of the
progress made on thisjourney and draws out the key
elements of HSBC' s performance in 2013.

If thereis one thing to highlight from all the work
being done, it is the recognition of the benefitsto our
customers of the connectivity we can deliver across
geographies and through our universal banking model.
Aswe reshape HSBC we shall not lose sight of the
importance of these network benefits or of the fact
that this network has taken close to 150 yearsto build.

Nowhere isthis more evident than in our
busi nesses facilitating cross-border investment and
trade activities. Our geographic presence, which
straddles both the key devel oped Western economies
and the most important marketsin Asia, Latin
Americaand the Middle East, adds both comparative
advantage and resilience to our competitive
positioning.

Chinafinished the year with record trade figures,
thereby becoming the largest trading nation in the
world, and it isfitting that the cover of thisyear’'s
Annua Report features the three citieswhere HSBC's
trade credentials were established in 1865 and which
are now playing key rolesin the internationalisation
of the renminbi, namely Shanghai, Hong Kong and
London.

Performance in 2013

HSBC' s performance in 2013 was reassuringly sound
across our main business areas with good underlying
momentum in areas of targeted investment.

Pre-tax profit on areported basis was US$22.6
billion, 9% or US$1.9 billion higher than that reported
in 2012. On an underlying basis, profit before tax
was 41% (US$6.3 hillion) ahead of last year, driven
primarily by welcome reductionsin loan impairment
charges aswell asin fines and penalties and customer
redress costs.

These improvements flow in large part from the
re-positioning of the Group and from enhanced risk
controls given effect over the last three years.

Earnings per share of US$0.84 compared with
US$0.74 in 2012. Shareholders' equity stood at
US$181.9 hillion, some US$6.6 hillion higher than at
the start of the year. The Group’s market capitalisation
rose over the year by US$13 billion and at
US$207 hillion exceeded shareholders’ equity by
US$25 hillion or 14%.

Continuing strong capital generation from
operating results, together with the favourable effect
of the ongoing run-off of exit portfolios and non-core
disposals, lifted our coretier 1 ratio to 13.6%
compared with 12.3% at the start of the year.

Taking account of our strong capital position
and earnings performance, the Board has approved
afourth interim dividend in respect of 2013 of
US$0.19 per share, as against US$0.18 per sharein
2012. The Board intends to maintain the first three
quarterly interim dividendsin respect of 2014 at
US$0.10 per share. Totd dividendsin respect of 2013
of US$0.49 per share were 9% or US$0.04 higher
than in 2012, amounting to US$9.2 billion in
aggregate, an increase in pay-out of US$0.9 billion.

Once again in 2013, the British Government
increased the rate of the bank levy imposed on the
consolidated balance sheets of UK domiciled banks
and expanded the scope of the levy. Thisincreased the
cost to HSBC in 2013 by US$321 million, taking the
levy for the year to US$904 miillion, of which US$484
million related to non-UK banking activity. The
impact of the levy represented US$0.05 per share
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HSBC HOLDINGS PLC

Strategic Report (continued)
Group Chairman’s Statement

which would otherwise have been available for
distribution to shareholders or retained to strengthen
the capital base or support incremental growth.

Global Standards and regulatory change

In the current public policy debates about how best to
restore and expand economic growth, two themes
critical to our industry stand out. First, how to prevent
another financial crisis and what tools are needed to
minimise the cost to society should one occur.
Second, how to achieve a better balance between
economic activity and amore eguitable distribution of
the economic growth that is generated in the future.

We are clear that through building the further
resilience mandated by global regulatory changes and
by implementing and adhering to global standardsin
all aspects of compliance, we can address both sets
of objectives and build a more sustainable future for
HSBC. Much has been done but there is much still
to do.

The Group Chief Executive' s Review highlights
the priority we giveto this agenda. It remainsthe
key focus of the Board' s governance of executive
performance. In executing these responsibilities, the
Board isaso acutely aware of its commitments under
the Deferred Prosecution Agreement and associated
regulatory undertakings entered into in December
2012. Asreported at our interim results, Michael
Cherkasky, the Monitor appointed to evaluate and
report upon the effectiveness of the Group’s AML and
sanctions compliance function and HSBC' s progress
in meeting itsremedial obligations, commenced his
work in July last year. The Board, both directly and
through its Financial System Vulnerabilities
Committee, has established a good working
relationship with the Monitor in order to support him
and his team in the execution of their assignment.

Responding to heightened standards

Sustainable successin banking is founded upon
meeting the expectations of society. Fundamentally,
this means delivering transparent and fair outcomes to
our customers. It also means avoiding any perception
of self-interest by ensuring there is a proper division
of vaue between providers and consumers of
financia products and services. While regulatory
changes seek to address the framework supporting
these outcomes, responsibility and accountability rest
with the industry itself, and ultimately with the
management and boards of individual institutions. We
understand this and strive to be seen as proactively
responsive to rising expectations. We made good
progressin 2013 in thisregard. In particular, we
redesigned the compensation frameworks in Retail

Banking and Wealth Management around the
customer, so that from the start of 2014 we have
removed the link between financial reward
opportunity and product sales for substantialy all of
our staff in our retail and wealth businesses. We have
also stepped up the Board' s governance oversight
over conduct and behavioural issues, and | deal with
thislater.

Board changes

Itiscritical to al we do that we have the breadth and
depth of experience on the Board necessary to provide
effective governance and challenge. Aswe refresh the
Board to take account of planned retirements, we seek
to add skills and experience complementary to those
already on the Board in order to strengthen the range
of oversight competences within the Board. Through
the Nomination Committee we look up to two years
ahead to identify a pipeline of suitable candidates and
| am hugely encouraged by the quality of individuals
we are able to identify and attract.

We shall be saying goodbye to two long-serving
Directors later this year. Both John Coombe and
James Hughes-Hallett have given outstanding service
and commitment over their nine years on the Board
and its Committees. They will not seek re-election at
the AGM in May.

In histime on the Board, in addition to his
measured contributions to Board discussions, John has
brought awealth of business and financial experience
and expertise to the Group Audit Committee, which
latterly he chaired, and to the Group Risk and
Remuneration Committees. In these roles he has
taken on a considerable workload and critical
responsibilities throughout periods of significant
economic and market uncertainty and major
regulatory change. Upon hisretirement it is proposed
that John will be succeeded in hisrole as Chair of the
Group Audit Committee by Renato Fasshind.

With his deep experience of managing a broad
range of international businesses, notably in the Far
East, James has brought a businessman’s perspective
to the Board as well as detailed knowledge of both
Hong Kong and mainland China. James has served
with distinction on the Group Audit, Risk, Corporate
Sustainability and Nomination Committees.

On behaf of the Board and shareholders, |
want to take this opportunity to acknowledge their
contribution to HSBC and record our appreciation and
gratitude for their long and distinguished periods of
service.

On 21 February we announced the appointment
of anew Director to the Board.



Kathleen Casey, aformer Commissioner of the
US Securities and Exchange Commission (* SEC'),
will join the Board as an independent non-executive
Director with effect from 1 March 2014. She will
become amember of the Group Audit Committee and
the Financia System Vulnerabilities Committee.

Kathleen served as an SEC Commissioner from
2006 to 2011, acting as the regulator’s principal
representative in multilateral and bilateral regulatory
dialogues including with the G-20 Financial Stability
Board and the International Organisation of Securities
Commissions. Before being appointed Commissioner,
Kathleen spent 13 years on Capitol Hill, holding
various positionsincluding Staff Director and Counsel
of the United States Senate Committee on Banking,
Housing and Urban Affairs (2003-2006).

Kathleen brings to the Board a wealth of
experience of financial services regulation gained
though public service at akey time in the regulatory
evolution of the sector. Her skillswill complement
well the diverse background and experience of the
Board.

Governance changes

Recognising the benefits to be had from reinforcing
the links between our major subsidiary boards and
HSBC Holdings, the Board invited Rona Fairhead to
extend her term of service on the Board and take on
the Chairmanship of HSBC North America Holdings
Inc. The Board was delighted when she accepted this
invitation, taking on her new role with effect from the
start of thisyear.

Findly, the Board considered in depth the
conclusions and recommendations of the
Parliamentary Commission on Banking Standards
on conduct and behaviour in banks and concluded that
the Board should expand and enhance its oversight of
these areas. Accordingly, the Board has established a
new Committee, the Conduct and Values Committee,
into which will be folded much of what was done
historically in the Group Corporate Sustainability
Committee. | am delighted to report that Rachel
Lomax has agreed to chair this new committee.
Further details of itsterms of reference and
membership are set out on page 362.

Looking forward

Aswell as addressing the regulatory and governance
challenges we face, it is essential to keep a sense of
perspective and be able to focus on the significant
opportunities arising from successful execution of our
strategy. Let me outline four by way of illustration.

Firgt, trade. HSBC was founded on financing
trade and investment flows. By 2050 trade and capita
flows between Asig, the Middle East and Latin
America, in which we are well represented, could
increase tenfold. The internationdlisation of the
renminbi, where HSBC is dready the leading
internationa bank, will amplify these opportunities.

Second, the world’ s population is ageing,
necessitating considerably greater privately funded
retirement saving. HSBC' sresearch shows that
globally some 48% of people have never saved for
retirement and that 56% admit they are not preparing
adequately.

Third, asthe world’ s population expands thereis
an urgent need to fund the technology and
infrastructure investment that will deliver the energy,
water and food needed to support the extratwo billion
people predicted to be living by 2050.

Fourth, we need to invest to bring to our
customers the benefits available through smarter
digital technology and richer data.

The above represent only some of the foreseeable
changes to which banking needs to respond in order to
enable our customers better to meet their financia
needs and aspirations.

The opportunities are clear; HSBC's commitment
to be atrusted partner in the delivery of these
opportunitieslies at the heart of our strategy. Our
ability to succeed liesin the strength and range of our
networks and our universal banking model. The rest
of this Srategic Report coversthe detall of that

strategy.

Finaly, what we have achieved in 2013 and what
we plan to do rests upon the dedication and
commitment of our employees, the continuing support
of our customers, counterparties and shareholders, the
trust of our regulators and public confidence more
generally. On behaf of the Board, | want to take this
opportunity to thank our staff for all their efforts and
their continuing loyalty to HSBC, and to commit to
those we serve and those who regulate us that we are
focused on continuing to earn their trust and deserve
their confidencein HSBC.

D JHint, Group Chairman
24 February 2014

+—
=
o
o
(&)
o
=
(2]
(&)
=
@©
-
-
wn

Financial Review

Corporate Governance

Financial Statements

Shareholder Information



HSBC HOLDINGS PLC

Strategic Report (continued)
Group Chief Executive’s Review

Group Chief Executive’s
Review

2013 marked the end of the first stage of
implementation of our strategy for HSBC.
Throughout this three-year period we have worked
constantly to reshape HSBC and improve returns.
The Group today isleaner and simpler than in 2011
with strong potentia for growth.

In 2011, | outlined a strategy to realise our
purpose as a business and to establish HSBC as
the world’ s leading international bank. It aimsto
capitalise on two mgjor trends: the continuing
growth of international trade and capital flows; and
wealth creation, particularly in Asia, the Middle East
and Latin America. Over the last three years we have
put thisinto action, pursuing more effective capital
deployment, greater organisational efficiency and
improved growth.

We have simplified HSBC considerably since
2011, initiating the disposal or closure of 63 non-
strategic businesses or non-core investments,
including 20 in 2013. This represents a potential
reduction in risk-weighted assets of around
US$95bn, equivalent to about 9% of 2010 year-end
risk-weighted assets. To date, about US$90bn in
risk-weighted assets have been released with,
potentially, some US$5bn still to come.

We have transformed the way that we run the
business, exerting pressure on costs and making it
easier to manage and control. We have installed
consistent business models, reshaped global
businesses and global functions, and removed layers
of management to give staff greater responsibility,
improve decision making and remove bureaucracy.
The number of full-time equivalent employees has
been reduced from 295,000 at the start of 2011 to

254,000 at the end of 2013, primarily through
disposals and our cost-reduction programmes. We
achieved an additional US$1.5bn of sustainable cost
savings bringing our total annualised sustainable cost
savings to US$4.9bn since 2011. This comfortably
exceeded our target of US$2.5-3.5bn and provides
good momentum into 2014. On a constant currency
basis and excluding UK customer redress and
restructuring costs, operating expensesin 2013 were
broadly flat compared to 2010. This demonstrates
the impact of our sustainable cost savings and
business disposalsin broadly offsetting cost
increases, which came primarily from inflationary
pressures, the UK bank levy and investment in risk
and compliance, as well as business initiatives.

We have positioned HSBC to capture
international trade and capital flows, 90% of which
go through markets covered by our international
network. We have also sought to capitalise on the
advantages that our unique network provides.

We have focused on our product capabilities to
broaden client coverage, grown revenue through
greater collaboration between global businesses and
strengthened them through investment and senior
hires in strategic markets such as Hong Kong,
mainland China and Germany. We have also
combined our market-leading positionin Asia
and our global reach to cement our position asthe
number one international bank for renminbi (‘RMB’)
business in the world, as recognised by the 2013
Asiamoney Offshore RMB Services Survey. Our
leadership in the Greater Chinese market continues
to bereflected in our first place rankingsin the dim
sum bond issuance and Hong Kong M& A league
tables for 2013, and the announcement that we are
the first custodian bank to service London-based
renminbi qualified foreign institutional investors.

Our presence in markets across al of the major
global trade routes has enabled us to support clients
with international growth ambitions. In 2013 alone,
we launched fundsin Canada, Egypt, France,
Mexico, Turkey, the UAE, the UK and the US
offering financing to help our internationally focused
SME clients. We have continued to build our
international network through investmentsin city
clusters, notably in the US, mainland Chinaand
Germany. Our clients are also benefiting from the
global network of China desks that we established to
assist companies trading with and from mainland
China.

We a'so helped many of our customers achieve
their personal ambitions. For instance, in the UK we
lent £3.8bn (US$6.0bn) to help more than 30,000
first-time buyers purchase their own home in 2013.



We also provided greater convenience for our
retail customers by rolling out new mobile
applications across 25 key markets, with 2.5 million
downloadsin 2013.

Through actions like these we have aready
replaced approximately athird of the reduction in
total revenue from disposals by growing our
business since the start of 2011.

Although much progress has been made since
2011, we did not meet all of our targets by the end
of 2013. Our reported cost efficiency ratio of 59.6%
and return on equity of 9.2% in 2013 were both
outside our target ranges, in part affected by
continuing UK customer redress. In addition, there
is further work required to grow our incremental
wealth revenues to achieve our target of US$3bn
in the medium term.

Performance

Our performance in 2013 was influenced by the
strategic measures that we have taken since the start
of 2011.

Reported profit before tax was US$22.6bn,
US$1.9bn higher than 2012, and underlying profit
before tax was US$21.6bn, US$6.3bn higher than
last year. Underlying revenue grew 9% faster than
costsin 2013.

Underlying profit before tax was higher in
three out of our four global businesses and all of
our regions, with the exception of Latin America
where underlying profit before tax fell. Whilst
our performance in Latin America was affected by
slower economic growth and inflationary pressures,
we made significant progress in repositioning our
portfolios with afocus on our priority markets of
Brazil, Mexico and Argentina.

In Commercia Banking, underlying profit
before tax increased by 5%, driven by higher
revenues and lower costs. Higher revenue reflected
average balance sheet growth, partly offset by spread
compression, together with higher lending fees and
improved collaboration with our other global
businesses. These factors were partially offset by
higher loan impairment charges, notably in Latin
America.

In Global Banking and Markets, underlying
profit before tax increased by 15%. This was driven
by higher revenue and significantly lower loan
impairment charges and other credit risk provisions.
Theincrease in revenue was, in part, underpinned
by aresilient performance in the mgjority of our
customer-facing businesses.

In Retail Banking & Wealth Management
underlying profit before tax increased by US$2.4bn
as we made further progress in running-off the
Consumer Mortgage and Lending (‘CML") portfolio
in North America, with the improvement in loan
impairment charges more than offsetting the decline
in revenue. Our Retail Banking & Wealth
Management business excluding the US run-off
portfolio benefited from lower UK customer redress
charges and further sustainable cost savings, together
with revenue growth, mainly in Hong Kong and
Europe excluding the loss on sale of the HFC Bank
secured lending portfalio.

We continued to address legacy issues and
reposition our business model and client base in
Global Private Banking, which in part resulted in a
reduction in underlying profit before tax of
US$0.7bn.

Our capital position strengthened over the year.
Our coretier 1 ratio increased to 13.6% and our
estimated CRD IV end point basis common equity
tier 1 ratio increased to 10.9%. We remain well
placed to meet expected future capital requirements,
and will continue to review the evolution of the
regulatory environment.

We continued to demonstrate our ability to
generate capital to grow our business and to support
our progressive dividend policy, cementing our
status as one of the highest dividend payersin the
FTSE.

Strategy - next phase

2014 marks the beginning of the next phase of
strategy implementation. Thiswill be a continuation
of the work that we began in 2011, albeit with new
goasinformed by our experience of the past three
years.

At our investor update in May we reaffirmed
our return on equity target at 12-15% and modified
our cost-efficiency target for 2014-16 to mid-50s.
We also announced three strategic priorities for
2014-16, each of equal importance.

First, our strategy is designed to further grow
the business and dividends. We will continue to
recycle risk-weighted assets from lower return to
higher return parts of the Group. Our capital strategy
aimsto increase dividends progressively. If we are
unable to deploy the remaining capital ourselvesin
such away that it provides incremental value for our
shareholders, we may seek to neutralise the effect of
scrip dividends through share buy-backs, subject to
regulatory capital requirements and shareholder
approval. We shall also continue to wind down and
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Strategic Report (continued)
Group Chief Executive’s Review / Value creation and long-term sustainability > How we create value

thus reduce the impact of our portfolio of legacy
businesses.

Second, we will continue to implement our
Global Standards programme which we believe will
increase the quality of the Group’s earnings. Global
Standards governs al of our activity and will drive
consistently high standards through HSBC globally.
We have made substantial investment in risk and
compliance capabilities across all businesses and
regions to strengthen our response to the ongoing
threat of financial crime, and will continue to do so.
Thisisthe right thing to do, in line with our values,
and we believe that it will aso become a source of
competitive advantage.

Third, we aim to deliver afurther US$2-3bn of
sustainable savings by streamlining our processes
and procedures without in any way compromising
our commitment to compliance and Global
Standards. There remains considerable scope within
the business to globalise and simplify many of our
operations and practices.

These priorities are essential to realising our
vision of establishing HSBC as the world's leading
international bank.

Outlook

We remain of the view that the GDP of mainland
Chinawill grow by 7.4% this year, the UK by 2.6%,
the USA by 2.5% and Western Europe by 1.2%.

Although there has been a sharp sell-off in some
emerging markets, both when tapering was first
talked of last June and more recently in January
of thisyear, we see this as areflection of specific
circumstances rather than a generalised threat. The
countries most affected have two common themes,
large current account deficits and the uncertain
outcomes arising from elections within ayear. Other
emerging markets such as Mexico have, by contrast,
been upgraded by the rating agenciesin the same
period. Overall, we remain optimistic about the
longer-term prospects of emerging markets and
especially the opportunities for HSBC, which will
arise from the anticipated material expansion in
South-South trade and capital flows. In the short
term, we stress the importance of differentiating
within and between individual countries within the
generic category of emerging markets. Nevertheless,
we anticipate greater volatility in 2014 and choppy
markets as adjustments are made to changing
economic circumstances and sentiment.

ST Gulliver, Group Chief Executive
24 February 2014



Value creation and long-term sustainability

e How we create value ........cccooovevevevecverecsnceiennnn. 9  Through our principal activities — making

. . payments, holding savings, providing finance =

e Long-term sustainability.........ccomcnniinrirnnns 10 and managing risks — we play a central role in 2
@ OUI SIFrAtEQY ...oooooooeeveeeeeeeeeeeeeeeeees e 11 society and in the economic system. Our target =
) o is to build and maintain a business which is Q

® Qur strategic Priorities ... 12 sustainable in the long term. <
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In May 2013, we reinforced our vision for the long-term direction of HSBC first outlined in 2011, together with a
clear strategy that will help us achieve it. It guides where and how we seek to compete. We constantly assess our
progress against this strategy and provide regular updates to stakeholders.

How we create value Value creation
S
Banks, and the individuals within them, play a o
crucia role in the economic and social system, ¥
) ) ) . Personal, corporate, governmental,
creating value for many parties in different ways. institutional and high net worth ©
We provide afacility for customers to securely and customers and counterparties 2
conveniently deposit their savings. We allow funds Branches || \oiworks || Markets 2
Lo

and offices

to flow from savers and investors to borrowers,
either directly or through the capital markets. The
borrowers then use these loans or other forms of

Products and Income

credit to buy goods or invest in businesses. By these ,| Loans/ [ Deposits + | [ Financial ‘
means, we help the economy to convert savings credit _||investments|| _services
which may be individually short-term into financing . g

. . ) Interest and fee income and other
which is, in aggregate, longer term. We bring income

together investors and people looking for investment
funding and we develop new financia products. We

Costs

aso facilitate personal and commercia transactions Risk
by acting as payment agent both within countries and and 4{ Loan losses ‘
internationally. Through these activities, we take on Capital

Corporate Governance

Salaries and other payments ‘ Employees

risks which we then manage and reflect in our prices. 4

Our direct lending includes residential and Infrastructure and other costs Third parties
commercia mortgages and overdrafts, and term

loan facilities. We finance importers and exporters

Taxes Governments

engaged in international trade and provide advances @
to companies secured on amounts owed to them by o
their customers. ’ Dividends ‘ Shareholders GE)
©
We also offer additional financial products Retained profit ‘ )
and services including broking, asset management, ©
. . . . . . (&)
financial advisory, lifeinsurance, corporate finance, Our main products and services are described in more detail =
securities services and alternative investments. We on page 79. E
make marketsin financial assets so that investors
have confidence in efficient pricing and the Our operating incomeis primarily derived from:
availability of buyers and sellers. We provide these e net interest income — interest income we earn on customer
products for clients ranging from governments to loans and advances and on our surplus funds, lessinterest
| dmid ket cornorates. small and medium expense we pay on interest-bearing customer accounts and 5
?‘rgea” mi _'mar_ p ekt Ium- debt securitiesin issue; =
sized enterprises, high net worth individuals and : ) . o
. . . . o net fee income — fee income we earn from the provision of ,E_
retail customers. We help customers raise financing financial services and products to customers less fees we S
from external investorsin debt and equity capital pay; and c
markets. We create liquidity and price transparency e net trading income — income from client driven trading @
in these securities alowing investors to buy and activities primarily conducted in Markets, including Foreign %
sell them on the secondary market. We exchange Exchangs Credit; Retes and Equities frering. [
national currencies, helping international trade. I
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HSBC HOLDINGS PLC

Strategic Report (continued)
Value creation and long-term sustainability / Our strategy

We offer products that help a wide range of
customers to manage their risks and exposures
through, for example, life insurance and pension
products for retail customers and receivables finance
or documentary trade instruments for companies.
Corporate customers also ask us to help with
managing the financial risks arising in their
businesses by employing our expertise and market
access.

An important way of managing risks arising
from changes in asset and liability values and
movementsin ratesis provided by derivative
products such as forwards, futures, swaps and
options. In this connection, we are an active market-
maker and derivative counterparty. Customers use
derivatives to manage their risks, for example, by:

e using forward foreign currency contracts to
hedge their income from export sales or costs
of imported materials,

e using an inflation swap to hedge future
inflation-linked liabilities, for example, for
pension payments,

e transforming variable payments of debt interest
into fixed rate payments, or vice versa; or

e providing investors with hedges against
movements in markets or particular stocks.

We charge customers a margin, representing the
difference between the price charged to the customer
and the theoretical cost of executing an offsetting
hedge in the market. We retain that margin, which
represents a profit to the Group, at maturity of the
transaction if the risk management of the position
has been effective.

We then use derivatives along with other
financial instruments to constrain the risks arising
from customer business within risk limits. Normally,
we will have customers both buying and selling
relevant instruments so our focus is then on
managing any residua risks through transactions
with other dealers or professional counterparties.
Where we do not fully hedge the residual risks we
may gain or lose money as market movements affect
the net value of the portfolio.

Stress tests and other risk management
techniques are a so used to ensure that potential
losses remain within our risk appetite under awide
range of potential market scenarios.
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In addition, we manage risks within HSBC,
including those which arise from the business we
do with customers.

For further information on our risk measures, see page 38,
and on how we manage our own risks, see page 39.

Long-term sustainability

At HSBC, we understand that the success of our
businessis closely connected to the economic,
environmental and social landscape in which we
operate. For us, long-term corporate sustainability
means achieving a sustainable return on equity and
profit growth so that we can continue to reward
shareholders and employees, build long-lasting

rel ationships with customers and suppliers, pay taxes
and duties in the countries in which we operate, and
invest in communities for future growth. The way
we do businessis asimportant as what we do: our
responsibilities to our customers, employees and
shareholders as well as to the countries and
communities in which we operate go far beyond
simply being profitable.

Continuing financial success depends, in part,
on our ability to identify and address environmental,
socia and ethical developments which present risks
or opportunities for the business. It aso depends
on the consistent implementation of the highest
standards everywhere we operate to detect, deter and
protect against financial crime. Our response to these
factors shapes our reputation, drives employee
engagement and affects the riskiness of the business,
and can help reduce costs and secure new revenue
streams.

Our international spread and the long-
established position of many of our businessesin
HSBC’'s home and priority growth markets, when
combined with our wide-ranging portfolio of
products and services, differentiate HSBC from our
competitors and give our business and operating
models an inherent resilience. This has enabled the
Group to remain profitable and grow through the
most turbulent of times for our industry, and we are
confident that the models will continue to stand us
in good stead in the future and will underpin the
achievement of our strategic priorities.

Our business and operating models are described in more
detail on page 13. For further information on our response to
environmental and community issues, see page 34.



Our strategy

Long-term trends

Our strategy is aligned to two long-term trends:

The world economy is becoming ever more
connected, with growth in world trade and
cross-border capital flows continuing to outstrip
growth in average gross domestic product. Over
the next decade we expect 35 markets to
generate 90% of world trade growth with a
similar degree of concentration in cross-border
capital flows.

Of the world' s top 30 economies, we expect
those of Asia-Pacific, Latin America, the
Middle East and Africato have increased by
around four-fold in size by 2050, benefiting
from demographics and urbanisation. By this
time they will be larger than those of Europe
and North America combined. By 2050, we
expect 18 of the 30 largest economies will be
from Asia-Pacific, Latin America or the Middle
East and Africa.

Competitive advantages

What matters in this environment are:

having an international network and global
product capabilities to capture international
trade and movementsin capital; and

being able to take advantage of organic
investment opportunities in the most attractive
growth markets and maintaining the capacity
to invest.

HSBC's competitive advantages come from:

our meaningful presence in and long-term
commitment to our key strategic markets;
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our strong ability to add to our capital base
while a'so providing competitive rewards to our
staff and good returns to our shareholders;

our stable funding base, with about
US$1.5 trillion of customer accounts of which
73% has been advanced to customers,

our business network, which covers over 90%
of global trade and capital flows; and

our local balance sheet strength and trading
capabilitiesin the most relevant financial hubs.

A two-part strategy

Based on these long-term trends and our competitive
advantages, we have devel oped atwo-part strategy:

A network of businesses connecting the world.
HSBC iswell positioned to capture growing
international trade and capital flows. Our global
reach and range of services place usin astrong
position to serve clients as they grow from small
enterprises into large multi-national s through
our Commercia Banking and Global Banking
& Markets businesses.

Wealth management and retail with local scale.
We will capture opportunities arising from
socia mobility and wealth creation in our
priority growth markets across Asia-Pacific,
Latin America and the Middle East, through our
Premier proposition and Global Private Banking
business. We will invest in full scale retail
businesses only in markets where we can
achieve profitable scale, namely in our home
markets of the United Kingdom and Hong
Kong.
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HSBC HOLDINGS PLC

Strategic Report (continued)
Value creation and long-term sustainability / Strategic priority 1 — Grow the business and dividends > Business model

Our strategic priorities

Our strategic priorities are designed to ensure we have a sustainable business for the long term.

Grow ... Implement ...
Profit underpins long-term business sustainability A global bank needs global standards - consistent
and growing our profit is an integral part of our operating principles that are fundamental to the
strategy. The conditions for creating value way we do business and which help us to
and generating profits are reflected in our detect, deter and protect against financial
business and operating models, which crime. Implementing Global Standards
determine how our global businesses, affects how we govern the Group, the
geographical regions and functions nature of our core business and the

performance, recognition and
behaviours of all our people
in managing high quality
customer relationships.
It starts with embedding
our HSBC Values in

everything we do.

interact. Delivering organic
growth will support
a progressive
dividend.

Financial
performance
(see page 16)

Operatin
'r)nodel J S Governance

(see page 14) (see page 25)
Value

creation

Business and long-term

model
(see page 13)

. . Employees
sustainability (see page 27)

Operations Customers
(see page 30) ) (see page 31)
Environment,

social and
community
0 (see page 34) )
3
6'8 6\)‘
<

Streamline ...

This initiative is critical to the long-term sustainability of our business.
Society’s expectations of the financial services industry are evolving
and becoming more demanding. At the same time, the digital revolution
is reducing barriers to new entrants to the industry and markets are
becoming increasingly competitive. In this environment, it is essential
that we focus relentlessly on improving efficiency, ensuring that all parts
of the Group streamline their processes and procedures and, as a
consequence, reduce their costs. In doing so, we must remain cognisant
of our wider obligations to the community, including human rights,
and the environment.
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Strategic priority 1

Grow the business and dividends

e Business model ..., 13
e Operating Model ... 14
e Financial performance ... 16

Our success in meeting our targets is described on
page 20.

Our targets are to:

1.

grow risk-weighted assets (‘RWA's) in line
with our organic investment criteria;

. progressively grow dividends and introduce

share buy-backs as appropriate; and

. reduce the effect of legacy and non-strategic

activities on our profit before tax and RWAs.

Business model

Our business model is based on an
international network connecting and
serving a cohesive portfolio of markets.

Our comprehensive range of banking and related
financial servicesis provided by operating
subsidiaries and associates. Services are primarily
delivered by domestic banks, typically with local
deposit bases.

The UK and Hong Kong are our home markets,
and a further 20 countries form our priority growth
markets (see table below). These 22 markets
accounted for over 90% of our profit before tax
in 2013, and are the primary focus of capital
deployment. Network markets are markets with
strong international relevance which serve to

HSBC's market structure

Hong Kong

complement our international spread, operating
mainly through Commercia Banking and Global
Banking and Markets. Our combination of home,
priority growth and network markets covers around

85-90% of all international trade and financial flows.

The final category, small markets, includes
those where our operations are of sufficient scale to
operate profitably, or markets where we maintain
representative offices.

Our legal entities are regulated by their local
regulators and on a Group-wide basis we are
regulated from the UK by the Prudential Regulation
Authority (‘PRA’) for prudential matters (safety and
soundness) and by the Financial Conduct Authority
(*FCA’) for conduct (consumer and market
protection).

Middle East

and Rest of Europe and North Qr(:gr‘ica ;amﬂgrica
Asia-Pacific Africa
rletus * Hong Kong * UK
markets
® Australia ® France * Egypt ® Canada ® Argentina
® Mainland China ® Germany ® Saudi Arabia * USA ® Brazil
® India ® Switzerland * UAE * Mexico
Priority ® Indonesia ® Turkey
growth * Malaysia
markets
® Singapore
® Taiwan
® Vietnam
® Operations primarily focused on international clients and businesses of Commercial Banking and Global Banking
Network and Markets
LI ® Together with home and priority markets these cover 85-90% of international trade and capital flows
Small * Markets where HSBC has profitable scale and focused operations
markets ® Representative Offices

13
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HSBC HOLDINGS PLC

Strategic Report (continued)
Strategic priority 1 — Grow the business and dividends > Operating model

Operating model set by the Board. GMB works to ensure that there
are sufficient cash resources to pay dividends to

shareholders, interest to bondholders, expenses and

Our operating model is based on a matrix

management structure comprising global taxes.
businesses, geographical regions and global
functions. HSBC Holdings does not provide core funding

to any banking subsidiary, nor isalender of last
resort and does not carry out any banking businessin
its own right. Subsidiaries operate as separately
capitalised entities implementing the Group strategy.

The matrix is overlaid on alegal entity structure
headed by HSBC Holdings plc.

Holding company

HSBC Holdings, the holding company of the Matrix management structure

Group, isthe primary source of equity capital for
its subsidiaries and provides non-equity capital to
them when necessary.

The following table lists our four global businesses,
six geographical regions and 11 global functions,
and summarises their responsibilities under HSBC's

Under authority delegated by the Board of matrix structure.

HSBC Holdings, the Group Management Board
(‘GMB’) isresponsible for the management and day-
to-day running of the Group, within the risk appetite

For details of our principal subsidiaries see Note 24 on the
Financial Satements. A simplified Group structure chart is
provided on page 570.

Matrix management structure

HSBC Holdings plc

Global Geographical Global
businesses regions functions
| | |
Retail Banking and Europe Communications
Wealth Management Company Secretaries
Hong Kong o
Commercial Banking . B Corporate Sustainability
Rest of Asia-Pacific Finance

Global Banking and Markets HSBC Technology and Services

Human Resources
Internal Audit

Middle East and North Africa

Global Private Banking Nt et
orth America

Latin America Legal

Marketing

Risk (including Compliance)
Strategy and Planning

Responsible for setting globally consistent
business strategies and operating models,
issuing planning guidance regarding their
businesses, and are accountable for their
profit and loss performance and for
managing their headcount.

Share responsibility for executing business
strategies set by the global businesses.
They represent the Group to customers,
regulators, employee groups and other
stakeholders; allocate capital; manage

risk appetite, liquidity and funding by legal
entity; and are accountable for profit and
loss performance in line with global
business plans.

Establish and manage all policies,
processes and delivery platforms relevant
to their activities, are fully accountable for
their costs globally and are responsible for
managing their headcount.

Legal entities

Operate under their own boards of directors as separately capitalised entities, implementing Group strategy and delivering Group products and services.
They are required to consider risk and maintain a capital buffer consistent with the Group’s risk appetite for their relevant country or region. They manage
their own funding and liquidity within parameters set centrally.

14




Global businesses

Our four global businesses are Retail Banking and
Wealth Management (‘RBWM’), Commercial
Banking (‘CMB’), Global Banking and Markets
(‘GB&M’) and Global Private Banking ( GPB’).
They are responsible for developing, implementing
and managing their business propositions
consistently across the Group, focusing on
profitability and efficiency. They set their strategies

within the parameters of the Group strategy in

liaison with the geographical regions, are responsible
for issuing planning guidance regarding their
businesses, are accountable for their profit and loss
performance, and manage their headcount.

The main business activities of our global business are
summarised below, and their products and services on
page 79.

Main business activities by global business and reported revenue’ in 2013

Deposits Deposits Deposits Deposits
o hili Account services Payments and cash Payments and cash Account services
Liability
. management management
driven
Balance sheet
management
| [ [ [
Asset ® Credit and lending ® Credit and lending ® Credit and lending ® Credit and lending
driven ® International trade and ® Asset and trade finance

receivables finance

[ [

® Asset management

® Wealth solutions and
financial planning

e Broking®
® Life insurance
manufacturing

® Commercial insurance
and investments

Corporate finance’ ® Asset management?®
Markets® ® Financial advisory'®
Securities services ® Broking®
® Corporate finance
(via GB&M)’

Alternative investments'!

For footnotes, see page 46.

Investment criteria

Our investment criteria are governed by six filters.
Thefirst two filters — international connectivity and
economic devel opment — determine whether the
businessis strategically relevant. The next three
filters — profitability, efficiency and liquidity —
determine whether the financial position of the
businessis attractive. The sixth filter — the risk of
financial crime —governs our activitiesin high risk
jurisdictions, and is applied to protect us by
restricting the scope of our business where
appropriate.

Decisions over where to invest additional
resources have three components:

e  Srategic —wewill only invest in businesses
aligned to our strategy, mostly in our 22 home
and priority growth markets and in target
businesses and clients;

e Financial —the investment must be value
accretive for the Group, and must meet
minimum returns, revenue and cost hurdles; and

15

e Risk—theinvestment must be consistent with
our risk appetite.

Using the six filters in decision-making

What is the Are the current
strategic returns Do we adhere to
relevance? attractive? global risk standards?

6. Financial crime risk
Low , High
Risk
Yes }
High
N Turnaround/ Risk
© improve mitigation
v Continue Risk
€S asis mitigation
Medium/low
No } Discontinue/dispose

1. Connectivity

2. Economic
development

3. Profitability
4. Efficiency
5. Liquidity
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HSBC HOLDINGS PLC

Strategic Report (continued)
Strategic priority 1 — Grow the business and dividends > Financial performance

Financial performance

Performance reflected underlying momentum
in areas of targeted investment

Reported results

2013 2012 2011
Ussm USsm US$sm

Net interest income .......... 35,539 37,672 40,662
Net feeincome ................. 16,434 16,430 17,160
Other income ........ccooeuun. 12,672 14,228 14,458
Net operating income® ... 64,645 68,330 72,280
LICS® o (5849 (8311 (12,127)
Net operating income ... 58,796 60,019 60,153
Total operating expenses.. (38,556) (42,927) (41,545)
Operating profit ............. 20,240 17,092 18,608
Income from associates™.. 2,325 3,557 3,264
Profit beforetax ............. 22,565 20,649 21,872

For footnotes, see page 46.

Reported profit before tax of US$22.6bn in 2013
was US$1.9bn or 9% higher than in 2012. Thiswas
primarily due to lower adverse fair value movements
of US$4.0bn on own debt designated at fair value
resulting from changes in credit spreads and
decreases in both loan impairment charges and other
credit risk provisions (‘LICs’) of US$2.5bn and
operating expenses of US$4.4bn. These factors were
partially offset by lower gains (net of losses) from
disposals and reclassifications of US$2.2bn,
compared with US$7.8bn in 2012. Gains on
disposalsin 2013 included the gain of US$1.1bn

on sale of our operations in Panama and US$1.1bn
from the reclassification of Industrial Bank Co.
Limited (*Industrial Bank’) as a financial investment
following its issue of share capital to third parties.

The Board approved a 6% increase in the final
dividend in respect of 2013 to US$0.19 per share,
US$0.01 higher than the final dividend in respect
of 2012. Total dividendsin respect of 2013 were
US$9.2bn (US$0.49 per share), US$0.9bn higher
than in 2012. The coretier 1 capital ratio
strengthened from 12.3% to 13.6%, and the
estimated CRD IV end point basis common equity
tier 1 ratio also improved from 9.5% to 10.9%. This
was driven by a combination of capital generation
and areduction in risk-weighted assets from
management actions. Uncertainty remains, however,
around the precise amount of capital that banks
will be required to hold under CRD IV as
key technical standards and consultations from
regulatory authorities are pending. These include
the levels, timing and interaction of CRD |V capital
buffers and areview of the Pillar 2 framework.

Underlying performance

For further information on non-GAAP financial measures, see
page47.

From reported resultsto underlying performance
To arrive at underlying performance,

o we adjust for the year-on-year effects of foreign currency
trandlation;

o we eliminate the fair value movements on our long-term
debt attributable to credit spread (own credit spread) where
the net result of such movements will be zero upon maturity
of the debt; and

o we adjust for acquisitions, disposals and changes of
ownership levels of subsidiaries, associates and businesses,
by eliminating the gain or loss on disposal in the year
incurred and removing the operating profit or loss of the
acquired and disposed of businesses from all years
presented.

Reconciliations of our reported results to an underlying basis
are provided in the Form 20-F filed with the Securities and
Exchange Commission which is available on www.hsbc.com.

Underlying profit before tax

21.6 16,224

15.3

Profit attributable to ordinary
(USsbn) shareholders (US$m)

Earnings per share

2012 2013 2011

(Uss)
15,631 0.92
0.84
0.74
2013 2011 2012 2013



On an underlying basis, profit before tax rose by 41%
to US$21.6bn, primarily from higher net operating
income before loan impairment charges and other
credit risk provisions (‘revenue’), lower LICs, notably
in North America, Europe and Middle East and North
Africa, and lower operating expenses, mainly from
the non-recurrence of a chargein 2012 arising from
USinvestigations and reduced charges relating to

UK customer redress.

Underlying profit before tax in our global
businesses rose with the exception of GPB which
decreased by US$0.7bn to US$0.2bn as we continued
to addresslegacy issues and reposition the customer
base.

The following commentary is on an underlying
basis.

Revenue across the Group was stable,
underpinned by a resilient performance
in GB&M and growth in CMB

Underlying revenue rose by US$1.7bn or 3% to
US$63.3bn. Thisreflected a number of factors
including net favourable fair value movements on
non-qualifying hedges of US$0.8bn, anet gain
recognised on completion of the disposal of our
investment in Ping An of US$0.6bn offsetting the
adverse fair value movements on the contingent
forward sale contract recorded in 2012, and foreign
exchange gains on sterling debt issued by HSBC
Holdings of US$0.4bn.

Revenue increased in CMB following average
bal ance sheet growth partly offset by spread
compression together with higher lending fees and
improved collaboration with other global businesses.
In GB&M, revenue was higher, in part reflecting a
resilient performance in amajority of our customer-
facing businesses. These factors were partially offset
by lower revenue in RBWM, primarily from the run-
off of our US CML portfolio and, in GPB, from the
loss on write-off of goodwill relating to our Monaco
business and the repositioning of our client base.

LICs fell in the majority of our regions,
notably in North America, Europe and
in the Middle East and North Africa

Underlying LICs were US$1.9bn or 25% lower than
in 2012, primarily in North Americawhere

the decline was, in part, due to improvementsin
housing market conditions, reduced lending balances
from continued portfolio run-off and loan sales, and
lower levels of new impaired loans and delinquency
in the CML portfolio. LICs were aso lower in
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Europe, mainly in GB&M and CMB, and in the
Middle East and North Africa, which benefited

from an overall improvement in the loan portfolio.
By contrast, LICswere higher in Latin America,
particularly in Mexico from specific impairments

in CMB relating to homebuilders due to a change

in the public housing policy and higher collective
impairmentsin RBWM. In Brazil, although credit
quality improved following the modification of
credit strategies in previous periods to mitigate rising
delinquency rates, LI1Csincreased, reflecting
impairment model changes and assumption revisions
for restructured loan account portfoliosin RBWM
and CMB, and higher specific impairmentsin CMB.

Operating expenses were lower, primarily
driven by the non-recurrence of certain
notable items in 2012 and further
sustainable cost savings

Underlying operating expenses were US$2.6bn

or 6% lessthan in 2012, primarily dueto the
non-recurrence of a 2012 charge following US
anti-money laundering (' AML"), Bank Secrecy

Act (‘BSA’) and Office of Foreign Asset Control
(‘OFAC’) investigations, lower UK customer redress
charges and reduced restructuring and related costs.

Excluding these items, operating expenses were
higher, mainly dueto arise in the UK bank levy,
increased litigation-related expenses, notably a
provision in respect of regulatory investigationsin
GPB, aMadoff-related chargein GB&M and
investment in strategic initiatives, risk management
and compliance. Higher operational costs aso
contributed, in part driven by genera inflationary
pressures and rental costs. These factors
were partially offset by sustainable cost savings
in the year and an accounting gain relating to
changes in delivering ill-health benefits to certain
employeesin the UK.

The additional US$1.5bn of sustainable cost
savings across al regions, took our total annualised
cost savings to US$4.9bn since 2011 as we continued
with our organisational effectiveness programmes
during 2013. Together with business disposals, these
led to afall in the number of full-time equivalent staff
(‘FTE’s) of more than 6,500 to 254,000.

Income from associates rose, mainly driven
by strong results in mainland China

Underlying income from associates increased,
primarily from Bank of Communications Co.,
Limited (‘BoCom’), where balance sheet growth
and increased fee income were partialy offset by
higher operating expenses and arisein LICs.
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HSBC HOLDINGS PLC

Strategic Report (continued)
Strategic priority 1 — Grow the business and dividends > Financial performance

The effective tax rate was 21.1% compared
with 25.7% in 2012

The effective tax rate was lower than in 2012,
reflecting non-taxable gains on profits associated
with the reclassification of Industrial Bank as a
financial investment and the disposal of our
operations in Panama and our investment in Ping An
Insurance (Group) Company of China, Ltd (‘ Ping
An’). In addition, the 2012 tax expense included the
non-tax deductible effect of fines and penalties paid
as part of the settlement of the US AML, BSA and
OFAC investigations.

For more details of the Group’s financial performance, see
page 51.

Balance sheet strength

Total reported assets were US$2.7 trillion, 1% lower
than at 31 December 2012 on both areported and a
constant currency basis. Our balance sheet remained
strong with aratio of customer advances to customer
accounts of 72.9%. Thisis a consequence of our
business model and of our conservative risk appetite,
which is predominantly to fund the growth in
commercia assets with growth in customer
accounts.

Loans and advances grew by US$87.0bn and
Customer accounts increased by US$148.6bn on a
constant currency basis. These included a
US$52.8bn increase in reverse repo agreements and
arise of US$92.3bn in repo agreements, reflecting
the change in the way GB&M manages these
activities (see page 68). Excluding these, loans and
advances to customers grew by more than
US$34.0bn in 2013, notably in term and trade-
related lending to corporate and commercial
customersin Hong Kong and Rest of Asia-Pacific as
demand for financing continued and, to alesser
extent, commercial real estate and other property-
related lending grew. Mortgage lending rose in Rest
of Asia-Pecific, Hong Kong and aso in the UK. This
was broadly offset by the strategic reduction in the
US run-off portfolio. Customer accounts increased
by over US$56.0bn in 2013, driven by growth
mainly in Europe, Hong Kong and Rest of Asia-
Pacific reflecting customer sentiment.

For further information on the Balance Sheet, see page 65,
and on the Group’ s liquidity and funding, see page 213.

Total assets Post-tax return on average total assets

(USsbn) (%)

2,693 2,671

0.6
2,556

2011 2012 2013 2011

2013

Ratio of customer advances to customer

Loans and advances to Customer accounts™
customers** (US$bn) (USs$bn)
1,080
998
940 1,254
2011 2012 2013 2011

For footnotes, see page 46.

deposits (%)
1,483 75.0
74.4
2013 2011 2012 2013



Capital strength

Our approach to managing Group capital is designed
to ensure that we exceed current regul atory
requirements, and are well placed to meet those
expected in the future.

We monitor capital adequacy, inter alia, by
use of capital ratios which measure capital relative
to aregulatory assessment of risks taken and by the
leverage ratio which measures capital relative to
exposure.

In June 2013, the European Commission
published the final Regulation and Directive,
known collectively as CRD IV, to give effect to the
Basel 111 framework in the EU. This came into effect
on 1 January 2014.

Under the new regime, common equity tier 1
(‘CETY’) represents the highest form of eligible
regulatory capital against which the capital strength
of banksis measured. In 2013 we managed our
capital position to meet an internal target ratio of
9.5-10.5% on a CET1 end point basis, changing to
greater than 10% from 1 January 2014. We continue
to keep this under review.

Leverage ratio

The following table presents our estimated leverage
ratio in accordance with PRA instructions. The
numerator is calculated using the CRD 1V end point
tier 1 capital definition and the exposure measure is
calculated using the December 2010 Basel 111 text.

Estimated leverage ratio
At 31 December

2013 2012
US$bn US$bn

Tier 1 capital under CRD IV

(end PoiNt) ....ceeeererereriernieieens 133 116
Exposures after regulatory

adjustments ........coeeeeereennieeeenn 3,028 2,760
Estimated leverage ratio

(end PoiNt) .....ccceeeceerninriniieene 4.4% 4.2%

For further details of the leverage ratio, see page 312.

The above calculation excludes those tier 1
capital instruments which will be ineligible for
inclusion in regulatory capital after the Basel 111
transitional period has fully elapsed. If we were
to calculate the leverage ratio by adding back
those instruments, the effect would be to increase
estimated end point tier 1 capital by US$16bn
and the leverage ratio by some 50 basis points at
31 December 2013.

For further information on the Group’s capital and our risk-
weighted assets, see page 298.

Coretier 1 ratio* Total capital ratio
(%) (%)
13.6
12.3 16.1

14.1
10.1

Common equity tier 1 ratio®™
(%)

17.8 10.9
9.5

2011 2012 2013 201 2012

For footnotes, see page 46.
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HSBC HOLDINGS PLC

Strateg ic Repo It (continued)

Strategic priority 1 — Grow the business and dividends > Financial performance

Meeting our targets

Grow risk-weighted assets in line with our
organic investment criteria

In 2013, the reduction in RWAswas mainly aresult
of the reclassification of Industrial Bank from an
associate to afinancial investment and the run-off of
the US CML portfolio. We will continue to recycle
RWAs from low to high performing opportunities
within the Group’ s risk appetite in line with our
organic investment criteria. Organic investment
decisions are made by GMB under authority
delegated by the Board.

On the basis of current assumptions regarding
the regulatory and the business operating
environment, discretionary RWA growth remains
targeted towards Rest of Asia-Pacific, Hong Kong,
Latin Americaand Middle East and North Africa.
Discretionary RWA growth excludes the effect of
legacy and run-off portfolios, transactions, associates
and major regulatory changes.

Return on risk-weighted assets (‘RORWA'), as
measured by pre-tax return on average risk-weighted
assets, is one of the main operational measures by
which we assess business performance and organic
investment opportunities. RORWA targets are set to
ensure that business decisions remain aligned with
our medium-to-longer term financial performance
objectives.

Progressively grow dividends and introduce
share buy-backs as appropriate

We remain one of the best-capitalised banksin the
world, providing capacity for both organic growth
and dividend return to shareholders. Over the past
two years we have increased our dividend per
ordinary share by 20%.

Although significant regulatory uncertainty
remains, we continue to demonstrate our ability to
generate capital and support a progressive dividend

policy based on our three key strategic priorities of
growing the business and dividends, implementing
Global Standards and streamlining processes and
procedures.

Our policy on share buy-backs will be strongly
influenced by the emerging requirements for capital
by regulators. In order to give ourselves the full
range of options, we will seek to table aresolution at
our 2014 Annual General Meeting for shareholders
to enable share buybacks at a future date.

Uncertainty remains around the amount of
capital that bankswill be required to hold as
key technical standards and consultations from
regulatory authorities are pending. These include the
levels, timing and interaction of CRD IV capita
buffers and areview of the Pillar 2 framework. As
more information becomes available, this will
inform our capital target, planning and dividend

policy.

Reduce the effect of legacy and non-strategic
activities on our profit before tax and RWAs

We continue to make good progress reshaping our
business, announcing 20 transactions disposing of or
closing non-strategic businesses in 2013, bringing
the total number since the start of 2011 to 63. These
transactions have released around US$90bn in risk
weighted-assets to date, with a further potential
release of around US$5bn to come.

In 2013, in addition to the reclassification of
Industrial Bank, we completed the sale of our
Panama operations and, in the US CML portfolio,
the sale of the non-real estate |oan portfolio together
with several tranches of real estate loans. We expect
the ongoing recovery of the US housing market and
increased investor appetite may provide further
opportunities to accelerate the run-off of our CML
portfolio in 2014, following significant RWA
reductionsin 2013.

Risk-weighted assets (US$bn) Return on risk-weighted assets (%) Dividend payout ratio (%)

1,210 2.0

1.9 55.4 57.1

1.8
424
1,124
1,093

2011 2012 2013 2011 2012 2013 2011 2012 2013
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We continue to actively manage down legacy RWA
positionsin GB&M. In 2013, increased disposals
and amortisations contributed to the reduction in
legacy RWA positionsin GB&M.

Run-off portfolios’ contribution to RWAs (US$bn)
182
146

105

2011 2012 2013

Run-off portfolios consist of legacy credit in
GB&M and the US CML and other portfolios.

Brand value

Maintenance of the HSBC brand and our overall
reputation remains a priority for the Group.

We continue to use the Brand Finance valuation
method as reported in The Banker magazine as
our core metric. Thisisour third year of using
this benchmark. The Brand Finance methodol ogy
provides a comprehensive measure of the strength
of the brand and its impact across all business lines
and customer segments. It is wholly independent and
is publicly reported. Our target is atop three position
in the banking peer group and we have achieved this
target with an overall value of US$26.9bn (up 18%
from 2013), placing us second. We are the only
company to be given an AAA rating for our brand
in this year’ s report.

Brand value (US$bn)
276 26.9
Tst

place 229 2nd
place

3rd

place

Feb 2012 Feb 2013 Feb 2014

In addition to the Brand Finance measure, we
have reviewed our performance in two other rating
agency evaluations that receive substantial public
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coverage. Inthe Brand Z Most Valuable Global
Brand tables published in the Financial Times

in May 2013, we achieved first placein the
International Banks peer grouping with a valuation
of US$24bn (up 24% from 2012). The Interbrand
Annual Best Globa Brands report, published in
September 2013, showed HSBC as the top ranked
banking brand with a valuation of US$12bn (up 7%
from 2012) and in second place when all financial
services brands are considered.

We believe this performance is driven by
an underlying strong brand equity established in
recent years and a consistent and active programme
of activities in support of the brand throughout 2013.

Economic contribution

By running a sustainable business, HSBC is able

to make a valuable contribution to the economy by
paying dividends to our shareholders; salaries to our
employees; payments to suppliers; and tax revenues
to governmentsin the countries and territories where
we operate. We also finance companies so that they,
in turn, can create employment.

HSBC has adopted the UK Code of Practice for
the Taxation of Banks and seeks to apply the spirit
aswell astheletter of the law in all the territories
in which we operate. In January 2013, the Global
Standards Steering Meeting of the GMB agreed
terms of anew Globa Standard on *tax transparency’
to ensure that HSBC' s banking services are not
associated with any arrangements that are known
or suspected to be designed to facilitate tax evasion
by acustomer.

This supplements anti-money laundering and
‘know your customer’ (‘KYC') checksandis
supported by an educationa programme to train
employees on how to identify possible tax evasion
by customers and the procedures for reporting and
escalating such situations.

HSBC' s net tax paid

2013 2012

US$bn US$bn

Tax on Profits .....ccceceeevvrvccnnee 4.7 5.6
Employer taxes .........ccccoeevreenens 16 16
UK bank levy™ ... 0.7 05
Irrecoverable value-added tax ..... 0.8 0.8
Other dutiesand levies ................ 0.8 0.8
8.6 9.3

For footnote, see page 46.
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HSBC HOLDINGS PLC

Strategic Report (continued)

Strategic priority 1 — Grow the business and dividends // Strategic priority 2 - Implement Global Standards

Distribution of economic benefits

2013 2012
US$bn  US$bn
Net cash tax outflow ............... 8.6 9.3
Distributions to shareholders
and non-controlling
INLErestS ..o 10.2 8.7
Employee compensation
and benefits ......cccccveeienne 19.2 20.5
Genera administrative
expenses including
premises and procurement ... 17.1 20.0

Market capitalisation and total shareholder return

Market
capitalisation

US$0.50 ordinary
shares in issue

18,830m

2012: 18,476m
2011: 17,868m

2012: US$194bn
2011: US$136bn

To 31 December 2013 ......cccccovveveeeeeesereseseeeeees

Benchmarks:

B S 10
—MSCIWOA ..o
“MSCI BANKS ..o

For footnotes, see page 46.

US$207bn

Pro-forma post-tax profit allocation®”

2011 2013 2012
Ussbn % %
8.0 Retained earnings/capita ............ 53 60
Dividends ........coocoeeveeininnnnecnns 35 29
Variable pay .....ccccoeeveeccnnnnnns 12 11
83 pay
100 100
21.2
For footnote, see page 46.
175
Closing market price
American
London Hong Kong Depositary Share'®
£6.62 HK$84.15 US$55.13
2012: £6.47 2012: HK$81.30 2012: US$53.07
2011: £4.91 2011: HK$59.00 2011: US$38.10
Total shareholder return®
Over 1 year Over 3years Over 5 years
107 118 144
119 128 183
127 141 207
125 132 186
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Strategic priority 2
Implement Global Standards

]

e HSBC Values ... 25  Our target is to make significant progress in S
implementing Global Standards for the benefit %

° GOVernance ................................................................. 25 Of HSBC and the ﬁnancial System as a Wh0|e qa),’
® EMPIOYEES ..o 27 ©
n

Our Values, good governance and commitment to operating sustainably guide the way we manage our business and

help us create value for our stakeholders.

We have committed to develop Global
Standards shaped by the highest or
most effective standards of financial crime

as a source of competitive advantage. Global
Standards allow usto:

i 2
compliance available in any jurisdiction * jfr(fe?r?;:];nalosrrir;e:.ponsetotheongomg threat .g
where HSBC operates and to deploy them ’ 2
globally on a consistent basis. e make consistent — and therefore simplify — the =
. . . 2
By definition, the impact of Global Standardsis \;vz;at?)é;/vgllihsgce:monltor and enforce high =
organisation-wide, and the principal means by which ’ =
we drive consistently high standards is through e strengthen policies and processes that govern
universal application of our HSBC Values, strong how we do business and with whom; and
systems of governance and the behaviours, .
performance and recognition of all our peoplein ¢ ?:ll:r;that we consistently gpply our HSBC
managing high quality customer relationships. ' @
o
In line with our ambition to be recognised as the Implementing Global Standards §
wor_ld s leading international b_ank, we aspire to set We expect our Global Standards programme to %
the industry standard for knowing our customers and undernin our business practices in the future o
detecting, deterring and protecting against financial cerp pract .' ©
crime. Asinternational markets become more Initially, we are concentrating on transforming how %
interc.onn ected and complex and as threats to the we detect, deter and protect against financia crime. o
global financial system grow, we are strengthening \égemarr;;psli?/rzmtlrr]gaimzrzscs(:;j:e?itﬁanci a crime é
further the policies and practices which govern how omp ap 9
we do business and with whom risk in order to help protect our customers, our
' employees and the financial system asawhole.
We greatly value our reputation. Our success
over the yearsis duein no small part to our Governance framework @
reputation for trustworthiness and integrity. In areas . . o
where we have fallen short in recent years—in the The .Gl oba Star)dards Execution Comm |tt§e £
application of our standards and in our ability to pr.ow.d.&s execution control based on dlrectlp nand %
identify and so prevent misuse and abuse of the pnon.“% set by t'he Global Standards Steen g . Z
financia system through our networks —we have Mesting (a mgetl ng of .the GMB), details of which £
moved immediately to strengthen our governance may be found in the Directors' Report on page 354. %
. The Financial System Vulnerabilities Committee and c
processes and have committed to adopt and enforce the Board . | ; the Global ic
the highest or most effective financial crime © doa(rj receve regular reports on the &10
compliance standards across HSBC. Standards programme.
We continue to reinforce the status and Under this governance structure, a sequenced
L - approach to global implementation was designed, c
significance of compliance and adherence to our . . . o
Global Standards by building strong internal tested and deployed during 2013 following detailed =
: . planning, to closely identify and manage execution £
controls_dev_el opng worl d class capabilities through risk, ensure that our Global Standards are delivered §
communication, training and assurance programmes . . c
to make sure emolovees understand and can meet in aglobally consistent and coherent way, and -
: Smpioy o embed sustained ways of working. L
their responsibilities, and redesigning core elements =
of how we assess and reward senior executives. The process of embedding Global Standards and =
We see the implementation of Global Standards the supporting controls and capabilities that allow r;s
wn
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HSBC HOLDINGS PLC

Strategic Report (continued)
Strategic priority 2 — Implement Global Standards > HSBC Values / Governance

risk is underway and will continuein 2014 and
beyond. The implementation programme is focused
on the following four areas:

e datareadiness: creating a complete, cleansed
data set to improve our understanding of the
customer base and facilitate our financial crime
risk assessment. Thiswill provide the basis
for transaction monitoring and assist capacity
planning to improve the quality and efficiency
of our KYC activities.

e customer duediligence: strengthening the rigour
with which we research and evaluate our
customers and affiliates to better understand
them and their activities; improving KYC
profiling through enhanced due diligence,
customer identification, screening and financial
crime risk scoring; tightening our controls
around tax transparency and bearer shares and
putting a global customer selection and exit
policy in place.

e financial crime compliance: building HSBC's
Financial Crime Compliance organisation with
the right people and capabilities to support the
business; developing global policies for anti-
money laundering (‘AML"), sanctions and
anti-bribery and corruption and enhancing the
monitoring, screening and testing that will
alow usto manage financial crime risk more
effectively; and designing a new, annual HSBC-
wide risk assessment to better understand the
financia crimerisk we carry in the business and
determine the best approach to managing it.

o financial intelligence: establishing a new global
network of Financial Intelligence Units that
use cutting edge technology to identify and
investigate significant cases, trends and strategic
issues related to financial crime risks.

Changes in day-to-day activities
Risk appetite

Our global Financial Crime Risk Appetite statement
was approved by the Board in October 2013 on the
recommendation of the Risk Management Meeting
of the GMB, the Group Risk Committee and the
Financial System Vulnerabilities Committee. It was
incorporated into the Risk Management Meeting's
process monitoring from November 2013. The
statement sets the Global Standard for financial
crime compliance across HSBC, and is expected to
evolve and be refined over time.

Enterprise-widerisk assessment

We completed enterprise-wide assessments of our
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risks relating to sanctions and AML compliance. The
outcome of these assessmentsis the basis for risk
management planning, prioritisation and resource
allocation for 2014. In the future, we shall conduct
such assessments annualy.

I ncentives

We adapted our remuneration strategy to balance
short-term and sustainable performance. It rewards
commercial success and compliance with our risk
management framework.

Organisation

We continued to significantly reinforce our second
line of defence (described on page 39) through an
increase in Regulatory and Financial Crime
Compliance headcount of more than 1,750 in 2013
(up by more than 50% since December 2012).

We are raising awareness and capabilities
among our employees through a comprehensive
global campaign to ‘ Ask the Right Questions'.

The Monitor

Under the agreements entered into with the US
Department of Justice (‘DoJ'), the UK Financial
Conduct Authority (‘the FCA’, formerly the FSA)
and the US Federal Reserve Board (‘FRB’) in 2012,
including the five-year Deferred Prosecution
Agreement (‘USDPA’), it was agreed that an
independent compliance monitor (‘the Monitor’)
would be appointed to evaluate our progressin fully
implementing our obligations and produce regular
assessments of the effectiveness of our Compliance
function.

Michael Cherkasky began his work as the
Monitor on 22 July 2013, charged with evaluating
and reporting upon the effectiveness of the Group’s
internal controls, policies and procedures as they
relate to ongoing compliance with applicable AML,
sanctions, terrorist financing and proliferation
financing obligations, over afive-year period.

The Monitor’swork is proceeding as
anticipated, consistent with the timelines and
requirements set forth in the relevant agreements.

HSBC istaking concerted action to remediate
AML and sanctions compliance deficiencies and to
implement Global Standards. We recognise we are
only at the start of along journey, being
one year into our US DPA. We look forward to
maintaining a strong, collaborative relationship
with the Monitor and his team.



HSBC Values

Embedding HSBC Values in every decision
and every interaction with customers and
with each other is a top priority for the
Group and is shaping the way we do
business.

Therole of HSBC Vauesin daily operating practice
is fundamental to our culture, and is particularly
important in the light of developments in regulatory
policy, investor confidence and society’s
expectations of banks. HSBC Values are integral to
the selection, assessment, recognition, remuneration
and training of our employees. We expect our
executives and employees to act with courageous
integrity in the execution of their dutiesin the
following ways:

HSBC Values

Be dependable and do theright thing

e stand firm for what is right, deliver on commitments, be
resilient and trustworthy;

o take personal accountability, be decisive, use judgement and
common sense, empower others.

Be open to different ideas and cultures

e communicate openly, honestly and transparently, value
challenge, learn from mistakes;

o listen, treat people fairly, be inclusive, value different
perspectives.

Be connected with our customers, communities, regulators
and each other

o build connections, be externally focused, collaborate across
boundaries;

e care about individuals and their progress, show respect, be
supportive and responsive.

For further details on the role of HSBC Values in the employee
proposition, see page 27.

Business principles

HSBC Values describe how we should interact with
each other, with customers, regulators and the wider
community. Our business principles set the standard
by which we derive our strategy and make
commercia decisions. Together our values and
business principles form our character and define
who we are as an organisation and what makes us
distinctive. They describe the enduring nature of
how we do business. We aim to bring these values
and business principlesto life through our day-to-
day actions.

The emphasis we place on adhering to high
behavioural standards and doing the right thing has
led us to establish anew Board committee, the
Conduct & Vaues Committee, which will oversee
design and application of HSBC's palicies,
procedures and standards to ensure that we
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conduct business responsibly and consistently adhere
to HSBC Values.

Business principles

e Financial strength — maintain capital strength and liquidity

e Risk-management — be enterprising and commercial,
understand and be accountable for the impact of our actions,
take prudent decisions

e Speed — be fast and responsive, make principles-led
decisions

o Performance-focus— drive leading, competitive levels of

performance, act with urgency and intensity, prioritise,

simplify

Efficiency —focus on cost discipline and process efficiency

Quality — pursue excellence

Customer -focus — provide outstanding customer experience

Integrated — align the Group and break down silos

Sustainability — take along-term outlook, understand

impact of actions on stakeholders, brand and reputation

Governance

The Board is committed to establishing and
maintaining the highest standards of
corporate governance wherever we operate.
This is key to the Group’s ability to capitalise
on the opportunities arising from successful
implementation of our strategic priorities.

We believe that arobust and transparent corporate
governance framework is vital to the sustainable
success of HSBC. Strengthening our corporate
governance framework to support the successful
implementation of our Global Standards programme
is acontinuing focus of the Board’ s agenda.

Role of the Board and Committees

The strategy and risk appetite for HSBC is set by the
Board, which delegates the day-to-day running of the
business to the GMB. Risk Management Mestings
and Globa Standards Steering Meetings of the GMB
are held in addition to regular GMB meetings.

GMB executive committees

Group Management Board

Risk Management Global Standards
Meeting Steering Meeting

Develops and
implements global
standards reflecting
best practices which
must be adopted and
adhered to consistently
throughout the Group

Reviews the policy
guidelines for the
management of risk
within the Group

The key roles of the non-executive committees
established by the Board are described in the chart
below.
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HSBC HOLDINGS PLC

Strategic Report (continued)
Strategic priority 2 - Implement Global Standards > Employees

The committee structure and governance framework of the HSBC Holdings Board

HSBC Holdings plc

Board of Directors

Group Risk
Committee

Group Audit
Committee

Group Remuneration
Committee

Nomination
Committee

Non-executive responsibility
for oversight of, and advice
to the Board on, high level

risk-related matters and
risk governance.

Non-executive responsibility
for oversight of, and advice
to the Board on, matters
relating to financial reporting.

Non-executive responsibility
for setting the overarching
principles, parameters and
governance framework of
the Group’s remuneration

policy and the remuneration

of senior executives.

Non-executive responsibility
for leading the process for
Board appointments and
for identifying and nominating,
for approval by the Board,
candidates for appointment
to the Board.

Group Management
Board

|

Financial System
Vulnerabilities Committee

Conduct & Values
Committee?

Chairman’s
Committee®

Executive management
committee which is
responsible for management
and day-to-day running
of HSBC under the direct
authority of the Board.

Non-executive responsibility for
oversight of (i) controls and
procedures to identify areas

where HSBC and the financial
system more broadly may
become exposed to financial
crime or system abuse,
and (ii) HSBC policies and
procedures sufficient to ensure
the continuing obligations to
regulatory and law enforcement
agencies are met.

Non-executive responsibility
for oversight of, and advice to
the Board on, HSBC policies,
procedures and standards
to ensure that the Group
conducts business responsibly
and consistently adheres
to HSBC Values.

Acts on behalf of the Board
between scheduled Board
meetings to facilitate ad hoc
unforeseen business requiring
urgent Board approval.

For footnotes, see page 46.

The terms of reference of the principal non-
executive Board committees are available at
www.hsbc.com/ boardcommittees.

For further details on Group corporate governance, see

page 329.
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Employees

Successfully enhancing a values-led high
performance culture in HSBC is critical to
implementing Global Standards sustainably.
We continue to focus on embedding HSBC
Values in every decision and interaction
between colleagues and with customers.

e Weaimto attract, retain and motivate the very
best people, and our remuneration policy
supports this endeavour.

e Weactively manage succession planning by
defining the capabilities we need and
complementing this by identifying talented
individuals and ensuring they are provided with
appropriate career and development
opportunities to fulfil their potential in HSBC.

e Weprovide training and development
opportunities to enable employees to acquire the
technical and leadership skills needed to
enhance their careers.

e Weare committed to adiverse and inclusive
culture reflective of our customer base.

e We encourage employees to engage in the local
communities in which they work.

At the end of 2013 we had atotal workforce of
263,000 full-time and part-time employees compared
with 270,000 at the end of 2012 and 298,000 at the
end of 2011. Our main centres of employment were
as follows (approximate numbers):

Other
73,000

France ‘
9,000 v
us
Hong Kong
1
6,000 29,000
Mexico

18,000 Mainland Brazil
China 22,000
19,000

Profile of leadership

The executive management of HSBC consists of
four Executive Directors, 13 Group Managing
Directors, and 51 Group General Managers. This
leadership team is based in ten different countries
and comprises 14 nationalities. 70% have served
with HSBC for more than ten years and the total
average tenureis 19 years.

HSBC has 13 non-executive directors. Of the 17
Directors, four (23.5%) are female.
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Employment proposition
HSBC Values

In 2013, education on HSBC Values continued for
all levels of employees, through induction and
training programmes that covered relevant technical,
management and leadership skills. We require a high
behavioural standard from all our employees, and
our focus on values and courageous integrity is being
instilled at every level of the Group. For example,
the values of being open, connected and dependable
are an important first part of every appraisal for
employees, including the most senior managers.

In 2013, nearly 135,000 employees received values
training, in addition to the 103,000 employeesin
2012. A number of employees |eft the Group for
breaching our values.

Employee development

The development of employeesis essential if our
businesses and operations are to strengthen and
prosper. We take a systematic approach to
identifying, developing and deploying talented
employees to ensure we have arobust supply of high
calibre individuals with the values, skills and
experience for current and future senior management
positions.

We keep our approach to training current and
under constant review in order to improve the quality
of our curricula and ensure employees are equipped
with the technical and leadership skillsto operatein
aglobal organisation. We are standardising our
training to help employees provide a high quality
and consistent experience for customersin all our
markets.

Employee engagement

Strong employee engagement leads to positive
commercial outcomes and underpins improved
business performance, increased customer
satisfaction, higher productivity, talent retention
and reduced absenteeism.

We assess our employees’ engagement through
our Global People Surveys, which were held
annually from 2007 to 2011 and bi-annually
thereafter. The latest Survey, in 2013, focused on
supporting a values-led high performance culture
by ng if our employees were engaged in the
Group'’s purpose and felt able to deliver on our
ambition to become the world’ s leading international
bank.

The overall engagement score in 2013 was 68%,
which was four points ahead of the financia services
industry norm and eight points behind the best-in-
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HSBC HOLDINGS PLC

Strategic Report (continued)
Strategic priority 2 - Implement Global Standards > Employees

class benchmark. Strong scores were registered in
risk awareness (81% and nine points above best-in-
class), leadership capability (67%) and living the
HSBC Values (77%). Employee development
significantly improved from six points below best-
in-classin 2011 to three points above in 2013.
Aspects that require attention included pride and
advocacy, which were 12 and 13 points,
respectively, below best-in-class norms and had
fallen from 2011 levels.

Succession planning

Our talent strategy aims to ensure that high-quality
candidates are available to fill key positions and
meet business needs across al areas of the Group.
We closely align succession planning with talent
management, individual development and career
planning. The succession plan defines the number,
distribution and types of roles and capabilities
needed by HSBC, and talented individuals are then
aligned to these roles. This approach in turn defines
theindividual’ s career path and development plan. In
2013, we assessed about 24,000 senior employees
with the potential to become |leaders and determined
their career development needs. Potential successors
must demonstrate an understanding of our Global
Standards and exemplify HSBC Values.

Our talent strategy supports our aspirationsin
the emerging markets, where in 2013 we maintained
2012’ s proportion of those defined astalent at
39%. 25% of CEOs in emerging markets were
local nationals. We closely monitor local nationals
identified as short-term and medium-term successors
to key leadership roles and have established base
lines by which we intend to improve the proportion
of local nationals over the medium term.

Diversity and inclusion

HSBC is committed to a diverse and inclusive
culture where employees can be confident their
views are encouraged, their concerns are attended
to and they work in an environment where bias,
discrimination and harassment on any matter,
including gender, age, ethnicity, religion,
sexuality and disability, are not tolerated and
where advancement is based on meritocracy. Our
diversity helps us respond to our increasingly
diverse customer base, and to develop and retain
a secure supply of skilled, committed employees.

Oversight of our diversity and inclusion
agenda resides with executives on the Group
Diversity Committee, complemented by a number
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of Group People/Diversity Committees. We have
over 55 employee network groups representing
gender, ethnicity, age, sexuality, disability, religion,
culture, working parents, health and community
volunteering. These groups are instrumental in
driving an inclusive culture and maintaining
effective dial ogue between management and
employees.

Gender balance

An area of continued focusis gender representation,
particularly at senior levels of our organisation. We
are addressing bias in hiring, promotions and talent
identification, expanding mentoring and sponsorship,
introducing better support for returning parents, and
increasing flexible working opportunities.

The gender balance for HSBC Directors and
employees at 31 December 2013 was as follows:

Gender balance

Male Female Total
Executive Directors 3 — 3
Non-executive
Directors ........... 9 4 13
Directors................. 12 4 16
Senior employees .. 6,339 1,867 8,206
Other employees ... 118,980 135,714 254,694
Total o 125,331 137,585 262,916
Male Female Total
% % %
Executive Directors 100.0 - 100
Non-executive
Directors ........... 69.2 30.8 100
Directors................. 75.0 25.0 100
Senior employees .. 77.3 227 100
Other employess ... 46.7 53.3 100
Total e 47.7 52.3 100

Overall, global femal e representation was 52.3%
at 31 December 2013, having been as high as 53.3%
in 2009. Femal e representation at senior levels rose
from 21.4% in 2010 to 22.7% in 2013, and our
target isto improve thisto 25% by 2014/15. The
proportion of femalesin our talent pipeline improved
from 25.8% in 2010 to 32.2% in 2013 and female
representation on the GMB increased significantly
from 10% (one out of 10) to 19% (three out of 16)
in December 2013.

The average age of our employeesis 36 years
and average tenureis 8.9 years.



Unconscious bias

It is recognised that social behaviour may be driven
by stereotypes that operate automatically and
therefore unconsciously. These stereotypes can lead
to alessinclusive environment. We are addressing
this through ‘unconscious bias' training which was
delivered through e-learning to 8,300 managers and
nearly 50,000 employeesin 2013 (21,000 managers
and 8,000 employeesin 2012).

In 2014, our diversity and inclusion priorities
will include continuing to address unconscious bias
through targeted education, encouraging the career
development of diverse talent with an emphasis on
gender and local nationals, enhancing a bias-free
approach to performance management and
improving internal and external candidate lists,
connecting and leveraging our Employee Resource
Network Groups, and maintaining a consistent
framework for governance and sponsorship.

Health, welfare and safety

We regard the physical and psychological health,
welfare and safety of our people as being of the
utmost importance. We recently introduced a global
occupational health framework which requires the
proactive management of employee welfare and
encourages the sharing of best practice across the
Group. Between August 2012 and the end of 2013,
94% of assigned HSBC employees carried out our
bi-annual online health and safety training.

We run anumber of employee assistance
programmes tailored to local requirements. Skilled
professional counsellors are available on free phone
lines 24 hours a day and seven days aweek to
help employees manage personal or work-related
problems that create stress and affect their work.
Free face-to-face counselling is also provided, asis
support for partners and dependents. Programmes
are offered in the UK, Hong Kong, North America
and India.
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Whistleblowing

The HSBC Group operates a global Compliance
Disclosure Line (telephone and email) which is
available to allow employees to make disclosures
when the normal channels for airing grievances or
concerns are unavailable or inappropriate.

The Compliance Disclosure Lineis available to
capture employee concerns on a number of matters,
including breaches of law or regulation, allegations
of bribery and corruption, failure to comply with
Group policies, suspicions of money laundering,
breaches of internal controls and fraud or deliberate
error in the financial records of any Group company.
Global Regulatory Compliance is responsible for the
operation of the Compliance Disclosure Line and the
handling of disclosure cases. Each caseis reviewed
and referred for appropriate investigation. The
disclosure is acknowledged (when contact details
are provided) and the employeeis advised when the
investigation has been concluded. Global Regulatory
Compliance may aso be made aware of
whistleblowing cases made directly to senior
executives, line managers, Human Resources and
Security and Fraud, and will investigate accordingly.

Additional local whistleblowing linesarein
placein several countries, operated by Security
and Fraud, Human Resources and Regulatory
Compliance. When such lines are established,
processes are put in place to escalate relevant
disclosures made on the local whistleblowing lines
to Global Regulatory Compliance or Financia Crime
Compliance. Global Regulatory Compliance aso
monitors an external email address for complaints
regarding accounting and internal financial controls
or auditing matters (accountingdisclosures@
hsbc.com highlighted under Investor Relations and
Governance on www.hsbc.com). Cases received are
escalated to the Group Chief Accounting Officer,
Group Finance Director and Group Chief Executive
as appropriate.
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Strategic Report (continued)
Strategic priority 3 — Streamline processes and procedures > Operational performance / Customers

Strategic priority 3
Streamline processes and procedures

Our aim is to achieve a cost efficiency ratio in
the mid 50’s.

e Operational performance ..., 30
® CUSTOMETS ....oooveee s 31

e Environmental, social and community
0bligations ... 34

We are redesigning key processes and procedures in order to manage risk, improve customer service, enhance
quality and reduce expenses. Sustainable savings will release funds to invest in growing our business, Global

Sandards and increasing dividends.

Operational performance

We continue to refine our operational
processes, develop our global functions,
implement consistent business models and
streamline IT.

Sustainable savings are the financia outputs from
our organisational effectiveness and streamlining
programmes. They arise from the reduction or
elimination of complexity, inefficiencies or
unnecessary activities, and release capital that

can be reinvested in growing our business as well as
increasing returns to shareholders.

We are transitioning from organisationa
effectiveness to streamlining, which is the next
phase of our transformation. While organisationa
effectiveness was about how HSBC is managed,
streamlining is about how we operate.

We committed to deliver US$2.5-3.5bn of
sustainable savings at the outset of the organisational
effectiveness programme. We have achieved
US$4.5bn for the period from 2011 to the end of
2013, equivalent to US$4.9bn on an annualised
(run rate) basis, asfollows:

Sustainable savings 2011 to 2013

US$bn

Re-engineering operational processes ......... 16
Re-engineering global functions ................. 14
Implementing consistent business models .. 0.7
Streamlining 1T ..o 0.8
45

In implementing our operational effectiveness
programme, we concentrated on a number of key
elements:

e people and structure —we implemented an 8x8
reporting structure, moved to a global operating
model, and defined and introduced target
business models across all global businesses
and functions;
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o software development —we improved software
development productivity and shifted the mix of
employees towards lower-cost locations;

e  process optimisation —we improved the
efficiency of our operational activities such as
contact centres (including offshoring), trade and
payments services; and

e corporate real estate —we rationalised our
property portfolio by leasing and launching
facilities management initiatives.

In phase 2, from 2014 to 2016, we will
concentrate on streamlining operations, focusing on
reducing or eliminating complexity, inefficiencies,
risks or unnecessary activities across the whole
Group. This exercise will be applied to:

e propositions, and sales channels;

e processes and servicing channels, including
production management, multi-channel
servicing, operational processes and the
locations of activities; and

e infrastructure, including real estate, technology,
supplier management and global functions.

Streamlining will be achieved through a
combination of simplifying and globalising our
processes, products, systems and operations.
‘Simplifying’ involvesidentifying inefficiencies
or excessive complexity and redesigning or
rationalising processes to make them easier
to understand and manage and more efficient.
‘Globalising’ involves developing standard global
processes and implementing them around the Group
with minimal local variations.

Cost efficiency ratio

Our cost efficiency ratio for 2013 was 59.6%, down
from 62.8% in 2012.



Customers

Our purpose is to connect customers to
opportunities, enabling businesses to thrive
and economies to prosper, helping people to
fulfil their hopes and realise their ambitions.

Our dealings with customers are conditioned by
our understanding of their needs, the quality of the
service we provide and the standards which govern
how we operate. With over 54 million personal and
business customers around the world, we know that
only by putting customers at the centre of what we
do can we achieve our purpose.

Customer service and satisfaction

Throughout 2013 we concentrated on enhancing
the customer service we provide through our global
businesses.

In RBWM, we measure customer satisfaction
through an independent market research survey of
retail banking customersin selected countries and
calculate a Customer Recommendation Index
(‘CRI") to score performance. This CRI scoreis
benchmarked against average scores of a peer group
of banksin each market and we set targets for our
business relative to our competitive set of banks. The
Group target isfor 75% of al the markets (based on
their weighted revenue) to meet their CRI targets.
Thisyear, RBWM met its target of 75% with a score
of 85% through strong performances in our home
markets of Hong Kong and the UK and significant
improvements in other major markets such as Brazil
and Turkey. Historically, our strongest performance
markets have been in Asia and this continued in
2013 with excellent results recorded in Taiwan,
Malaysia and mainland China.

In CMB, we continued to measure our client
engagement through a survey of key customers, the
Client Engagement Programme (‘ CEP'). This survey
is conducted by an independent third party. We have
gained valuable insights from this work which help
us tailor solutions and service offerings to meet our
customers’ individual needs.

The survey was conducted in the following
markets: UK, Germany, France, Turkey, US,
Canada, UAE, mainland China, Hong Kong, India,
Australia, Singapore, Mexico, Argentina and Brazil,,
and provides aggregate scores for each of our
Business Banking and Corporate Banking
businesses.

We have conducted over 2,500 interviews with
our Corporate Banking customers and over 6,000
interviews in our Business Banking customers.
These interviews allow us to build an overall score
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from apossible 100 by our customers rating us on
seven key relationship criteria. We have seen
consistent positive performance, and in 2012 our
score for the Corporate Banking segment was

84, rising slightly to 85 in 2013 with strong
performances in mainland China, the US, Brazil and
Germany. In our Business Banking segment our
score was 81 in 2012 and 82 in 2013, with strong
performances in a number of priority markets
notably our home markets of Hong Kong and UK.
Given the complex and competitive environment we
have seen in many of the markets surveyed, we
believe thisto be a very good, consistent,
performance and shows a positive relationship for
HSBC with these valuable customers.

Retail Banking and Wealth Management

Standardising our propositions to make it
easier for customers to do business

We continue to make significant progressin
executing our customer strategy in RBWM.

In HSBC Premier, we are focusing on meeting
the wealth management needs of our customers
in five respects. protection, education, retirement,
managing and growing wealth, and legacy planning.
We have improved the platforms used by both
customers and relationship managers, helping us to
enhance customer experience and raise the standards
of our financial planning.

We intend to refresh HSBC Advancein al our
priority marketsin 2014, putting digital functionality
at the heart of the updated proposition. We are
focusing on the day-to-day banking needs of our
customers and improving their access to persona
lending.

In 2013, we deployed service enhancements for
customersin all segments (Premier, Advance and
personal banking) using mobile phones and saw
2.5m downloads of our global mobile banking ‘ app’
in 25 countries, with over 1.1m downloads in the
fourth quarter of 2013 aone. We aso selectively
piloted Twitter and Facebook-based services for
customers and were voted the top social media bank
in the UK in 2013 by IMGroup, the digital
management consultancy.

We have undertaken afull review of all our
productsin RBWM, and are standardising our
offering across all categories. Products are assessed
on grounds of fairness and transparency before being
approved. For example, in the UK, we made money
management easier by simplifying automated teller
machine (‘ATM") withdrawal s, we improved our
branch infrastructure to enable customers to reset
their telephone security at the branches and we
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HSBC HOLDINGS PLC

Strategic Report (continued)
Strategic priority 3 - Streamline processes and procedures > Customers

updated our on-line avatar, ‘Ask Olivia, so that
customers can easily get online answers to questions
about error codes on their secure key. In Vietnam,

an SMS Alert message will now be sent to a
customer’ s registered mobile phone number as soon
as they complete a credit card transaction, preventing
fraud and helping to protect our credit cardholders.

We are also continuing to develop new
products. We have extended our range of renminbi
offerings and improved our foreign exchange
services, particularly online. Through our Asset
Management Group, we have now launched
Managed Solutionsin eight of our priority markets.

Interacting with customers

In 2013, we took amajor step to align our staff’s
remuneration with customer interests by introducing
anew incentive programme for our Wealth
Management relationship managers. The programme
removed al formulaic links to sales volumes and
focused on assessing how well we are meeting our
customers needs. We developed a similar incentive
programme covering the rest of the RBWM front
line staff and al our retail products. Thiswas
partialy implemented in the UK and France in 2013
and will be effective in most markets from the
beginning of 2014.

We continue to invest in all the channels that
customers use to enhance ease of use and improve
the overall customer experience. Upgrades to our
physical estate included increasing physical access
for disabled customers to branchesin the UK and
Hong Kong. In Canada, the upgraded ATMs now
feature paperless bill payments and voice guidance
in English, French, Cantonese and Mandarin. On
digital channels, we launched new mobile
applications and increased the functionality of
our internet banking platforms. In Brazil, we were
recognised as best internet bank in the market for
the second year running, and launched bill payment
by digital picture on mobiles. We are working on
improving our international account opening
processes while also raising the standards we
employ for combating financia crimerisk.

Supporting home ownership

Mortgages are a key product for our customersin
enabling home ownership, and we continue to
improve our products and processes.

In the UK, we granted over 30,000 first time
buyer loans, and started selectively offering 95%
loan-to-value mortgages as part of the government’s
‘Help to Buy’ scheme. We won the Moneyfacts

32

award for Best Bank Mortgage Provider for the fifth
year running.

In mainland China, where we have achieved
double digit growth in balances in each of the last
three years, we re-engineered our processes to
accommodate increased volumes and to speed up
the granting of loans. We have reduced overall
turnaround times from 12 days to six days. Through
our ‘Decisionin Principl€’ service we can how give
customers the results of their initial screening within
one hour.

In the UAE, we launched atracker rate
mortgage linked to a public benchmark, aong with
other initiatives including assisting customers with
the registry process. Customer feedback was very
positive and RBWM continued to grow strongly
even as the overall market fell slightly.

In the US, we continued to work with the
Federal Home Loan Bank of New Y ork in offering
‘First Home Club’, a savings and education
programme that assists low income families generate
the down payment required to buy their first home.

Supporting customers in financial difficulty

We recognise that some of our customers are facing
challenging financia situations, and we have looked
to support them during difficult times.

Across Europe, frontline specialists were
trained to offer an income and expenditure review
for customers who are likely to face difficulty in
making repayments to HSBC in the near future. We
also eliminated certain current account chargesin
the UK (unpaid transaction fees). We updated our
restructure and payment programme suitesin the
Middle East and Mexico while collaborating with
charities, associations and government loan relief
programmes in the US, Canada and France. In the
Philippines, we offer a‘General Restructuring’
Facility as a restructuring programme for both non-
delinquent and delinquent customers, and responded
to Typhoon Haiyan with targeted payment holidays
to credit card customers affected by the catastrophe.
In Australia, we offered hardship relief on mortgage
repayments to customers affected by bushfiresin
New South Wales.

Commercial Banking
Supporting small and medium-sized entities

To help our customers find the right financial
solutions to succeed in the global economy, we
launched a series of funds to support SME's that
trade or aspire to trade internationally. We launched
SME funds in the UK, France and Mexico in the first



half of 2013 and in the US and Canadain the second
half of the year. The latter two were of US$1bn each.
We a so launched our fourth SME fund in the UAE
of AED1bn (US$272m) for international trade
customers.

Our International Exchange programme
continued to be a cornerstone of our client retention
activity. In 2013, we hosted four events, in
Singapore, Guangzhou, Mexico City and Istanbul,
and provided leadership content and networking
opportunities for over 300 corporate clients from
around the world. We work closely with local
government, trade bodies and central banks to
provide the best possible insights and information
for these customers. The client feedback confirmed
that customers derive huge value from connecting
with like-minded businesses, and there are multiple
examples of new business relationships formed as a
result of these conferences.

Interacting with customers

e |n 2013, our CEP undertook over 10,000
customer interviewsin 15 of CMB’ s priority
markets. The programme gives customers the
opportunity to share their views, and
demonstrates that HSBC islistening and
actively working to improve our ability to
support customers with global operations.

e Weare enhancing our customers’ account
opening experience, enabling it to take place
anytime anywhere, provided we can fulfil
regulatory and Group KY C requirements. At
the end of 2013, we launched a multi-channel
business account opening tool in the UK for
customers who wish to open accounts using
online channels or call centres without visiting a
branch.

e InHong Kong, in the fourth quarter of 2013,
we made iPads available in Business Banking
centres to enable customers to register for
internet banking at the time of account opening.

e Weare expanding the servicing and transaction
options available on our international online
platform, HSBCnet, to better cater for the
requirements of businesses of different sizes
and needs. In addition to our payments and
cash management HSBCnet package, whichis
available in all markets, we launched domestic
and international HSBCnet packagesin our top
12 markets during 2013.

e Relationship managers now update and validate
customer information through regular routine
discussions.
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e Significant training is being provided for staff,
including around the use of tools to help them
support customers in completing required
customer due diligence information.

New renminbi products and services

The growing use of Chind s currency worldwide is
creating new opportunities for our customers
engaging in trade, capital transactions and financing
businessin or with mainland China. We continued to
strengthen our ability to meet these customers’ needs
by playing amajor part in anumber of innovative
transactions for the currency, including being the
first international bank to:

e offer an automated foreign currency cross-
border sweeping structure in mainland Chinato
help multinational s optimise the use of internal
funding by consolidating their liquidity
positions onshore and offshore;

e pilot foreign currency cross-border netting in
mainland China, enabling multinationals to
offset foreign currency payables and receivables
between Chinese subsidiaries and netting
centres overseas. The product allows companies
to reduce inter-company transactions while
lowering processing costs and currency risk
exposure; and

e implement atailor-made renminbi cross-border
centralised payments and collections settlement
product in mainland China. This eliminates
foreign exchange exposure and optimises
working capital management for companies.

For further information on the products and services we offer,
see page 79.

Client selection

Client selection is core to our growth strategy as
we seek to generate long-term relationships and
sustainabl e revenue streams within acceptable risk
parameters. In 2013, we initiated a comprehensive
programme to reposition our portfolios and better
manage our business. Thisinvolves reviewing our
customer base and establishing robust client
selection filters designed to ensure that our controls
and information flows are such that we can be
confident that we only do business with customers
who meet our criteria.

We are aso undertaking areview of business
policies and controls as part of our implementation
of Global Standards to further guard against money
laundering and sanctions risks.

Our risk profileis described on page 134.
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Strategic Report (continued)
Strategic priority 3 — Streamline processes and procedures > Environmental, social and community obligations

Environmental, social and
community obligations

We will create a robust, resilient and
sustainable business in which our clients
can have confidence, our employees can
take pride and our communities can trust.

Our continuing success depends, in part, on our
ability to identify and address environmental, social
and ethical factors which present risksto our
business or offer opportunities to support customers
in amore sustainable way. These can affect

our reputation, drive employee engagement, help
manage the risks of lending, leverage savings
through eco-efficiency and secure new revenue
streams.

Human rights

We apply human rights considerations directly as
they affect our employees and indirectly through
our suppliers and customers, in the latter case in
particular through our project finance lending.
Human rights issues most directly relevant for
HSBC are those relating to the right to just and
favourable conditions of work and remuneration,
the right to equal pay for equal work, the right to
form and join trade unions, the right to rest and
leisure and the prohibition of slavery and child
labour. Alongside our own commitments, such as
our HSBC Code of Conduct for Suppliers (in place
since 2005), the HSBC Global Standards Manual,
HSBC Values and our Business Principles, we have
signed up to global commitments and standards,
including the UN Global Compact, the Universal
Declaration of Human Rights and the Global
Sullivan Principles.

Our sustainability risk framework

We recognise that businesses can have an impact

on the environment and communities around

them. For over 10 years we have been developing,
implementing and refining our approach to working
with our business customers to understand and
manage these issues. We assess and support
customersin six sensitive sectors using our own
policies and, in financing projects, using the Equator
Principles as a starting point. By extending their
application to all relevant corporate loans

and providing independent assurance on their
implementation, we go beyond the minimum
requirements of the Equator Principles framework.
Our sustainability risk framework is based on robust
policies, formal processes and well-trained,
empowered people.
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We welcome constructive feedback from non-
governmental organisations (‘NGO’s) and campaign
groups and regularly engage with a number of them
on matters of shared interest. In 2013, HSBC was
approached by NGOs raising concerns regarding the
implementation of our forest land and forest
products sector policy. If our clients do not comply
fully with our policies, or cannot show that they are
on acredible path to do so, we will exit our
relationship with them.

Our approach to managing sustainability risk is described on
page 297.

Climate business

We define ‘ climate business' as seeking long-term
commercia business opportunities to support
transition to alow-carbon economy. Our climate
businessincludes clients in the solar, wind, biomass,
energy efficiency, low carbon transport and water
sectors, and revenues are growing year on year.
HSBC's Climate Change Centre of Excellence, part
of our global research team focusing on business
risks and opportunities created by climate change,
was established in 2007 and its research estimates
that the climate business sector could exceed
US$2.2 trillion by 2020.

Our sustainable operations strategy

HSBC' s carbon dioxide emissions are calculated on
the basis of the energy used in our buildings and
employee business travel from over 30 countries
(covering about 93% of our operations by FTE). The
data gathered on energy consumption and distance
travelled are converted to carbon dioxide emissions
using conversion factors from the following sources,
if available, in order of preference:

1. factors provided by the data/service providers,

2. factors provided by the local public
environmental authorities. For electricity, if
specific factors cannot be obtained from the
above two sources, we use the latest available
carbon emission factors for national grid
electricity from the International Energy Agency
as recommended for use by the Greenhouse Gas
Protocol; and

3. for other types of energy and travel, if no
specific factors can be obtained from the first
two sources, we use the latest available factors
provided by the UK Department for Environment,
Food and Rural Affairs and/or the Department
of Energy and Climate Change in the UK.

To incorporate al of the operations over which
we have financial (management) control, the



calculated carbon dioxide emissions are scaled up on Our greenhouse gas reporting year runs from

the basis of the FTE coverage rate to account for any October to September. For the year from 1 October
missing data (typically lessthan 10% of FTES). In 2012 to 30 September 2013, carbon dioxide
addition, emission uplift rates are applied to allow emissions from our global operations were 889,000
for uncertainty on the quality and coverage of tonnes.

emission measurement and estimation. The rates are
4% for electricity, 10% for other energy and 6% for
business travel, based on the Intergovernmental
Panel on Climate Change Good Practice Guidance
and Uncertainty Management in National
Greenhouse Gas Inventories, and HSBC' sinternal
analysis of data coverage and quality.

HSBC Technology and Services employs
around athird of our workforce and runs our
operations, including real estate, I T infrastructure
and supply chain. One of its goals, known as
‘REDUCE’, isto cut annual carbon dioxide
emissions per employee by atonne between 2012
and 2020 to 2.5 tonnes. Our baseline year is 2011, in

Carbon dioxide emissions in tonnes which emissions were 3.44 tonnes (rounded up to
2013 2012 3.5).

TOtA e 889,000 963,000 To tackle this challenge, we set a 10-point

From energy ...........coe.... 755,000 825,000 sustainabl e operations strategy at the start of 2012,

From travel ... 134,000 138,000 listed below. This strategy coversissues from

sustainability leadership and engagement to supply-

Carbon dioxide emissionsin tonnes per FTE chain collaboration, and includes ambitious targets
2013 2012 to reduce our use of energy and reduce our waste.

L1 343 361 We made progressin 2013, but recognise that

From energy 2091 3.09 stretching goals like these will take time to achieve.

From travel 0.52 0.52 We have capitalised on ‘quick wins' where possible,

but have also spent time to analyse thoroughly and
prepare for achieving these targets.

Our 10-point sustainable oper ations strategy
1. We are engaging al employeesin delivering improved efficiency by 2020 with training and sustainability |eadership programmes.
2. Wewill increase energy consumption from renewables from 24% to 40% and increase self-generated electricity capacity from zero to 5%.
3. Wewill collaborate with our supply chain to achieve sustainable savings through efficiency and innovation.
4.We will improve the energy efficiency of our Group data centres.
5. An annual US$5m investment in an HSBC Eco-efficiency Fund has been committed to trial sustainable innovation.
6. Our target isto increase the recycling of HSBC' s waste from 60% to 100% of our office waste and el ectronic-waste.
7.Work on al new and redesigned buildings costing over US$10m in our portfolio of 7,500 buildings will be done to Leadershipin
Energy and Environmental Design (‘LEED’) certification standards.
8. We aim to reduce annual energy consumption per employee by IMWh.
9. We will reduce paper usage, ensure it comes from sustainable sources, and encourage paperless banking for all retail and commercial
customers.
10. We continue to promote alternatives to travel, reducing travel carbon emissions per employee.

Further details on our progress with achieving our sustainability operations programme will be published in our Sustainability Report
2013 on 23 May 2014.

Community investment Staff volunteering
In 2013, we donated atotal of US$117m to Thousands of HSBC employees globally are
community investment projects (2012: US$120m). involved every year through volunteering for our

Community Investment programmes. We report in

Youth education detail on thisin the HSBC Sustainability Report 2013.

Education is key to prosperity. We seek to help

young people fulfil their potential through global and HSBC Water Programme

local investment in education programmes. Our 2013 was the second year of our flagship
programmes span various levels of need, including environmental project, the HSBC Water Programme.
financial literacy training, scholarships, cultural Thisisafive-year, US$100m programmein
awareness programmes and teaching life skills. partnership with Earthwatch, WaterAid and WWF
In 2013, we launched the three-year £30m to deliver Wata provision, protection, information
(US$47m) Opportunity Partnership, to help transform and education across the world. In 2013, we

developed the programme by connecting specific
parts of our business with HSBC Water Programme
activities.

the lives of 25,000 disadvantaged young peoplein
the UK through education, training and work.
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Strateg ic Repo It (continued)

Risk overview > Risk and our strategic priorities / Risk in 2013 / Top and emerging risks

Risk overview

e Risk and our strategic priorities .................. 36 Our risk profile is underpinned by our core
L. philosophy of maintaining a strong balance

© RiSKin 2013 oo 36 sheet and IIQUIdlty pOSition, and Capital

e Top and emerging risks ... 37  strength.

e How we manage risk ..., 39

e How risk affects our performance ............... 41

All our activitiesinvolve, to varying degrees, the measurement, evaluation, acceptance and management of risk or
combinations of risks. Our risk management framework, employed at all levels of the organisation, ensures that our
risk profile remains conservative and aligned to our risk appetite and strategy.

Risk and our strategic priorities

The Group’ sthree strategic priorities are reflected in
our management of risk.

Grow both business and dividends — we ensure
risk is maintained at appropriate levelswhile HSBC
is positioned for growth and capital is deployed
accordingly to maximise revenue opportunities.

Implement Global Standards— our management
of financia crimerisk is strengthened by the
implementation of Global Standards, which are
enhancing the procedures, policies, capabilities and
controls that govern how we do business and with
whom.

Sreamline processes and procedures— during
2013, weinitiated a comprehensive programme
to reposition our portfoliosin line with our updated
risk appetite, and we made progress with programmes
to make HSBC easier to manage and control. We also
continued to ssimplify the Group structure through our
disposal programme and to de-risk legacy portfolios.

ensure that the overall quality of the portfolio
remained strong;

e we regularly assessed higher risk countries and
adjusted our risk appetite and exposures
accordingly;

e werepositioned certain portfolios through our six
filters process (see page 15) and our focus on
certain products or customer segments;

e wemade our client selection filters more robust
in managing the risk of financial crime; and

e we mitigated risks, for example reputational
and operational, when they were forecast to
exceed our risk appetite.

The diversification of our lending portfolio
across global businesses and regions, together with
our broad range of products, ensured that we were
not overly dependent on alimited number of
countries or markets to generate income and growth.

We monitored a range of key risk metricsin
2013, including the following:

2013 2012
The steps we have taken to reshape HSBC have US$bn USSbn
released around US$90bn in risk-weighted assets to Maximum exposure to
date. IOt FiSK oo 3,112 3,140
of which:
Our business and operating models are described on page 13. _loans and advances
For further information on Global Standards, see page 23. held at amortised cost™ .. 1,292 1,150
. . Risk-weighted assets ............ 1,093 1,124
Risk in 2013 of which
. . . . —creditrisk RWAs............. 864 898
Financial markets were volatile during 2013, —market risk RWAS .......... 63 55
reflecting concerns over the US fiscal cliff and debt —operational risk RWAS ... 119 122
ceiling, the potential tapering of quantitative easing, Proportion of RWAs on
the continuing political instability in the Middle East standardised approach ... 30% 34%
and its possible effect on global energy prices, and Trading value at risk
the widely held view that the global economic ((U15:10) R 52 79
recovery remains fragile. We maintained a Advances to deposits ratio™ 73% 74%
conservan_ve risk profile by reducing exposure to Advancesto core funding
the most likely areas of stress:
100% 106%

e we managed selectively our exposure to
sovereign debt and bank counterparties to
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72%
85%

73%
78%

For footnotes, see page 46.



Risks incurred in our business activities

Our principal banking risks are credit risk, liquidity

and funding risks, market risk, operational risk,
compliance risk, fiduciary risk, reputational risk
pension risk and sustainability risk. We also
incur insurance risk. The chart below provides a

Exposure to risks arising from the business activities of global businesses

high level guide to how our business activities are
reflected in our risk measures and in the Group’s
balance sheet. The third-party assets and liabilities
indicate the contribution each business makesto the
balance sheet, while RWAsi illustrate the relative size
of the risksincurred in respect of each business.

For a description of our principal risks, see page 136.

Other
(including holding
company)
[ I I |
Global
business RBWM CMB GBa&m GPB
\ \ \ \
Deposits Deposits Deposits Deposits HSBC holding
Accounts services Payments and cash Payments and cash Account services corT;paIny a"dt_
ntr: ration:
Credit and lending management management Credit and lending EAMEL e
Asset management Credit and lending Balance sheett Asset management
H man men
Business Wealth solutions and International trade CCRMEm Financial advisory
. financial plannin and receivables Credit and lending i
activities 1 P 9 fi Broking
Broking TS Asset and trade c .
o Commercial finance orporate finance
Life insurance e : (via GB&M)
manufacturin . Corporate finance .
g investments Alternative
Markets investments
Securities services
| | | | |
US$bn US$bn US$bn US$bn US$bn
Balance ® Assets 517 ® Assets 361 Assets 1,976 ® Assets 98 ® Assets 172
sheet® |e Customer e Customer Customer ® Customer e Customer
accounts 580 accounts 354 accounts 450 accounts 97 accounts 1
| | | | |
US$bn US$bn US$bn US$bn US$bn
® Credit risk 195 ® Credit risk 359 Credit risk 270 ® Credit risk 17 ® Credit risk 23
RWAs ® Operational risk 39 ® Operational risk 33 Counterparty ® Operational risk 4 ® Operational risk -
credit risk 46
Operational risk 43
Market risk 63
| ] | | |
Ri_Sk Liquidity and funding risk (page 213), Pension risk (page 260), Fiduciary risk (page 248), Reputational risk (page 260),
profile Compliance risk (page 247), Sustainability risk (page 263) and Insurance risk (page 249). The latter is predominantly in RBWM and CMB.

For footnote, see page 46.

For further information on credit risk, see page 150;

capital and risk-weighted assets, see page 298; market risk,
including value at risk, see page 230; and operational risk see
page 244.

Top and emerging risks

Identifying and monitoring top and emerging risks
areintegral to our approach to risk management. We
definea‘top risk’ as being a current, emerged risk
which has arisen across any of our risk categories,
regions or global businesses and has the potentia to
have a material impact on our financial results or our
reputation and the sustainability of our long-term
business model, and which may form and crystallise
within ayear. We consider an ‘emerging risk’ to

be one with potentially significant but uncertain
outcomes which may form and crystallise beyond a
one-year time horizon, in the event of which it could
have amaterial effect on our ability to achieve our
long-term strategy.
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The ongoing assessment of our top and
emerging risks isinformed by a comprehensive suite
of risk factors (see page 135) which may result in
our risk appetite being revised.

During 2013, senior management paid particular
attention to a number of top and emerging risks.
Theserisks, as at 31 December 2013, are tabulated
below.

We made a number of changes to our top and
emerging risks to reflect revised assessment of their
effect on HSBC during 2013. Threats to the global
economy from adisorderly exit from quantitative
easing, which emerged as arisk during the first half of
2013 following announcements that monetary stimuli
may be scaled back, receded during the second half of
the year. This followed announcements by central
banks on the likely pace and scale of tapering together
with an acceleration of economic growth in the US
and UK.
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Strateg ic Repo It (continued)

Risk overview > Top and emerging risks / How we manage risk

Top and emerging risks— @) / @

Macroeconomic and

geopolitical risks

Macro-prudential, regulatory
and legal risks to our

Risks related to our business
operation, governance and

business model

internal control systems

@ Emerging markets’
slowdown

0 Regulatory developments
affecting our business
model and Group
profitability

@ Heightened execution risk

Growth decelerated in a number

of emerging markets during 2013.
Any contraction in trade and capital
flows would affect both emerging
and developed economies.

Governments and regulatorsin
numerous jurisdictions continue to
develop policy which may impose
new requirements, including in

the areas of capital and liquidity
management and business structure.

Regulatory demands, a challenging
external environment, the level of
internal transformation and risks
arising from business and portfolio
disposals may affect our ability to
execute our strategy.

3 Increased geopolitical risk

6 Regulatory investigations,
fines, sanctions, commit-
ments and consent orders
and requirements relating
to conduct of business and
financial crime negatively
affecting our results and
brand

@ Internet crime and fraud
and
@ 'nformation security risk

Our operations are exposed to risks
arising from political instability and
civil unrest in anumber of countries,
which may have awider effect on
regional stability and regional and
global economies.

Financia service providers are at
risk of regulatory sanctions or fines
related to conduct of business and
financia crime.

In December 2012, HSBC entered
into agreements with US and UK
authoritiesin relation

to investigations regarding past
inadequate compliance with AML
and sanctions laws and we continue
to be subject to other regulatory
proceedings, the outcome of which
isdifficult to predict. Thereisarisk
that we fail to meet agreed deadlines
or are found to have materia gaps
in our plans or the implementation
progress compared with that required
by the DPAs and other orders.

Our businesses face arange of
operational risks, including those
arising from internet crime and fraud
and cyber attacks affecting the
security of Group and customer
information.

@ Data management

New regulatory requirements
necessitate more frequent and
granular data submissions, which
must be produced on a consistent,
accurate and timely basis.

0 Dispute risk

@ Model risk

HSBC is party to legal proceedings
arising out of its normal business
operations which could give rise

to potentia financial loss and
significant reputational damage.

Regulatory reguirements relating to
models and assumptions in areas such
as capital calculations and stress
testing could potentially result in an
increased and more volétile capital
reguirement.

Heightened execution risk was also assessed as
atop risk to reflect the external and internal
challenges to delivering our strategy at the same time

Standards.
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as implementing the changes necessitated by
regulatory change and the implementation of Global



When the top and emerging risks listed above
resulted in our risk appetite potentially being
exceeded, we took steps to mitigate them, including
reducing our exposure to areas of stress. Given the
impact on the Group of breaching the US DPA,
significant senior management attention was given to
tracking and monitoring our compliance with its
requirements and improving policies, processes and
controls to minimise the risk of a breach.

For a detailed account of these risks see page 141 and for a
summary of our risk factors, see page 135.

How we manage risk

Our risk culture is fundamental to the delivery of our
strategic objectives. It may be characterised

as conservative, control-based and collegiate. It is
reinforced by our HSBC Values and our Global
Standards, and forms the basis on which our risk
appetite and risk management framework are
established. These are instrumental in aligning the
behaviour of individuals with the Group’s attitude to
assuming and managing risk.

We manage risk actively, with five main
elements underpinning our risk culture.

Running risk like a business

Running risk like a business means ensuring that the
Global Risk function is dynamic and responsive to
the needs of its stakeholders. We continue to focus
on:

e making systems compatible (for example, in
Global Risk and Global Finance) so a complete
picture of our risksis obtained;

e streamlining data production and re-engineering
processes to create time to spend on risk
management; and

e understanding the detail behind our risks and
costs.

Organisation and structure

Robust risk governance and accountability are
embedded throughout the Group, fostering a
continuous monitoring of the risk environment

and an integrated evaluation of risks and their
interactions. Adherence to consistent standards and
risk management policiesis required across HSBC
by our Global Standards and our Global Risk
Operating Model.

Our risk governance framework, of which our
risk appetite framework is a significant element,
ensures the appropriate oversight of and
accountability for the effective management of risk,
including financia crimerisk, at Group, regional and

global business levels. Similar arrangements are
in place in our major operating subsidiaries.

The Group Risk Committeeis responsible for
advising the Board on high-level risk related matters
and risk governance.

The risk governance framework was augmented
by the establishment in January 2013 of the
Financia System Vulnerabilities Committee, which
reports to the Board on matters relating to financia
crime and financial system abuse and provides a
forward-looking perspective on financia crime risk.

A Conduct & Values Committee was established
in January 2014, to oversee the design and application
of HSBC' s policies, procedures and standards, to
ensure that we conduct business responsibly and
consistently adhere to HSBC Vaues and to advise the
Board accordingly.

For a description of the governance structure for managing
risk at the Group level, see the report of the Group Risk
Committee on page 352. The Report of the Financial System
Vulnerabilities Committee is on page 358.

Three lines of defence

The Group has adopted a risk management and
internal control structure referred to asthe ‘three
lines of defence’ to ensure we achieve our
commercia aims while meeting regulatory and legal
requirements. It is akey part of our operational risk
management framework.

e Firstline—every employeeisresponsible for
the risks that are part of their day to day jobs.
Thefirst line of defence ensuresthat al key
risks within their operations are identified,
mitigated and monitored by appropriate internal
controls within an overall control environment.

e  Second line— global functions, such as Global
Risk, Global Finance and Global Human
Resources form the second line of defence.
They have similar responsibilitiesto the first
line of defence for the processes and activities
they own. In addition, they are responsible
for setting policy and for providing oversight
and challenge of the activities conducted by
thefirst line.

e Thirdline—Internal Audit formsthe third line
of defence, providing independent assurance
to senior management and the Board over
the design and operation of HSBC’ srisk
management, governance and internal control
processes.

For details of our operational risk management framework,
See page 244.
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HSBC HOLDINGS PLC

Strateg ic Repo It (continued)

Risk review > How we manage risk / How risk affects our performance

People

All employees are required to identify, assess and
manage risk within the scope of their assigned
responsibilities and, as such, they are critical to the
effectiveness of the three lines of defence. Personal
accountability for Globa Standards s reinforced by
HSBC Values.

Clear and consistent employee communication
on risk conveys strategic messages and sets the tone
from senior leadership. A suite of mandatory training
on critical risk and compliance topics is deployed to
embed skills and understanding and strengthen the
risk culture within HSBC. It reinforces the attitude to
risk in the behaviour expected of employees, as
described in our risk policies. The training is updated
regularly, describing technical aspects of the various
risks assumed by the Group and how they should
be managed effectively. Staff are supported in their
roles by adisclosure line which enables them to raise
concerns confidentially (see page 29).

Our risk cultureisreinforced by our approach
to remuneration. Individual awards are based on
compliance with HSBC Values and the achievement
of financial and non-financial objectives which are
aligned to our risk appetite and global strategy.

For further information on risk and remuneration, see the
Report of the Group Remuneration Committee on page 360.

Risk management processes and procedures

Risk management within HSBC is driven by the
following four processes:

risk identification;

risk appetite;

mapping our risk profile; and

stress testing and scenario anaysis

Risk identification

We identify and monitor risks continuously. This
process, which isinformed by analysis of our risk
factors and the results of our stress testing
programme, gives rise to the classification of certain
key risks as top or emerging. Changesin our
assessment of top and emerging risks may result in
adjustments to our business strategy and, potentialy,
our risk appetite.

Risk appetite

The Group’s Risk Appetite Statement describes

the types and levels of risk that we are prepared to
accept in executing our strategy. The Risk Appetite
Statement is approved by the Board on the advice of
the Group Risk Committee. It is a key component of
our risk management framework, informs our annual
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operating plan and plays an important role in our
six filters process.

Global businesses, geographical regions and
global functions are required to align their risk
appetite statements with the Group’s.

Quantitative and qualitative metrics are assigned
to nine key categories. earnings, capital, liquidity
and funding, securitisations, cost of risk, intra-group
lending, strategic investments, risk categories and
risk diversification and concentration. Measurement
against the metrics:

e guides underlying business activity, ensuring
itisaligned to risk appetite statements,

e informsrisk-adjusted remuneration;

e enablesthe key underlying assumptionsto
be monitored and, where necessary, adjusted
through subsequent business planning cycles,
and

e promptly identifies business decisions needed
to mitigate risk.

Some of the core metrics that are measured and
presented to the Board monthly are tabulated below:

Key risk appetite metrics

2013
Target” Actual

Coretier 1 ratio ........... 9.5% to 10.5% 13.6%
Common equity

tier Lratio ..coeeeee. 9.5% to 10.5% 10.9%
Return on equity ......... 12% to 15% 9.2%
Return on RWAs. ......... 2.1%102.7% 2.0%
Cost efficiency ratio .... 48% to 52% 59.6%
Advances to customer

accountsratio™ ... Below 90% 72.9%
Cost of risk (loan Below 15% of

impairment charges) operating income 7.7%

For footnotes, see page 46.

In 2013, we changed the targets for two of these
risk appetite metrics. Our return on risk-weighted
assets target was raised from 1.8-2.6% to the current
target of 2.1-2.7%, reflecting changesin our risk
profile as we reshaped our portfolio of businessesin
line with our strategy and our six filters framework.
As our portfolios became less risky, we reduced the
acceptable cost of risk from below 20% to below
15% of operating income.

Our coretier 1 ratio exceeded the target,
although remained within our risk tolerance to
ensure we were well placed to meet requirements on
aBasel 111 basis (page 309).

Our six filters are described on page 15.



Mapping our risk profile

Risks are assumed by our global businessesin
accordance with their risk appetite and are managed
at Group, global business and regional levels. All
risks are recorded and monitored through our risk
mapping process, which describes our risk profile
by category in the different regions and global
businesses.

In addition to our banking and insurance risks,
the risk mapping process identifies and monitors
risks such as model, financial management, capital,
Islamic finance and strategic risks. These risks
areregularly assessed through our risk appetite
framework, stress tested and considered for
classification as top and emerging risks.

For a summary of our banking and insurance risks, see
page 136.

Stress testing and scenario analysis

We conduct stress-testing scenarios across the Group
on both enterprise-wide and regional bases, reflecting
our business strategy and resultant risk exposures.
These scenarios include, but are not limited to,
adverse macroeconomic events, failures at country,
sector and counterparty levelsand avariety of
projected major operational risk events. The results of
the stress tests are used to assess potential unplanned
demand for regulatory capital under the various
scenarios. We aso participate in scenario analyses
requested by regulatory bodies including the Bank of
England concurrent stress test exercise and the US
Federal Reserve Comprehensive Capital Analysis and
Review (' CCAR’) and Dodd-Frank Stress Testing
programmes.

We tested several scenariosin the course of
2013. Theresults of these stress tests demonstrated
that HSBC would remain satisfactorily capitalised
after taking account of assumed management actions
to mitigate the effect of the scenarios in question.

For further information on our stress-testing and scenario
analyses, see page 139.

How risk affects our performance

The management of risk isan integral part of all
our activities. Risk measures our exposure to
uncertainty and the consequent variability of return.

The execution of our strategy, including the exit
from non-strategic markets, the sale of businesses
and non-core investments, the repositioning of our
portfolios and implementation of revised client
selection filters, together with an improvement in
market conditions, led to amodest improvement in
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credit metricsin our retail portfolios during 2013,
while our wholesale portfolios remained stable.

LICsfell in North America, Europe and the
Middle East and North Africafollowing a general
improvement in credit conditions but rosein Latin
Americafor reasons outlined on page 17.

Operationa losses declined significantly
compared with 2012, although remained above
historical trend. The decrease reflected the non-
recurrence of fines and penalties paid in 2012 as part
of the settlement of investigations into past inadequate
compliance with AML and sanctions laws. Provisions
related to UK customer redress, principally payment
protection insurance and interest rate protection
products, also declined. There are many factors
which could affect these estimated liabilities and
there remains a high degree of uncertainty asto
the eventual cost of redress for these matters.

HSBC is party to legal proceedings,
investigations and regulatory matters in a number
of jurisdictions arising out of its normal business
operations. We recognise a provision for aliability
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 aresult of
past events, and for which areliable estimate can
be made of the amount of the obligation. Our
provisions for legal proceedings and regulatory
matters and for customer remediation at
31 December 2013 totalled US$4.2bn. While the
outcome of these mattersisinherently uncertain,
management believes that, based on the information
availableto it, appropriate provisions have been
made.

The reported results of HSBC are sensitive to
the accounting policies, assumptions and estimates
that underlie the preparation of our consolidated
financial statements and reflect our assessment of the
financial impact of risks affecting the Group.

For a description of material legal proceedings and regulatory
matters, see Note 43 on the Financial Statements on page 554.

Provisions for legal proceedings and regulatory matters and
for customer remediation are disclosed in Note 31 on the
Financial Statements on page 526.

For details of operational losses, see page 246.

For details of our critical accounting policies, see page 72.
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Strateg ic Repo It (continued)

Rewarding performance > Employee remuneration / Directors’ remuneration

Rewarding performance

e Employee remuneration

e Directors’ remuneration

e Remuneration policy going forward ...

e External reporting

Our remuneration strategy rewards commercial
success and compliance with our risk
management framework.

The quality of our people and their long-term commitment to the Group are fundamental to our success. We
therefore aim to attract, retain and motivate the very best people who are committed to maintaining a long-term
career with HSBC, and who will performtheir role in the long-term interests of shareholders.

Employee remuneration

HSBC' s reward package comprises four key
elements of remuneration:

o fixed pay;

e Dbenefits;

e annual incentive; and

e the Group Performance Share Plan ( GPSP).

These elements support the achievement of our
objectives through balancing reward for both short-
term and long-term sustai nable performance. Our
strategy is designed to reward only success, and
aligns employees remuneration with our risk
framework and risk outcomes. For our most senior
employees the greater part of their reward is deferred
and thereby subject to malus, that is, it can be
cancelled if warranted by events.

In order to ensure alignment between what we
pay our people and our business strategy, we assess
individual performance against annual and long-term
financial and non-financial objectives which are
summarised in performance scorecards. This
assessment also takes into account adherence to the
HSBC Values of being ‘open, connected and
dependable’ and acting with ‘ courageous integrity’.
Altogether, performance is therefore judged not only
on what is achieved over the short and long-term but
also importantly on how it is achieved, as we believe
the latter is essentia to the long-term sustainability
of the business.

Industry changes and key challenges

The main drivers of change in remuneration policy
and practice within the financial servicesindustry
are the new regulations under CRD 1V which apply
globally to al employees of EU headquartered
banks. The key change is the application of acap on
variable pay that can be paid to any ‘material risk
taker’ (being employees who have been identified as
having a material impact on the institution’s risk
profile). This presents significant challenges for
HSBC given the fact that as a worldwide business, a
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significant number of our material risk takers are
based outside the EU.

This situation has necessitated a review of our
remuneration policy, especialy the balance between
fixed and variable pay, to ensure we can remain
competitive on atotal compensation basis and retain
our key talent. Bearing in mind the interests of our
shareholders, the Board believesit is necessary to
increase the variable pay cap to the 200% of fixed
pay for material risk takersthat is permitted under
CRD |V with shareholder approval. Thiswill enable
usto hold back alarger proportion of variable pay,
subject to malus, than would be the case if we were
not to take advantage of this provision. It will require
shareholder approval at the AGM on 23 May 2014.

Overall, arepresentative number of our major
institutional shareholders have been supportive of
the proposed changes to our remuneration policy and
recognise the importance of ensuring we can retain
our key talent.

Variable pay pool determination

Determining the quantum of variable pay requires
consideration of affordability, the equitable
distribution between shareholders and employees
and market-based judgements around peer
comparisons and retention risk. The Group
Remuneration Committee considers many factors
in determining HSBC' s variable pay pool funding.
The total variable pay pool for 2013 was US$3.9bn,
increased from US$3.7bn in 2012, as shown in the
table below:

Variable pay pool

Group
2013 2012
US$m US$m
Variable pay pool
— total .o 3,920 3,689
— asapercentage of

15%
18%

17%
17%

underlying profit ........c.coceeeeee.
— percentage of pool deferred® .

For footnote, see page 46.



Funding

The variable pay pool takesinto account the
performance of the Group which is considered
within the context of our Risk Appetite Statement.
This ensures that the variable pay pool is shaped by
risk considerations, and is shaped by an integrated
approach to business, risk and capital management
which supports achievement of our strategic
objectives.

Funding is calibrated with reference to Group
profitability, capital strength, and shareholder
returns. This approach ensures that performance-
related awards for any global business, global
function, geographical region or level of staff are
considered in a holistic fashion.

The methodology a so considers the relationship
between capital, dividends and variable pay to
ensure that the distribution of post-tax profits
between these three elementsis considered

appropriate.

For the Directors' Remuneration Report for the 2012, 2013
and target split, see page 394.

Executive Directors

Relative importance of spend on pay

The following chart provides a breakdown of
total staff pay relative to the amount paid out in

dividends.

US$m 2012 = 2013
20,491

19,196
8,300 9,200
Ordinary Employee compensation
dividends® and benefits

For footnote, see page 46.

Directors’ remuneration

The single total figure for Directors remuneration
required by Schedule 8 of the Large and Medium-
Sized Companies (Accounts and Reports)
Regulations 2008 is as follows:

Douglas Flint Stuart Gulliver lain Mackay
2013 2012 2013 2012 2013 2012
£000 £000 £000 £000 £000 £000
Fixed pay
Base Salary ... 1,500 1,500 1,250 1,250 700 700
PENSION ... 750 750 625 625 350 350
2,250 2,250 1,875 1,875 1,050 1,050
BENEFitS ...cocvveeiieirieeeee 48 64 591 642 33 36
Variable pay
Annual iNCeNntive ........coeeeeinerreeeene — - 1,833 780 1,074 539
- - 3,667 3,000 2,148 1,400
- - 5,500 3,780 3,222 1,939
Notiona return on deferred cash 27 12 - - 7 3
Non-taxable benefits ... 102 98 67 65 58 50
Tota single figure of remuneration............. 2,427 2,424 8,033 6,362 4,365 3,078
Addendum
Annual incentive with performance
CONAItIONS™ ..o - - - 1,170 - 809
Total single figure of remuneration and
annual incentive with performance
CONAILIONS ... 2,427 2,424 8,033 7,533 4,365 3,887

For footnote, see page 46.
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Strateg ic Repo It (continued)

Rewarding performance / Directors’ remuneration / Remuneration policy going forward / External reporting

Douglas Flint, as Group Chairman, is not
eligible for an annual incentive and did not receive a
GPSP award in 2013.

Marc Moses was appointed an executive
Director with effect from 1 January 2014, reflecting
the criticality of the Risk function to HSBC and his

Variable pay performance for 2013

leadership of the function, and recognises his
personal contribution to the Group.

A full summary of the variable pay performance
outcomes for the two eligible executive Directors
receiving such awardsin 2013 is tabulated below.

For full details of Directors' remuneration, see page 389.

Stuart Gulliver lain Mackay

Pre- Post-

discretion discretion

per- Pre- Com- Post- per-

Maximum formance Multiple discretion mittee discretion Maximum formance Multiple
multiple outcome awarded value discretion™ value  multiple outcome awarded Value
£000 £000 £000 £000
Sadary ... 1.00 100% 1.00 1,250 n/a 1,250 1.00 100% 1.00 700
Annual

incentive ... 3.00 60% 1.80 2,250 (417) 1,833 3.00 51% 1.53 1,074
GPSP ............. 6.00 60% 3.60 4,500 (833) 3,667 5.10 60% 3.07 2,148
Tota ..ocveeee 8,000 (1,250) 6,750 3,922

For footnote, see page 46.

Remuneration policy going forward

In order to deal with the challenges of CRD 1V we
have introduced changes to our remuneration
structure for executive Directorsin 2014 as
summarised in the table below, subject to

Changes in remuneration policy for 2014

shareholders’ approva at the 2014 AGM. If
approved, the policy isintended to apply for three
years to the conclusion of the AGM in 2017.

For full details of the remuneration policy for executive
Directors, see page 381.

Purpose and link Performance
to strategy Operation M aximum opportunity metrics
Salary No change No change No change (none)
Fixed pay allowance™ Introduction of ~ Maximum fixed pay allowance for each executive Director will be None
share allowance the difference between (i) 50% of the target remuneration of the
executive Director under this policy and (ii) the aggregate of the
base salary and cash allowance in lieu of pension for that executive
Director
Benefits No change No change No change (none)
Total variable pay No change Maximum at 900% of salary reduced to 200% of fixed pay No change
Annual incentive® No change Maximum incentive reduced from 300% of base salary to 67% of See page 382
fixed pay
GPSP* No change Maximum incentive reduced from 600% of base salary to 133% of ~ See page 383
fixed pay
Pension No change No change No change (none)

For footnote, see page 46.

The mix of fixed and variable pay granted to
an employee is commensurate with the individual’s
role, experience and responsibility and the local
market.

Fixed pay allowanceswill only be granted to
certain material risk takers based on their role,
function, experience and technical expertise. The
Group Chairman will not be eligible for afixed pay
allowance.
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Executive Directors, Group Managing Directors
and Group General Managers will receive shares that
vest immediately. The shares (net of shares sold to
cover any income tax and social security) will be
subject to aretention period. 20% of these shares
will be released in March immediately following the
end of the financia year in which the shares are
granted. The remaining 80% will be subject to a
retention period of at least five years.



All other employees will receive the fixed pay
allowance in cash when it is below a specified
threshold. Where the fixed pay allowance is above
the specified threshold, all of it will be received in
shares that vest immediately. Any shares delivered
(net of shares sold to cover any income tax and
social security) as part of the fixed pay alowance
would be subject to aretention period. 40% of the
shares will be released in March following the end of
the relevant financial year in which the shares were
granted. The remaining 60% will be released in three
equal annual tranches on each anniversary of the
initial release.

Group Managing Directors participate in both
the annual incentive and the GPSP. Group General
Managers participate in the annual incentive and
may receive other long-term awards. Other
employees across the Group are eligible to
participate in annual incentive arrangements.

External reporting

The required remuneration disclosures for Directors
and highest paid employees in the Group are made
in the Directors Remuneration Report on page 378.
Remuneration disclosures for Code Staff can be
found in the Pillar 3 Disclosures 2013.

On behalf of the Board 24 February 2014
D JFlint, Group Chairman

HSBC Holdings plc

Registered number 617987
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HSBC HOLDINGS PLC

Strateg ic Repo rt (continued)

Footnotes / Financial summary > Use of non-GAAP financial measures

Footnotes to Strategic Report

1 ABasel I| measure, of coretier 1 capital expressed as percentage of total risk-weighted assets.

2 The cost efficiency ratio is defined as total operating expenses divided by net operating income before loan impairment charges and
other credit risk provisions.

3 Dividends recorded in the financial statements are dividends per ordinary share declared in a year and are not dividendsin respect of,
or for, that year. The third interim dividend for 2012 of US$0.09 was paid on 12 December 2012. The fourth interim dividend for 2012
of US$0.18 was paid on 8 May 2013. First, second and third interim dividends for 2013, each of US$0.10 per ordinary share, were
paid on 11 July 2013, 9 October 2013 and 11 December 2013, respectively. Note 10 on the Financial Statements provides more
information on the dividends declared in 2013. On 24 February 2014 the Directors declared a fourth interim dividend for 2013 of
US$0.19 per ordinary sharein lieu of a final dividend, which will be payable to ordinary shareholders on 30 April 2014 in cash in US
dollars, or in pounds sterling or Hong Kong dollars at exchange rates to be determined on 22 April 2014, with a scrip dividend
alternative. The reserves available for distribution at 31 December 2013 were US$49,339m.

Quarterly dividends of US$15.5 per 6.2% non-cumulative Series A USdollar preference share, equivalent to a dividend of US$0.3875
per Series A American Depositary Share, each of which represents one-fortieth of a Series A USdollar preference share, were paid on
15 March 2013, 17 June 2013, 16 September 2013 and 16 December 2013.

Quarterly coupons of US$0.508 per security were paid with respect to 8.125% capital securities on 15 January 2013, 15 April 2013,
15 July 2013 and 15 October 2013.

Quarterly coupons of US$0.5 per security were paid with respect to 8% capital securities on 15 March 2013, 17 June 2013,

16 September 2013 and 16 December 2013.

4 Thereturn on average ordinary shareholders’ equity is defined as profit attributable to ordinary shareholders of the parent company
divided by average ordinary shareholders’ equity.

5 Net operating income before loan impairment charges and other credit risk provisions, also referred to as ‘revenue’.

6 Intermediation of securities, funds and insurance products, including Securities Servicesin GB&M.

7 Merger and acquisition, event and project financing, and co-investmentsin GPB.

8 Including Foreign Exchange, Rates, Credit and Equities.

9 Including portfolio management.

10 Including private trust and estate planning (for financial and non-financial assets).

11 Including hedge funds, real estate and private equity.

12 Loan impairment charges and other credit risk provisions.

13 Share of profit in associates and joint ventures.

14 In 2013, GB&M changed the way it manages repo and reverse repo activities in the Credit and Rates businesses as set out on page 68
of the ‘Financial Review'. This led to an increase in the amount of reverse repo and repo agreements classified as ‘ Loans and advances
to customers' at amortised cost and 'Customer accounts' at amortised cost in the balance sheet, respectively.

15 ABasel 11 measure, of common equity tier 1 capital expressed as percentage of total risk exposure amount.

16 UK bank levy paid reflects the payments made to the tax authorities during the calendar year and may differ from the recognition of
liabilities charged to the income statement.

17 Excludes movementsin the fair value of own debt and before variable pay distributions. See Directors' Remuneration Report page 378.

18 Each American Depositary Share represents five ordinary shares.

19 Total shareholder return is defined as the growth in share value and declared dividend income during the relevant period.

20 The Financial Times Sock Exchange 100 Index, The Morgan Stanley Capital International World Index and The Morgan Sanley
Capital International World Bank Index.

21 Established on 17 January 2014.

22 Established on 22 November 2013.

23 The HSBC UK entity shown comprises five legal entities; HSBC Bank plc (including all overseas branches), and SPEs consolidated by
HSBC Bank plc for Financial Statement purposes, Marks and Spencer Financial Services Limited, HSBC Private Bank (UK) Ltd, HFC
Bank Ltd and HSBC Trust Company (UK) Limited, managed as a single operating entity, in line with the application of UK liquidity
regulation as agreed with the UK PRA.

24 The Hongkong and Shanghai Banking Corporation represents the bank in Hong Kong including all overseas branches. Each branch is
monitored and controlled for liquidity and funding risk purposes as a standalone operating entity.

25 The HSBC USA principal entity shown represents the HSBC USA Inc consolidated group; predominantly HSBC USA Inc and HSBC
Bank USA, NA. The HSBC USA Inc consolidated group is managed as a single operating entity.

26 The sum of balances presented does not agree to consolidated amounts because inter-company eliminations are not presented here.

27 Targets for 2014 to 2016 were announced at our Investor Update on 15 May 2013.

28 The percentage of variable pay deferred for the Code Staff population was 64%.

29 Dividends per ordinary share in respect of that year. For 2013, this includes the first, second and third interim dividends paid in 2013
of US$5.6bn (gross of scrip) and a fourth interim dividend of US$3.6bn.

30 60% of the 2012 annual incentive for Suart Gulliver and lain Mackay disclosed in the 2012 Directors' Remuneration Report was
deferred for five years. The vesting of these awards is subject to a service condition and satisfactory completion of the DPA. The DPA
condition ends on the fifth anniversary of the award date unless the DPA is extended or otherwise continues beyond that date, in which
case the awards will vest on the date on which the DPA expires and otherwise ceases to operate.

31 Inits meeting of 15 January 2014, the Group Remuneration Committee used its discretion to reduce overall variable pay by £1.25m
(equivalent to 18.5% of the total annual incentive and GPSP). This adjustment was considered appropriate in the context of overall
Group-wide year-over-year profitability and incentive pool funding, Group-wide risk and compliance, market remuneration
benchmarks and the remuneration recommendations for the Group CEO’ s direct reports.

32 Maximum award potentials for fixed pay allowances and variable pay awards are based on obtaining shareholder approval to increase
the maximum variable pay award as a percentage of fixed pay under CRD 1V from 100% to 200% at the Annual General Meeting on
23 May 2014. If shareholder approval is not obtained the maximum fixed pay allowance payable for each executive Director under the
policy will be the difference between (i) 50% of maximum total remuneration of the executive Director under this policy as shown in the
Remuneration scenarios chart on page 389 and (ii) the aggregate of the base salary and cash allowancein lieu of pension for that
executive Director. Maximum variable pay award levels will be revised to 100% of fixed pay and the maximum annual incentive and
GPSP awards will accordingly be reduced to 1/3 and 2/3 of this amount (i.e. 33% and 67% of fixed pay, respectively). The requested
increase in the cap to 200% would enable us to minimise the increase in fixed remuneration costs and so help to maintain greater
flexibility on total pay.
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Report of the Directors: Financial Review

Financial summary > Use of non-GAAP financial measures

Financial summary

with reported results for 2012 retranslated at 2013
exchange rates. Except where stated otherwise,

zse;f nton—GAAP financial measures ..........c.cce...... 47 commentaries are on a constant currency basis, y
ONSIANT CUIMTENCY .....uvviiiiiiiiiiiiiiiiiiii, 47 aSl’eCOﬂC“aﬂinthetab'et)elOW. 5
Underlying performance ...........cocoeeereeeineeneeneenieneens 47 o
The foreign currency trandation differences %
Consolidated income statement ..........ccccoeeeverreeeenene 51 reflect the movements of the US dollar against most .qa)j
major currencies during 2013. =
Group performance by income and expenseitem ... 53 =
NEt INEEIESt INCOME oo 53 We exclude the translation differences because L
NEE FEORINCOME ..ot 55 we consider the like-for-like basis of constant
Neét trading iNCOME ........cccvvvrrevinciniinesc s 55 currency financial measures more appropriately
Net income/(expense) from financial instruments reflects changes due to operating performance.
designated at fair VAlUE ......c.cccveeeeivrerireeeeeresieenns 56
Gains lesslosses from financia investments ............... 58 Constant currency
Net earned insUrance Premiums .........cveeeevereernennes 58 Constant currency comparatives for 2012 referred to in the 3
Gains on disposal of US branch network, US commentaries are computed by retranslating into US dollars -g
Cards buSINESS aNd PG AN oo 59 Cc;gt-és dollar branches, subsidiaries, joint ventures and g
o =
(l\)lthgr operatlnglw'lcorﬁe ..... ed ..... d s 59 « theincome statements for 2012 a the average rates of 2
et insurance claims incurred and movement in exchange for 2013; and =
liabilities to policyholders o 60 « the balance sheet at 31 December 2012 a the prevailing =
Loan impai rment charges and other credit risk o rates of exchange on 31 December 2013.
prov.ls OIS o No adjustment has been made to the exchange rates used to
OPerating EXPeNSES ........ooooovoimmmmmmmmennenrsssssssss 62 translate foreign currency denominated assets and liabilities
Share of profit in associates and joint ventures ............ 64 into the functional currencies of any HSBC branches,
Tax expense 64 subsidiaries, joint ventures or associates. When reference
PENSE vvverssvvessvsss s ismade to ‘ constant currency’ in tables or commentaries, -
; comparative data reported in the functional currencies of =
Consolidated balance shegt ...........ccccccviniviciiiiniinins 65 HSBC's operations have been translated at the appropriate =
Movement iN 2013 .........ccocvevveeeeeeeeeeeee e 66 exchange rates applied in the current year on the basis =
described above. %
Reconciliation of RORWA Measures.........cccocvvvevnee. 71 Q
- (O]
Critical accounting PoOliGIeS .......c..coueeuveveereereeriereeeanns 72 Underlying performance ©
o
. . ) 9
The management commentary included in the Report of the Toarrive a underlying performance: 5
Directors: ‘Financial Review', together with the ‘ Employees’ - A . O
and ‘ Corporate sustainability’ sections of ‘ Corporate * weadjust for the.yet.ar on-year effects of foreign
Governance’ and the ‘ Directors’ Remuneration Report’ is currency translation;
presented in compliance with the IFRSs Practice Statement L. .
“Management Commentary’ issued by the |ASB. e weéeliminate the fair value movements on our
long-term debt attributable to credit spread "
Use of non-GAAP financial measures (‘own credit spread') where the net result of 3
such movements will be zero upon maturity £
Our reported results are prepared in accordance of the debt. This does not include fair value %
with IFRSs as detailed in the Financia Statements changes due to own credit risk in respect of »
starting on page 416. In measuring our performance, trading liabilities or derivative liabilities; and 3
the financial measures that we use include those ) N . c
. . . e we adjust for acquisitions, disposals and changes i
which have been derived from our reported resultsin of ownership levels of subsidiaries, associates, =
order to eliminate factors which distort year-on-year it venturZs and businesses
comparisons. These are considered non-GAAP J )
financial measures. Non-GAAP financial measures For acquisitions, disposals and changes of
that we use throughout our Financial Review and ownership levels of subsidiaries, associates, joint -
are described below. Other non-GAAP financial ventures and businesses, we eliminate the gain or =
measures are described and reconciled to the loss on disposal or dilution and any associated gain g
closest reported financial measure when used. or loss on reclassification or impairment recognised §
in the year incurred, and remove the operating profit £
Constant currency or loss of the acquired, disposed of or diluted g
. subsidiaries, associates, joint ventures and °
The constant currency measure adjusts for the year- busin from all the ]ears resented so we can %
on-year effects of foreign currency translation . . years pres =
. . view results on alike-for-like basis. For example, c
differences by comparing reported results for 2013 %)

a7

if adisposal was made in the current year, any gain



HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Financial summary > Use of non-GAAP financial measures

Reconciliation of reported and constant currency profit before tax

2013 compar ed with 2012

2012
Currency at 2013
2012 as translation exchange 2013 as
reported adjustment® rates reported
HSBC US$m US$m US$m US$m
Net interest income ........cccceevvevennee. 37,672 (682) 36,990 35,539
Net feeincome ....... 16,430 (203) 16,227 16,434
Net trading income ... 7,091 (164) 6,927 8,690
Own credit spread® (5,215) 12 (5,203) (1,246)
Other income/(expense) from
financial instruments designated
at fair value.....cccooeeeviececececene 2,989 (53) 2,936 2,014
Net income/(expense) from
financial instruments designated
at far value.....cooooveeeeeieseiecens (2,226) (42) (2,267) 768
Gains on disposal of US branch
network, US cards business and
PiNg AN oo 7,024 - 7,024 -
Gains less losses from financial
INVESIMENES......cviieiccerieicee 1,189 17) 1,172 2,012
Net earned insurance premiums......... 13,044 (118) 12,926 11,940
Other operating income (including
dividend inCOME).......ccccovvvveereerenne 2,321 (200) 2,121 2,954
Total operatingincome ................... 82,545 (1,425) 81,120 78,337
Net insurance claims incurred and
movement in liabilitiesto
pOlicyhOlders. ..., (14,215) 96 (14,119) (13,692)
Net operating income® .................. 68,330 (1,329) 67,001 64,645
Loan impairment charges and
other credit risk provisions............ (8,311) 201 (8,110) (5,849
Net operating income .........cccceeenee. 60,019 (1,128) 58,891 58,796
Operating eXPeNSES ........cccveerereereenns (42,927) 683 (42,244) (38,556)
Operating profit ...coceceeeevvrreieienennns 17,092 (445) 16,647 20,240
Share of profit in associates
and joint VENtUreS .........cccveeeeenennne 3,557 45 3,602 2,325
Profit beforetax .....ccovvevevevrennen. 20,649 (400) 20,249 22,565
By global business
Retail Banking and Wealth
Management ........ccccovereeieeeenenns 9,575 (26) 9,549 6,649
Commercial Banking ........... 8,535 (96) 8,439 8,441
Global Banking and Markets 8,520 (247) 8,373 9,441
Global Private Banking ..........ccc...... 1,009 (16) 993 193
OthEr ..o (6,990 (115) (7,105) (2,159)
Profit beforetax .........ccocoevvvnnieeeee 20,649 (400) 20,249 22,565
By geographical region
EUMOPE .. (3,414) 65 (3,349) 1,825
HONg KONg ... 7,582 @) 7,581 8,089
Rest of Asia-Pecific 10,448 (227) 10,221 7,764
Middle East and North Africa ........... 1,350 (36) 1,314 1,694
North AmMEerica .......cceveeveevveevecrenenn. 2,299 (28) 2,271 1,221
Latin AMErica ...cooveveveeevieeccveerne 2,384 (A73) 2,211 1,972
Profit beforetax .........ccocevvnnieecnen 20,649 (400) 20,249 22,565

For footnotes, see page 132.
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or loss on disposal, any associated gain or loss
on reclassification or impairment recognised and
the results of the disposed-of business would be

We use underlying performance to explain
year-on-year changes when the effect of fair value
movements on own debt, acquisitions, disposals

removed from the results of the current year and the or dilution is significant because we consider that
previous year as if the disposed-of business did not this basis more appropriately reflects operating
exist in those years. Disposal of investments other performance.

than those included in the above definition do not

lead to underlying adjustments.

performance:

Disposal gaing/(losses) affecting underlying performance

HSBC Bank Canada s disposal of HSBC Securities (Canada) Inc’s full service retail brokerage business®
The Hongkong and Shanghai Banking Corporation Limited' s disposal of RBWM operations in Thailand®
HSBC Finance Corporation, HSBC USA Inc. and HSBC Technology and Services (USA) Inc.’s
disposal of US Card and Retail ServiCES DUSINESS ............vvvuceeeeveeeseseees s
HSBC Bank USA, N.A.’s disposal of 138 non-strategic branChes® .............cc.ccvcveeeeereverceeeeeeeeeeeeeeeeseeseeeeeene
HSBC Argentina Holdings S.A.’ s disposal of its non-life insurance manufacturing subsidiary® ..................
The Hongkong and Shanghai Banking Corporation Limited' s disposal of its private banking business
L0015 2 OO
The Hongkong and Shanghai Banking Corporation Limited’'s disposal of its shareholding in a
property company in the PRIlIPPINES® .............ovueeeeeeeeeeeeeeeeeeeeeeeseseeese s seees e es e es s sen s
Hang Seng Bank Limited’s disposal of its non-life insurance manufacturing subsidiary® .
HSBC Bank USA, N.A.’s disposal of 57 non-strategic branches’ ..........cc.ccoooeveerveerennne.
HSBC AsiaHoldings B.V.’ s investment loss on a subsidiary® ...
HSBC Bank plc’s disposal of HSBC SecuritiesSA® ...................
HSBC Europe (Netherlands) B.V.’s disposal of HSBC Credit Zrt® .
HSBC Europe (Netherlands) B.V.’ s disposal of HSBC Insurance (Ireland) Limited® .
HSBC Europe (Netherlands) B.V.’s disposal of HSBC Reinsurance Limited® ...........
HSBC Private Bank (UK) Limited's disposal of Property Vision Holdings Limited® ..........cccccooeivvrvieen.
HSBC Investment Bank Holdings Limited's disposal of its stake in Havas Havalimanlari Yer
Hizmetleri Yatirim Holding ANONiM SITKEL® ..o e sss s sn e
HSBC Insurance (Asia) Limited’s disposal of its non-life insurance portfolios® ............co.ccovereeeverreerreennenn.
HSBC Bank plc’s disposal of HSBC Shipping Services LimiteC ...........oo.oocvecvecveeeeeieeeieeeeeeeeeeeeesee oo
HSBC Bank (Panama) S.A.’s disposal of its operationsin Costa Rica, El Salvador and Honduras® .............
HSBC Insurance Holdings Limited and The Hongkong and Shanghai Banking Corporation Limited’s
disposal of their sharesin Ping An Insurance (Group) Company of China, Ltd (' Ping An’)® ........cco....
The Hongkong and Shanghai Banking Corporation Limited’ s disposal of its shareholding in Global
Payments ASia-PaCifiCc LIMILEO® ..........coo.ovuueceeeceeceeeceeeeeeeeeeeeeeesee et
Reclassification gain in respect of our holding in Industrial Bank Co., Limited following the issue of
additional share capital t0 third PAIES’ ...........cc.eveueeeeeeeeeeeeee et sseseees
HSBC Insurance (Asia-Pacific) Holdings Limited's disposal of its shareholding in Bao Viet Holdings ....
Household Insurance Group holding company’s disposal of its insurance manufacturing business’ ...........
HSBC Seguros, S.A. de C.V., Grupo Financiero HSBC' s disposal of its property and Casualty Insurance
DUSINESS IN IMIEXICO® ....ovvoveveoveoesesc sttt
HSBC Bank plc’s disposal of its shareholding in HSBC (Hellas) Mutual Funds Management SA®
HSBC Insurance (Asia-Pacific) Holdings Limited disposal of its shareholding in Hana HSBC Life
Insurance Company LimIte® ............oo.ovuoceeeeeeceeceeceeeee et eesseenssn e
HSBC Bank plc's disposal of HSBC Assurances |IARD®
The Hongkong and Shanghai Banking Corporation Limited's disposal of HSBC Life (International)
Limited’s Taiwan branch OPEIatioNS’ ............c.ccuecuecueeeeeeeeeeeeeeeseeesseseesesesses s sseesses s sseesseesssssens
HSBC Markets (USA) Inc.’sdisposal of its subsidiary, Rutland Plastic Technologies® ............ccccovuvvuen.n.
HSBC Insurance (Singapore) Pte Ltd' s disposal of its Employee Benefits Insurance businessin Singapore®
HSBC Investment Bank Holdings plc’s disposal of itsinvestment in associate FIP Colorado® ....................
HSBC Investment Bank Holdings plc group’s disposal of itsinvestment in subsidiary, Viking Sea Tech® .
HSBC Latin America Holdings UK Limited’s disposal of HSBC Bank (Panama) SA Y ......cccccoocvvvrvveeen.
HSBC Latin America Holdings UK Limited's disposal of HSBC Bank (Peru) SA° ...
HSBC Latin America Holdings UK Limited's disposal of HSBC Bank (Paraguay) SAL ........coooevveveenee.
Reclassification loss in respect of our holding in Yantai Bank Co., Limited following an increasein its
reQiStered SNArE CPITAI® ............ceeceeceeeeeeeee e e e es e ee e r e ane e

For footnotes, see page 132.
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Date

Jan 2012
Mar 2012

May 2012
May 2012

Jun 2012
Jul 2012
Aug 2012
Aug 2012
Aug 2012
Aug 2012
Oct 2012
Oct 2012
Oct 2012

Oct 2012
Nov 2012
Nov 2012
Dec 2012

Dec 2012
Dec 2012

Jan 2013
Mar 2013
Mar 2013

Apr 2013
Apr 2013

May 2013
May 2013

June 2013
Aug 2013
Aug 2013
Aug 2013
Aug 2013

Oct 2013
Nov 2013
Nov 2013

Dec 2013

The following acquisitions, disposals and
changes to ownership levels affected the underlying

Disposal
gain/(loss)
US$m

83
108

3,148
661
102

67

130
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Financial summary > Use of non-GAAP financial measures / Consolidated income statement

Acquisition gaing/(losses) affecting underlying performance®

Fair value gain
Date  onacquisition

Gain on the merger of Oman International Bank S.A.O.G. and the Omani operations of

HSBC Bank Middle East LIMItEd ........ccociiiiiiiiciiieinis it Jun 2012
Gain on the acquisition of the onshore retail and commercial banking business of LIoyds Banking
Group inthe UAE by HSBC Bank Middle East Limited .........ccccovrveeniiiininreeesisesseeeee s sesenas Oct 2012

For footnote, see page 132.

The following table reconciles selected reported 20-F filed with the Securities and Exchange
items for 2013 and 2012 to an underlying basis. Commission (‘SEC’), which is available on
Equivalent tables are provided for each of our global www.hsbc.com.

businesses and geographical segments in the Form

Reconciliation of reported and underlying items

2013 2012

UsS$m us$m
Net interest income
REDOMEA ...t b ettt 35,539 37,672
Currency tranglation adjUSIMENt” ...........c..ocvuerverrverseeesssesessesesessssess s ssssesees (682)
Acquisitions, diSposals and AilULIONS ... s (273) (2,015)
UNGEITYING ettt 35,266 34,975
Other operating income
REPOMEA ... 2,632 2,100
Currency translation adjUSIMENtY ...........ccc..vveereereeeceeeeeeceeeeteseeeseee s aeeneen (195)
Acquisitions, disposals and AilULIONS ..o ees (2,234) (811
UNGEITYING ettt bbbttt 398 1,094
Revenue®
REPOMEA ... s 64,645 68,330
Currency translation adjUStMENt: ............cco.oovereeeeeeeceeeeeeeeeeeeee e eeneen (1,341)
Own credit spread® 1,246 5,215
Acquisitions, disposals and AilULIONS ........c..c.eiiririerieniieiiceee e ees (2,596) (10,607)
UNGEITYING ettt bbbttt bbbttt 63,295 61,597
L oan impairment chargesand other credit risk provisions
[ S 010 1 o ST (5,849) (8,311)
Currency translation adjustment® ... 201
Acquisitions, diSposalS @nd AilULIONS .........ccceeerreeeeeieeineeeneee e sesesseens 32 376
UNAENYING ettt bbbt (5,817) (7,734)
Total operating expenses
REPOMEA ...t (38,556) (42,927)
Currency translation adjustment® ... 683
Acquisitions, disposalS and AilULIONS ... seseseeees 353 1,490
UNGEITYING ettt ettt bbbttt (38,203) (40,754)
Underlying Cost €ffiCIBNCY FaIO .......cveveeiiiiiriciecieee e 60.4% 66.2%
Share of profit in associates and joint ventures
REPOMEA ... 2,325 3,657
Currency trangation adjustment® ... 45
Acquisitions, disposals and AilULIONS ........c..c.eriririerieniercee e ees (14) (1,425)
UNGEITYING ettt ettt ettt eaes 2,311 2,177
Profit beforetax
REPOED ... s 22,565 20,649
Currency tranglation adjustment” (412)
OWN CIEdit SPrEAAY .......o.eeeeeeceeeeeee e 1,246 5,215
Acquisitions, disposals and AilULIONS ...........c.eiririerieniiceeee e ees (2,225) (10,166)
UNGEITYING ettt 21,586 15,286

For footnotes, see page 132.
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Consolidated income statement

Five-year summary consolidated income statement

2013 2012 2011 2010 2009 é_
US$m US$m US$m uUsS$m ussm Z
NEt INEErESt INCOME ...ttt 35,539 37,672 40,662 39,441 40,730 .%
Net feeincome . 16,434 16,430 17,160 17,355 17,664 Q
Net trading iNCOME .....cviiirieeeieeererir e 8,690 7,091 6,506 7,210 9,863 o
Net income/(expense) from financial instruments »
designated at fair VAlUE ... 768 (2,226) 3,439 1,220 (3,531)
Gains less losses from financia investments ... 2,012 1,189 907 968 520
Dividend iNCOME .......ccccoovverieeeiirinirsieeeens . 322 221 149 112 126
Net earned iNSUranCe PremiuMmS .......o.ceceeeereneeeeeeenesseeeeeee e 11,940 13,044 12,872 11,146 10,471
Gainson disposal of US branch network,
US cardsbusiness and PiNg AN .......ocoeeennnneenenenniceeens - 7,024 - - -
Other operating income 2,632 2,100 1,766 2,562 2,788 >
Total operating iNCOME ......ccoveueeerireereee e 78,337 82,545 83,461 80,014 78,631 -g
Net insurance claimsincurred and movement in ligbilities to §
POICYNOIAENS ... (13,692) (14,215) (11,181) (11,767) (12,450) ©
(&S]
Net operating income befor e loan impair ment charges =
and other credit risk provisions ........cccceevveveeerenesneeeenens 64,645 68,330 72,280 68,247 66,181 uE_
Loan impairment charges and other credit risk provisions ......... (5,849) (8,311) (12,127) (14,039) (26,488)
Net 0perating iNCoOME ......ccvverireeieeeeri e seeees 58,796 60,019 60,153 54,208 39,693
Total Operating EXPENSES .....ccocvieeririrrerireriresie e sesesenens (38,556) (42,927) (41,545) (37,688) (34,395)
OPerating Profit ... 20,240 17,092 18,608 16,520 5,298 -
Share of profit in associates and joint VeNtures ...........c.ccceeeeeeenee 2,325 3,557 3,264 2,517 1,781 e
©
Profit DEOr@taXx ..o 22,565 20,649 21,872 19,037 7,079 g
TAX EXPENSE ...ceviiiieeieere ettt ettt (4,765) (5,315) (3,928) (4,846) (385) é
Profit for theYEar .....coveeeiecreeeees e 17,800 15,334 17,944 14,191 6,694 Q
©
Profit attributable to shareholders of the parent company .......... 16,204 14,027 16,797 13,159 5,834 o
Profit attributable to non-controlling iNterests ............cccocvvvnnene 1,596 1,307 1,147 1,032 860 g
(@]
Five-year financial information
Uss uss uss uss uss
Basic earnings per Share® ...........oo.oocvucvecveecveeeveeeee e 0.84 0.74 0.92 0.73 0.34
Diluted earnings per share® ............oc.oovvveeveeeevessvessiesesssssennns 0.84 0.74 091 0.72 0.34 @
Dividends per ordinary share® ...........ccocooeeeeeeeeeeereeeeerereeeene 0.48 0.41 0.39 0.34 0.34 %
% % % % % £
©
Dividend payout ratio™ ...........coocooevvereveereeseeseesseesssesesseesseennns 57.1 55.4 424 46.6 100.0 »
Post-tax return on average total assets .........coceeeeveevrieeeienenennns 0.7 0.6 0.6 0.6 0.3 ©
Return on average ordinary shareholders’ equity .........cccevveueee 9.2 8.4 10.9 9.5 5.1 =
©
Average foreign exchange translation rates to US$: £
USBLE £ covoeeeeoeeoeeeeeee s eoeeeees oo meseeeee e 0.639 0.631 0.624 0.648 0.641 =
USSBL € ot 0.753 0.778 0.719 0.755 0.719

For footnotes, see page 132.

Unless stated otherwise, all tablesin the Annual Report and Accounts 2013 are presented on areported basis.

For a summary of our financial performance in 2013, see page 16.
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Notable revenue items by geographical region

2013
Net gain on completion of Ping An disposal™*

2012
Ping An contingent forward sale contract™ ...

Notable revenue items by global business

2013
Net gain on completion of Ping An disposal™* ...

2012
Ping An contingent forward sale contract™

For footnote, see page 132.

Notable cost items by geographical region

2013
Restructuring and other related costs .............
UK customer redress programmes .................

2012
Restructuring and other related costs .............
UK customer redress programmes ................
Fines and penalties for inadequate
compliance with anti-money laundering
and sanction laws

2011
Restructuring and other related costs .............
UK customer redress programmes ................

Notable cost items by global business

2013
Restructuring and other related costs .................
UK customer redress programmes ........c.coeeeeeee

2012

Restructuring and other related costs .................

UK customer redress programmes ............c........

Fines and penalties for inadequate compliance
with anti-money laundering and sanction

2011
Restructuring and other related costs .................
UK customer redress programmes ...........coceeeee

Rest of
Hong Asia- North
Europe Kong Pacific MENA  America
Us$m US$m US$m Us$m US$m
- - 553 - -
- - (553) - -
Retail Global
Banking Banking Global
and Wealth Commercial and Private
M anagement Banking Markets Banking
US$m US$m US$m US$m
Rest of
Hong Asia- North
Europe Kong Pacific MENA  America
UsS$m ussm uUsSsm UsS$m ussm
217 6 81 & 100
1,235 - - - -
299 31 131 27 221
2,338 - — - -
375 - - - 1,546
404 68 45 31 236
898 - — - -
Retail Global
Banking Banking Global
and Wealth Commercial and Private
M anagement Banking Markets Banking
US$m uUssm uUssm ussm
165 32 15 74
953 148 134 -
266 62 63 58
1,751 258 331 )
405 122 158 38
875 23 — -
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Latin
America
US$m

Other
US$m

553

(553)

Latin
America
Ussm

76

167

338

Other
UsSsm

197

427

1,921

399

Total
US$m

553

(553)

Total
US$m

553

(553)

Total
US$m

483
1,235

876
2,338

1,921

1,122
898

Total
Ussm

483
1,235

876
2,338

1,921

1,122
898



Group performance by income and expense item

Net interest income

2013 2012 2011 8_
uUssm ussm US$m &
INEEIESE INCOME ...ttt et 51,192 56,702 63,005 %
INEErESE EXPENSE ...vuveieireaiieieieiet ettt bbbttt ettt (15,653) (19,030) (22,343) Q
@©
NELINETESE INCOME™ .....oovovriiereeesee ettt 35,539 37,672 40,662 5
Average iNterest-earning aSSELS .........cccorrreeriririrrrieieerise et 1,669,368 1,625,068 1,622,658
GrosSinterest YIEIAd™ ...t 3.07% 3.49% 3.88%
L ESS: COSE Of FUNAS ..ot s (1.10%) (1.36%) (1.56%)
Net interest spread™ .. 1.97% 2.13% 2.32%
NEt INEreSt MArGIN® .......ooocveeeeeeeeceeeeeeeeee e 2.13% 2.32% 2.51%
Summary of interest income by type of asset %
>
2013 2012 2011 §
Average Interest Average Interest Average Interest =
balance income Yield balance income Yield  balance income Yield S
UStm  US$m % USsm  US$m % UStm  US$m % =
@
Short-term funds and loans and <
advancesto banks ... 301,267 3655 121 275,979 4,307 156 261,749 5860 224 e
Loans and advances to customers 946,756 38,720 4.09 934,656 41,043 4.39 945,288 45250 4.79
Financial investments ..........cccocevecneneeenne 393,309 8,002 203 387,329 9,078 234 384059 10,229 266
Other interest-earning assets ...........c.coeveee. 28,036 815 291 27,104 2,274 8.39 31,562 1666 5.28
Total interest-earning assets ...........cccveeee. 1,669,368 51,192 3.07 1625068 56,702 349 1,622,658 63,005 3.88
Trading assets and financial assets ©
designated at fair valug'®'’ ..................... 354817 5763 162 368406 6931 1.88 410038 8671 211 =
Impairment provisions ............. (15,954) (17,421) (18,738) g
Non-interest-earning assets .........c.cceoveeenn. 683,785 730,901 752,965 o
— >
Total assets and interest income ................. 2,692,016 56,955 212 2,706,954 63,633 235 2,766,923 71676 259 8
g
Summary of interest expense by type of liability and equity g
Q
2013 2012 2011 o
Average Interest Average Interest Average Interest O
balance expense Cost balance expense  Cost balance expense  Cost
UsSsm  US$m % USm  US$m % USsm  US$Sm %
Deposits by banks™® ...........cooceoverireriirnnionne. 86,882 691 0.80 92,803 1,160 125 106,099 1591 150
Financial liabilities designated at fair o
value —own debt issued™ ....................... 72,333 967 134 75,016 1,325 177 73,635 1,313 178 =
CUSIOMEN BCCOUNES™ ...ovvvverreerrrereseeeeenane 1,104,644 9,063 082 1,052,812 10878 103 1058326 13456 1.27 g
Debt securitiesinissue .......cccocceeeeveeerereennne. 150,976 4182 277 161,348 4755 295 181,482 5260 290 9
Other interest-bearing liabilities ................. 11,345 750 6.61 19,275 912 473 14,024 723 5.16 %
Tota interest-bearing ligbilities ................. 1,426,180 15,653 110 1,401,254 19,030 136 1433566 22,343 1.56 ©
Trading liabilities and financial liabilities 2
designated at fair value (excluding i
own debt issued) .....c.cocceeeiniierinieee 301,353 3,027 1.00 318,883 3445 1.08 355,345 4564 1.28 ic
Non-interest bearing current accounts ........ 184,370 177,085 162,369
Total equity and other non-interest
bearing liabilities ... 780,113 809,732 815,643
Total equity and liabilities .........ccccoveerenee. 2,692,016 18680 069 2,706,954 22475 0.83 2,766,923 26,907 0.97 -
o
For footnotes, see page 132. ©
<
S
o
=
o
i)
o
{=
o
@©
I=
n
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The commentary in the following sectionsison a
constant currency basis unless stated otherwise.

Reported net interest income of US$35.5bn
decreased by 6% compared with 2012 and on a
constant currency basis, net interest income fell by
US$1.5bn. Both net interest spread and margin also
fell, reflecting lower yields on customer lending
following the disposal in 2012 of the CRS business
in the US, which was higher yielding relative to the
average yield of our portfolio, and lower yields on
our surplus liquidity. These factors were partially
offset by alower cost of funds, principally on
customer accounts and debt issued by the Group.

On an underlying basis, which excludes the net
interest income earned by the businesses sold during
2013 (see page 50) from both years (2013:
US$273m; 2012: US$2.0bn) and currency
translation movements of US$682m, net interest
income increased by 1%. This reflected balance
sheet growth in Hong Kong and Europe, partly offset
by lower net interest income earned in North
Americaas aresult of the run-off and disposal of
CML portfoliosin the US and the consumer finance
businessin Canada.

Interest income

On aconstant currency basis, interest income fell.
Thiswas driven by lower interest income from
customer lending, including loans classified within
‘Assets held for sal€', as a consequence of the
disposal of the CRS businessin the USin 2012 and
the CML non-real estate |oan portfolio and select
tranches of CML first lien mortgagesin the USin
2013. In addition, average yields on customer
lending in Latin Americafell, notably in Brazil,
following lower average interest rates; re-pricing

in line with local competition; a change in the
composition of the lending portfolios as we focused
on growing secured, lower yielding, lending
balances for corporate and Premier customers.
Interest income earned in Panama, where we
disposed of the business, aso fell. By contrast
interest income on customer lending in Hong Kong
and Rest of Asia-Pacific rose, driven by growth in
residential mortgage balancesin RBWM and term
and trade-related and commercial real estate and
other property-related lending in CMB. Thisincrease
in interest income was partially offset by compressed
yields on trade lending and lower yields as interest
rates declined in a number of countries across the
region.

Interest income in Balance Sheet Management
also decreased. Yields on financial investments and
cash placed with banks and central banks declined as
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the proceeds from maturities and sales of available-
for-sale debt securities were invested at prevailing
rates, which were lower. Thiswas partly offset by
growth in customer deposits leading to an overall
increase in the size of the Balance Sheet
Management portfolio.

Interest expense

Interest expense fell in the year, though to a lesser
extent than interest income, driven by alower cost
of funds relating to customer accounts. The
reduction in interest rates paid to customersin
Europe, Hong Kong and Rest of Asia-Pacific more
than offset the effect of the growth in the average
balances of customer accounts. Therewas also a
decline in the interest expense on customer accounts
in Latin America, principally in Brazil, reflecting
the managed reduction in term deposits as we
continued to change the funding base, substituting
wholesale customer deposits for medium-term loan
notes, together with alower average base interest
rate. The disposal of the business in Panama also
reduced interest expense.

Interest expense on debt issued by the Group
decreased too. In North America, as aresult of the
business disposal's and the run-off of the CML
portfolio, our funding requirements declined and led
to afall in average outstanding balances. In Europe,
average outstanding balances fell as aresult of net
redemptions. Additionally, the effective rate of
interest declined as new issuances were at lower
prevailing rates.

Repos and reverse repos

During the final quarter, GB&M changed the way it
manages reverse repurchase (‘reverse repo’) and
repurchase (‘repo’) activities. For full details, see
page 68. This had the effect of reducing the net
interest margin as average interest earning assets and
interest bearing liabilities increased significantly.
These reverse repo and repo agreements have a
lower grossyield and cost of funds, respectively,
when compared with the remainder of our portfolio.

‘Net interest income’ includes the expense
of internally funded trading assets, while related
revenue isreported in * Net trading income’. The
internal cost of funding these assets declined,
reflecting a decrease in the average trading asset
balances in most regions and reductions in our
average cost of fundsin these regions. In reporting
our global business results, this cost is included
within “Net trading income’.



Net fee income

ACCOUNE SENVICES ....vevivevieieneeteiee e see ettt ss s see st nesaenessens

Funds under management .....
Cards ..o
Credit facilities .....
Broking income ...
Imports/exports .....
unit trusts .............
Underwriting .....
Remittances ..........
Global custody ......
Insurance ...............

ONET e b s
FEEINCOME ..ttt nee
L ESS: FEE EXPENSE ....viviieieicicceis sttt

NELFEEINCOME ...ovieceeie ettt e

Net fee income was broadly unchanged on a reported
basis and increased by US$207m on a constant
currency basis.

Fees from unit trusts grew, primarily in Hong
Kong, as we captured improved market sentiment
and strong customer demand. Fees from funds under
management increased, primarily in Europe and
Hong Kong, reflecting improved market conditions.
Fee income from credlit facilities rose, mainly
in Europein CMB.

Net trading income

Trading @CLIVITIES ...cvcveeireeieceireeiee e

Ping An contingent forward sale contract™
Net interest income on trading activities ..........

Losson termination of hedgeS .......cccceverevveceerre s

Other trading income — hedge ineffectiveness:
— on cash flow hedges
— on fair value hedges

NoN-qualifying NEAGES™ ........coovurveerreeeeeereee e
Net trading INCOME™ ..........eveeveeveeeeeeeeeeeeeeeeeeeeseee e

For footnotes, see page 132.

Reported net trading income of US$8.7bn was
US$1.6bn higher than in 2012. On a constant
currency basis, income increased by US$1.8bn,
notably in Europe. Net income from trading
activities primarily arose from our Markets business
within GB& M, which recorded aresilient
performance during 2013.

Therisein net income from trading activities
was duein part to lower adverse foreign exchange
movements on assets held as economic hedges

2013 2012 2011

US$m ussm uSsm

..................... 3,581 3,563 3,670
...... 2,673 2,561 2,753

...... 2,455 3,030 3,955

...... 1,907 1,761 1,749

...... 1,388 1,350 1,711

...... 1,157 1,196 1,103

...... 891 739 657

...... 866 739 578

...... 849 819 770

...... 698 737 751

...... 551 696 1,052
..................... 2,957 2,958 2,748
..................... 19,973 20,149 21,497
..................... (3,539) (3,719) (4,337)
..................... 16,434 16,430 17,160

Underwriting fees rose, notably in Europe and
Hong Kong, as client demand for equity and debt
capital financing increased and the collaboration
between CMB and GB& M strengthened.

These factors were partly offset by the sale of
the CRS business in North America, which led to
areduction in cards and insurance fee income and
fee expenses. Fee income related to the sale fell
following the expiry of the mgjority of the transition
service agreements entered into during 2012. Thisis
reported in other fee income while associated costs
arereported in ‘ Operating expenses .

2013 2012 2011

US$m Ussm ussm

..................... 6,921 5,249 4,873
(682) (553) -

2,047 2,683 3,223

..................... (194) - -
22 35 26

65 27 (224)

..................... 511 (296) (1,392)
..................... 8,690 7,091 6,506

of foreign currency debt designated at fair value.
These adverse movements offset favourable foreign
exchange movements on the foreign currency debt
which are reported in ‘ Net expense from financial
instruments designated at fair value'. In addition,
we made foreign exchange gains of US$442m

on sterling debt issued by HSBC Holdings. We also
recorded a favourable debit valuation adjustment
(‘DVA’) of US$105m on derivative contracts,
compared with a net reported charge of US$385m in
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2012, asaresult of achange in estimation
methodology in respect of credit valuation
adjustments (CVA’s) of US$903m and a DV A of
US$518m, to reflect evolving market practices.

Net income from trading activitiesin Markets
also rose. Trading revenue in Credit grew driven
by revaluation gains from price appreciation on
assets in the legacy portfolio together with increased
customer activity. Foreign Exchange revenue rose
as aresult of increased client demand for hedging
solutions, in part from increased collaboration,
although this was partly offset by margin
compression and reduced market volatility in the
second half of 2013. Equities revenue also grew,
from higher client flows and increased revaluation
gainsin Europe, together with minimal fair value
movements on own credit spreads on structured
liabilities, compared with adverse fair value
movements in 2012.

Rates trading income in 2012 included a charge
following a change in the CVA methodology, as
noted above. In 2013, we won new client mandates
and reported smaller adverse fair value movements
on our credit spreads on structured liabilities. These
factors were broadly offset by reduced revenue asin
2012 we benefited from a significant tightening of
spreads on eurozone bonds following the ECB’s

liquidity intervention. Revenue in 2013 was a so
affected by uncertainty regarding the tapering of
guantitative easing in the US.

During 2013, we reported adverse fair value
movements of US$682m compared with US$553m
in 2012 on the contingent forward sale contract
relating to Ping An in Rest of Asia-Pacific (see
Note 25 on the Financia Statements).

Net interest income from trading activities also
declined. This was driven by lower yields on debt
securitiesin part reflecting the downward movement
ininterest rates.

In addition, net trading income was adversely
affected by losses of US$194m relating to the
termination of qualifying accounting hedges, mainly
in HSBC Finance Corporation (HSBC Finance') of
US$199m, as aresult of anticipated changesin
funding.

In 2013, there were favourable movements
on non-qualifying hedges compared with adverse
movements in 2012. In North America, we reported
favourable fair value movements on non-qualifying
hedges as US long-term interest rates increased,
compared with adverse fair value movementsin
2012. There were also favourable fair value
movements on non-qualifying hedges in Europe,
compared with adverse movementsin 2012.

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

2013 2012 2011
US$m us$m us$m
Net income/(expense) arising from:

— financial assets held to meet liabilities under insurance and
INVESIMENE CONTACES ...vvvveveieeiiiseeieee et nees 3,170 2,980 (933)
— liabilities to customers under investment contracts (1,237) (996) 231
— HSBC'slong-term debt issued and related derivatives ..........ccccoovvnnenicineene (1,228) (4,327) 4,161
Change in own credit spread on long-term debt ..........ccooveevicccnnnnnene. (1,246) (5,215) 3,933
Other changesin fair VAIUE™ ...........o.cooooeeeeeeeeeeeeeeeeeeeeeeeeee e 18 888 228
— other instruments designated at fair value and related derivatives.................... 63 117 (20
Net income/(expense) from financial instruments designated at fair value .............. 768 (2,226) 3,439

For footnote, see page 132.
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Assets and liabilities from which net income/(expense) from financial instruments designated at fair value arose

2013 2012 2011

US$m USsm US$sm

Financial assets designated at fair value at 31 December ..........cccvvvveereicececennnnnn 38,430 33,582 30,856

Financial liabilities designated at fair value at 31 December ...........ccocovvvveccninennns 89,084 87,720 85,724

Including:

Financial assets held to meet liabilities under:

— insurance contracts and investment contracts with DPF? ............coccoeeevneennianee 10,717 8,376 7,221

— unit-linked insurance and other insurance and investment contracts ................ 25,423 23,655 20,033

Long-term debt issues designated at fair VAlUE .........ccovevveeieceeeccnnnncneccccens 75,278 74,768 73,808

For footnote, see page 132.

The accounting policies for the designation of
financia instruments at fair value and the treatment
of the associated income and expenses are described
in Notes 2i and 2b on the Financial Statements,
respectively.

The mgjority of the financid liabilities designated
at fair value are fixed-rate long-term debt issues, the
interest rate profile of which has been changed to
floating through swaps as part of a documented
interest rate management strategy. The movement
in fair value of these long-term debt issues and the
related hedges includes the effect of our credit spread
changes and any ineffectivenessin the economic
relationship between the related swaps and own
debt. As credit spreads widen or narrow, accounting
profits or losses, respectively, are booked. The size
and direction of the changes in the credit spread on
our debt and ineffectiveness, which are recognised
in the income statement, can be volatile from year to
year, but do not alter the cash flows expected as part
of the documented interest rate management strategy.
As a conseguence, fair value movements arising
from changes in our own credit spread on long-term
debt and other fair value movements on the debt
and related derivatives are not regarded internaly as
part of managed performance and are therefore not
alocated to global businesses, but are reported in
‘Other’. Credit spread movements on own debt
designated at fair value are excluded from underlying
results, and related fair value movements are not
included in the calculation of regulatory capital.

We reported net income from financial
instruments designated at fair value of US$768m
in 2013 compared with a net expense of US$2.2bn
in 2012. Thisincluded credit spread-related
movements in the fair value of our own long-term
debt, on which we experienced adverse fair value
movements of US$1.2bn in 2013 compared with
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US$5.2bn in 2012. Adverse fair value movements
were less extensive in 2013 than in 2012 as HSBC
spreads tightened significantly in Europe and North
America, having widened during 2011.

Net income arising from financial assets held
to meet ligbilities under insurance and investment
contracts increased reflecting higher net investment
returns in 2013 than in 2012. These returns reflected
favourable equity market movementsin the UK and
France, partly offset by weaker equity market
performance and falling bond pricesin Hong Kong
and lower net income on the bond portfolio in Brazil.

Investment gains or losses arising from equity
markets result in a corresponding movement in
liahilitiesto customers, reflecting the extent to which
unit-linked policyholders, in particular, participate in
the investment performance of the associated asset
portfolio. Where these relate to assets held to back
investment contracts, the corresponding movement
in liabilities to customersis also recorded under
‘Net income/(expense) from financia instruments
designated at fair value'. Thisisin contrast to gains
or losses related to assets held to back insurance
contracts or investment contracts with discretionary
participation features (‘ DPF), where the
corresponding movement in liabilities to customers
isrecorded under ‘ Net insurance claims incurred
and movement in liabilities to policyholders'.

Other changesin fair value reflected lower
favourable foreign exchange movementsin 2013
than in 2012 on foreign currency debt designated at
fair value and issued as part of our overall funding
strategy (offset from assets held as economic hedges
in ‘Net trading income’), and higher adverse
movements due to hedging ineffectivenessin 2013.
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Financial summary > Group performance by income and expense item

Gains less losses from financial investments

2013 2012 2011
US$m Us$m Us$m

Net gaing/(losses) from disposal of:
— OEDE SECUMTIES ... 491 781 712
— Ping An equity securities classified as available-for-sale™ ...........coooovevvunenne. 1,235 - -
— Other qUItY SECUMTIES .....ovcveeieiiieeeecee e 462 823 360
— other finanCial INVESIMENLS ........cceiiiriiiieeees s (2) 5 12
2,187 1,609 1,084
Impairment of available-for-sale equity SECUNtIES ........ceruriririeieiicieeeesereeeea (175) (420) (177)
Gains less|osses from financial INVESIMENLS ..........cccvvivevieevicicceeeeeee e 2,012 1,189 907

For footnote, see page 132.

Gainslesslosses from financial investments rose
by US$823m on areported basis and by US$840m
on aconstant currency basis.

Thiswas driven by a significant increase in net
gains from the disposal of available-for-sale equity
securitiesin Rest of Asia-Pacific following the
completion of the sale of our remaining shareholding
in Ping An and an increase in disposal gainsin
Principal Investments. These increases were partly
offset by the non-recurrence of gainsin Hong Kong
from the sale of our sharesin four Indian banksin
2012.

Net earned insurance premiums

Gross inSUrance Premium iNCOMIE .......c.ccierreereresenerereeresesesesesseseseeseseesesesessessesesenees
REINSUrANCE PrEMIUIMIS .....cveieieeieisieieeesesesesseseeeseseesesesesesessesesesssessssesesesssessesssensssnsns

Net earned INSUraNCe PreMIUIMS .......ccoieiririeieireeieie et seebe et sa e

Net earned insurance premiums decreased by
US$1.1bn on areported basis, and by US$1.0bn on
constant currency basis.

The reduction was primarily due to lower net
earned premiums in Europe, Latin America and
North America, partly offset by an increasein Hong
Kong.

In Europe, net earned premiums decreased,
mainly as aresult of lower sales of investment
contracts with DPF in France. In addition, 2012
benefited from a number of large sales through
independent financia adviser channels which are
now in run off.

In Latin America, net earned premiums
decreased in Brazil due to lower sales of unit-linked
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The year on year declinein impairments on
available-for-sale equity securities also contributed
to therisein gains lesslosses from financial
investments. This was driven by areductionin
write downs in our Principal Investments business.

Net gains on the disposal of debt securities fell
as 2012 included significant gains on the sale of
available-for-sale government debt securities,
notably in Europe, arising from structural interest
rate risk management of the balance sheet.

2013 2012 2011
US$m ussm ussm
12,398 13,602 13,338

(458) (558) (466)
11,940 13,044 12,872

pension products, primarily as aresult of changes

to the distribution channel. In addition, the sale of the
non-life businessin Argentinain 2012 contributed

to the decrease.

The reduction in net earned premiumsin North
Americawas due to the sale of our insurance
manufacturing businessin the first half of 2013.

In Hong Kong, premium income increased as
aresult of higher renewal premiums for insurance
contracts with DPF and unit-linked insurance
contracts, partly offset by lower sales of new
businessin 2013 and the disposal of the non-life
business during 2012.



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

2013 2012 2011

US$m Us$m Us$m

Gains on disposal of US branch network - 864 -
Gains on disposal of US cards business ....... - 3,148 -
Gains on disposal Of PING AN ... = 3,012 —
— 7,024 —

For footnote, see page 132.

In 2012, we made significant progressin exiting
non-strategic markets and disposing of businesses
and investments not aligned with the Group’s long-
term strategy. These included three major disposals:

e |nMay 2012, HSBC USA Inc., HSBC Finance
and HSBC Technology and Services (USA) Inc.
sold their US Card and Retail Services business,
realising again on sale of US$3.1bn.

e InMay 2012, HSBC Bank USA, N.A. (‘HSBC
Bank USA") sold 138 out of 195 branches,
primarily in upstate New Y ork, realising again
of US$661m. In August 2012, it sold the
remaining 57 branches to the same purchaser,
realising again of US$203m.

e |n December 2012, HSBC Insurance Holdings
Limited and The Hongkong and Shanghai
Banking Corporation agreed to sell their entire
shareholdingsin Ping An, representing 15.57%
of the issued share capital of Ping An, in two

Other operating income

tranches. The first tranche was completed

on 7 December 2012, at which point we ceased
to account for Ping An as an associate and
recognised a gain on disposal of US$3.0bn. The
remaining shareholding in respect of the second
tranche was recognised as afinancial
investment.

Thefixing of the sale price in respect of the
second tranche gave rise to a contingent forward sale
contract, for which there was an adverse fair value
movement of US$553m recorded in ‘Net trading
income’ in 2012. The disposal of our investment in
Ping An was completed in 2013. Weredlised again
of US$1.2bn, which was recorded in ‘ Gains less
losses from financial investments'. This was partly
offset by the adverse fair value movement of
US$682m on the contingent forward sale contract
recorded in ‘Net trading income’, leading to a net
gain in the year of US$553m.

2013 2012 2011
uUssm us$m ussm
RENE FECEIVEL ... s 155 210 217
Gaing/(losses) recognised on assets held for SAl€ ........ccceveivrieeeeness e (729) 485 55
Gains 0N iNVESIMENE PrOPEITIES .......c.oveveuiieirerieieeerereeieie et 113 72 118
Gain on disposal of property, plant and equipment, intangible assets and
NON-fiNaNCial INVESEMENES ... 178 187 57
Gains arising from dilution of interest in Industrial Bank and other associates
AN JOINE VENTUIES ...ttt 1,051 - 208
Gain on disposal of HSBC Bank (Panama) SA. ....ccocccecereeevereeeeeenes 1,107 - -
Change in present value of in-force long-term insurance business ............c.ccceceeeeee. 525 737 726
OLNEI e 232 409 385
Other Operating iNCOME .........ccuiueirimiriririctieieieree ettt 2,632 2,100 1,766
Change in present value of in-force long-term insurance business
2013 2012 2011
US$m Us$m Us$m
ValUE Of NEW DUSINESS .......oucveiiciicecee s 924 1,027 943
EXpected return ... (505) (420) (428)
Assumption changes and experience variances ... 88 69 (30)
Other adjuStMmEeNts ........cccovvvevreeeerirrreeeresseeeens 18 61 241
Change in present value of in-force long-term insurance business ............cccoevee 525 737 726
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Report of the Directors: Financial Review (continued)

Financial summary > Group performance by income and expense item

Other operating income of US$2.6bn increased
by US$532m in 2013 on areported basis and by
US$727m on a constant currency basis.

Reported other operating income included net
gains on the disposals and the reclassifications listed
on page 49 of US$2.2bn in 2013, principally relating
to an accounting gain arising from the
reclassification of Industrial Bank as afinancial
investment following its issue of additional share
capital to third parties and a gain on the disposal of
our operations in Panama, compared with net gains
of US$736m in 2012.

On an underlying basis, which excludes the net
gains above, the results of disposed of operations
and the effects of foreign currency tranglation, other
operating income decreased. Thiswas driven by
losses totalling US$424m on the sales of our CML
non-real estate personal loan portfolio and several
tranches of real estate secured loans, and a loss of
US$279m following the write-off of goodwill
relating to our GPB business in Monaco. In addition,

we recognised aloss of US$146m on the sale of the
HFC Bank UK secured |oan portfolio in RBWM in
Europe. These factors were partly offset by higher
disposal and revaluation gains on investment
propertiesin Hong Kong.

There were lower favourable movements on
the present value of thein-force (' PVIF’) long-term
insurance business asset compared with 2012.
Thiswas largely due to lower values of new business
in Europe, Hong Kong and Rest of Asia-Pacific,
reflecting lower sales. Additionally, expected returns
increased due to the growth of the opening PVIF
asset year on year, particularly in Hong Kong and
Brazil.

These factors were partly offset by higher
favourable assumption changesin Hong Kong,
which exceeded the adverse experience and
assumption changesin Latin America. The lower
other PVIF movementsin 2013 compared with 2012
were driven by Latin America, notably the
favourable effect of the recognition of a PVIF asset
in Brazil in 2012 which did not recur.

Net insurance claims incurred and movement in liabilities to policyholders

Insurance claimsincurred and movement in liabilities to policyholders:

For footnote, see page 132.

Net insurance claims incurred and movement in
liahilities to policyholders decreased by 4% on a
reported basis, and by 3% on a constant currency
basis.

The reduction largely reflected the decrease in
premiums, notably in Latin America, North America
and France, and included the effect of business
disposal's described under ‘Net earned insurance
premiums’.

This reduction was partly offset by increasesin
reserves attributable to increased renewal premiums
in Hong Kong and higher investment returns on the
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2013 2012 2011
US$m ussm uSsm
13,948 14,529 11,631

(256) (314) (450)
13,692 14,215 11,181

assets held to support policyholder contracts where
the policyholder bears investment risk. These returns
reflected favourable equity market movementsin
the UK and France, partly offset by weaker equity
market performance and falling bond pricesin Hong
Kong and lower net income on the bond portfolio in
Brazil.

The gains or losses recognised on the financial
assets designated at fair value held to support these
insurance and investment contract liabilities are
reported in ‘Net income from financial instruments
designated at fair value'.



Loan impairment charges and other credit risk provisions

Loan impairment charges

New allowances net of allowance rel€ases ...........coccevennnninicneee
Recoveries of amounts previously written off ...

Individually assessed allOWaNCES ...........occeeirrieieeciieneeee e
Collectively assessed allOWaNCES ...

Impairment/(rel eases of impairment allowances) on available-for-sale
AEDE SECUNTIES ...t
Other credit risk proviSiONS/(FECOVENIES) .....c.cererurerieirireririeieeesesesieenens

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

Impairment charges on loans and advances to customers as a percentage of
average gross loans and advances to CUSIOMENS ........ceveevreeerecenenennns

On areported basis, loan impairment charges

and other credit risk provisions (‘LICs’) were
US$2.5bn lower than in 2012, decreasing in the
majority of regions, most notably in North America,
Europe and the Middle East and North Africa.
Underlying LICs declined by US$1.9bn to
US$5.8bn.

The percentage of impairment charges to
average gross |oans and advances reduced to 0.6%
at 31 December 2013 from 0.9% at 31 December
2012.

On aconstant currency basis, LICsfell by
US$2.3bn, areduction of 28%. Collectively assessed
charges decreased by US$2.1bn while individually
assessed impairment charges increased by
US$198m. Credit risk provisions on available-for-
sale debt securities reflected net rel eases of
US$211m in 2013 compared with chargesin 2012.

Thefall in collectively assessed charges largely
arose in North America, in part due to improvements
in housing market conditions. In addition, the
decrease reflected lower lending balances, reduced
new impaired loans and lower delinquency levels
in the CML portfolio. Thiswas partially offset
by increasesin Latin America, principally in Mexico
due to higher collective impairmentsin RBWM. In
Brazil, improvements in credit quality were broadly
offset by higher charges from model changes and
assumption revisions for restructured loan portfolios
in RBWM and Business Banking in CMB.

Theincrease in individually assessed loan
impairment charges reflected higher levels of
impairment in Latin America, particularly on
exposures to homebuildersin Mexico and across
anumber of corporate exposures in Brazil. These
were partly offset by releases in the Middle East and
North Africa, mainly in GB&M for asmall number
of customers as aresult of an overall improvement in
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2013 2012 2011

US$m US$m US$m

................. 7,344 9,306 12,931
................. (1,296) (1,146) (1,426)
6,048 8,160 11,505

................. 2,320 2,139 1,915
................. 3,728 6,021 9,590
................. (211) 99 631
................. 12 52 ©)
................. 5,849 8,311 12,127
% % %

................. 0.6 0.9 1.2

the loan portfolio compared with chargesin 2012. In
Europe, higher provisionsin GB& M were broadly
offset by decreasesin CMB, mainly in the UK and
Greece.

The movement in credit risk provisions on
available-for-sale debt securitieswas largely in
GB&M asaresult of net releases in Europe
compared with chargesin 2012, and a credit risk
provision on an available-for-sale debt security in
2012 in Rest of Asia-Pacific.

In North America, LI1Cs decreased by
US$2.3bn to US$1.2bn, mainly in the US, in part
due to improvements in housing market conditions.
In addition, the decrease reflected lower lending
balances from continued run-off and loan sales, and
lower levels of new impaired |oans and delinquency
in the CML portfolio. US$322m of the declinein
loan impairment chargeswas due to the sale of the
CRS business in 2012. These factors were partly
offset by an increase of US$130m relating to arise
in the estimated average period of time from aloss
event occurring to writing off real estate loansto
twelve months (previously a period of ten months
was used). In CMB, loan impairment charges
increased by US$77m, reflecting higher collectively
assessed chargesin the US as aresult of increased
lending balances in key growth markets and higher
individually assessed impairments on a small
number of exposures mainly in Canada.

In Europe, LICs decreased by 20% to
USS$1.5bn. In the UK, GB&M reported net rel eases
of credit risk provisions on available-for-sale
asset-backed securities (' ABS's), compared with
impairment charges in 2012, offset in part by higher
individually assessed provisions. In addition, there
were lower loan impairment chargesin CMB due
to lower collectively and individually assessed
provisions, and in RBWM due to lower collectively
assessed provisions reflecting recoveries from
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Report of the Directors: Financial Review (continued)

Financial summary > Group performance by income and expense item

debt sales. In other countriesin Europe, lower
individually assessed impairment provisionsin
Greece were partly offset by increasesin Turkey,
where there was growth in unsecured lending in
RBWM and arise in Spain, where the challenging
economic conditions continued to affect the market.

Inthe Middle East and North Africa, LICs
reflected a net release of US$42m compared
with acharge of US$282m in 2012. We recorded
provision releases, mainly in GB&M, for asmall
number of UAE-related exposures, reflecting an
overall improvement in the loan portfolio compared
with chargesin 2012. In addition, loan impairment
charges declined, due to lower individually assessed
loan impairmentsin the UAE in CMB, and lower
provisonsin RBWM on residential mortgages
following arepositioning of the book towards higher
quality lending and improved property prices.

In Rest of Asia-Pacific, L1Cs decreased by
US$63m as 2012 included alarge individually
assessed impairment of a corporate exposure in
Australiaand a credit risk provision on an available-
for-sale debt security in GB& M. These factors were
partly offset by an increase in individually assessed
impairmentsin GB&M and CMB in a number of
countries across the region.

Operating expenses

By expense category
Employee compensation and benefits ...
Premises and equipment (excluding depreciation and impai rment)

General and adminiStrative EXPENSES ........cccvvrirniiiecieieerreneeeeeecieieeas

AdMINISIative EXPENSES ......c.cueviiiiicicicieietees ettt

Depreciation and impairment of property, plant and equipment

Amortisation and impairment of intangible assets ..........cccoceeervrvrrccenenns

OPErating EXPENSES .....vevvviierierereiesiseeseesesesessesesesessssesesssesssessesesessssssssesen

Saff numbers (full-time equival ents)

Geographical regions

EUIOPE .t

Hong Kong ......cccceeeeue
Rest of Asia-Pacific ............

Middle East and North Africa .
North America ........ccoeevevenas

[ 1 I 1= ¢ o SR

Reported operating expenses of US$38.6bn were
US$4.4bn or 10% lower than 2012. On an
underlying basis, costs fell by 6%.

On aconstant currency basis, operating
expenses in 2013 were US$3.7bn or 9% lower than
in 2012, primarily due to the non-recurrence of a
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InLatin America, LICsincreased by
US$693m, primarily in Mexico due to specific
impairmentsin CMB relating to homebuilders
from achange in the public housing policy, and
higher collective impairmentsin RBWM as aresult
of increased volumes and higher delinquency in
our unsecured lending portfolio. In Brazil, LICs
increased due to changes to the impairment model
and assumption revisions for restructured loan
account portfoliosin RBWM and CMB, following
arealignment of local practices to Group standard
policy. LICswere also adversely affected by higher
specific impairmentsin CMB across a number of
corporate exposures. These factors were partly offset
by improvementsin credit quality in Brazil
following the modification of credit strategiesin
previous years to mitigate rising delinquency rates.

LICsin Hong Kong were US$63m higher
due to arevision to the assumptions used in our
collective assessment modelsin RBWM and arise
inindividual impairment chargesin CMB, athough
these remained low. This was partly offset by
collective provision releasesin CMB from lower
historical loss rates and individual impairment
releasesin GB& M.

2013 2012 2011

US$m US$sm US$m

19,196 20,491 21,166

4,183 4,326 4,503

................ 12,882 15,657 12,956

................ 36,261 40,474 38,625

1,364 1,484 1,570

................ 931 969 1,350

................ 38,556 42,927 41,545
At 31 December

2013 2012 2011

................ 68,334 70,061 74,892

28,367 27,742 28,984

85,334 85,024 91,051

8,618 8,765 8,373

20,871 22,443 30,981

................ 42,542 46,556 54,035

254,066 260,591 288,316

charge for USAML, BSA, and OFAC investigations
of US$1.9bn, and areduction in restructuring and
other related costs of US$369m. UK customer
redress programmes were also lower than in 2012.
These included:



e achargefor additional estimated redress for
possible mis-selling in previous years of
payment protection insurance (‘ PPI’) policies
of US$756m (US$1.7bn in 2012);

e US$261m in respect of interest rate protection
products (US$586m in 2012); and

e US$149m in respect of wealth management
products.

e Theprovision for the UK customer
redress programmes at 31 December 2013 is
US$2.1bn

The business disposals, primarily the disposal of
the CRS business and the non-strategic branchesin
the USin 2012, resulted in alower cost basein
2013.

Excluding the above, expenses were US$808m
higher than in 2012. The UK bank levy charge of
US$904m in 2013 increased compared with
US$571min 2012, mainly dueto an increasein
itsrate. In addition, operating expenses in both years
included adjustments relating to the prior
year charge for the UK bank levy (2013: US$12m
adverse adjustment; 2012: US$99m favourable
adjustment).

Litigation-related expenses increased primarily
due to a provision in respect of regulatory
investigations in GPB, Madoff related litigation
costsin GB& M, and a customer remediation
provision connected with our former CRS business.

Cost efficiency ratios®

Geographical regions

EUMOPE .ot

Hong Kong ...............
Rest of Asia-Pacific ....cceveeeee
Middle East and North Africa ...
North AmMerica ......cccoveevreiennns

Latin AMENICA ..ottt

Global businesses

Retail Banking and Wealth Management ..........cocoveeeennninececncnennnenes

Commercial Banking ...........ccccceeeennenenenn.
Global Banking and Markets

Global Private BanKing .........ccccoeeveririeieeeiirinsesesssessssesssesesesseseenens

For footnote, see page 132.

During 2013:

e weincreased our investment in digital and
wealth management capabilitiesin RBWM,;

e in CMB we continued our ongoing expansion
into the large corporate market in the US; and

e increased investment spend on regulatory
requirements particularly through the Global
Standards programme.

In addition, other costs rose due to higher
operational expensesin part driven by general
inflationary pressures including wage inflation
across the Group and rental costsin Hong Kong and
Rest of Asia-Pacific. Cost growth in the Middle East
and North Africaresulted from a customer redress
programme in RBWM relating to fees charged on
overseas credit card transactions, the acquisition of
the Lloyds businessin the UAE in 2012 and the
merger with Oman International Bank S.A.O.G.
(‘OIB’). Operating expenses also increased in Hong
Kong and North America as aresult of changesto
the recognition of pension costs.

These cost increases were in part offset by
further sustainable cost savings of US$1.5bn from
our ongoing organisational effectiveness
programmes. In addition, we recorded an accounting
gain of US$430m from changesin delivering ill-
health benefits to certain employeesin the UK (see
Note 7 on the Financia Statements).

The number of employees expressed in full-time
equivalent numbers (' FTE’s) at the end of 2013 was
3% lower than at the end of 2012 due to sustainable
cost savings initiatives and business disposals.
Average staff numbers fell by 6% compared with
2012.

2013 2012 2011

% % %

..................... 59.6 62.8 575
..................... 84.0 108.4 70.4
38.2 39.0 445

47.1 427 54.2

51.5 48.0 445

729 60.8 55.7
..................... 56.1 58.7 63.3
..................... 64.5 58.4 63.2
431 45.9 46.3

51.9 54.2 57.0
..................... 91.4 67.6 68.8

Strategic Report

3
.2
>
9
oc
o
3]
c
©
=
i

Corporate Governance

Financial Statements

Shareholder Information



HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Financial summary > Group performance by income and expense item / Consolidated balance sheet

Share of profit in associates and joint ventures

Associates

Bank of Communications Co., Limited .......c.ccccocoeveervrnrirenenns

Ping An Insurance (Group) Company of China, Ltd ...

Industrial Bank Co., Limited ...........ccceveiieniniinieiseeseesesns
The Saudi BritisSh Bank ........cccoceerevivieeeinieseeesesesse s

Share of pProfit iN aSSOCIALES .......ccvrurueerirerreee s
Share of profit in Joint VENtUrES ..........cooeeinnerecceecceees

Share of profit in associates and joint Ventures ..............cccceveenne.

The share of profit in associates and joint ventures
was US$2.3bn, a decrease of 35% compared with
2012 on both areported and constant currency basis.
This was driven by the disposal of Ping Anin 2012
and the reclassification in 2013 of Industrial Bank as
afinancia investment.

The recognition of profits ceased from Ping An
following the agreement to sell our shareholding
in December 2012, and from Industrial Bank
following the issuance of additional share capital
to third parties in January 2013, which resulted in
our diluted shareholding being classified as a
financial investment. In addition, in 2013, we
recorded an impairment charge of US$106m on our
banking associate in Vietnam.

Our share of profit from BoCom rose as a result
of balance sheet growth and increased fee income,
partly offset by higher operating expenses and arise
in loan impairment charges.

Tax expense

The effective tax rate for 2013 of 21.1% was lower
than the UK corporation tax rate of 23.25%.

The lower effective tax rate reflected the
geographical distribution of our profit, the non-
taxable gain on profits resulting from the
reclassification of our holding in Industrial Bank asa
financial investment and the disposal of our
operations in Panama and our investment in Ping An.

The tax expense decreased by US$0.6bn to
US$4.8bn despite a US$2.0bn increase in accounting
profit before tax, due to the combination of benefits
noted above and because the 2012 tax expense
included the non-tax deductible effect of fines and
penalties paid as part of the settlement of

2013 2012 2011

US$m ussm uSsm

............................. 1,878 1,670 1,370
— 763 946

............................. - 670 471
............................. 403 346 308
............................. 5 72 126
............................. 2,286 3,521 3,221
............................. 39 36 43
............................. 2,325 3,557 3,264

At 31 December 2013, we performed an
impairment review of our investment in BoCom and
concluded that it was not impaired at the year end,
based on our value in use calculation (see Note 21
on the Financial Statements for further details). In
future years, the value in use will remain relatively
stable if the current calculation assumptions remain
broadly the same. However, it is expected that the
carrying amount will increase in 2014 due to
retained profits earned by BoCom. At the point
where the carrying amount exceeds the value in use,
the carrying amount would be reduced to equal value
in use, with a corresponding reduction in income,
unless the market value has increased to alevel
above the carrying amount.

Profits from The Saudi British Bank rose,
reflecting strong lending growth and effective cost
management.

2013 2012 2011

US$m ussm uSsm

............................. 22,565 20,649 21,872
............................. (4,765) (5,315) (3,928)

............................. 17,800 15,334 17,944

............................. 21.1% 25.7% 18.0%

investigations into past inadequate compliance with
anti-money laundering and sanction laws.

In 2013, the tax borne and paid by the Group to the
relevant tax authorities, including tax on profits, bank
levy and employer-related taxes, was US$8.6bn (2012:
US$9.3bn). The amount differs from the tax charge
reported in the income statement due to indirect taxes
such as VAT and the bank levy included in pre-tax
profit, and the timing of payments.

We also play amajor role as tax collector for
governments in the jurisdictions in which we operate.
Such taxes include employee-related taxes and taxes
withheld from payments to deposit holders. In 2013,
we collected US$8.8bn (2012: US$8.5bn).
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Consolidated balance sheet

Five-year summary consolidated balance sheet

At 31 December 2

2013 2012 2011 2010 2009 =

US$m US$m US$m US$m usSsm o

ASSETS ;c;
Cash and balances at central banks .... . 166,599 141,532 129,902 57,383 60,655 =
Trading @SSELS .....cocovveeeeireeiririeieeereea . 303,192 408,811 330,451 385,052 421,381 =
Financial assets designated at fair value 38,430 33,582 30,856 37,011 37,181 &

Derivatives ......ccooeeveveennnnen. 282,265 357,450 346,379 260,757 250,886
L oans and advances to banks ..... 211,521 152,546 180,987 208,271 179,781
Loans and advances to customers?” 1,080,304 997,623 940,429 958,366 896,231

Financia investments ................. . 425,925 421,101 400,044 400,755 369,158

AsSEtSheld fOr SAl ... 4,050 19,269 39,558 1,991 3,118
OLhEr @SSELS ...ttt 159,032 160,624 156,973 145,103 146,061
TOtA BSSELS ...t 2,671,318 2,692,538 2,555,579 2,454,689 2,364,452 2
)
>
LIABILITIESAND EQUITY 2
Liabilities —=
DePOoSits DY DANKS ......cveeriereiereeee s 129,212 107,429 112,822 110,584 124,872 5
Customer accounts . 1,482,812 1,340,014 1,253,925 1,227,725 1,159,034 =
Trading li@DilitieS ......c.cvveereiercree e 207,025 304,563 265,192 300,703 268,130 £
Financial liabilities designated at fair value ..........cccoveeeevereeernenee. 89,084 87,720 85,724 88,133 80,092 L
DENIVALIVES ..ottt 274,284 358,886 345,380 258,665 247,646
Debt securitiesinissue .........c........ . 104,080 119,461 131,013 145,401 146,896
Liabilities under insurance contracts ......... . 74,181 68,195 61,259 58,609 53,707
Liabilities of disposal groups held for sale . 2,804 5,018 22,200 86 3
Other [1aDIlItIES .....veceeerieieesceree e 117,377 118,123 111,971 109,868 148,411
Total HabilItieS ...c.cveecereieeereeire s 2,480,859 2,509,409 2,389,486 2,299,774 2,228,791 GCG
@©
Equity QE)
Total shareholders’ equity 181,871 175,242 158,725 147,667 128,299 >
NON-CONLIOlliNG INEErESES ....vvvevreeiireeieiceec e 8,588 7,887 7,368 7,248 7,362 8
TOAl EQUILY eeveaeeererceeereeeireei et 190,459 183,129 166,093 154,915 135,661 %
Total equity and [iaDilitieS ......ccoevrerreerecereeree e 2,671,318 2,692,538 2,555,579 2,454,689 2,364,452 =
o
Five-year selected financial information ©
Called up share Capital .........coeuveieeereeeirenriereeeee e 9,415 9,238 8,934 8,843 8,705
Capital resources®? ................ 194,009 180,806 170,334 167,555 155,729
Undated subordinated loan capital .........ccoccoevvenrienenne . 2,777 2,778 2,779 2,781 2,785
Preferred securities and dated subordinated loan capita® ......... 48,114 48,260 49,438 54,421 52,126 "
Risk-weighted assets and capital ratios® o
RiSk-WeIGhted 8SSELS ......ccovvevriecrreiierricireneeereeeee s 1,092,653 1,123,943 1,209,514 1,103,113 1,133,168 qE;
% % % % % g
COrEHEN LT@HO cvuvueveeeeieeereneeeeseee et 13.6 12.3 10.1 105 9.4 =
Total CAPItAl FALIO ......cveecveeceeceeeeveeeee e eeeen 17.8 16.1 14.1 15.2 13.7 ©
@©
Financial statistics US_
Loans and advances to customers as a percentage of
CUSIOMEN BCCOUNLS ..ot 72.9 74.4 75.0 78.1 773
Average total shareholders’ equity to average total assets ......... 6.55 6.16 5.64 553 4.72
Net asset value per ordinary share at year-end® (US$) 9.27 9.09 8.48 7.94 7.17 =
Number of US$0.50 ordinary sharesin issue (millions) 18,830 18,476 17,868 17,686 17,408 o
@©
Closing foreign exchange translation rates to US$: §
USBLE £ oottt 0.605 0.619 0.646 0.644 0.616 NS
USBLE € ot 0.726 0.758 0.773 0.748 0.694 £
o
For footnotes, see page 132. S
)
A more detailed consolidated balance sheet is contained in the Financial Statements on page 419. 5
P
9p]
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Movement in 2013

Total reported assets were US$2.7 trillion, 1% lower
than at 31 December 2012, on both a reported and
constant currency basis. Our balance sheet remains
strong, with aratio of customer advances to
customer accounts of 72.9%.

During 2013, GB& M changed the way it
manages repo and reverse repo activities. Thisled
to an increase in 2013 in reverse repo agreements
classified as ‘L oans and advances to customers’ and
‘Loans and advances to banks', and a decline in those
included in ‘ Trading assets' . Similarly, there was an
increase in repo agreements classified in ‘ Deposits
by banks' and ‘ Customer accounts’, with adeclinein
‘Trading liabilities . For further details of this change,
See page 68.

Loans and advances to customers grew by more
than US$34.2bn in 2013, notably in term and trade-
related lending to corporate and commercial
customers. Customer accounts increased by over
US$56.3bn in 2013. These movements exclude
reverse repo and repo transactions and the effect
of currency movements.

The following commentary is on a constant
currency basis.

Assets

Cash and balances at central banks increased by
17%, mainly in Europe, driven by the placement of
surplus funds reflecting growth in deposits in excess
of lending growth and, to alesser extent, in North
America.

Trading assets decreased by US$110bn or 27%,
driven by afall in reverse repos, reflecting the
change in the way GB& M manages these activities
noted above. Excluding this, trading assets were
broadly in line with December 2012 levels.

Financial assets designated at fair value
increased by 16%, in part due to favourable market
movements in our European insurance operations
coupled with higher investments from premium
income received during the year in our insurance
businesses, notably in Europe and Hong Kong.

Derivative assets decreased by 22%. Upward
movementsin yield curvesin major currencies led to
adeclinein thefair value of interest rate contracts,
largely in Europe. In North America, declinesin fair
values of interest rate contracts reflected the increase
in swap rates during the year and increased netting.

Loans and advances to banks rose by
US$61.4bn or 41%, including a US$56.4bn increase
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in reverse repos reflecting the change in the way
GB&M manages these activities. Excluding this,
there was a US$5.0bn increase driven by higher
placements with financial institutionsin Hong Kong
and Rest of Asia-Pacific.

Loans and advances to customers increased by
US$87.0bn or 9%, including a US$52.8bn rise in
reverse repo balances reflecting the change in the
way GB&M manages these activities, which mainly
affected balances in North America and the UK. We
reclassified over US$9.5bn of customer lending
balances mainly relating to our operations in Panama
and first lien mortgage portfoliosin the USto
‘Assets held for sal€e’. These were subsequently
disposed of in the second half of the year.

Excluding these factors, customer lending
balances grew by US$44.0bn as continued demand
for financing led to arisein term and trade-rel ated
lending to CMB and GB&M customersin Hong
Kong and, to alesser extent, in Rest of Asia-Pacific.
Commercial real estate and other property-related
lending also grew in Hong Kong and Rest of Asia-
Pacific. Residential mortgages remained broadly in
line with 2012. There was growth in Rest of Asia-
Pacific and, to alesser extent, in Hong Kong,
although the rate of growth in Hong Kong fell in
the second half of the year. We a so continued to
grow our portfolio in the UK, which reflected our
competitive offering. These factors were broadly
offset by the continued reduction in the US run-off
portfolio. In addition, in the UK there was an
increase in corporate overdraft balances, mainly
in GB&M that did not meet the criteria for netting,
with a corresponding risein related customer
accounts.

Financial investments were broadly in line
with 2012 levels. We recorded net sales and
maturities of available-for-sale government debt
securitiesin North America. This was broadly
offset by an increase in Hong Kong due to net new
purchases, together with the re-classification of our
shareholding in Industrial Bank.

Assets held for sale decreased by 79%, driven
by the completion of the sales of our investment in
Ping An and of the non-real estate personal lending
portfolio in the US.

Liabilities

Deposits by banks rose by US$21.4bn or 20% and
included an increase of US$30.5bn relating to
repo balances, reflecting the change in the way

GB&M manages these activities. Excluding this,
balances fell in Europe and North America.



Customer accounts increased by US$148.6bn
or 11%. Thisincluded arise in repo funding of
US$92.3bn reflecting the change in the way GB& M
manages these activities, which mainly affected
balances in North America and the UK. In addition,
we reclassified over US$6.5bn of deposit balances,
mainly relating to our operations in Panama, to
‘Liabilities of disposal groups held for sale’. These
were subsequently disposed of in the second half of
the year.

Excluding these factors, customer accounts
increased by US$63.4bn, driven by arisein the
UK in RBWM reflecting customers' continued
preference for holding higher balances in readily-
accessible current and savings accounts in the
uncertain economic environment. This was coupled
with higher balancesin our Payments and Cash
Management businessin GB&M and CMB. Current
accounts also grew in GB&M due to higher balances
that did not meet the netting criteria and an increase
in short-term deposits. In Hong Kong and Rest of
Asia-Pacific, customer accounts rose, mainly in
RBWM reflecting customer sentiment, but also in
CMB reflecting deposit campaigns in the final
quarter of the year. In North America, customer
accounts grew, driven by higher balancesin our
CMB business athough this was offset in part by
afall in RBWM, dueto re-pricing.

Trading liabilities decreased by US$102.1bn
or 33% and included afall of US$114.3bn in repos
reflecting the change in the way GB& M manages
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these activities. Excluding this, trading liabilities
increased by US$12.2bn driven by increasesin
Europe, reflecting client demand and volumes.

Financial liabilities designated at fair value
remained broadly unchanged during 2013.

The reduction in the value of Derivative
liabilitieswasin line with that of ‘ Derivative assets’
as the underlying risk is broadly matched.

Debt securitiesin issue fell by 12%. Thiswas
driven by a net redemption in debt securitiesin issue
in Europe together with maturing debt that was not
replaced in the US as funding requirements declined
due to business disposal s and the run-off of the CML
portfolio. These factors were partly offset by an
increase in Brazil as we substituted wholesale
customer deposits for medium-term [oan notes.

Liabilities under insurance contracts rose
by 9% as aresult of liabilities to policyholders
established for new business, largely written in
Hong Kong.

Liabilities of disposal groups held for sale
decreased by US$1.9bn, driven by the disposal
of non-strategic businessesin Latin America and
North America.

Equity

Total shareholders’ equity rose by 4%, primarily
driven by profits generated in the year, partly offset
by dividends paid.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Financial summary > Consolidated balance sheet

Reconciliation of reported and constant currency assets and liabilities

31 December 2013 compared with 31 December 2012

31 Dec 12
31 Dec 12 Currency  at 31 Dec 13 31 Dec 13 Constant
as translation exchange as Reported currency
reported  adjustment® rates reported change change
HSBC US$m US$m USsm US$m % %
Cash and balances at central banks .. 141,532 565 142,097 166,599 18 17
Trading assets ..........ooovvveecreerreeeenn. 408,811 4,379 413,190 303,192 (26) 27)
Financial assets designated at fair
VAUE o 33,582 (372 33,210 38,430 14 16
Derivative assets ......cooeevveveienienennns 357,450 6,480 363,930 282,265 (21) (22)
Loans and advances to banks ........... 152,546 (2,420) 150,126 211,521 39 41
Loans and advances to customers ... 997,623 (4,367) 993,256 1,080,304 8 9
Financial investments ............ccc..... 421,101 (3,132) 417,969 425,925 1 2
19,269 (303) 18,966 4,050 (79) (79)
Other @SSetS .......covvevvrrerererieericieeees 160,624 3,215 163,839 159,032 @) ?3)
Total @SSELS ...cvcveveieecceeeeeeee s 2,692,538 4,045 2,696,583 2,671,318 @ D)
Depositsby banks ..........cccovvvrneneee 107,429 339 107,768 129,212 20 20
Customer acCounts .........ccoeereerennene 1,340,014 (5,801) 1,334,213 1,482,812 11 11
Trading liabilities ........c.ccoeeeirnnne 304,563 4,605 309,168 207,025 (32 (33)
Financial liabilities designated at
fair value .....cooevveeeeeecceceee 87,720 1,155 88,875 89,084 2 -
Derivative liahilities .... 358,886 6,815 365,701 274,284 (24) (25)
Debt securitiesin issue 119,461 (1,088) 118,373 104,080 (23) (12)
Liabilities under insurance contracts 68,195 115 68,310 74,181 9 9
Liabilities of disposal groups held
fOr Sale .o 5,018 (280) 4,738 2,804 (44) (41)
Other liabilities ....cooeveirreeeee 118,123 (1,594) 116,529 117,377 - 1
Total liabilities .....ccooveviririiiciiine 2,509,409 4,266 2,513,675 2,480,859 @ @
Total shareholders’ equity ................ 175,242 (463) 174,779 181,871 4 4
Non-controlling interests .................. 7,887 (43) 7,844 8,588 9 9
Total eqUILY ..c.oeveeeerrirereeeceeeieine 183,129 (506) 182,623 190,459 4 4
Tota equity and liahilities ................ 2,692,538 3,760 2,696,298 2,671,318 Q) (0]

For footnote, see page 132.

In 2013, GB& M changed the way it manages
repo and reverse repo activitiesin the Credit and
Rates businesses, which were previously being
managed in atrading environment. During the year,
the repo and reverse repo business activities were
organised into trading and non-trading portfolios,
with separate risk management procedures. This
resulted in an increase in the amount of reverse repos
classified as ‘ Loans and advances to customers’ and
‘Loans and advances to banks', and adeclinein
the amount classified as ‘ Trading assets’ at
31 December 2013, compared with previous year-
ends. Similarly, at 31 December 2013 there was an
increase in the amount of repos classified as
‘Customer accounts and ‘ Deposits by banks', with a
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decline in the amount classified as ‘ Trading
liabilities', compared with previous year-ends. The
increase in amortised cost balances and the decrease
in trading balances primarily occurred in Europe and
North America, specifically the UK and the US.

The impact of repos and reverse repos on the
balance sheet is set out in the table below. The table
also provides a combined view of customer lending
and customer deposits which, by taking into account
loans and advances to customers and customer
account balances reported as held for sale, more
accurately reflects the overall size of our lending
and deposit books.



Combined view of lending and deposits

2013 2012 Change
US$m US$m % +
Customers—amortised cost 2
Loans and advanCes tO CUSIOMEYS ........c.cuiuririiieiueieieinesiresee et 1,080,304 997,623 8 00:)
— loans and other receivables .... 992,089 962,972 3 o
= TEVEISE TEI0S. ...ttt ettt sttt b et e et et n et r et e 88,215 34,651 155 g
Loans and advances to customers reported in * Assets held for sale’® .................... 1,703 6,124 (72) ke
Combined CUSIOMEN [€NAING ......cucvvrieriririiicie e 1,082,007 1,003,747 8 n
CUSLOMEY @CCOUNTS ...ttt 1,482,812 1,340,014 11
— cash deposits and Other CCOUNLS ..........ouiueueeireririeieeeeresie e 1,361,297 1,311,396 4
= TEP0S .t E ettt et n e r et enan 121,515 28,618 325
Customer accounts reported in ‘ Liabilities of disposal groups held for sale’ ........... 2,187 2,990 27)
Combined CUSIOMET AEPOSITS .......cuevrvriririieccieieiei b 1,484,999 1,343,004 11
Banks—amortised cost c%
Loans and advanCeSto DANKS .........cccceeveeiieiiieiecereee e 211,521 152,546 39 'S
— 108NS NG OLNEY TECEIVADIES ....overecevvveeeeeeeesessseesseeeees e sesssnssssseeeees 120,046 117,085 3 o
— TEVEISE TEP0S. c.vueteneeteeeseseeseseesestesessenessesesseseesenses e s eseseeneseeseeteneetenesseneeseneesennnsen 91,475 35,461 158 =
DEPOSIES DY BANKS oo 129,212 107,429 20 =
— cash deposits and Other 8CCOUNES .........c.cuiuciriririiieeeee e 86,507 95,480 9) £
— TEPOS et E et n e r et enis 42,705 11,949 257 L
Customersand banks—fair value
Trading @SSEtS — FEVEISE IEPOS .......cviiriueieieteieiresiseties ittt 10,120 118,681 (92)
— loans and advanCeS t0 CUSLOMENS .......cccvvcveucreeiieeiiereie ettt venns 7,180 73,666 (90)
— loans and advanCesto DaNKS .........ccccceieriririciceee s 2,940 45,015 (93)
Trading [iahilitieS — FEPOS .....c.cueuiuriririiicieeie et 17,421 130,223 (87) 8
— customer accounts ... 9,611 103,483 (92) S
— dePOSItS DY DANKS ... e 7,810 26,740 (71 g
>
For footnote, see page 132. 8
Q
Financial investments g
Q
At 31 December 2013 At 31 December 2012 o
Equity Debt Equity Debt ©
securities securities Total securities securities Total
USs$bn USshn USshn USs$hn USs$hn USsbn
Balance Sheet Management .............. - 314.4 314.4 - 2934 2934
Insurance entities ..........c.ccvvvvieeneee - 46.4 46.4 - 434 434 "
Structured entities ..... 0.1 22.6 22.7 - 24.7 24.7 e
Principal investments..... 2.7 - 2.7 29 - 29 OEJ
(@10 T 6.3 33.4 39.7 2.9 53.8 56.7 o
@
9.1 416.8 425.9 5.8 415.3 421.1 h
©
The table above analyses the Group’s holdings e ‘Structured entities' (page 550) for further %
of financial investments by business activity. Further information about the nature of securities £
information can be found in the following sections: investment conduits in which the above

«  “Balance Sheet Management’ (page 238) for a financial investments are held.

description of the activities and an analysis of e ‘Equity securities classified as available for
third party assets in balance sheet management. sal€’ (page 235) includes private equity holdings =
e ‘Risk management of insurance operations’ and other strategic investments. g
(page 249) includes an analysis of the financial e ‘Other’ representsfinancial investments held in 5
investments within our insurance operations by certain locally managed treasury portfolios and =
the type of contractual liabilities that they back. other GB& M portfolios held for specific o)
business activities. %
S
©
4=
)
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Report of the Directors: Financial Review (continued)

Financial summary > Consolidated balance sheet / Reconciliation of RORWA measures

Customer accounts by country

TAIWEN ..ottt ettt ettt ettt sttt e se et e se et e e e b et ese s s e se s e R et e s e R e s e ae s ese e eRe b ese b ene et ensea e e ese e etenebesenearens

Brazil

For footnotes, see page 132.
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At 31 December
2013 2012
US$m US$m
644,816 555,009
504,984 426,144
65,844 55,578
16,615 15,611
6,222 5,957
16,796 20,211
7,795 7,629
26,560 23,879
365,993 346,208
182,626 183,621
19,812 20,430
11,549 10,415
5,865 6,512
40,579 35,572
17,139 17,641
43,988 47,862
12,758 12,497
2,426 2,147
28,510 30,545
38,683 39,583
7,401 7,548
2,861 2,704
18,433 18,448
9,988 10,883
196,495 149,037
135,531 90,627
48,065 47,049
12,899 11,361
54,199 66,556
4,468 5,351
24,353 30,144
23,975 22,724
= 5,940
1,403 2,397
1,482,812 1,340,014




Reconciliation of RORWA measures

Perfor mance M anagement

We target areturn on average ordinary shareholders’ equity
of 12%-15%. For internal management purposes we monitor
global businesses and geographical regions by pre-tax return
on RWAS, ametric which combines return on equity and
regulatory capital efficiency objectives.

In addition to measuring return on average risk-
weighted assets (' RORWA’) we measure our
performance internally using the non-GAAP
measure of underlying RORWA, which is underlying
profit before tax as a percentage of average risk-
weighted assets adjusted for the effects of foreign
currency translation differences and business
disposals. Underlying RoRWA adjusts performance
for certain items which distort year-on-year
performance as explained on page 47.

We aso present the non-GAAP measure of
underlying RORWA adjusted for the effect of
operations which are not regarded as contributing to
the longer-term performance of the Group. These
include the run-off portfolios and the CRS business
which was sold in 2012.

The CRS average RWASs in the table bel ow
represent the average of the associated operational
risk RWAs that were not immediately released on
disposal and have not already been adjusted as part
of the underlying RORWA calculation. The 2012
pre-tax loss for CRS primarily relatesto litigation
expenses incurred after the sale of the business that
have not been adjusted as part of the underlying
RoRWA calculation.

Reconciliation of underlying RoORWA (excluding run-off portfolios and Card and Retail Services)

2013 2012
Pre-tax Average RoRWA Pre-tax Average RoRWA
return RWASs® st return RWASs® s
ussm US$bn % UsSsm USs$bn %
REPOMET . 22,565 1,104 2.0 20,649 1,172 18
UNAErYing™ ..o, 21,586 1,088 2.0 15,286 1,078 14
Run-off portfolios ..o 68 124 0.1 (1,624) 166 (2.0)
Legacy creditin GB&M ......oo.covevvvrrrrees 185 33 0.6 (274) 45 (0.6)
USCML and other® ........cccc.coovvvrrererroes (117) 91 0.2 (1,350) 121 (11
Card and Retail Services ..........ccocovvcveniiennes - 4 - (150 5 (3.0)
Underlying (excluding run-off portfolios
and Card and Retail Services) ........c.cccceuee. 21,518 960 22 17,060 906 1.9
Reconciliation of reported and underlying average risk-weighted assets
Y ear ended 31 December
2013 2012 Change
USsbn USs$bn %
Average reported RWAS™ ... 1,104 1,172 (6)
Currency tranglation adjustment® .... - (6)
Acquisitions, digposals and dilULIONS ..........ccoceueenereneeenseesessesss s essseessssessssssessssees (16) (88)
Average underlying RWAS® ...........cooivuriveeeeseeessesssess s 1,088 1,078 1

For footnotes, see page 132.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)

Financial summary > Critical accounting policies

Critical accounting policies

(Audited)
Introduction

The results of HSBC are sensitive to the accounting
policies, assumptions and estimates that underlie the
preparation of our consolidated financial statements.
The significant accounting policies are described in
Note 2 on the Financial Statements.

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

Impairment of loans and advances

Our accounting policy for losses arising from the
impairment of customer loans and advancesis
described in Note 2g on the Financial Statements.
Loan impairment allowances represent
management’ s best estimate of losses incurred

in the loan portfolios at the balance sheet date.

Management is required to exercise judgement
in making assumptions and estimates when
calculating loan impairment allowances on both
individually and collectively assessed loans and
advances.

The largest concentration of collectively
assessed |oan impairment allowances are in North
America, where they were US$3.8bn, representing
47% (2012: US$5.2bn; 54%) of the Group’s total
collectively assessed |oan impairment allowances
and 25% of the Group’ s total impairment
allowances. Of the North American collective
impairment allowances approximately 79%

(2012: 86%) related to the US CML portfolio.

The methods used to calculate collective
impairment allowances on homogeneous groups
of loans and advances that are not considered
individually significant are disclosed in Note 29
on the Financial Statements. They are subject to
estimation uncertainty, in part because it is not
practicable to identify losses on an individual loan
basis because of the large number of individually
insignificant loans in the portfolio.

The estimation methods include the use of
statistical analyses of historical information,
supplemented with significant management
judgement, to assess whether current economic and
credit conditions are such that the actual level of
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incurred lossesis likely to be greater or less than
that suggested by historical experience. Where
changes in economic, regulatory or behavioural
conditions result in the most recent trendsin
portfolio risk factors being not fully reflected in the
statistical models, risk factors are taken into account
by adjusting the impairment allowances derived
solely from historical 1oss experience.

Risk factorsinclude loan portfolio growth,
product mix, unemployment rates, bankruptcy trends,
geographical concentrations, loan product features,
economic conditions such as national and local
trends in housing markets, the level of interest rates,
portfolio seasoning, account management policies
and practices, changesin laws and regulations, and
other influences on customer payment patterns.
Different factors are applied in different regions
and countries to reflect local economic conditions,
laws and regulations. The methodology and the
assumptions used in calculating impairment |osses
arereviewed regularly in the light of differences
between |oss estimates and actual 0ss experience.
For example, roll rates, loss rates and the expected
timing of future recoveries are regularly
benchmarked against actual outcomes to ensure
they remain appropriate.

During 2013, we reviewed the impairment
allowance methodology used for retail banking
and small business portfolios across the Group to
ensure that the assumptions used in our collective
impairment assessment models continue to
appropriately reflect the periods of time between
aloss event occurring, the discovery of the loss
event and the eventual write off. Asaresult of this
review, the collective impairment allowances were
increased by US$251m.

Where loans are individually assessed for
impairment, management judgement is required in
determining whether there is objective evidence that
aloss event has occurred and, if so, the measurement
of the impairment allowance. In determining
whether there is objective evidence that aloss event
has occurred, judgement is exercised in evaluating
all relevant information on indicators of impairment,
which is not restricted to the consideration of
whether payments are contractually past-due but
includes broader consideration of factors indicating
deterioration in the financial condition and outlook
of borrowers affecting their ability to pay. A higher
level of judgement is required for loans to borrowers
showing signs of financial difficulty in market
sectors experiencing economic stress, particularly



where the likelihood of repayment is affected by the
prospects for refinancing or the sale of a specified
asset. For those loans where objective evidence of
impairment exists, management determine the size
of the allowance required based on arange of factors
such as the realisable value of security, the likely
dividend available on liquidation or bankruptcy, the
viability of the customer’s business model and the
capacity to trade successfully out of financial
difficulties and generate sufficient cash flow to
service debt obligations.

Under certain specified conditions, we provide
loan forbearance to borrowers experiencing financial
difficulties by agreeing to modify the contractual
payment terms of loans in order to improve the
management of customer relationships, maximise
collection opportunities and, if possible, avoid
default or repossession. Where forbearance activities
are significant, higher levels of judgement and
estimation uncertainty are involved in determining
their effects on loan impairment allowances.
Judgements are involved in differentiating the credit
risk characteristics of forbearance cases, including
those which return to performing status following
renegotiation. Where collectively assessed loan
portfolios include significant levels of loan
forbearance, portfolios are segmented to reflect the
different credit risk characteristics of forbearance
cases, and estimates are made of the incurred losses
inherent within the forbearance portfolio segments at
the reporting date. Forbearance activities take place
in both retail and wholesale loan portfolios, but our
largest concentration isin the US, in HSBC
Finance's CML portfalio.

The exercise of judgement requires the use of
assumptions which are highly subjective and very
sensitive to the risk factors, in particular to changes
in economic and credit conditions across alarge
number of geographical areas. Many of the factors
have a high degree of interdependency and there
isno single factor to which our loan impairment
alowances as awhole are sensitive, though they are
particularly sensitive to general economic and credit
conditionsin North America. For example, a 10%
increase in impairment allowances on collectively
assessed |oans and advances in North America
would have increased |oan impairment alowances
by US$0.4bn at 31 December 2013 (2012: US$0.5bn).

It is possible that the outcomes within the next
financial year could differ from the assumptions
used, and this could result in amateria adjustment
to the carrying amount of loans and advances.
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Goodwill impairment

Our accounting policy for goodwill is described in
Note 2p on the Financia Statements. Note 22 on the
Financial Statements lists our cash generating units
(‘CGU’s) by geographical region and global
business. HSBC' s total goodwill amounted to
US$21bn at 31 December 2013 (2012: US$21bn).

The review of goodwill for impairment reflects
management’ s best estimate of the future cash flows
of the CGUs and the rates used to discount these
cash flows, both of which are subject to uncertain
factors asfollows:

e thefuture cash flows of the CGUs are sensitive
to the cash flows projected for the periods for
which detailed forecasts are available and to
assumptions regarding the long-term pattern
of sustainable cash flows thereafter. Forecasts
are compared with actual performance and
verifiable economic data, but they necessarily
reflect management’ s view of future business
prospects at the time of the assessment; and

e therates used to discount future expected cash
flows are based on the costs of capital assigned
to individual CGUs and the rates can have a
significant effect on their valuation. The cost
of capital percentageis generally derived from a
Capital Asset Pricing Model, which incorporates
inputs reflecting a number of financial and
economic variables, including the risk-free
interest rate in the country concerned and a
premium for the risk of the business being
evaluated. These variables are subject to
fluctuations in external market rates and
economic conditions beyond our control and
are consequently subject to uncertainty and
require the exercise of significant judgement.

A declinein a CGU’ s expected cash flows
and/or an increase in its cost of capital reduces the
CGU'’ s estimated recoverable amount. If thisis
lower than the carrying value of the CGU, acharge
for impairment of goodwill is recognised in our
income statement for the year.

The accuracy of forecast cash flowsis subject
to a high degree of uncertainty in volatile market
conditions. In such market conditions, management
retests goodwill for impairment more frequently than
annually to ensure that the assumptions on which the
cash flow forecasts are based continue to reflect
current market conditions and management’ s best
estimate of future business prospects.
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Report of the Directors: Financial Review (continued)

Financial summary > Critical accounting policies

During 2013, no impairment of goodwill was
identified (2012: nil). In addition to the annual
impairment test which was performed asat 1 July
2013, management reviewed the current and expected
performance of the CGUs as at 31 December 2013
and determined that there was no indication of
impairment of the goodwill allocated to them, except
for the GPB — Europe CGU, for which reduced
forecast profitability triggered the re-testing of the
related goodwill as at 31 December 2013. Although
the results of the goodwill impairment testing for this
CGU are more sensitive to key assumptions used, the
re-test of the goodwill concluded that there was no
impairment.

Note 22 on the Financial Statements includes
details of the CGUs with significant balances of
goodwill, states the key assumptions used to assess
the goodwill in each of those CGUs for impairment
and provides a discussion of the sensitivity of the
carrying value of goodwill to changesin key
assumptions.

Interests in associates

Under the equity accounting method, investments
in associates are initially stated at cost, and are
adjusted thereafter for the post-acquisition change in
HSBC' s share of the net assets of the associate. An
investment in an associate is tested for impai rment
when there is an indication that the investment may
be impaired. At 31 December 2013, the fair value of
HSBC'sinvestment in BoCom had been below the
carrying amount for approximately 20 months, apart
from a short period in 2013. The conclusion of the
impairment test, based on the assessment of the
valuein use, was that the investment is not impaired.
The measurement of value in use involves
significant judgement in estimating the present
values of cash flows expected to arise from
continuing to hold the investment. Note 21 on the
Financial Statements includes detailed information
on HSBC' sinvestment in BoCom. It provides a
description of the key assumptions used in
estimating value in use, the sensitivity of the value
in use calculation to different assumptions and a
sensitivity analysis that shows the changesin key
assumptions that would reduce the excess of value
in use over the carrying amount (‘ headroom’) to nil.
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Valuation of financial instruments

Our accounting policy for determining the fair value
of financial instrumentsis described in Note 2d on
the Financial Statements. The best evidence of fair
value is aquoted price for the instrument being
measured in an actively traded market. In the event
that the market for afinancial instrument is not
active, avaluation technique is used. The majority
of valuation techniques employ only observable
market data and so the reliability of the fair value
measurement is high. However, certain financial
instruments are valued on the basis of valuation
techniques that include one or more significant
inputs that are unobservable. Va uation techniques
that rely to agreater extent on unobservable inputs
require a higher level of management judgement to
calculate afair value than those based wholly on
observable inputs.

Valuation techniques used to calculate fair
values are discussed in Note 15 on the Financial
Statements. The main assumptions and estimates
which management consider when applying a model
with valuation techniques are:

o thelikelihood and expected timing of future cash
flows on the instrument. These cash flows are
estimated based on the terms of the instrument,
and judgement may be required when the ability
of the counterparty to service the instrument in
accordance with the contractual termsisin
doubt. Future cash flows may be sensitive to
changes in market rates;

e selecting an appropriate discount rate for
the instrument. The determination of this rate
is based on an assessment of what a market
participant would regard as the appropriate
spread of the rate for the instrument over the
appropriate risk-free rate; and

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

When applying a model with unobservable
inputs, estimates are made to reflect uncertainties
in fair values resulting from alack of market data
inputs, for example, as aresult of illiquidity in



the market. For these instruments, the fair value
measurement is less reliable. Inputs into valuations
based on unobservable data are inherently uncertain
because there islittle or no current market data
available from which to determine the level at
which an arm’ s length transaction would occur
under normal business conditions. However, in
most cases there is some market data available

on which to base a determination of fair value,

for example historical data, and the fair values

of most financial instruments are based on some
market observable inputs even when unobservable
inputs are significant.

Thefair values of financial assets and liabilities
of US$547bn (2012: US$718bn) and US$467bn
(2012: US$622bn), respectively, were determined
using valuation techniques and represented 53%
(2012: 60%) and 82% (2012: 83%), respectively, of
financial assets and liabilities measured at fair value.

The types and amounts of adjustments madein
determining the fair value of financial instruments
measured at fair value using val uation techniques,
and a sensitivity analysis of fair values for financia
instruments with significant unobservable inputs to
reasonably possible alternative assumptions, are
described in Note 15 on the Financial Statements.

Given the uncertainty and subjective nature
of valuing financia instruments at fair value, itis
possible that the outcomes in the next financial year
could differ from the assumptions used, and this
could result in amaterial adjustment to the carrying
amount of financial instruments measured at fair
value.

HSBC does not include afunding spread in the
discount rate applied to the fair value measurement
of uncollateralised derivatives. The application of
such a‘funding fair value adjustment’ is under
consideration by the financial servicesindustry,
athough no consensus has yet emerged. In the
future, and possibly in 2014, HSBC may adopt a
“funding fair value adjustment’ to reflect funding of
uncollateralised derivatives at rates other than
interbank offer rates.
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Deferred tax assets

Our accounting policy for the recognition of deferred
tax assets is described in Note 2s on the Financial
Statements. The recognition of a deferred tax asset
relies on an assessment of the probability and
sufficiency of future taxable profits, future reversals
of existing taxable temporary differences and
ongoing tax planning strategies.

The most significant judgements concern the US
deferred tax asset, given the recent history of losses
in our US operations. The net US deferred tax asset
amounted to US$4.4bn or 59% (2012: US$4.6bn;
61%) of deferred tax assets recognised on the
Group'’s balance sheet. These judgements take into
consideration the reliance placed on the use of tax
planning strategies.

The most significant tax planning strategy is
the retention of capital in our US operations to
ensure the realisation of the deferred tax assets. The
principal strategy involves generating future taxable
profits through the retention of capital in the USin
excess of normal regulatory requirementsin order
to reduce deductible funding expenses or otherwise
deploy such capital or increase levels of taxable
income. Management expects that, with this strategy,
the US operations will generate sufficient future
profits to support the recognition of the deferred
tax assets. If HSBC Holdings were to decide not to
provide this ongoing support, the full recovery of the
deferred tax asset may no longer be probable and
could result in asignificant reduction of the deferred
tax asset which would be recognised as a charge in
the income statement.

Provisions

The accounting policy for provisionsisdescribed in
Note 2w on the Financial Statements. Note 31 on the
Financial Statements discloses the major categories
of provisions recognised. The closing balance of
provisions amounted to US$5.2bn (2012:

US$5.3bn), of which US$1.8bn (2012: US$1.7bn)
related to legal proceedings and regulatory matters
and US$2.4bn (2012: US$2.4bn) related to customer
remediation.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)

Financial summary > Critical accounting policies // Global businesses > Summary

Judgement isinvolved in determining whether
a present obligation exists and in estimating the
probability, timing and amount of any outflows.
Professional expert advice is taken on litigation
provisions, property provisions (including onerous
contracts) and similar liabilities.

Provisions for legal proceedings and regulatory
meatters typically require a higher degree of
judgement than other types of provisions. When
matters are at an early stage, accounting judgements
can be difficult because of the high degree of
uncertainty associated with determining whether
a present obligation exists, and estimating the
probability and amount of any outflows that may
arise. As matters progress through various stages
of development, management and legal advisers
evaluate on an ongoing basis whether provisions
should be recognised and their estimated amounts,
revising previous judgements and estimates as
appropriate. At more advanced stages, it istypically
possible to make judgements and estimates around
a better defined set of possible outcomes. However,
such judgements can be very difficult and the
amount of any provision can be very sensitive
to the assumptions used. There could be awide
range of possible outcomes for any pending legal
proceedings, investigations or inquiries. As aresult,
it is often not practicable to quantify arange of
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possible outcomes for individual matters. It isaso
not practicable to meaningfully quantify ranges

of potential outcomes in aggregate for these types
of provisions because of the diverse nature and
circumstances of such matters and the wide range of
uncertainties involved. For a detailed description of
the nature of uncertainties and assumptions and the
effect on the amount and timing of possible cash
outflows on material matters, see Note 43 on the
Financial Statements.

Provisions for customer remediation also require
significant levels of estimation and judgement. The
amounts of provisions recognised depend on a
number of different assumptions, for example, the
volume of inbound complaints, the projected period
of inbound complaint volumes, the decay rate of
complaint volumes, the population identified as
systemically mis-sold and the number of policies
per customer complaint.

In view of the inherent uncertainties and the
high level of subjectivity involved in the recognition
and measurement of provisions, it is possible that
the outcomes in the next financial year could differ
from those on which management’ s estimates are
based, resulting in materialy different amounts of
provisions recognised and outflows of economic
benefits from those estimated by management for
the purposes of the 2013 Financial Statements.



Global businesses

Retail Banking and Wealth Management ...........cccccceeue.
Commercial Banking .........coveiccernnnnnnecceeeneens
Global Banking and Markets ............ccccovnrceccnnenincncnes
Global Private BankKing ...,

Analysis by global business

Summary

HSBC reviews operating activity on a number of
bases, including by geographical region and by
global business.

The commentaries below present global
businesses followed by geographical regions
(page 96). Performance is discussed in this order
because certain strategic themes, business initiatives
and trends affect more than one geographical region.

Profit/(loss) before tax

Retail Banking and Wealth Management ................
Commercia Banking .........cccoveeeiennenneennnineens
Global Banking and Markets
Global Private Banking .........c.ccocoeeernesiceennnncens
OthEr® oo

Total assets®

Retail Banking and Wealth Management .........cccocveeerereriseesnenseseseene s
Commercial BanKing .........c.cocceuriniiiiicieeescie et
Global Banking and Markets ............coeeeeeininninieieinesesieeese e

Global Private Banking

(13T OSSPSR
INEFE-HSBC ITEMS ...t ns

For footnotes, see page 132.

77 All commentaries are on a constant currency basis
79 (page 47) unless stated otherwise, while tables are on
81 areported basis.
84 - -
Basis of preparation
87 The results of global businesses are presented in accordance
90 with the accounting policies used in the preparation of HSBC's
92 consolidated financial statements. Our operations are closely
integrated and, accordingly, the presentation of global business
94 dataincludesinterna allocations of certain items of income
and expense. These allocations include the costs of certain
support services and global functions, to the extent that these
can be meaningfully attributed to operational business lines.
While such allocations have been made on a systematic and
consistent basis, they necessarily involve some subjectivity.
Where relevant, income and expense amounts presented
include the results of inter-segment funding as well as inter-
company and inter-business line transactions. All such
transactions are undertaken on arm’s length terms.
The expense of the UK bank levy isincluded in the
Europe geographical region as HSBC regards the levy asa
cost of being headquartered in the UK. For the purposes of
the segmentation by global business, the cost of the levy is
included in ‘ Other’.
2013 2012 2011
US$m % US$m % US$m %
6,649 29.5 9,575 46.4 4,270 19.6
8,441 374 8,535 41.3 7,947 36.3
9,441 41.8 8,520 41.3 7,049 322
193 0.9 1,009 4.9 944 4.3
(2,159) (9.6) (6,990 (33.9 1,662 7.6
22,565 100.0 20,649 100.0 21,872 100.0
At 31 December
2013 2012
ussm % US$m %
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517,085 194
360623 135
1975509 740
97,655 37
171,812 6.4
(451,366) _ (17.0)

2,671,318 100.0

536,244 19.9
363,659 135
1,942,470 721
118,440 4.4
201,741 75
(470,016)  (17.4)

2,692,538 100.0
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Global businesses > Summary / Products and services

Risk-weighted assets
At 31 December
2013 2012
USsbn % US$bn %
Retail Banking and Wealth Management ..o 2335 214 276.6 24.6
Commercial BanKing .......c.cocoreeiiieiiiiiieeeseesieeees e 391.7 35.8 397.0 353
Global Banking and Markets ............cooeiiiieiinnncccces e 422.3 38.6 403.1 359
Global Private BanKing .........cccciiriinieiciiiisiseieceesi st 21.7 20 21.7 1.9
ONEN otoreetreveseeess st 235 2.2 255 2.3
1,092.7  100.0 1,123.9  100.0
Selected items included in profit before tax by global business
The table below shows the gain or loss on disposal acquired, disposed of or diluted subsidiaries,
or dilution and any associated gain or loss on associates, joint ventures and businesses which are
reclassification or impairment recognised in the year eliminated from underlying results so that results can
incurred, and the operating profit or loss of the be viewed on alike-for-like basis.
Acquisitions, disposals and dilutions™
2013 2012
US$m Us$m
Retail Banking and Wealth ManagemENT ..........ccvceeirirrieeeesisee et asesssessenas 264 5,565
Commercial Banking ............ccoceeennnnnenes 541 922
Global Banking and Markets ... 404 516
Global Private Banking ............ 1 57
ORI ..ot eees et es et e s8R 1,015 3,106
2,225 10,166
For footnotes, see page 132.
Principal RBWM business year-to-year in the ongoing business and to assess
o ) the factors and trends in the business which are
The Principal RBWM business measure excludes the anticipated to have amaterial effect in future years.
effects of the US run-off portfolio and the disposed Tables which reconcile reported RBWM financial
of US CRS business. We believe that looking at the measures to Principal RBWM financial measures are
Principal RBWM business without the run-off and provided in the Form 20-F filed with the SEC, which
disposed of businesses allows management to more is available on www.hsbe.com.

clearly discuss the cause of material changes from
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Products and services

Retail Banking and Wealth Management

RBWM serves over 50 million personal customers.

We take deposits and provide transactional banking
services to enable customers to manage their day-to-
day finances and save for the future. We selectively
offer credit facilitiesto assist customersin their short
or longer-term borrowing requirements; and we
provide financia advisory, broking, insurance and
investment services to help them to manage and protect
their financia futures.

We devel op products designed to meet the needs
of specific customer segments, which may include a
range of different services and delivery channels.

Typicaly, customer offerings include:

o liability-driven services: deposits and account
services,;

e asset-driven services: credit and lending, both
secured and unsecured; and

o fee-driven and other services: financial advisory,
broking, life insurance manufacturing and asset
management.

Total RBWM comprises our Principal RBWM
business and the US run-off portfolio.

We deliver services through four principal channels: branches,
self-service terminals, telephone service centres and digital
(internet and mobile). Customers can transact with the bank via
a combination of these channels, through the following
offerings:

e HSBC Premier: we provide preferential banking services
and global recognition to our mass affluent customers and
their immediate families with a dedicated relationship
manager, specialist wealth advice and tailored solutions.
Customers can access emergency travel assistance, priority
telephone banking and an online ‘global view’ of their
Premier accounts around the world.

e HSBC Advance: we provide arange of preferential
products and services to simplify the banking needs of
customers and to help them manage and plan their money to
achieve their financial goals and ambitions.

e Wealth Solutions & Financial Planning: afinancial
planning process designed around individual customer needs
to help our clients to protect, grow and manage their wealth
through investment and wealth insurance products
manufactured by Global Asset Management, Markets and
HSBC Insurance and by selected third-party providers.

e Basic banking: weincreasingly provide globally
standardised but locally delivered, reliable, easy to
understand, good-val ue banking products and services using
global product platforms and globally set service standards.

Commercial Banking

Our CMB business is segmented into large corporates,
mid-market companies and Business Banking. This
alows usto provide an appropriate level of support to
companies with more sophisticated needs and SMEs as
they grow both domestically and internationally, and
ensures a clear focus on internationally aspirant
customers.

We place particular emphasis on international
connectivity to meet the needs of our business
customers. We aim to be recognised as the leading
international trade and business bank by focusing
on faster-growing markets, repositioning towards
international business and enhancing collaboration
across the Group. This will be underpinned by
reducing complexity and operational risk and driving
efficiency gains through adopting a global operating
model.

e Credit and Lending: we offer abroad range of domestic
and cross-border financing, including overdrafts, corporate
cards, term loans and syndicated, leveraged, acquisition and
project finance. Asset finance is also offered in selected
countries.

e GlobalTrade and Receivables Finance: we provide the
services and finance our clients need throughout the trade
cycle including; letters of credit, collections, guarantees;
receivables finance; supply chain solutions; commodity and
structured finance; and risk distribution. HSBC is supporting
the development of renminbi as a trade currency, with
renminbi capabilitiesin more than 50 markets.

e Payments and Cash Management: we are aleading
provider of domestic and cross-border payments, collections,
liquidity management and account services offering local,
regional and global solutions delivered via e-enabled
platforms designed to address the current and future needs of
our clients.

¢ Insurance and Investments: we offer business and
financial protection, trade insurance, employee benefits,
corporate wealth management and a variety of other
commercial risk insurance products in selected countries.

o GB&M: our CMB franchise represents akey client base for
GB&M products and services, including foreign exchange
and interest rate products, together with capital raising on
debt and equity markets and advisory services.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Global businesses > Products and services / RBWM

GB&M is managed within the following framework:
e Client Coverage contains relationship managers organised

Global Banking and Markets

GB&M provides tailored financial solutions to major
government, corporate and institutional clients
worldwide. Managed as a global business with regional
oversight, GB& M operates along-term relationship
management approach to build a full understanding

of clients financial requirements. Sector-focused
client service teams comprising relationship managers
and product specialists develop financia solutions

to meet individual client needs. With a presencein
over 60 countries/territories and accessto HSBC's
worldwide presence and capabilities, this business
serves subsidiaries and offices of our clientson a
global basis.

In August 2013, GB&M was reshaped to
more effectively focus resources on clients and
enhance relationships, and to better capture growth
opportunities which create greater value for our
clients and our shareholders.

by sector, region and country who work to understand client
needs and provide holistic solutions by bringing together
HSBC's broad array of product capabilities.

Markets provides sales and trading services which are
categorised as follows:

- Credit and Rates sell, trade and distribute fixed income
securities to clients including corporates, financial
institutions, sovereigns, agencies and public sector issuers.
They aso offer clients risk management solutions.

- Foreign Exchange provides spot and derivative products
to meet the investment demands of institutional investors,
the hedging needs of SMEs, MMEs and large corporates in
GB&M and CMB, and the needs of RBWM customersin
our branches. Foreign Exchange trades on behalf of clients
in over 90 currencies.

- Equities provides sales and trading servicesfor clients,
including direct market access and financing and hedging
solutions.

Capital Financing offers financing and advisory services.
Products include debt and equity capital raising, advisory,
corporate lending, leveraged finance, asset and structured
finance, real estate, infrastructure and project finance, and
export credit.

Payments and Cash Management products include non-
retail deposit taking and international, regional and domestic
payments and cash management services.

Securities Services provides custody and clearing services
to corporate and institutional clients and funds administration
to both domestic and cross-border investors.

Global Trade and Receivables Finance provides trade
services for our clients.

Balance Sheet Management is responsible for the
management of liquidity and funding. It also manages
structural interest rate positions within the Markets limit
structure.

Global Private Banking

GPB provides investment management and trustee
solutions to high net worth individuals and their
familiesin the Group’s priority markets. We aim

to meet the needs of our clients by providing excellent
customer service and offering a comprehensive suite
of solutions.

Drawing on the strength of the HSBC Group and
the most suitable products from the marketplace, we
work with our clients to provide solutions to grow,
manage, and preserve wesalth for today and for the
future.

e Private Banking services comprise multicurrency and
fiduciary deposits, account services, and credit and specialist
lending. GPB also accesses HSBC's universal banking
capabilities to offer products and services such as credit
cards, internet banking, and corporate and investment
banking solutions.

e Investment Management comprises advisory and
discretionary investment services, as well as brokerage
across asset classes. Thisincludes a complete range of
investment vehicles, portfolio management, securities
services and alternatives.

e Private Trust Solutions comprise trusts and estate
planning, designed to protect wealth and preserveit for
future generations through structures tailored to meet the
individual needs of each client.
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Retail Banking and Wealth Management

RBWM provides banking and wealth
management services for our personal
customers to help them secure their
future prosperity and realise their
ambitions.

2013 2012 2011

ussm ussm ussm

Net interest income .......... 18,339 20,298 24,101
Net feeincome .......c.ccc.... 7,021 7,205 8,226
Other income’ .........coo...... 1,380 6,358 1,206
Net operating income’.... 26,740 33,861 33,533
LICS™ o (3,227) (5,515) (9,319)
Net operating income ... 23,513 28,346 24,214
Total operating expenses.. (17,248) (19,769) (21,202)
Operating profit ............. 6,265 8,577 3,012
Income from associates® . 384 998 1,258
Profit beforetax ............. 6,649 9,575 4,270
RORWA® ...ovrveereeeenns 2.6% 3.1% 1.2%

77%

of profit before tax from
Hong Kong, Rest of Asia-Pacific, Latin America
and Middle East and North Africa

Managing the US run-off portfolio
releasing over US$28bn of RWAs

Best Wealth Management Firm
(Banker Middle East Industry Awards, 2013)

Strategic direction
RBWM provides retail banking and wealth management services

for personal customers in markets where we have, or can build,
the scale in our target customer segments to do so cost effectively.

We focus on three strategic imperatives:

e building a consistent, high standard, customer needs-driven
wealth management service for retail customers drawing on
our Insurance and Asset Management businesses;

e leveraging global expertise to improve customer service and
productivity, to provide a high standard of banking solutions
and service to our customers efficiently; and

e simplifying and re-shaping the RBWM portfolio of businesses
globally, to focus our capital and resources on key markets.
Our three growth priorities are customer growth in target

segments, deepening customer rel ationships through wealth

management and relationship-led lending, and enhancing
distribution capabilities, including digital.

Implementing Global Standards, enhancing risk management
control models and simplifying processes also remain top
priorities for RBWM.

For footnotes, see page 132.

The commentary is on a constant currency basis unless stated
otherwise, while tables are on a reported basis.
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Review of performance

RBWM reported profit before tax of US$6.6bn
compared with US$9.6bn in 2012 on a reported
basis and US$9.5bn on a constant currency
basis. The decrease arose from lower net gains
on sale, most notably following the sale of the
CRS business and US branches (US$3.7bn) in
2012, and the absence of profits from non-
strategic businesses sold or closed in that year,
including Ping An.

On an underlying basis, profit before tax
increased by US$2.4bn, driven by afall inloan
impairment charges in the US run-off portfolio.
In addition, operating expenses declined, mainly
driven by areduction in customer redress
provisionsin the UK.

In the US run-off portfolio, the loss before

tax decreased due to lower loan impairment
charges reflecting improvements in housing
market conditions, decreased lending balances,
reduced new impaired loans and lower
delinquency levels. Revenue reduced, reflecting
lower average lending balances from the
continued run-off of the CML portfolio, |osses
on early termination of cash flow hedges and
portfolio disposals. These factors were partly
offset by favourable movementsin the fair value
of non-qualifying hedges in HSBC Finance of
US$315m, compared with adverse movements
of US$227min 2012.

The commentary that follows reflects performance in our
Principal RBWM business (see page 78).

Profit before tax fell by US$208m, reflecting
lower net gains on sale of our non-strategic
operations and the reduction in profit following
these disposals. Thiswas largely offset by a
decrease in operating expenses which reflected
lower customer redress provisions in the UK
and sustainable cost savings resulting from our
organisational effectiveness programmes.

Revenue declined by 4% reflecting lower net
gains on sale of our non-strategic operations
(most notably the US branches), the loss on sale
of the HFC Bank UK secured lending portfolio
and the consequent reduction in operating
revenue. Excluding these, revenue grew by 1%,
mainly in Hong Kong and Europe.

Net interest income increased by 1% despite
lower revenue from businesses that had been
disposed of or closed since the beginning of
2012. The increase was driven by improved
mortgage spreads and growth in mortgage
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Global businesses > RBWM

RBWM — profit/(loss) before tax

balances in Hong Kong, the UK and France,
although the rate of balance growth in Hong

us
run-off  Prin- Kong began to slow in 2013 as transaction
Total Us  port-  dpal volumes in the property market reduced. In
Rggs'\rf] U(;e:] ug;:g ngsm Hong Kong, the increase was al'so driven by
2013 growth in the insurance investment portfolio.
Net interest income ... 18,339 - 2,061 16,278 Deposit balances increased, particularly in the
Net feeincome ............ 7,021 - 11 7,010 UK and Hong Kong, though the benefit was
Other income/ more than offset by deposit spread compression,
(EXPRNSR)” v 1,380 = _ (400) 1780 particularly in Hong Kong, reflecting the
Net operating sustained low interest rate environment.
INCOME" ....oovririnne 26,740 - 1,672 25,068
LICS? oo (3.227) — (705 (2522) Net fee income grew by 5%, primarily dueto
o higher sales of investment productsin Hong
?gaogge?;?r?g' nome R B 967 22546 Kong, where growth in unit trusts and brokerage
EXPENSES o (17.248) —  (1166) (16,082) income was driven by favourable market
Operating profit/(loss) 6,265 - (199) 6,464 sentiment me?j Stt)rong Ceuai)dn}er demmd'hThi S
’ ’ was supported by incr oreign exchange
'”;;f.f'cei’ ;e;[isense)fmm 384 _ 1 385 revenue in the UK and higher management
Profit/(loss) beforetax 6,649 — (200) 6,849 ﬁgﬁ??ﬁg;wégt:bziﬁzﬁ;gi:
RORWA® ..........cceeo... 2.6% —  (0.2%) 4.4% and Hong Kong.
2012 , Other income declined by US$1.5bn as aresult
sg :fe‘;elrrf Oxome 23:582 l’ggg 2’522 12:‘7133 of portfolio rationalisations and other items
Other income/ described above. The decline aso reflected a
(expense)” ........coo...... 6,358 3,155  (200) 3,403 fall in sales of manufactured insurance products,
Net operatingincome’. 33,861 4,817 2,396 26,648 which led to lower favourable value of new
LICS? o (5515)  (322) (2.569) (2.624) E"fl'q S&Sor:;‘;ne';’;”; 'gftz‘;';v;aii?issaL'gv\zurOpe’
N?;fé’;ri)n?!?f?ffn 28346 4495 (173) 24,024 favourable PVIF movements a so reflected the
Total operating non-recurrence of the recognition of a PVIF asset
EXPENSES ...oovverrrenns (19,769)  (729) (1,103) (17,937) in Brazil in 2012 and adverse experience and
Operating profit/(loss) 8577 3766 (1,276) 6,087 assumption changesin Latin Americain 2013.
'”gg;{gll _______________ 998 _ 2 996 LICsincreased by 1%, mainly driven by higher
Profit/(loss) before tax 9,575 3,766 (1,274) 7,083 collective provisions .resultl ng from model
changes and assumption revisions for
RORWA e 31%  147%  (L1%) 4.2% restructured loans in Brazil and assumption
2011 changes to our emergence period methodol ogy
Net interest income ... 24,101 4,128 2,990 16,983 across al regions (see page 72). Impairments
Net fee income/ also increased in Mexico and Turkey reflecting
Oﬁﬁ’éf?:j& i 8226 1213 (49 7002 higher lending balances. These increases were
(eXpense)’ .....oouvveenne. 1,206 61 (1,196) 2,341 Iargely offset by better underlyl ng credit quallty
Net operating income' 33533 5462 1745 26,326 in Brail, improvements in housing market
conditions, and lower charge-offsin North
LICS™ (9.319) (1600) (4,982) (2.737) Americaand recoveries from debt salesin the
Net operating income/ UK.
(EXPENSE) ..oovvvverrenen. 24214 3862 (3,237) 23589
Total operating Operating expenses decreased by US$1.4bn,
EXPENSES evrrvrernres (21,202) (1,801) (1.238) (18,163) mainly as aresult of lower customer redress
Operating profit/(loss) 3,012 2,061 (4,475) 5426 provisionsin the UK of US$953m compared
'f‘gg;;@ Lo58 B s 1om with US$1.8bn in 2012, sustainable cost
"""""""" i i savings of over US$300m from organisational
Profit/(loss) before tax 4270 2,061 (4,472) 6,681 effectiveness programmes, and the dIS)OSd
RORWA® oo, 12% 39% (3.3%) 4.0% and run-off of businessesin 2012 and 2013. In

For footnotes, see page 132.
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addition, we recorded an accounting gain of
US$189m relating to changesin delivering ill-



health benefitsin 2013. These were partly offset
by higher staff and premises costsin Latin
America and Hong Kong, driven by inflationary
pressures.

Income from associates and joint ventures
decreased following the disposal of our
associate Ping An in December 2012 and the
reclassification of Industrial Bank as a financial
investment in 2013. On an underlying basis,
income from associates rose, primarily

in BoCom reflecting balance sheet growth and
increased fee income, and in Hong Kong due to
the price appreciation of real estate properties.

Growth priorities

Grow in priority markets and deepen customer
relationships

Our focus remains on growing the number

of customersin our target segments and serving
their domestic and international needs whilst de-
risking the overall portfolio. HSBC Premier
(‘Premier’) isour core retail Wedlth offering, and
our strategy continues to be to grow the number
of customersin this segment and generate more
business from the existing client base. Growth
and development of this arearepresentsa
significant opportunity and is key to reaching our
US$3bn incremental Wealth revenue target by
2016, of which US$0.9bn has been achieved to
date. In 2013, Wealth revenue of US$6.3bn
remained broadly unchanged, with favourable
investment salesin Hong Kong and higher
foreign exchange income in the UK and Hong
Kong being offset by lower insurance revenue,
mainly in Latin America.

The total number of active customersin our
Principal RBWM business decreased by 5%
to 50.4m following business closures and
disposals, most notably the sale of the UK HFC
Bank lending portfolio and the businessin
Panama. However, we made good progressin
refining and rebal ancing the Premier portfolio
towards quality long-term sustainable
relationships and grew our Premier client base
in mainland China, Hong Kong, France and
Turkey. Overall, Premier customer numbers
remained broadly unchanged at 4.2m as new
account growth was offset by reclassification
of non-qualifying customers.

At the beginning of the year we introduced a
new incentive plan for our Wealth Management
relationship managers (‘RM’s) globally. This
new plan removes the formulaic link between
product sales and variable pay and isinstead
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premised on RM activities that support meeting
customer needs, improving customer experience
and sales quality. This represents a significant
shift in our approach to remuneration and we
believe better aligns customer and staff interests,
with afocus on building total relationship
balances rather than product volume.

We provide our customers with access to arange
of wealth management products and are able

to leverage HSBC Group-wide capabilities

in extending managed solutions, delivering
research, expanding renminbi offerings and
improving foreign exchange services online.

We are also increasing the number of senior
RMs dealing with our Premier customers to
improve client contact.

Distribution

*

We continued to invest heavily in enhancing
our digital capabilities. The global mobile
application which was launched in the fourth
quarter of 2012 was deployed in 25 markets

by the end of 2013 as we migrated customers
to digital channels. This application was
downloaded by 2.5m customers, with over 1.1m
downloadsin the fourth quarter of 2013 alone.
Benefits to customers include the ability to
engage in stock trading and foreign exchange
transactions, bill payment and fund transfers,
and increased options to purchase products with
improved speed and security.

We deployed digital tools to our front-line staff
to raise financial planning standards and gain
amore detailed understanding of clients
aspirations, risk appetites and investment
horizons. We invested significantly in our
Wealth Platform with the aim of improving both
RM efficiency and customer experience. We
rolled out tablet-based tools and applications to
RMsin France, UAE and Indonesia with plans
to deploy these in 6 further markets in 2014.

We have made good progress in consolidating
our Internet Banking systems, reducing the
number from 59 to 41 with plans to implement a
global solution by the end of 2015. In the third
quarter of 2012, we launched the product range
review programme and have subsequently
reduced the number of retail banking products
currently offered from just under 1,000 to 730.
We will continue to review our product range
to simplify and standardise our offering and to
optimise customer choice, increase efficiencies
and lower transactional costs.
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Report of the Directors: Financial Review (continued)
Global businesses > CMB

Commercial Banking

CMB offers a full range of commercial
financial services and tailored solutions
to more than three million customers
ranging from small and medium-sized
enterprises to publicly quoted
companies in almost 60 countries.

Review of performance

In 2013, CMB reported a profit before tax of
US$8.4bn, which was marginally lower on a
reported basis and was broadly unchanged on
aconstant currency basis compared with 2012.
2013 results included gains of US$470m mainly
from the sale of our operations in Panama,
compared with gains of US$468m in 2012
which included the sales of branchesin the US.

2013 2012 2011 Share of profit in associates was lower due to
Ussm Ussm Ussm the reclassification of Industrial Bank from an
Net interest income .......... 10,200 10,361 9,931 associate to afinancia investment and the
Net feeincome ................. 4,717 4,470 4,291 disposal of our investment in Ping An.
Other income’ ................ 1,448 1,720 1,389 _ _ _
Net operating income’ ... 16,365 16,551 15,611 ¢ Qn an unde_rlymg basis, Wh'Ch excl u_des the
b disposal gains and associated operating results,
LICS™ v, (2384  (209) (1739 profit before tax rose by 5%. This was driven
Net operating income ... 13,981 14,452 13,873 by increased revenues, areduction in operating
Total operating expenses.. (7,049) (7,598) (7,221) EXpenses, and higher income from our
Operating profit/(l0ss) ... 6,932 6,854 6,652 . qat&s, partly offset by arisein loan
impairment charges.
Income from associates™ . 1,509 1,681 1,295
: e Revenue on aconstant currency basis remained
Profit/(loss) beforetax ... 8,441 8,535 7,947 .
( " ) broadly unchanged compared with 2012.
RORWA™ oo 22% 2.2% 2.2% Disposal gainsin Latin America and increased
revenue in Europe were largely offset by the
5% effect of business disposalsin the USin 2012.

growth in customer lending balances
on aconstant currency basis

1%
increase in gross revenues from sales
of GB&M products to CMB customers

Best Transaction Banking House

and Best Cash Management Bank
(Euromoney Poll 2013)

On an underlying basis revenue increased by
2%, with growth in Hong Kong and Europe
partly offset by fallsin North Americaand
Latin America. Higher net interest income from
average balance sheet growth was partly offset
by spread compression. Higher net fee income
was driven by an increase in lending fees and
enhanced collaboration with GB& M.

Management view of revenue

2013 2012 2011
UsS$m US$m usSsm
Strategic direction Global Trade a”‘?'
CMB aims to be the bankin ner of choice for international Recetvaples Finance .. 2,929 2,968 2019
15 NSO SUI: SRE U= 1ol . Credit and Lending ....... 6,103 6,246 6,329
businesses by building on our rich heritage, international ts and Cash
capabilities and rel ationships to enable connectivity and support Payments an
trade and capital flows around the world, thereby strengthening Management, current
our leading position in international business and trade. ZCCOU”tS and savings a0 o
S EpOSItS ..o 5,287 5, 4,5
We have three growth priorities OUNEr o 2046 1968 2679
e grow coverage in faster growing markets;
Net operating income® ... 16,365 16,551 15,611

o drive revenue growth through our international network; and
e grow collaboration revenues.

Implementing Global Standards, enhancing risk management
controls models and simplifying processes also remain top
priorities for CMB.

For footnotes, see page 132.

The commentary is on a constant currency basis unless stated
otherwise, while tables are on a reported basis.
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For footnote, see page 132.

Global Trade and Receivables Finance revenue
was broadly unchanged compared with 2012.
Double digit lending growth, primarily in Hong
Kong and Rest of Asia-Pacific, was offset by
spread compression, particularly in Hong Kong
and Latin America, reflecting competition and
increased liquidity in the markets.



Credit and Lending revenue remained largely
unchanged, as higher average balancesin
Hong Kong and increased net fee income were
broadly offset by lower average balancesin
Latin America and spread compression in
Europe, Middle East and North Africa and
North America.

Payments and Cash Management revenue
remained broadly unchanged compared
with 2012. Thisreflected liability growth,
notably in Hong Kong and the UK, which
was driven by new mandates and increased
transaction volumes and supported by our
focus on international customers, offset by
the effect of business disposalsin the US.

The movement in ‘ Other’ reflected the gains on
business disposal's recorded in both 2012 and
2013.

LICsincreased by US$344m, driven by higher
individually assessed loan impairmentsin Latin
America, in particular specific impairmentsin
Mexico relating to homebuilders from a change
in public housing policy and in Brazil relating to
certain corporate exposures. In Europe, lower
individual impairments, mainly in the UK and
Greece, were partly offset by higher provisions
in Spain due to the continued challenging
economic conditions.

Operating expenses decreased by 5%, primarily
in Europe due to an accounting gain arising
from achangein the basis of deliveringill-
health benefitsin 2013 of US$161m and lower
customer redress provisions of US$148m (2012:
US$258m). Operating expenses also decreased
due to the effects of business disposals. In 2013,
we generated over US$80m of sustainable
savings. These factors were partly offset by
increased costs in Hong Kong and Rest of
Asia-Pacific due to inflationary pressures and
investment for growth.

Income from associates declined by 12%,
reflecting the reclassification of Industrial

Bank as an investment and the disposal of our
investment in Ping An. Excluding these events,
income from associates grew by 11% as BoCom
benefited from arise in lending and associated
feeincome.
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Growth priorities
Grow coverage in faster-growing markets

e Revenuesin Hong Kong, Rest of Asia-Pacific,
Latin America and Middle East and North
Africaincreased by 3% compared with 2012
and represented over 55% of our revenuesin
2013. CMB’ s top 20 markets contributed around
90% of our profit before tax in 2013.

e Our global network helps connect customers
internationally. For example, we expanded our
renminbi offering to Latin America as trade with
mainland China gathered pace. In addition,
we opened the first China desk in Argentinato
support mainland Chinese busi nesses operating
in Argentina as well aslocal companies
interested in doing business in mainland China.

Drive revenue growth through our international
networ k

e HSBC has a competitive advantage by being
present and able to capture business at both ends
of the top twenty global trade corridors. The
opportunities this presents to generate additional
revenues has helped us grow underlying
revenue faster than GDP growth in Europe,
Hong Kong and Rest of Asia-Pacific.

e |naddition, we continue to invest in organic
growth in city clusters with international
business opportunities as we have donein
the US, mainland China, Germany and other
markets.

e We continued to expand our international
relationship managers (‘IRM’) programme and
now have almost 500 IRMs supporting SME
clients with international growth ambitions,
having extended our programme from three
markets in 2012 to 12 in 2013. The new markets
include Hong Kong, US, Canada, Egypt,
Singapore, India, Argentina, UAE and Turkey.
There are plans to expand the model into a
further five key Business Banking markets
next year.

e We continued to support SMEs by launching
funds to support those businesses that trade or
aspire to trade internationally. SME funds were
launched in the first half of 2013 in the UK,
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Report of the Directors: Financial Review (continued)
Global businesses > CMB / GB&M

France and Mexico, and subsequently we
launched two SME funds of US$1bnin US
and Canada. In the UAE, afourth SME fund of
AED1bn (US$272m) targeted at international
trade customers was also launched.

Grow collaboration revenues

CMB’s ongoing collaboration with HSBC's
other global businesses resulted in revenue
growth of over US$0.3bn for the Group, a 9%
increase compared with 2012. Our collaboration
with global businesses has now delivered
US$1.3bn in incremental revenue for the Group
since 2010, achieving 65% of our medium-term
target. Gross revenues from sales of GB&M
productsto CMB customers, which are shared
by the two global businesses, grew by 11%,
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mainly driven by sales of foreign exchange
products and debt capital markets activities.
Close collaboration across international borders
and global businesses resulted in a number of
high-profile dealsin 2013.

To serve our clientsin each segment better,
and to further enhance the collaboration efforts
with GB&M, we have created two senior
management roles — Global Head of Large
Corporates and Global Head of Mid-market
and Business Banking — to focus on our largest
clients who are internationally connected and
prime candidates for collaboration activities
with an emphasis on markets and capital
financing. This should ensure better coverage
of our target segments in the future.



Global Banking and Markets

GB&M provides tailored financial
solutions to major government,
corporate and institutional clients
worldwide.

2013 2012 2011

US$m Ussm Us$m

Net interest income .......... 6,766 6,960 7,263
Net feeincome .........ccee.. 3,482 3,329 3,227
Net trading income™ ........ 6,780 5,690 5,204
Other income......cccovvvenee 2,148 2,294 1,363
Net operating income’ ... 19,176 18,273 17,057
LICS? oo (207) (670) (984)
Net operating income ... 18,969 17,603 16,073
Total operating expenses.. (9,960) (9,907) (9,722)
Operating profit ............. 9,009 7,696 6,351
Income from associates®... 432 824 698
Profit beforetax ............. 9,441 8,520 7,049
RORWA® ... 2.3% 2.1% 1.8%

Resilient performance in
a challenging environment

Increased client flows in the majority
of our customer-facing businesses

Best Global Emerging
Market Investment Bank
(Euromoney Awards for Excellence 2013)

Strategic direction

GB&M continues to pursue its ‘ emerging markets-led and
financing-focused’ strategy, with the objective of being a‘top 5’
bank to our priority clients. This strategy has evolved to include a
greater emphasis on connectivity between the global businesses,
across the regions and within GB& M, leveraging the Group’s
extensive distribution network.

We focus on four growth priorities:

e leveraging our distinctive geographical network which connects
devel oped and faster-growing regions;

e connecting clients to global growth opportunities;

e continuing to be well positioned in products that will benefit
from global trends; and

e enhancing collaboration with other global businesses to
appropriately service the needs of our international client base.
Implementing Global Standards, enhancing risk management

controls and simplifying processes also remain top priorities for
GB&M.

For footnotes, see page 132.

The commentary is on a constant currency basis unless stated
otherwise, while tables are on a reported basis.
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Review of performance

e  GB&M reported profit before tax of US$9.4bn,
11% higher than in 2012. Reported resultsin
2013 included a number of gains on disposal,
particularly of our businessin Panama. Reported
resultsin 2012 included income from associates
Industrial Bank and Ping An. On an underlying
basis, which excludes these items, the results of
other disposed of operations and the effect of
currency movements, profit before tax rose by
15%. Thiswas driven by increased revenue and
significantly lower impairment charges and
other credit risk provisions.

e Revenuerose by 6%, in part reflecting resilient
performance in the mgjority of our customer
facing businesses. 2013 revenue included a
DVA of US$105m and a gain on disposal of
our operations in Panama of US$316m. In 2012,
revenue included a reported net charge of
US$385m as aresult of achangein estimation
methodology in respect of CVAs of US$903m,
and a DVA of US$518m to reflect evolving
market practices.

e LICsdecreased significantly by US$458m or
69%. Credit risk provisions declined, driven
by net releases on available-for-sale ABSsiin
our legacy portfolio compared with impairment
chargesin 2012, and the non-recurrence of
impairments on certain available-for-sale debt
securitiesin Principal Investments. Impairment
chargesin the legacy credit loans and advances
portfolio also declined.

e  Operating expenses increased marginally by
2%, despite a decline in performance-related
costs and sustainable savings of US$74m
achieved from identifying savings and
simplifying our processes. There was an
increase in 2013 in litigation-related costs,
primarily Madoff-related, of US$293m, coupled
with an increase in investment in regulatory and
compliance resources. These costs were offset
in part by alower customer redress provision
relating to interest rate protection products
of US$134m (2012: US$329m) and an
accounting gain of US$81m relating to changes
in delivering employee ill-health benefits.

e Income from associates was lower, largely due
to the reclassification of Industrial Bank as a
financial investment and following the sale of
our shareholding in Ping An.
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Report of the Directors: Financial Review (continued)

Global businesses > GB&M

Management view of total operating income®®

2013 2012 2011
US$m us$m ussm
6,935 6,105 5,749
796 485 133
1,653 1,607 1,238
Foreign Exchange .. 3,186 3,215 3,269
Equities ... 1,300 798 1,109
Capital Financing ....... 3,994 3,758 3,711
Payments and Cash
Management ........... 1,770 1,680 1,561
Securities Services ..... 1,662 1,623 1,669
Global Trade and
Receivables
Finance .......ccooveuee. 741 740 601
Balance Sheet
Management ........... 3,110 3,738 3,418
Principal Investments 512 188 277
Debit valuation
adjustment ............. 105 518 -
(01137 S 347 (77) 71
Net operating
income’ .......cc.cc...... 19,176 18,273 17,057

The management view of income above reflects the new
management structure of GB&M which has been in place since
12 August 2013 (comparatives have been re-presented for this

change).

For footnotes, see page 132.

e Marketsreported aresilient performance with

revenue of US$6.9bn. Revenue in Credit

increased, reflecting higher secondary market
activity and improved investor appetite, along
with revaluation gains from price appreciation

on assetsin the legacy portfolio. Despite
competitive pressure, revenue in primary

credit rose. We also increased market share and
improved our league table position, particularly
in the issue of sterling and Hong Kong dollar

bonds in which we led the market.

e Despitedifficult market conditions, Equities
revenue rose, in part, due to increased client
flows and larger market share in Hong Kong.
Equities also reported increased revaluation
gains along with minimal fair value movements
on own credit spreads on structured liabilities,
compared with adverse movementsin 2012.

e Foreign Exchange income was broadly in line
with 2012. Revenues rose due to increased
client demand for foreign exchange hedging

solutions, which benefited from GB&M'’s
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collaboration with CMB. This was partly offset,
however by margin compression and reduced
market volatility in the second half of 2013.

Revenue in Ratesin 2012 included acharge asa
result of the change in estimation methodol ogy
in respect of CVAS, as noted above. In 2013, we
won new client mandates and improved market
share, despite price compression, particularly in
European government bonds. This was coupled
with smaller adverse fair value movements on
our own credit spreads on structured liabilities
compared with 2012. These factors were
broadly offset, as revenue in 2012 benefited
from the significant tightening of spreads
following the ECB liquidity intervention.
Revenue in 2013 was affected by uncertainty
regarding the tapering of quantitative easing in
the US.

Revenue in Capital Financing rose due to higher
volumes and spreads in Credit and Lending and
gains on sale of equity positions compared with
losses on syndicated loans in 2012. In addition,
income grew in Project and Export Finance, in
part due to increased market share in export
credit agency financing, and revenue rose, due
to increased issuance demand in debt capital
markets.

Payments and Cash Management revenue also
grew, in part due to increased customer activity
reflecting new mandates, with growth in deposit
balances and transaction volumes compared
with 2012.

As expected, Balance Sheet Management
revenue decreased as proceeds from the sale
and maturity of investments were reinvested at
prevailing rates which were lower, together with
reduced gains on the disposal of available-for-
sale debt securities.

Revenuein Principal Investments rose during
the year, mainly driven by lower equity
impairments. In addition, there were higher
gains on disposal of units held in third-party
managed private equity funds than in 2012 due
to increased refinancing and exit opportunities
as market conditions improved.

‘Other’ included a gain on the disposal of our
operations in Panama of US$316m in 2013.



Growth priorities

Leveraging our distinctive geographical network
which connects developed and faster-growing
regions

Asauniversal bank with adistinctive
international network and business model,
we have provided innovative solutions to
multinational corporates including advisory,
financing and foreign exchange services.

We advised on the largest M& A transaction
by aforeign company in Indiafor a stake
enhancement in an India-listed subsidiary.
Exampleslike this reinforce our ability to
execute complex cross-border M& A
transactions.

We also acted as sole bookrunner on adim sum
bond issuance for the first foreign government
to issue in the mainland China market,
highlighting our leading role in the
internationalisation of the renminbi.

Connecting clientsto global growth opportunities

GB&M'’s product expertise supports our clients
in the growth of their business activities. In
equity capital markets, we were joint lead
manager and bookrunner for alarge Chinese
bank initial public offering (‘1PO’) in Hong
Kong and aso led the Hong Kong advisory
market. This demonstrated our strength in
providing cross-border capital markets access
and advisory servicesto clientsin mainland
China.

We were voted ‘Best for Innovation in
Securities Services by The Banker magazine
following the redesign and development of our
Securities Services web portal. Thisis now more
intuitive, consistent across product lines, multi-
lingual and accessible from tablets. The award
recognised our commitment to innovation and
connecting clients to information using new
technology.
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Continuing to be well positioned in products that
will benefit from global trends

e We continued to build on the strength of our
product offering, with a particular focus on
renminbi, which became the second most
utilised trade finance currency in 2013. We were
voted ‘Best Overall for Products and Services
by Asiamoney Offshore RMB Services Survey
2013, for the second consecutive year.

e Wealso delivered abroad range of GB&M
products in anumber of transactions relating to
resource and energy companies. Thisincluded
providing advisory and financing servicesto a
consortium in the acquisition of an ‘energy from
waste’ company, and to aliquified natural gas
company.

e Weremain focused on opportunities in Project
and Export Finance, which will benefit as
emerging countries pursue economic growth
through infrastructure investment and as
institutional investors seek out long-term real
assets. We were voted ‘ Best Project Finance
House' in Asia, Africaand Latin America by
Euromoney and ‘Best Global Export Finance
Arranger’ by Trade Finance magazine.

e  With globalisation increasing the number of
cross-border payment flows, our leadership
in Payments and Cash Management was
recognised by Euromoney, who named HSBC
the ‘Best Global Cash Manager’ for the second
consecutive year.

Enhancing collabor ation with other global
businesses to appropriately service the needs of
our customers

e We continued to strengthen collaboration with
other global businesses to better meet the needs
of our customers across the Group. Gross
revenues from sales of GB&M productsto CMB
customers, which are shared by the two global
businesses, grew by 11% mainly driven by sales
of foreign exchange products. Revenue from
equity capital markets activities for CMB clients
also increased significantly as aresult of alarger
number of deals.
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Report of the Directors: Financial Review (continued)
Global businesses > GPB

Global Private Banking

GPB serves high net worth individuals
and families with complex and
international needs within the Group's
priority markets.

2013 2012 2011

ussm ussm ussm

Net interest income .......... 1,146 1,294 1,439
Net feeincome .......c.ccce... 1,150 1,232 1,382
Other income .................. 143 646 471
Net operating income’..... 2,439 3,172 3,292
LICS™ oo (31) (27) (86)
Net operating income ... 2,408 3,145 3,206
Total operating expenses ... (2,229) (2,143) (2,266)
Operating profit ............. 179 1,002 940
Income from associates® . 14 7 4
Profit beforetax ............. 193 1,009 944
RORWA® ...ivrveereeeenns 0.9% 4.6% 3.9%

Profit before tax was significantly lower
as we continued to address legacy issues
and reposition the customer base

Approximately US$50m of
sustainable cost savings, on top of about
US$90m already delivered in 2011 and 2012

Best Private Bank in Hong Kong
(The Banker Global Private Banking Awards)

Strategic direction
GPB aimsto build on HSBC's commercial banking heritage to be
the leading private bank for high net worth business owners.

We have two growth priorities:

e repositioning the business to concentrate on home and priority
markets, particularly onshore, aligned with Group priorities; and

e capturing growth opportunities from Group collaboration,
particularly by accessing owners and principals of CMB and
GB&M clients.

Implementing Global Standards, enhancing risk management
controls, tax transparency and simplifying processes also remain
top priorities for GPB.

For footnotes, see page 132.

The commentary is on a constant currency basis unless stated
otherwise, while tables are on a reported basis.
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Review of performance

e  Reported profit before tax of US$193m was
US$816m lower than in 2012 and US$800m
lower on a constant currency basis.

e  Onanunderlying basis, which excludes the gain
on the sale of our operationsin Japan in 2012 of
US$67m and associated operating results, profit
before tax was US$744m lower, primarily due
to reduced revenue.

e  Revenue declined by 23%, mainly dueto the
loss on write-off of goodwill relating to our
Monaco business of US$279m and the non-
recurrence of the sale of our operationsin Japan
and our headquarters building in Switzerland
(US$120m) reported in 2012. Net interest
income fell as higher-yielding positions matured
and opportunities for reinvestment were limited
by prevailing rates. Narrower lending spreads
coupled with adecline in average deposit
balances also contributed to the fall in net
interest income. In addition, brokerage fees
decreased, reflecting afall in client transaction
volumes due to lower volatility, and account
services fees were lower due to the reduction
in client numbers and client assets as we
repositioned our client base. Trading income
also fell, in part due to lower foreign exchange
volumes and lower volatility in the market,
notably in the second half of 2013.

e  Operating expenses increased by 4%, primarily
due to regulatory investigation provisions of
US$352m, partly offset by lower staff costs
from a managed reduction in average staff
numbers, reduced performance costs and the
non-recurrence of customer redress provisions
and costs relating to the merger of pension
funds in Switzerland. We al so delivered further
sustainable savings of approximately US$50m

in 2013.

Client assets®
2013 2012
US$bn US$hn
At 1JaNUANY ..o 398 377
Net new money ... (26) @)
Valuechange ......cccoceevevvvveeeceinienns 12 17
Exchange and other ..........ccccveeneee. 2) 11
At 31 December .....coeoveiicinriininn, 382 398




Client assets, which include funds under
management and cash deposits, decreased by
US$16bn in 2013 primarily due to negative

net new money, the effects of the disposal of
our operations in Panama and ongoing client
transfersin relation to the disposal of our HSBC
Trinkaus & Burkhardt AG ("HSBC Trinkaus')
business in Luxembourg, partly offset by
favourable market movements. Negative

net new money was mainly driven by the
repositioning of our business by moving from
offshore to domestic banking, refocusing

our client base towards higher net worth
relationships, and adopting new compliance
and tax transparency standards. There were also
alarge number of client withdrawals, notably in
Switzerland. However, we attracted positive net
new money of US$4.6bn from clientsin Asia

Our return on assets, defined as the percentage
of revenue to average client assets, was 62bps
in 2013 compared with 79bpsin 2012. The
reduction was primarily due to the write-off of
goodwill noted above and the non-recurrence of
the gains on the sale of our operations in Japan
and our headquartersin Switzerland reported in
2012. Excluding the effect of these items, our
return on assets was 69bps in 2013 compared
with 76bpsin 2012, primarily reflecting the fall
in net interest income.

Growth priorities

Repositioning the business

The repositioning of GPB’s business model and
target client base that commenced in 2012 was
accelerated in 2013. Our focus remained on
home and priority growth markets where wealth
creation is strong and where the Group’s
presence could be leveraged.

During 2013, we began to implement Global
Standards and continued to reposition our
business through the adoption of new
compliance and tax transparency standards.
In addition, we initiated a detailed review of
our portfolio which will continue in 2014.

We also took actions to simplify and rationalise
our portfolio. For example, we agreed to sell our
HSBC Trinkaus private banking and related
fund business in Luxembourg. We a'so reviewed
our operationsin Monaco following receipt

of unsolicited expressions of interest, though it
was decided in July to retain the business.
Furthermore, to help integrate GPB with
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HSBC's other global businesses, we transferred
the ownership of our operationsin Asia and

the Channel Islands into the main banking
entities in these areas to more closely align
management responsibility.

Capturing growth opportunities

Referral flows from collaboration with other
global businesses generated net new money of
US$5bn in 2013. An enhanced strategy based
on closer alignment with CMB will focus on
driving collaboration in 12 priority markets
where both GPB and CMB have significant
scale. Staff will be dedicated to focusing on
identifying new prospects and an improved
coverage model will be implemented in 2014
to pursue opportunities.

The Global Priority Clientsinitiative—a
collaborative venture between GPB, GB&M
and CMB for the Group’s most significant
dual banked clients — was redefined during the
second half of 2013. By ensuring an effective
and enhanced coverage model to meet the
private and corporate needs of our most
significant and complex clients, supported by
dedicated senior management, we will deepen
our client relationships and drive incremental
revenue opportunities.

We continued to enhance our product offering
to clients through the strengthening of the
Alternatives platform, with six product launches
during 2013 comprising three private equity
funds, two real estate club deals and afund of
hedge funds.

In addition, we continued to focus on enhancing
the service offering to clients. For example,
recently we significantly upgraded the
relationship management systems used by all
front-office staff in Switzerland. We are also
establishing a common banking platform which
will provide consistent, tailored products and
services globally. Thiswill initially be
implemented across continental Europe
(including in Switzerland in 2015), and in
other countries shortly thereafter.

In 2014, we will be developing our digital
strategy to provide an upgraded multi-channel
offering enabling us to keep pace with changing
industry dynamics and competitor devel opments
aswell as meet clients’ growing digital
expectations.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Global businesses > GPB / Other

Notes

Other»

‘Other’ contains the results of certain
property transactions, unallocated
investment activities, centrally held
investment companies, movements in
fair value of own debt, central support
and functional costs with associated
recoveries, HSBC’s holding company
and financing operations.

Reported loss before tax of US$2.2bn compared
with aloss of US$7.0bn in 2012. On a constant
currency basis, the pre-tax |oss decreased by
US$5.0bn.

These results included lower adverse
movements on the fair value of our own debt

as credit spreads tightened to a lesser extent,
notably in Europe and North America. Reported
results also included a number of gains and
losses on disposal totalling US$1.1bn (see

page 49). These included again of US$1.1bn
arising from the reclassification of Industrial

2013 2012 2011 Bank asafinancial investment following its
Lt USem USem issue of additional share capital to third parties.
Net interest expense.......... (737) (730) (911) Reported profitsin 2012 included a gain of
mg ‘;zi’r‘];oir:so};{& """""" e 194 34 US$3.0bn on the disposal of our associate, Ping
(€XPENSD)™ . 6 (537) (355) An, and again on disposal of US$130m from
Changesin fair value of the sale of our shareholding in a property
long-term debt issued company in the Philippines.
Cﬁ;‘gi?ﬁ%ﬁﬁ%ﬁ; (1,228) (4:327) 4161 e  Onanunderlying basis, excluding the gains
instruments designated and losses on disposal noted above and the
at fair vaue ......o.oceeee. (576) (1,136) 78 associated operating results, the pre-tax loss
Net income/(expense) of US$1.9bn decreased by US$3.1bn, driven
{;;Tufr:]rﬁglglagn ated by the non-recurrence of chargesfor USAML,
at fair vaue (1,804) (5,463) 4,239 BSA and OFAC investigations of US$1.9bn.
Other income 8,122 8,868 6,138 In addition, we recognised a net gain of
Net operating income? ... 5,651 2,332 9,145 US$553m on completion of the sale of our
LIcs? _ _ _ investment in Ping An in 2013, compared with
o adverse fair value movements of US$553m on
Net operatingincome ... 5651 2:332 9.145 the Ping An contingent forward sale contract
Total operating expenses . (7,796) (9,369) (7,492) recorded in 2012.
Operating profit/(l0ss) ... (2,145) (7,037) 1,653

Income/(expense) from
associates™ ..., (14) 47 9

(2159  (6,990) 1,662

Profit/(loss) beforetax ...

For footnotes, see page 132.

The commentary is on a constant currency basis unless stated
otherwise, while tables are on a reported basis.
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Net fee income decreased by US$130m,
reflecting the expiring of most of the transition
services agreement entered into during 2012
following the sale of the CRS businessin North
America. We received fee income relating to the
above agreement while the associated costs were
reported in ‘ Operating expenses .

Net trading income of US$6m in 2013
compared with a net trading expense of
US$538m in 2012, driven by foreign exchange
gains of US$442m relating to sterling debt
issued by HSBC Holdings. In addition, there
were favourable fair value movements on non-
qualifying hedges, notably in Europe, mainly
related to the cross-currency swaps used to
economically hedge fixed rate long-term debt,
compared with adverse movementsin 2012.
Thiswas partly offset by adverse fair value
movements of US$682m on the contingent
forward sale contract relating to Ping Anin
2013 compared with US$553m in 2012.



Net expense from financial instruments
designated at fair value reduced by US$3.6bn.
We reported adverse movements of US$1.2bn
on the fair value of our own debt attributable to
atightening of credit spreadsin 2013, notably
in Europe and North America, compared with
adverse movements of US$5.2bn in 2012.
Excluding this, net expense increased due to
higher adverse fair value movements from
interest and exchange rate ineffectivenessin
the hedging of long-term debt designated at fair
valueissued principally by HSBC Holdings and
its European subsidiaries.

Gains less losses from financial investments
increased by US$868m, driven by a gain of
US$1.2bn on the disposal of our investment in
Ping An, partly offset by the non-recurrence of
gains of US$314m from the sale of our sharesin
four Indian banksin 2012.

Dividend income increased by US$124m on
areported basis, mainly due to dividends
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received from Industrial Bank following its
reclassification as afinancial investment.

Other operating income increased by US$1.5bn,
driven by an accounting gain of US$1.1bn
arising from the reclassification of Industria
Bank as afinancial investment.

Operating expenses reduced by US$1.5bn,
mainly from the non-recurrence of the US fines
and penalties noted above, together with lower
restructuring costs across all our regions. These
factors were partly offset by the UK bank levy
charge of US$904m in 2013, which was higher
than the charge of US$571m in 2012, mainly
dueto anincrease in the rate of the levy. In
addition, operating expenses in both years
included adjustments relating to the previous
year’s bank levy charge (2013: US$12m adverse
adjustment; 2012: US$99m favourable
adjustment).
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HSBC HOLDINGS PLC

Analysis by global business

Report of the Directors: Financial Review (continued)
Global businesses > Analysis

HSBC profit/(loss) before tax and balance sheet data

Profit/(loss) before tax

Net interest income/(expense) ...
Net feeincome .......cccceveevrnenne

Trading income/(expense)
excluding net interest
INCOME ..o
Net interest income/(expense)
on trading activities ................

Net trading income™* ..................

Changes in fair value of long-
term debt issued and related
derivatives ......coovieccnenennne

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

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

Gains less losses from
financial investments ....

Dividend income ........cccoceeevnenne

Net earned insurance premiums .

Other operating income/
(EXPENSE) ...ocveceeee

Total operatingincome ............
Net insurance claims® ................
Net operating income® ..............

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

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

Employee expenses™ .................
Other operating expenses ...........

Total operating expenses ............
Operating profit/(10Ss) ..............

Share of profit/(loss) in
associates and joint ventures ..

Profit/(loss) beforetax ..............

Share of HSBC' s profit
beforetax ......ccovvevrienicrnenns
Cost efficiency ratio ..o

Balance sheet data®

Loans and advances to
customers (NEt) ...ooveevevevevrennns

Total aSSEtS ..o

Customer accounts ..........ccevevenee.

2013
Retail Global
Banking Banking Global Inter—
and Wealth Commercial and Private segment
Management Banking Markets Banking Other®  dimination® Total
Ussm USsm UsS$m US$m US$m Ussm Ussm
18,339 10,200 6,766 1,146 (737) (175) 35,539
7,021 4717 3,482 1,150 64 = 16,434
689 649 4,953 390 (38) = 6,643
3) = 1,827 4 44 175 2,047
686 649 6,780 394 6 175 8,690
- = = = (1,228) = (1,228)
1,638 332 599 4 (576) 1) 1,996
1,638 332 599 4 (1,804) 1) 768
55 1 747 (©)] 1,212 = 2,012
21 15 129 8 149 = 322
10,543 1,375 6 16 = = 11,940
544 621 670 (239 6,761 (5,725) 2,632
38,847 17,910 19,179 2,476 5,651 (5,726) 78,337
(12,107) (1,545) 3 37) = = (13,692)
26,740 16,365 19,176 2,439 5,651 (5,726) 64,645
(3,227) (2,384) (207) (31) - - (5,849)
23,513 13,981 18,969 2,408 5,651 (5,726) 58,796
(5,219) (2,327) (3,549) (776) (7,325) - (19,196)
(12,029) (4,722 (6,411) (1,453) (471) 5,726 (19,360)
(17,248) (7,049) (9,960) (2,229) (7,796) 5,726 (38,556)
6,265 6,932 9,009 179 (2,145) = 20,240
384 1,509 432 14 (14) = 2,325
6,649 8,441 9,441 193 (2,159) = 22,565
% % % % % %
29.5 374 418 0.9 (9.6) 100.0
64.5 431 51.9 91.4 138.0 59.6
ussm US$m uUssm uUssm uUssm ussm
375,115 297,852 360,659 44,224 2,454 1,080,304
517,085 360,623 1,975,509 97,655 171,812 (451,366) 2,671,318
579,994 354,298 450,315 96,770 1,435 1,482,812

94




2012

Retail Global
Banking Banking Global Inter—
and Weath Commercia and Private segment +:
Management Banking Markets Banking Other®  elimination® Total 2
US$m UsSsm US$m US$m US$m US$m USsm g
Profit before tax o
Net interest income/(expense) ... 20,298 10,361 6,960 1,204 (730) (511) 37,672 2
Net fe iNCOME .....vvcevveerrr 7,205 4,470 3,329 1,232 194 - 16,430 s
()
Trading income/(expense)
excluding net interest
INCOME ..o 276 617 3,588 476 (549) - 4,408
Net interest income on
trading activities ..........ccccceu..e. 28 16 2,102 14 12 511 2,683
Net trading income/(expense)® .. 304 633 5,690 490 (537) 511 7,091
Changesin fair value of long- 2
term debt issued and related 2
derivatives ........ccovveeniienens - - - - (4,327) - (4,327) %
Net income/(expense) from o
other financial instruments ©
designated at fair value............ 1,893 250 1,094 - (1,136) - 2,101 2
Net income/(expense) from _E
financia instruments L
designated at fair value ........... 1,893 250 1,094 - (5,463) - (2,226)
Gains less losses from
financial investments .............. 96 22 730 (©)] 344 - 1,189
Dividend income .........cccoceveunee 24 18 148 6 25 - 221
Net earned insurance premiums . 11,191 1,786 25 42 - - 13,044
Gains on disposal of US branch )
network, US cards business 2
and PiNg AN ..o 3,735 277 - - 3,012 - 7,024 g
Other operating income .............. 1,472 536 313 151 5,487 (5,859) 2,100 o
>
Total operating income ............... 46,218 18,353 18,289 3,212 2,332 (5,859) 82,545 8
Net insurance claims® ................ (12,357) (1,802) (16) (40) - - (14,215) 9
@©
Net operating income® ................ 33,861 16,551 18,273 3,172 2,332 (5,859) 68,330 o)
Q
Loan impairment charges and o)
other credit risk provisions..... (5,515) (2,099 (670) (27) - - (8,311) ©
Net operating income ................. 28,346 14,452 17,603 3,145 2,332 (5,859) 60,019
Employee expenses™ ... (5,532) (2,247) (3,764) (915) (8,033) - (20,491)
Other operating expenses ........... (14,237) (5,351) (6,143) (1,228) (1,336) 5,859 (22,436)
Total operating expenses ............ (19,769) (7,598) (9,907) (2,143) (9,369) 5,859 (42,927) g
Operating profit/(10Ss) .........c...... 8,577 6,854 7,696 1,002 (7,037) - 17,092 g
Share of profit in associates %
and joint ventures ................. 998 1,681 824 7 47 - 3,557 h
Profit/(loss) beforetax ................ 9,575 8,535 8,520 1,009 (6,990) — 20,649 .‘_g
% % % % % % s
Share of HSBC's profit UE_
beforetax .......ccoeveeeenennininnns 46.4 41.3 41.3 4.9 (33.9) 100.0
Cost efficiency ratio ........ceee.. 58.4 45.9 54.2 67.6 - 62.8
Balance sheet data®
US$m US$m ussm ussm ussm usSsm -
Loans and advances to o
customers (Net) .....ococevvecereens 378,040 288,033 283,842 45,213 2,495 997,623 ©
Total assets 536,244 363,659 1,942,470 118,440 201,741 (470,016) 2,692,538 g
Customer acCounts ...........ccvereenes 562,151 338,405 332,115 105,772 1,571 1,340,014 9
=
For footnotes, see page 132. &
©
o
4=
2
@©
4=
()
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Summary

Geographical regions Summary

96 Additional information on resultsin 2013 may be

98 found in the ‘ Financial Summary’ on pages 47 to 76.
HONG KONG ..ot 104 In the analysis of profit by geographical regions
Rest of Asia-Padific ............. . 109 that follows, operating income and operating expenses
Middle East and North AfFCA ........cooevveeerrreerenreennns 115 include intraHSBC items of US$3,377m (2011:
NOFH AMENTICA ... 120 US$3,358m; 2010: US$3,421m).
Latin AMENICA ..o 125 All commentaries are on a congtant currency

basis (page 47) unless otherwise stated, while tables
are on areported basis.

Profit/(loss) before tax

2013 2012 2011
US$m % US$m % US$m %
BUIOPE ...t 1,825 8.1 (3,414) (16.5) 4,671 21.3
HONG KONG .ot 8,089 359 7,582 36.7 5,823 26.6
Rest of Asia-Pacific 7,764 34.4 10,448 50.6 7,471 34.2
Middle East and North Africa .......ccccceeeveirininennee. 1,694 75 1,350 6.5 1,492 6.8
NOIh AMENICA ..ot 1,221 Sl 2,299 111 100 0.5
[ (T VAN 1 1= 4 (o R T 1,972 8.7 2,384 11.6 2,315 10.6
22,565 100.0 20,649 100.0 21,872 100.0

Total assets®
At 31 December

2013 2012
ussm % US$m %
EUFOPIE <.ttt 1,392,959 52.1 1,389,240 51.6
HONG KON ittt e 555,413 20.8 518,334 19.3
RESt Of ASIEPACITIC v 335,937 12.6 342,269 12.7

Middle East and NOrh AffiCa .......ccceeirieiriereeese e 60,810 2.3 62,605 2.3
[N To T g I 0 o= TS 432,035 16.2 490,247 18.2
Latin AMENICA ..cueviicvietectee ettt st s et ae s ene s 113,999 4.3 131,277 49
INFEHSBC ITEIMS ... (219,835) (8.3 (241,434) (9.0)
2,671,318 100.0 2,692,538 100.0
Risk-weighted assets™
At 31 December
2013 2012
US$bn % US$bn %
I 1 ST 1,092.7 1,123.9
N o] oSSR S SR 300.1 27.1 314.7 27.6
HONG KONG <. 138.3 12.5 111.9 9.8
RESt Of ASIEPACITIC .veuiiecece e 292.4 26.4 302.2 26.4
Middle East and North Africa 62.5 5.7 62.2 54
INOIN AMETICA ...ttt st b bbb nas 223.8 20.2 253.0 22.2
[ 1A 1 41 = LRSS 89.5 8.1 97.9 8.6

For footnotes, see page 132.
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Selected items included in profit before tax by geographical region

Fair value movements arising from changes in own credit spreads’

2013 2012 2011

uUssm ussm ussm

EUFOPE oo eeeeeees e seee e s s sssee s (1,015) (4,110) 2,947
HONG KONG .ttt @) - -
RESt Of ASIAPACITIC ... 1) 3) 2
Middle East and North Africa 4) (12 14
NOMN AMENTCA ..ttt (225) (1,090 970
(1,246) (5,215) 3,933

Acquisitions, disposals and dilutions™

The table below shows the gain or |oss on disposal
or dilution and any associated gain or loss on
reclassification or impairment recognised in the
year incurred, and the operating profit or loss of

can be viewed on a like-for-like basis.

the acquired, disposed of or diluted subsidiaries,
associates, joint ventures and businesses which are
eliminated from underlying results so that results

2013 2012

US$m ussm

L]0 TSP 18 (20)
Hong Kong = 420
RESE OF ASIBPACITIC ...ttt bttt 1,086 4,649
Middle East and NOrh ATFICA ......c.ccuiuiiiiiriccicee e - (18)
North America (203) 4,861
Latin America 1,224 264
2,225 10,166

For footnotes, see page 132.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Europe

Europe

Our principal banking operations in Europe are

HSBC Bank plc in the UK, HSBC France, HSBC
Bank A.S. in Turkey, HSBC Bank Malta p.l.c.,
HSBC Private Bank (Suisse) SA and HSBC
Trinkaus & Burkhardt AG. Through these
subsidiaries we provide a wide range of
banking, treasury and financial services to

personal, commercial and corporate customers

across Europe.

Economic background

UK Gross Domestic Product (* GDP’) growth rose to
1.9% in 2013, higher than in previous years, though
the level of real GDP remained below the level seen
prior to the recession. The recovery was drivenin
part by stronger household consumption. The Bank
of England policy rate remained at 0.5% and the
Asset Purchase Scheme came to a halt. The Bank of
England announced a ‘forward guidance’ policy in
August in which it indicated Bank Rate would not
rise until unemployment had fallen towards 7%.
Labour market conditions improved more rapidly
than expected and the headline unemployment

2013 2012 2011 rate fell to 7.1% in December. The annual rate
A UStm  USSm of Consumer Prices Index (CP!) inflation fell in
Net interest income ......... 10,693 10,394 11,001 December to 2.0%, the lowest level of inflation in
Net feeincome ................. 6,032 6,169 6,236 almost four years
Net trading income .......... 4,423 2,707 2,161 )
Other income/(expense) .. (181) (1,662) 4,848 The eur ozone emerged from recession in the
Net operating income’.... 20,967 17,608 24,246 second quarter of 2013 with the improvement early
Les? (1,530) (1,921) (2512) in t.h(.a year driven b_y Germany and_France. However,
o activity failed to gain momentum since quarterly
Net operating income ... 19,437 15,687 21,734 GDP growth averaged just 2.0% in the second half
Total operating expenses . __ (17,613) _ (19,095 _ (17,069) of the year. Domestic demand improved on the back
Operating profit/(l0ss) ... 1824  (3408) 4,665 of improving real wage growth and a slower pace of
Incomel(expense) from austerity but recovery remai ned heavily dependent
associates® oo 1 6) 6 on externg\l demand. Given the weakr_1&ss of the _

Profitloss) beforetax .. 1825  (3414) 4671 economy in early 2013, the ECB cut its refinancing

- ' rate from 0.75% to 0.5% in May and then in July
Cost efficiency ralio ........ Bl 1084%  704% adopted a forward guidance policy under which it
RORWA® e 0.6% (1.0%) 1.5% : .

committed to keep rates ‘at present or lower levels

Y ear-end staff numbers ... 68,334 70,061 74,892

Best Export Finance Arranger EMEA
(Trade Finance Magazine 2013)

‘Best Bank Mortgage Provider’ Award

(Moneyfacts Awards, 2013)
Fifth consecutive year

Resilient GB&M performance
in a challenging market

For footnotes, see page 132.

The commentary is on a constant currency basis unless stated
otherwise, while tables are on a reported basis.
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for an extended period’. Despite the return to
growth, CPI inflation dropped to 0.7% in October
2013 prompting the ECB to cut the refinancing rate
by afurther 0.25% in November. A combination of
improving growth and the ECB’ s Outright Monetary
Transactions programme, which enables it to buy
eurozone government bonds in time of market stress,
helped aleviate the sovereign crisis evident in
former years and bond yieldsin Italy and Spain fell
to their lowest levels since 2010.

Review of performance

Our European operations reported a profit before
tax of US$1.8bn in 2013 compared with aloss

of US$3.4bn in 2012 (US$3.3bn on a constant
currency basis). On an underlying basis, excluding
fair value movements on own debt, the effects of
foreign currency trandation and acquisitions and
disposals, profit before tax increased by US$2.1bn.
This was due to significantly lower operating
expenses, driven by a decrease in charges relating
to UK customer redress programmes, an accounting
gain of US$430m relating to changesin delivering



Profit/(loss) before tax by country within global businesses

Retail Global
Banking Banking Global
and Wealth ~ Commercial and Private
M anagement Banking Markets Banking Other Total
ussm US$m UsSsm US$m US$m US$m
1,471 1,684 1,246 252 (3,493) 1,160
285 255 351 21 (162) 750
30 70 183 14 (25) 302
34 51 35 = = 120
= 2 2 (291) = (287)
(74) 36 108 @) 1 70
7 (10) (124) (190) 27 (290)
1,753 2,088 1,801 (165) (3,652) 1,825
343 832 (111) 235 (6,355) (5,056)
135 203 514 (11) (263) 578
29 64 283 40 (72) 344
39 52 31 - - 122
- 2 1 133 - 136
(32) 71 104 - 1 144
(5) (16) 164 102 73 318
509 1,208 986 499 (6,616) (3,414)
1,330 1,227 (265) 192 1,037 3,521
69 192 (194) 16 18 101
36 69 203 28 16 352
31 72 21 - - 124
- (8) - 225 - 217
7 62 87 2 - 158
(151) 73 225 94 (43) 198
1,322 1,687 77 557 1,028 4,671

For footnote, see page 132.

ill-health benefits to certain employeesin the UK
and sustainable cost savingsin 2013.

In the UK, we continued to support the housing
market during 2013, approving £14.4bn (US$22.5bn)
of new mortgage lending to over 135,000 customers.
Thisincluded £3.8bn (US$6.0bn) to over 30,000 first
time buyers. The loan-to-value ratio on new lending
was 59.5% compared with an average of 48.3%
for the total mortgage portfolio. In addition, we
implemented the Global Wealth Incentive Plan
to better align customer and business interests.

CMB repositioned its Business Banking
segment towards international and internationally
aspirant customers while streamlining and re-
engineering core processes, which enabled it
to obtain efficienciesin a number of areas and
supported its continued investment in corporate
banking and Global Trade and Receivables Finance.
Following the success of the 2012 International
SME fund, CMB launched afurther fund in 2013,
continuing its support for UK businesses that trade
or aspire to trade internationally with approved
lending of £4.8bn (US$7.5bn), including the renewal
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of overdraft and other lending facilities. In addition,
CMB won awards for ‘Best Service from a Business
Bank’ and ‘Best Online Banking Provider’ at the
Business Moneyfacts awards. GB& M’ s debt capital
markets activity in the Credit and Capital Financing
businesses was successful in capturing growth in
issuance demand, which resulted in leading market
positions and increased market share in the sterling
markets. We were ranked first by Bloomberg for
primary debt capital market issuancesin 2013.

In France, CMB launched a similar SME fund
to that in the UK, targeted at international trade
customers, approving €1.5bn (US$2.0bn) of lending
in 2013. GB&M acted asjoint book runner of a
€6.2bn (US$8.2bn) hybrid bond for a premier French
corporate client, demonstrating our ability to deliver
large and complex transactions. In RBWM, we
increased our market share in the highly competitive
home loans market.

In Turkey, unsecured lending grew in RBWM,
notably in the credit card business due to new
product features and channel capabilities including
mobile banking. We launched a similar SME fund to
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Europe

those in the UK and France targeted at international
trade customers, approving Turkish lira 1.1bn
(US$0.6bn) of lending in 2013.

We continued to support the programme of
renminbi internationalisation during the year with
flagship client events taking place in the UK, France
and Germany.

In Switzerland we continued to address |egacy
issues and reposition the customer base.

Net interest income increased by 3%, primarily
in the UK. In GB& M, Balance Sheet Management
net interest income was higher, reflecting both
portfolio growth from rising deposit balances and
reduced funding costs. In addition, net interest
income increased due to higher lending spreads
in Capital Financing and arisein legacy credit.

In RBWM net interest income increased, driven

by growth in residential mortgage balances and
improved lending spreads. RBWM customer account
balances also increased as customers held balances
in readily accessible current and savings accounts,
although the benefit was restricted by deposit spread
compression. In CMB, net interest income in the UK
rose as aresult of growth in term lending revenue
from higher spreads on new and renewed business,
aswell as deposit growth in Payments and Cash
Management. The spreads resulted in increased
portfolio margins overall.

In France, net interest income increased due to
improved spreads and growth in home loan balances.

These factors were partly offset by a decline,
mainly in Switzerland in GPB, as higher yielding
positions matured and opportunities for reinvestment
were limited by lower prevailing yields. Narrower
lending and deposit spreads and reduced average
deposit balances also contributed to afall in net
interest income in Switzerland.

Net fee income decreased by US$138m, mainly
in Switzerland in GPB with lower brokerage fees
due to areduction in client transaction volumes, in
part reflecting decreased market volatility and fewer
large dedls.

In the UK, net fee income decreased in RBWM
due to higher fees payable under partnership
agreements and lower creditor insurance fees. In
GB&M, net fee income fell because of higher fees
paid to other regions relating to increased foreign
exchange trading activities. This was partly offset by
increased issuance demand in debt capital markets
and event-driven fee income in equity underwriting
from increased deal volumes. In addition, we
experienced arisein lending feesin CMB.
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In Turkey, net fee income rose due to the
growth in card revenue as the business expanded.

Net trading income increased by US$1.7bn to
US$4.4bn. Thiswas primarily in the UK, drivenin
part by lower adverse foreign exchange movements
on assets held as economic hedges of foreign
currency debt designated at fair value, with the offset
reported in ‘Net income from financial instruments
designated at fair value'. In addition, there was a
foreign exchange gain on sterling debt issued by
HSBC Holdings and increased favourable fair value
movements on non-qualifying hedges compared
with 2012.

In GB&M, net trading income included a
favourable DVA of US$65m in 2013. 2012 included
anet charge of US$312m as aresult of achange
in estimation methodology in respect of CVAs of
US$615m and DV As of US$303m, reflecting
evolving market practices.

Also in GB&M, Foreign Exchange income rose
following increased customer activity, although the
rise was offset in part by margin compression and
reduced market volatility in the second half of 2013.
Net trading income was also higher in the Equities
business due to increased deal volumes and
reva uation gains. Rates revenue declined due to the
benefit in 2012 from tightening spreads following
the ECB liquidity intervention, despite new client
mandates and increased market participation,
particularly in European government bonds. We also
experienced lower adverse fair value movements
from own credit spreads on structured ligbilities.

In France, trading income on non-qualifying
hedges increased as long-term interest rates rose.

Net income from financial instruments
designated at fair value was US$0.4bn compared
with net expense of US$2.2bn in 2012. In the UK,
we reported lower adverse movements on the fair
value of our own debt of US$1.0bn, compared
with adverse movements of US$4.1bn in 2012.
Excluding this, net income declined, driven by lower
favourable foreign exchange movements on foreign
currency debt than in 2012, with the offset reported
in ‘Net trading income'. In addition, there were
higher adverse fair value movements from interest
and exchange rate ineffectiveness in the hedging of
long-term debt issued principally by HSBC Holdings
and its European subsidiaries than in 2012.

By contrast, in the UK and France, we
recognised higher net investment gains on the
fair value of assets held to meet liabilities under
insurance and investment contracts than in 2012,
as market conditions improved.



Gains less losses from financial investments
increased by US$19m as in the UK we reported
gainsin RBWM in the Asset Management Group.

In GB&M, higher disposal gains and lower
impairments on available-for-sale equity securities

in Principal Investments were more than offset by
lower net gains on the disposal of available-for-sale
debt securities in Balance Sheet Management, as part
of structural interest rate risk management of the
balance sheet.

Net earned insurance premiums decreased by
15%, mainly in RBWM in France reflecting lower
sales of investment contracts with DPF and the run-
off of business from independent financial adviser
channelsin 2013.

Other operating income decreased by US$600m
due to aloss recognised in GPB following the write-
off of goodwill relating to our Monaco business and
alosson salein RBWM on the disposal of an HFC
Bank UK secured |oan portfolio.

Net insurance claimsincurred and movement
in liabilities to policyholderswas broadly in line
with 2012. Lower reserves established for new
business, reflecting the decline in net premium
income in France, were partly offset by higher net
investment gains on the fair value of assets held to
support policyholder contracts in 2013 than in 2012.

LICs decreased by 20% to US$1.5bn. In the
UK, GB&M recorded net releases of credit risk
provisions on available-for-sale ABSs compared
with impairment charges in 2012, offset in part by
higher individually assessed provisions. In addition,
loan impairment chargesin CMB fell due to lower
collectively and individually assessed provisions,
and in RBWM due to lower collectively assessed
provisions reflecting recoveries from debt sales.

In other countries in Europe, lower individually
assessed impairment provisionsin Greece were
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partly offset by increasesin Turkey, where there was
growth in unsecured lending in RBWM, and arisein
Spain, where the challenging economic conditions
continued to affect the market.

Operating expenses decreased by 7%, driven
by lower charges relating to UK customer redress
programmes, with US$1.2bn reported in 2013
compared with US$2.3bn (US$2.3bn as reported)
in 2012. The chargesin 2013 included additional
estimated redress for possible mis-selling in previous
years of US$756m in respect of PPl compared with
US$1.7bn in 2012, US$261m in respect of interest
rate protection products compared with US$586m
in 2012 and US$149m in respect of Wealth
Management products in 2013. Restructuring costs
also fell by US$78m from 2012. In addition, 2012
included a charge relating to the US OFAC
investigation of US$375m in HSBC Holdings
which did not recur.

Excluding these items, operating expenses
were broadly unchanged compared with 2012.
We benefited from sustainable cost savings of over
US$650m as we continued to streamline the business,
and a decline in performance-related costs, notably in
GB&M. In addition, we reported an accounting gain
of US$430m relating to changesin delivering ill-
health benefits to certain employeesin the UK.
These factors were partially offset by the higher UK
bank levy charge of US$904m in respect of 2013
compared with a charge of US$571m in 2012, mainly
dueto anincreaseinitsrate. In addition, operating
expenses in both years included adjustments relating
to the prior year charge (2013: US$12m adverse
adjustment; 2012: US$99m favourable adjustment).
In other countries in the region, we experienced
higher Madoff-related litigation chargesin GB& M
in Ireland and a provision in respect of regulatory
investigations in GPB in Switzerland.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Europe

Profit/(loss) before tax and balance sheet data — Europe

2013
Retail Global
Banking Banking Global Inter-
and Wealth Commercial and Private segment
M anagement Banking Markets Banking Other  eimination® Total
US$m US$m US$m US$m US$m US$m US$m
Profit/(loss) before tax
Net interest income/(expense) ... 5,600 3,353 1,774 722 (694) (62) 10,693
Net feeincome/(expense) ........... 2,545 1,789 957 744 ®3) - 6,032
Trading income excluding net

interest inCOME .......cceeueeennne 206 30 2,181 192 698 - 3,307
Net interest income on trading

ACHVItIES ..o 2 ) 1,013 4 30 62 1,116
Net trading income™ 208 35 3,194 196 728 62 4,423
Changesin fair value of long-

term debt issued and related

derivatives ........ccovveenicennns = = = = (936) = (936)
Net income/(expense) from

other financial instruments

designated at fair value ........... 1,059 271 591 4 (570) (2) 1,354
Net income/(expense) from

financial instruments

designated at fair value ........... 1,059 271 591 4 (1,506) Q) 418
Gainsless losses from

financial investments .............. 52 = 344 17) = = 379
Dividend income ........ccccevuvunene. 4 2 65 4 = = 75
Net earned insurance premiums . 2,782 361 (0] 16 = = 3,158
Other operating income/

(S0 ) (103) 9 110 (253) 766 = 529
Total operating income/

(EXPENSE) ..o 12,147 5,820 7,034 1,416 (709) 2) 25,707
Net insurance clams™ ............. (4,136) (567) - (37) - - (4,740)
Net operating income/

(eXpense)* ..o, 8,011 5,253 7,034 1,379 (709) @) 20,967
L oan impairment charges and

other credit risk provisions...... (329) (935) (242) (24) = = (1,530)
Net operating income/

(EXPENSE) oo 7,682 4,318 6,792 1,355 (709) @) 19,437
Total operating expenses ............ (5,934) (2,231) (4,987) (1,519) (2,943) 1 (17,613)
Operating profit/(10ss) .............. 1,748 2,087 1,805 (164) (3,652) = 1,824
Share of profit/(loss) in

associates and joint ventures .. 5 i 4 ® = = 1
Profit/(loss) beforetax .............. 1,753 2,088 1,801 (165) (3,652) = 1,825

% % % % % %
Share of HSBC's profit

beforetax .......cccoevvvreneiniins 7.8 9.2 8.0 0.7) (16.2) 8.1
Cost efficiency ratio .......c.cce.... 74.1 425 70.9 110.2 (415.1) 84.0
Balance sheet data®

US$m US$m uUssm uUssm ussm ussm
Loans and advances to

customers (net)* ..................... 177,357 105,498 193,226 27,289 830 504,200
Total aSSELS ..vvevercereeeeireeieine 238,499 124,242 1,054,506 75,718 72,174 (172,180) 1,392,959
Customer accounts™ .................. 205,288 134,120 254,598 49,789 1,021 644,816
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2012

Retall Global

Banking Banking Global Inter- é
and Wealth Commercia and Private segment L
Management Banking Markets Banking Other  elimination® Total -
US$m UsS$m ussm ussm ussm Ussm Us$m '?;
Profit/(loss) before tax ©
Net interest income/(expense) .... 5,437 3,228 1,409 820 (543) 43 10,394 @
Net feeincome .......cococoveeevereeennes 2,622 1,658 1,032 848 9 - 6,169
Trading income excluding net
interest inCOMe .........ccoveveueee 67 26 848 216 25 - 1,182
Net interest income on trading
ACHVITIES oo 7 14 1,500 14 33 (43) 1,525
Net trading income™ 74 40 2,348 230 58 (43) 2,707

Changesin fair value of long-
term debt issued and related
derivatives .......ccooveeiiienininnne - - - - (3,091) - (3,091)

Net income/(expense) from
other financial instruments
designated at fair value ........... 770 139 1,073 - (1,106) - 876

Net income/(expense) from
financial instruments
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designated at fair value ........... 770 139 1,073 - (4,197) - (2,215)
Gainsless losses from

financial investments .............. 5) [€D)] 375 3 2) - 364 ®
Dividend income .........cccocoeueunne - 1 104 3 3 - 111 2
Net earned insurance premiums . 3,150 438 - 42 - - 3,630 =
Other operating income .............. 84 58 88 61 796 (9) 1,078 5
Total operating income/ 5

(EXPENSE) e 12,132 5,561 6,429 2,001 (3,876) 9) 22,238 %
Net insurance claims® ................ (4,054) (536) - (40) - - (4,630) ©

o
Net operating income/ o

(eXpense)* ... 8,078 5,025 6,429 1,961 (3,876) 9) 17,608 8
Loan impairment charges and

other credit risk provisions...... (347) (1,109) (436) (29) — — (1,921)

Net operating income/

(EXPENSE) .o 7,731 3,916 5,993 1,932 (3,876) 9) 15,687 "
Total operating expenses ............ (7,225) (2,708) (4,999) (1,431) (2,741) 9 (19,095) é
Operating profit/(10Ss) ................ 506 1,208 994 501 (6,617) - (3,408) 5
Share of profit/(loss) in g

associates and joint ventures .. 3 — (8) (2) 1 — (6) =
Profit/(loss) before tax ................ 509 1,208 986 499 (6,616) — (3,414) E’

<
% % % % % % ==
Share of HSBC' s profit
beforetax ......c.ccoeevveinecicinas 25 5.9 4.8 2.4 (32.0) (16.5)
Cost efficiency ratio ... 89.4 53.9 77.8 73.0 (70.7) 108.4
Balance sheet data® S
UsS$m US$m US$m US$m UsS$m uUssm ©
Loans and advances to E
customers (net) .. 170,002 105,796 156,798 29,963 881 463,440 Ke]
Total assets ............ 240,744 132,718 1,044,507 76,145 75,513 (180,387) 1,389,240 £
Customer accounts .........ccceceevens 191,024 121,648 184,473 57,125 739 555,009 o
o
For footnotes, see page 132. 2
[5)
S
(7))
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Hong Kong

Hong Kong

HSBC'’s principal banking subsidiaries in Hong

Kong are The Hongkong and Shanghai Banking

Corporation Limited and Hang Seng Bank
Limited. The former is the largest bank
incorporated in Hong Kong and is our flagship

bank in the Asia-Pacific region. It is one of Hong
Kong’s three note-issuing banks, accounting for
nearly 60% by value of banknotes in circulation

in 2013.

2013 2012 2011

US$m US$m US$m

Net interest income .......... 5,993 5,316 4,691
Net feeincome ................. 3,877 3,335 3,097
Net trading income .......... 1,570 1,463 1,189
Other income ........ccccouu.. 1,763 2,308 1,705
Net operating income’.... 13,203 12,422 10,682
LICS™ oo (137) (74) (156)
Net operating income ... 13,066 12,348 10,526
Total operating expenses . (5,045) (4,848) (4,758)
Operating profit ............. 8,021 7,500 5,768
Income from associates® . 68 82 55
Profit beforetax ............. 8,089 7,582 5,823
Cost efficiency ratio ........ 38.2% 39.0% 44.5%
RORWA® e, 6.4% 7.0% 5.3%
Y ear-end staff numbers ... 28,367 27,742 28,984

10%

growth in underlying revenue

Strong performance in CMB
with lending growth of

18%

Best M&A House in Hong Kong 2013
(The Asset)

For footnotes, see page 132.

The commentary is on a constant currency basis unless stated
otherwise, while tables are on a reported basis.
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Economic background

Hong Kong's GDP grew at afaster pace in 2013
than in 2012. Thiswas driven mainly by domestic
demand, which offset an ongoing weaknessin
external orders. Labour market conditions remained
resilient and strong nominal wage growth continued
to support private consumption. Measures
announced in February 2013 by the government
and the Hong Kong Monetary Authority to dampen
demand in the property market led to a softening in
prices and some moderation of demand in the third
quarter of the year. Headline CPI inflation fell in
the fourth quarter, largely due to lower food prices
and housing costs. Underlying inflation averaged 4%
in 2013, lower than it wasin 2012.

Review of performance

Our operations in Hong Kong reported a pre-tax
profit of US$8.1bn compared with US$7.6bnin
2012, an increase of 7%. This reflected higher
revenue, driven by balance sheet growth, and
increased net fees from unit trusts and debt issuance.
Excluding the effect of disposalsin 2012, underlying
profit before tax increased by 13%.

In RBWM, we grew our average mortgage
balances by 8% with average loan-to-value ratios of
44% on new mortgage drawdowns and an estimated
32% on the portfolio as awhole. We continued to
develop our digital capabilities and launched our
mobile banking application. We also devel oped our
Wealth Management capabilities, growing revenue
by over 10%. In addition, we enhanced our wealth
management systems, simplified the product range
and implemented the Global Wealth Incentive Plan
to better align customer and business interests.

In CMB, we further strengthened the
collaboration with GB&M, raising financing for our
clients of over US$14bn from debt capital markets
and nearly US$4bn from equity capital markets,
including the largest IPO in Hong Kong for a
mainland Chinese consumer company. In addition,
we were awarded Best Trade Finance Bank in Hong
Kong by Global Finance.

In GB&M, we continued to lead the market
in Hong Kong dollar bond issuance and are now
one of the top five houses for both equity capital
markets and mergers and acquisitions. We were
voted Best Debt House in Hong Kong in the
Euromoney 2013 Awards for Excellence and were
involved in seven of the ten largest IPOsin Hong
Kong this year.



Profit/(loss) before tax by global business

2013 2012 2011

US$m Us$m Us$m

Retail Banking and Wealth Management ...........coceeirneieeennnseeesese e 3,742 3,694 3,022
CommErCial BanKiNg .......cocoeereieiirieeeeesesiee ettt s 2,110 2,188 1,608
Global Banking and Markets 1,971 1,518 1,316
Global Private Banking ............. 208 249 188
OENET . 58 (67) (311)
8,089 7,582 5,823

We led the market in offshore renminbi (‘RMB’)

bond issuance, including the RMB3bn (US$491m)
government bond issue in December 2013 by
mainland China's Ministry of Finance, and were
voted ‘Best provider of offshore renminbi products
and services for the second year running by
Asiamoney. We also won the award for RMB House
of the Year from Asia Risk.

We announced the sale of our shareholding in
Bank of Shanghai in 2013, a transaction which is
expected to complete in the first half of 2014.

Net interest income rose by US$677m compared
with 2012, led by RBWM and supported by GB&M
and CMB. The increase was mainly due to
higher average lending balances, wider spreads on
mortgages in RBWM reflecting lower funding costs,
and growth in the insurance debt securities portfolio.

There was strong loan growth in both CMB and
GB&M, driven by trade-related lending in the first
half of 2013 and an increase in commercial real
estate and other property-related lending in the
second half of the year, though the benefit of this
growth was partly offset by spread compression
reflecting competition and increased liquidity in
the markets. Mortgage lending in RBWM also
increased, although the rate of growth began to
slow during 2013 as transaction volumesin the
property market reduced.

Average deposit balances increased, in part
reflecting new Premier customersin RBWM and
increased Payments and Cash Management balances
in CMB, though the benefit of this growth was more
than offset by narrower deposit spreads due to afall
in short-term interbank interest rates.

Net fee income rose by US$542m in 2013,
led by RBWM as strong customer demand and
favourable market sentiment led to higher fees from
unit trusts and increased brokerage income. Fee
income increased due to arise in debt and equity
underwriting and corporate finance activity
compared with 2012, in part reflecting collaboration
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between GB&M and CMB. Feeincome also rosein
CMB astrade and Payments and Cash Management
volumes increased.

Net trading income rose by US$107m in 2013.
Rates revenue rose due to greater corporate flow,
increased holdings of debt securities and a net
favourable movement in respect of the valuation
adjustments on derivatives compared with a net
charge in 2012. Equities revenues rose from warrant
market making as volumes increased while foreign
exchange revenue grew due to improved margins
and higher customer trading volumes.

Net income from financial instruments
designated at fair value was US$258m compared
with US$447m in 2012, primarily due to lower
net investment returns on assets held by the
insurance business reflecting weaker equity markets
and falling bond prices. To the extent that these
investment returns were attributed to policyholders
holding unit-linked insurance policies and insurance
contracts with DPF, there was a corresponding
movement in Net insurance claims incurred and
movement in liabilities to policyholders.

Gains less losses from financial investments
were US$53m in 2013 compared with US$322m
in 2012, largely due to the non-recurrence of the gain
on sale of our sharesin four Indian banksin 2012.

Dividend income was US$150m compared with
US$24m in 2012, mainly due to the dividend from
Industrial Bank following its reclassification as a
financial investment during the year.

Net earned insurance premiums grew by 2% due
to increased renewals of deferred annuity and unit-
linked insurance contracts, partly offset by the
absence of non-life insurance premiums following
the disposal of the HSBC and Hang Seng Bank
general insurance businesses in 2012 and lower
new business premiums. The growth in premiums
resulted in a corresponding increase in Net insurance
claimsincurred and movement in liabilities to
policyholders.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Hong Kong

Other operating income was US$131m lower
than in 2012 due to the non-recurrence of the gains
on sale of Global Payments Asia-Pacific Limited and
the non-life insurance businesses reported in 2012,
totalling US$375m on areported basis. This more
than offset higher revaluation and disposal gains
on investment properties, which in part reflected
the strong commercia property market, and a larger
increase in the PVIF asset. The latter arose in 2013
due to favourable interest rate assumption updates,
although this was more than offset in Net insurance
claimsincurred and movement in liabilities to
policyholders.

LICswere US$63m higher dueto arevision
to the assumptions used in our collective assessment
modelsin RBWM and arise in individual
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impairment chargesin CMB, athough these
remained low. Thiswas partly offset by collective
provision releasesin CMB from lower historical loss
rates and individual impairment releasesin GB&M.

Operating expenses rose by US$197m in 2013,
reflecting higher marketing spend, costs relating to
the introduction of updated payment cards and
information technology platforms as well as
increased property rental and maintenance costs. In
addition, staff costs increased as aresult of changes
to the recognition of pension costs.

Share of profit from associates and joint
ventures was US$15m lower, primarily due to
the effect of the disposal of our interest in Global
Payments Asia-Pacific Ltd in 2012.



Profit/(loss) before tax and balance sheet data — Hong Kong

2013
Retail Global +
Banking Banking Global Inter- e
and Wealth Commercial and Private segment DG:J
M anagement Banking Markets Banking Other  elimination® Total )
US$m US$m UsS$m US$m US$m US$m US$m ;‘;’
Profit before tax ©
Net interest income/(expense) ... 3,177 1,729 1,338 124 (347) (28) 5,993 &
Net feeincome .......ccoevecececnnnnn 2,030 963 697 179 8 = 3,877
Trading income/(expense)
excluding net interest
INCOME ..o 139 182 779 134 a7) = 1,217
Net interest income on
trading activities .........c.ccee... B = 307 = 15 28 353
Net trading income/(expense)™ .. 142 182 1,086 134 2) 28 1,570

Changes in fair value of long-
term debt issued and related
derivatives ........ocovveenicenens = - - - = - =

Net income/(expense) from
other financial instruments
designated at fair value ........... 256 = 7 = (5) = 258

Net income/(expense) from
financial instruments
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designated at fair value............ 256 = 7 = 5) = 258
Gains less|osses from »
financial investments .............. = = 42 10 1 = 53 Q
Dividend income ........ccccceveuennene. = 1 6 = 143 = 150 =
Net earned insurance premiums . 5,612 469 = = = = 6,081 5
Other operating income ... 619 91 78 9 1,302 (308) 1,791 3
Total operatingincome ............ 11,836 3,435 3,254 456 1,100 (308) 19,773 %
Net insurance claims® .............. (6,025) (545) - - - - (6,570) ©
o
Net operating income* 5,811 2,890 3,254 456 1,100 (308) 13,203 —
o)
Loan impairment (charges)/ o
recoveries and other credit
TisK ProviSions ......ccoeeenvrennns (137) (16) 20 (4) = = (137)
Net operating income .............. 5,674 2,874 3,274 452 1,100 (308) 13,066
Total operating expenses .. (1,999) (764) (1,304) (244) (1,042) 308 (5,045) o
C
Operating profit ......ccccceeeevnenne 3,675 2,110 1,970 208 58 = 8,021 Gé
Share of profit in associates %
and joint ventures ..........c....... 67 = 1 = = = 68 bl
Profit beforetax ......cococvvevvveennne 3,742 2,110 1,971 208 58 = 8,089 ©
<
% % % % % % c
Share of HSBC's profit -
beforetax ......ccooeeveevvveveerene. 16.6 94 8.7 0.9 0.3 35.9
Cost efficiency ratio .........cccee.... 34.4 26.4 40.1 53815 94.7 38.2
Balance sheet data® -
Ussm Ussm US$m US$m Ussm Ussm o
Loans and advances to b
customers (Net) .....oceeeeeeerenne 64,990 74,125 48,117 6,928 1,387 195,547 §
Total assets ........ 103,816 84,143 311,771 8,020 59,970 (12,307) 555,413 NS
Customer accounts ..........ccevevenee. 213,471 97,191 35,617 19,428 286 365,993 =
@
o
[¢)
e
2
@®
d=
n
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Hong Kong / Rest of Asia-Pacific

Profit/(loss) before tax and balance sheet data — Hong Kong (continued)

2012
Retail Global
Banking Banking Global Inter-
and Wealth Commercia and Private segment
Management Banking Markets Banking Other  elimination® Total
Us$m Us$m ussm USsm USsm ussm Us$m
Profit/(loss) before tax
Net interest income/(expense) .... 2,851 1,629 1,087 149 (482) 82 5,316
Net feeincome .......cccoeveevvereeennes 1,769 850 548 155 13 - 3,335
Trading income/(expense)
excluding net interest
INCOME .. 176 163 666 170 2 - 1,173
Net interest income on
trading activities .........cc.coce.... 10 2 352 - 8 (82 290
Net trading income* .................. 186 165 1,018 170 6 (82) 1,463

Changes in fair value of long-
term debt issued and related
derivatives ........ccovveenicncens - - - - - - -

Net income/(expense) from
other financial instruments
designated at fair value ........... 511 (53) 23 — (34) — 47

Net income/(expense) from
financial instruments

designated at fair value............ 511 (53) 23 - (34) - 447
Gainslesslosses from
financial investments............... - - 2 7 313 - 322
Dividend income .........ccccovveuee - 1 5 - 18 - 24
Net earned insurance
premiums .................. 5,294 655 8 - - - 5,957
Other operating income 711 253 77 13 1,152 (282) 1,924
Total operating income ............... 11,322 3,500 2,768 494 986 (282) 18,788
Net insurance claims™ ............... (5,757) (602) (7) — - — (6,366)
Net operating income® ............... 5,565 2,898 2,761 494 986 (282) 12,422
Loan impairment (charges)/
recoveries and other credit
risK Provisions ........ccccceeeeneene (97) 3 17 3 — — (74)
Net operating income ................. 5,468 2,901 2,778 497 986 (282) 12,348
Total operating expenses ............ (1,819) (719) (1,263) (248) (1,081) 282 (4,848)
Operating profit/(10SS) .......c....... 3,649 2,182 1,515 249 (95) - 7,500
Share of profit in associates
and joint ventures ................... 45 6 3 — 28 — 82
Profit/(loss) before tax ................ 3,694 2,188 1,518 249 (67) — 7,582
% % % % % %
Share of HSBC' s profit
beforetax ........ccceevvninecucnnas 17.9 10.6 7.3 12 0.3 36.7
Cost efficiency ratio ........c.ccce..... 32.7 24.8 45.7 50.2 109.6 39.0
Balance sheet data®
UsS$m usSsm US$m US$m US$m uUssm
Loans and advances to
customers (net) .. 62,533 62,944 40,223 6,464 1,449 173,613
Total assets ............ 96,185 72,056 256,295 20,705 81,085 (7,992) 518,334
Customer accounts ...........ccevenne 201,649 90,152 34,171 19,566 670 346,208

For footnotes, see page 132.
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Rest of Asia-Pacific

We offer a full range of banking and financial
services in mainland China, mainly through our
local subsidiary, HSBC Bank (China) Company
Limited. We also participate indirectly in
mainland China through our associate, Bank

of Communications.

Outside mainland China, we conduct
business in 18 countries and territories in the
Rest of Asia-Pacific region, primarily through
branches and subsidiaries of The Hongkong
and Shanghai Banking Corporation, with
particularly strong coverage in Australia,
India, Indonesia, Malaysia and Singapore.

2013 2012 2011
US$m Us$m US$m
Net interest income ........... 5,439 5,391 5,102
Net feeincome .......... 2,059 2,083 2,111
Net trading income ........... 456 1,053 1,658
Other income .........cc.c..... 4,024 5,057 1,842
Net operating income’ ... 11,978 13,584 10,713
LICS? oo, (361) (436) (267)
Net operating income ..... 11,617 13,148 10,446
Total operating expenses .. (5,640) (5,806) (5,806)
Operating profit .............. 5,977 7,342 4,640
Income from associates® .. 1,787 3,106 2,831
Profit beforetax .............. 7,764 10,448 7,471
Cost efficiency ratio ......... 47.1% 2.7 % 54.2%
RORWA® ..o, 2.7% 3.5% 3.1%
Y ear-end staff numbers ... 85,334 85,024 91,051
13%

growth in customer lending balances
on aconstant currency basis

Market leader in mainland China’s
state-owned enterprise bond issuances

Domestic Bond House of the Year
(IFRAsia)

For footnotes, see page 132.

The commentary is on a constant currency basis unless stated
otherwise, while tables are on a reported basis.
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Economic background

In mainland China, the annual pace of GDP growth
was unchanged at 7.7% in 2013, above the official
GDP growth target of 7.5%. The rebound in activity
in the second half of the year was mainly due to
measures announced by the government during the
summer. Export growth remained moderate through
most of 2013, only accelerating in the final months.
Annual growth in fixed asset investment remained
steady at an annual rate of nearly 20% and consumer
spending remained resilient. Headline annual CPI
inflation rose modestly to 2.6%, remaining below the
government’ s target of 3.5%. The People's Bank of
Chinamaintained arelatively restrictive credit policy
but overall liquidity conditions remained loose as the
‘M2 measure of money growth expanded by 13.6%
on the year.

Economic activity in Japan picked up
considerably in 2013, thanks to large-scale stimuli
from both the government and the Bank of Japan.
Annualised growth slowed to just over 1% in the
third quarter although it accelerated in the final
months of the year as consumer spending rosein
advance of the salestax increase due in April 2014.

During the course of the summer, there were
concernsin financial markets that global liquidity
may become more expensive and less abundant as
the US Federal Reserve Board indicated it may begin
to ‘taper’ its purchases of financial assets. Interest
rates on US Treasuries rose, attracting global capital
back to developed markets. Some emerging
economies suffered considerable capital outflows
with large declines in the value of their currencies
against the US dollar and central banks were forced
to raise interest rates to attract capital. Thisin turn
led to aslowdown in activity.

In Asia-Pacific, India and Indonesia were most
affected. The current account positions of both
economies had significantly deteriorated in recent
years, leaving them vulnerable to changes in external
financing conditions. In India, structural constraints
on growth, including infrastructure bottlenecks, also
contributed to a slowdown in activity. The central
bank tightened monetary policy during the second
half of 2013 in response to concerns over inflation.

Similar constraintsin Indonesia saw GDP
growth slow in 2013. However, concerted measures
to reduce fuel subsidies and narrow the current
account deficit should make the economy more
resilient to any tightening in monetary conditions
in the West. Economic activity also reduced in
Malaysia as the boost to growth in 2012 from public
spending abated. In Thailand, the economy slowed
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Rest of Asia-Pacific

Profit/(loss) before tax by country within global businesses

Retail Global
Banking Banking Glaobal
and Wealth  Commercial and Private
M anagement Banking Markets Banking Other Total
US$m US$m US$m US$m uUS$m US$m
2013
AUSIralia ..o 100 131 189 = 26 446
3 T S (21) 113 418 7 136 653
Indonesia . 12 106 126 = 36 280
Mainland China . 223 1,536 842 (4) 1,644 4,241
Malaysia 148 105 236 = 25 514
Singapore 147 120 262 74 22 625
Taiwan ... 7 30 158 = 5 200
VIBINAM. ... 86 (34) 25 = (12) 65
(@131 RSN (25) 241 448 (2) 77 740
677 2,348 2,704 76 1,959 7,764
2012
YNV 12 [ W 97 38 184 - (44) 275
India ........ 41 89 497 7 175 809
Indonesia . . 29 124 146 - 7 306
Mainland China .........cccoeeveieieriinine 838 1,724 1,257 (4) 2,525 6,340
Mal@YSia ...cocvererieeireeee e 183 131 242 - 8 564
SINGAPOTE ...oovverreeeeereesseeeeeeseeesensenes 201 139 296 97 (65) 668
TaAWAN oo 62 36 136 - - 234
Vietnam. 9 45 57 - 9 120
Other .o 57 276 510 59 230 1,132
1,517 2,602 3,325 159 2,845 10,448
2011
AUSITAlIA oo 88 106 108 - 5 307
T T Y (14) 122 539 5 161 813
Indonesia...... 6 89 157 - 7 259
Mainland China . . 1,112 1,340 1,116 4) 117 3,681
MalAYSIA ..o 173 118 228 1 9 529
Singapore 183 133 189 97 (@) 595
Taiwan ... 45 23 130 - 12 210
VietNam......coeveveiiniseseseee e - 51 79 - 24 154
L3 1= S 48 264 543 (8 76 923
1,641 2,246 3,089 91 404 7471
Analysis of mainland China
Retail Global
Banking Banking Global
and Wealth  Commercial and Private
M anagement Banking Markets Banking Other Total
US$m US$m US$m US$m US$m US$m
2013
Industrial Bank ........cccccvvrenicicennnenn - - - - 1,089 1,089
PiNG AN oo - - - - 553 553
Other assOCIateS .......coeveveveveeririririennens 247 1,360 284 - (38) 1,853
Other mainland China........ccccceevevveeneee (24) 176 558 (4) 40 746
223 1,536 842 (4) 1,644 4,241
2012
Industrial Bank .........cccocevveeiieeiierennns 54 273 343 - - 670
PING AN oo 622 82 60 - 2,459 3,223
Other asSOCIALES .......ccvevvrerreverierenennas 214 1,193 248 - - 1,655
Other mainland China...............ccooe.ee... (52) 176 606 (4 66 792
838 1,724 1,257 (4) 2,525 6,340
2011
Industrial Bank ........cccccovvvneinicenienne 52 229 190 - - 471
PiNG AN o 946 - 63 - 117 1,126
Other assOCIatesS ......ccceveverereeiereererenens 181 921 276 - - 1,378
Other mainland China........cccceevvvvrenee (67) 190 587 (4) - 706
1,112 1,340 1,116 (4) 117 3,681
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following the rapid post-flood recovery in 2012 and,
more recently, political uncertainty. Elsewhere in the
ASEAN region GDP growth improved during 2013.
Singapor €'s economic recovery gathered pace,

led by net external demand, and the Philippines
continued to grow robustly in the year, led by
household spending. The devastating typhoon that
hit the country in November disrupted activity in the
fourth quarter, but will also induce reconstruction
spending in 2014.

Growth in South K orea stabilised in 2013
supported by a monetary and fiscal stimulus
package delivered at the start of the year. Exports
remained resilient. Taiwan’s trade-dependent
economy was wesk in the first half of 2013, but
strengthened in the second half as global trade
improved.

Australian GDP growth slowed to an annual
rate of around 2.5% in 2013 and unemployment rose
to 5.7% towards the end of the year. This reflected
aslowdown in mining investment after years of
strong growth. To stimulate growth elsewhere, the
Reserve Bank of Australia cut its cash rate from
3.0% to 2.5% during the year. Low interest rates
drove astrong rise in housing prices. The Australian
dollar remained well above itslong run average
levelsin 2013, but fell towards the end of the year.

Review of performance

In Rest of Asia-Pacific, reported profit before tax
was US$7.8bn compared with US$10.4bn in 2012.
On aconstant currency basis, profit before

tax decreased by US$2.5bn.

The decrease in reported profits was mainly due
to the gain on disposal of our shareholding in Ping
Anin 2012 of US$3.0bn and areduction in our share
of profit from associates of US$1.4bn due to the
disposal of Ping An and the reclassification of
Industrial Bank as afinancial investment following
itsissue of share capita to third parties. These
items were partly offset by the accounting gain
of US$1.1bn in 2013 on the reclassification of
Industrial Bank.

On an underlying basis, which excludes
the items above as well as other disposals and the
results of disposed of operations, profit before tax
increased by 20% due to the net gain of US$553m
on completion of the sale of our investment in Ping
Anin 2013, compared with adverse fair value
movements of US$553m on the Ping An contingent
forward sale contract recorded in 2012. Excluding
these items, underlying profit before tax was
marginally lower asincreased operating expenses
and lower revenues were offset by reduced loan
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impairment charges and increased income from
associates.

The implementation of our strategy to reduce
fragmentation across the region continued, leading
to the disposal of non-core insurance businesses
in Vietnam, South Korea, Taiwan and Singapore,
and we announced the closure of aretail brokerage
in Indiaand our retail banking operations in South
Korea. We also completed the sale of our investment
in Ping An.

In mainland China, where we continued to
expand our branch network, we had 162 HSBC
outlets, 23 HSBC rural bank outlets and 48
Hang Seng Bank outlets at the end of the year. We
expanded our wealth management capabilities, and
were one of the first foreign banks to be approved
to distribute domestic funds to retail investors. We
were the market |eader in mainland China s state-
owned enterprise bond issuances and we were
awarded Best Foreign Commercial Bank in China
by FinanceAsia.

We continued to promote the internationaisation
of the renminbi as regulations developed. We
were the first foreign bank in mainland Chinato
implement a customised renminbi cross-border
centralised settlement solution and were also the first
foreign bank to complete a two-way cross-border
renminbi lending transaction.

In India, we revised our Wealth Management
product offering to ensure customers' needs were
being met and to improve customer satisfaction
levels. In Payments and Cash Management, we were
awarded the ‘Best Domestic Cash Management
Bank’ in 2013 by Euromoney. Our strength in debt
capital markets (‘DCM’) continued, acting as a joint
lead manager and bookrunner for the largest US
dollar-denominated single tranche bond issuance by
an Indian corporate in 2013.

In Singapore, we led the market in foreign
currency DCM issuance, continuing to demonstrate
our ability to structure DCM transactions. In CMB,
we began to offer arenminbi settlement service.

We continued to develop our Payments and
Cash Management product offering across the
region and were awarded the ‘ Best Cash
Management House in Asia by Euromoney. We
aso strengthened our Project and Export Finance
capabilities and were named the Best Project
Finance House in Asia by Euromoney for the third
consecutive year. Our strength in DCM continued
we were the No.1 bookrunner in Asia-ex Japan
bonds. We were awarded the Domestic Bond House
of the Year by IFR Asia.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Rest of Asia-Pacific

Net interest income increased by US$167m
from balance sheet growth, partly offset by spread
compression in many countries from competition
and increased liquidity.

Average residential mortgage balances grew,
primarily in mainland Chinaand Australia, as we
focused on secured lending and in Singapore
reflecting lending growth in 2012. Term and trade-
related lending in CMB rose, notably in mainland
China, Singapore and Indonesia, from continued
client demand. Increased average loan balances
were broadly offset by lending spread compression,
notably on trade finance lending, reflecting
competitive pressures and increased liquidity in
the market.

We grew average deposit balances in both
Payments and Cash Management and RBWM,
though the benefit of this growth was partly offset
by narrower liability spreadsin many countries
following central bank interest rate cuts and
increased liquidity.

Net fee income rose by US$53m, primarily
in GB&M, in part from increased activity in bond
salesin Singapore and in CMB from increased credit
facilities, notably in mainland China. These factors
were partly offset by reductionsin RBWM, notably
in India, from lower Wealth Management sales as
we revised our product offerings.

Net trading income was US$541m lower, in
part from further adverse fair value movements on
the Ping An contingent forward sale contract of
US$682m, compared with US$553m in 2012. Rates
revenues decreased, largely from reduced bond
holdings in a number of countries and revaluation
losses as bond yields rose, notably in mainland
China. Foreign Exchange revenues also fell as
market conditionsin 2012 were not repeated.

Net income from financial instruments
designated at fair value was US$56m compared
with US$108m in 2012 from lower gains on assets
held by the insurance business in Singapore driven
by rising bond yields.

Gains less losses from financial investments
were US$1.2bn higher, due to the gain on disposal
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of our investment in Ping An of US$1.2bn, which
was partly offset by the adverse fair value movement
of US$682m on the contingent forward sale contract
included in ‘Net trading income’ leading to a net
gain of US$553m.

We reported a gain on disposal of Ping An of
US$3.0bn in 2012.

Other operating income increased by US$1.0bn.
We recorded an accounting gain of US$1.1bn on
the reclassification of Industrial Bank as a financial
investment following its issue of additional share
capital to third parties and a gain on the disposal of
our investment in Bao Viet Holdings of US$104m.
In 2012, we recorded gains totalling US$305m on a
reported basis on the sale of our RBWM businessin
Thailand, our GPB business in Japan and our interest
in a property company in the Philippines.

LICs decreased by US$63m as 2012 included
alarge individually assessed impairment of a
corporate exposure in Australia and a credit risk
provision on an available-for-sale debt security in
GB&M. These factors were partly offset by an
increase in individually assessed impairmentsin
GB&M and CMB in anumber of countries across
the region.

Operating expenses increased by US$38m.
Costsrosein Indiafrom increased use of the
service centres and in mainland Chinafrom
wage inflation, higher staff numbers and branch
expansion. These increases were offset by the partial
write back of alitigation provision in Singapore
and Australia compared with a charge in 2012. In
addition, in 2013 there were lower restructuring and
other related costs, including termination benefits,
than in 2012, and the non-recurrence of costs
following the sale or closure of operations.

Share of profit from associates and joint
ventures reduced by US$1.4bn following the
disposal of Ping An, the reclassification of Industrial
Bank asafinancial investment and an impairment
charge of US$106m on our banking associate in
Vietnam. Excluding these factors, income from
associates rose, primarily in BoCom as aresult
of balance sheet growth and increased fee income,
partly offset by higher operating expenses and a
rise in loan impairment charges.



Profit before tax and balance sheet data — Rest of Asia-Pacific

2013
Retail Global +
Banking Banking Global Inter- e
and Wealth Commercial and Private segment DG:J
M anagement Banking Markets Banking Other  elimination® Total )
US$m US$m UsS$m US$m US$m US$m US$m ;',"
Profit before tax ©
Net interest income 1,718 1,374 1,907 81 223 136 5,439 &
Net feeincome/(expense) ........... 728 555 722 70 (16) = 2,059
Trading income/(expense)
excluding net interest income . 99 195 704 41 (722) - 317
Net interest income/(expense)
on trading activities ................ (19 (6) 301 = @ (136) 139
Net trading income/(expense)™ .. 80 189 1,005 41 (723) (136) 456

Changesin fair value of long-
term debt issued and related
derivatives .......covveeeninennne = = = = 1) = (€]

Net income/(expense) from
other financial instruments
designated at fair value ........... 59 = = = (2) = 57

Net income/(expense) from
financial instruments
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designated at fair value ........... 59 = = = 3 = 56
Gains less losses from
financial investments .............. (€] = 16 4 1,203 = 1,222 »
Dividend income .......c.cccccveeunene = = = = 2 = 2 2
Net earned insurance premiums . 651 185 1 = = = 837 =
Other operating income .............. 145 6 85 8 2,569 (175) 2,633 5
Total operatingincome ............ 3,380 2,309 3,736 199 3,255 (175) 12,704 é
Net insurance claims™ ............... (584) (142) = = = = (726) [
(]
Net operating income’............... 2,796 2,167 3,736 199 3,255 (175) 11,978 5
Q
L oan impairment charges and o
other credit risk provisions...... (210) (128) (23) = = = (361) o
Net operatingincome ............... 2,586 2,039 3,713 199 3,255 (275) 11,617
Total operating expenses ............ (2,139) (1,022) (1,256) (123) (1,275) 175 (5,640)
Operating profit ......ccccvvvenenee. 447 1,017 2,457 76 1,980 = 5,977 "
Share of profit/(loss) in ;C:
associates and joint ventures .. 230 1,331 247 = (21) = 1,787 £
(0]
Profit beforetax .......c.cccocoeeune. 677 2,348 2,704 76 1,959 = 7,764 §
()
% % % % % % E:
Share of HSBC' s profit (c‘3
beforetax ........ccoeevvenieccnnnns 3.0 10.4 12.0 0.3 8.7 34.4 c
Cost efficiency ratio ..o 76.5 47.2 33.6 61.8 39.2 47.1 -
Balance sheet data®
US$m UsSsm US$m US$m US$m US$m
Loans and advances to -
customers (Net) ....coeveeveenennens 46,808 48,757 48,023 3,976 233 147,797 o
Total 8SSEtS ..coovcveeceririrriieiae 54,640 62,755 203,252 4,974 22,483 (12,167) 335,937 kS
Customer acCounts ...........ccereeee. 64,921 44,767 61,065 11,822 51 182,626 §
Nel
=
o
ie}
o
{=
o
@
{=
wn
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Rest of Asia-Pacific / Middle East and North Africa

Profit before tax and balance sheet data — Rest of Asia-Pacific (continued)

2012
Retail Global
Banking Banking Global Inter-
and Wealth Commercia and Private segment
Management Banking Markets Banking Other  elimination® Total
Us$m UsSsm US$m ussm ussm US$m USsm
Profit before tax
Net interest income 1,787 1,396 2,156 102 137 (187) 5,391
Net feeincome/(expense) ........... 854 499 666 71 (@) - 2,083
Trading income/(expense)
excluding net interest income . 96 188 1,002 67 (592) - 761
Net interest income/(expense)
on trading activities ................ (6) 3) 100 - 14 187 292
Net trading income/(expense)™ .. 90 185 1,102 67 (578) 187 1,053

Changesin fair value of long-
term debt issued and related
derivatives ......ccovvicciinennne - - - - 4 - 4)

Net income/(expense) from
other financial instruments
designated at fair value............ 109 1 3 — 3 — 110

Net income/(expense) from
financial instruments

designated at fair value ........... 109 1 (©)] - 0] - 106
Gainslesslosses from
financial investments .............. (€] 2 (20) - 25 - 16
Dividend income .......c.cccceueuene. - - 1 - 4 - 5
Net earned insurance premiums . 569 243 - - - - 812
Gain on disposal of Ping An ....... - - - - 3,012 - 3,012
Other operating income ... 211 64 82 68 1,571 (172) 1,824
Total operating income ............... 3,619 2,390 3,994 308 4,163 (172) 14,302
Net insurance claims® ............... (523) (195) - - - - (718)
Net operating income* 3,096 2,195 3,994 308 4,163 (172) 13,584
Loan impairment charges and
other credit risk provisions ..... (234) (154) (48) — - - (436)
Net operating income ................. 2,862 2,041 3,946 308 4,163 (172) 13,148
Total operating expenses ............ (2,238) (993) (1,279) (149) (1,319) 172 (5,806)
Operating Profit ......c.coceevereeeenn. 624 1,048 2,667 159 2,844 - 7,342
Share of profit in associates
and joint ventures ................... 893 1,554 658 — 1 — 3,106
Profit beforetax .......ccooeeveveeennee 1,517 2,602 3,325 159 2,845 — 10,448
% % % % % %
Share of HSBC's profit
beforetax ......ooovvevivricrnenns 73 12.6 16.1 0.8 138 50.6
Cost efficiency ratio ..o 72.3 452 32.0 48.4 317 427
Balance sheet data®
US$m USsm ussm ussm usS$m usS$m
Loans and advances to
customers (net) 46,027 43,968 44,721 3,238 165 138,119
Total assets ............ 55,509 59,123 201,774 12,142 24,534 (10,813) 342,269
Customer accounts 63,230 44,865 64,392 11,095 39 183,621

For footnotes, see page 132.
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Middle East and North Africa

The network of branches of HSBC Bank Middle
East Limited, together with HSBC's subsidiaries
and associates, gives us the widest coverage

in the region. Our associate in Saudi Arabia,
The Saudi British Bank (40% owned), is the
Kingdom'’s fifth largest bank by total assets.

2013 2012 2011
US$m US$m US$m
Net interest income .......... 1,486 1,470 1,432
Net feeincome .......c.ccce... 622 595 627
Net trading income .......... 357 390 482
Other income .......cceveeee. 38 (25) 66
Net operating income’ ... 2,503 2,430 2,607
LICS? oo 42 (286) (293)
Net operating income ... 2,545 2,144 2,314
Total operating expenses.. (1,289) (1,166) (1,159)
Operating profit ............. 1,256 978 1,155
Income from associates® . 438 372 337
Profit beforetax ............. 1,694 1,350 1,492
Cost efficiency ratio ........ 51.5% 48.0% 44.5%
RORWA® . erceennns 2.7% 2.2% 2.6%
Y ear-end staff numbers ... 8,618 8,765 8,373

Best Regional Best Trade

Cash Management Bank in the

Provider in the Middle East

Middle East (Trade and Forfaiting
(Euromoney) Review Excellence
Fifth consecutive year awards 2013)

Improvement in the financial position of key
customers and loan portfolios contributed
to lower loan impairment charges

Approximately
US$40m

of sustainable cost savings from our
organisational effectiveness programmes

For footnotes, see page 132.

The commentary is on a constant currency basis unless stated
otherwise, while tables are on a reported basis.
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Economic background

Real GDPin the Middle East and North Africa
grew by an estimated 4.0% in 2013, led by the

Gulf Cooperation Council (*GCC’) and Saudi
Arabia s expansionary fiscal policy and
infrastructure investment programme. With oil
prices steady in the US$100-110 per barrel range
throughout the year, revenues were more than
sufficient to fund this spending, and the region ended
2013 with both current and fiscal accounts amply in
surplus. The UAE saw an accelerating recovery in
2013 led by real estate and services, but boosted
towards the end of the year by an increasingly
expansionary fiscal policy. Despite strong demand
and loose fiscal policy, inflation remained very
subdued across the region throughout 2013, apart
from UAE readl estate.

For Egypt, political uncertainty gave rise
to athird year of sub-par growth and rising
unemployment. Real GDP grew by 2.2% in the
2012/13 fiscal year, while the budget deficit widened
to 14% of GDP. The country’s external position
improved substantially in July, following the receipt
of concessionary financing from the GCC. However,
while reserves and the currency stabilised, stringent
exchange rate and capital controls were still in place
at the end of December 2013.

Review of performance

Our operations in the Middle East and North Africa
reported a profit before tax of US$1.7bn, an increase
of 25% compared with 2012. On a constant currency
basis, pre-tax profits increased by 29%.

Our reported resultsin 2013 included adverse
movements of US$4m on our own debt designated at
fair value resulting from tightening of credit spreads.
Our reported results in 2012 included an investment
loss on a subsidiary of US$85m and adverse
movements of US$12m on our own debt designated
at fair value resulting from tightening credit spreads,
partly offset by gains recognised on acquisitions
totalling US$21m. On an underlying basis, excluding
the items noted above and the results of a
deconsolidated subsidiary and the Private Equity
business disposed of in 2012, profit before tax
increased by 26%, mainly due to lower |oan
impairment charges and higher income from our
associate, The Saudi British Bank.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Middle East and North Africa

Profit/(loss) before tax by country within global businesses

Retail Global
Banking Banking Global
and Wealth ~ Commercial and Private

M anagement Banking Markets Banking Other Total
uUssm ussm Us$m ussm Us$m uUssm

2013
)Y/ o U 31 37 166 = (29) 205
Qatar ..o 10 37 62 = = 109
United Arab Emirates . 142 290 275 1 (72) 636
(@107 ST (@) 135 178 = = 306
MENA (excluding Saudi Arabia) ........ 176 499 681 1 (101) 1,256
Saudi Arabia ......ococveveernieeeee 82 146 188 15 7 438
258 645 869 16 (94) 1,694

2012
)Y/ o U 67 71 157 - 5) 290
9 36 84 - - 129
United Arab EMirates ........ccoecvneeenne 143 235 141 1 (56) 464
(@107 SN (27 125 29 - (37) 90
MENA (excluding Saudi Arabia) ........ 192 467 411 1 (98) 973
Saudi Arabia ......occeevierriieerene 60 120 170 9 18 377
252 587 581 10 (80) 1,350

2011
)Y/ o OO 43 55 129 - 2 225
QELA .o (4) 35 81 - - 112
United Arab Emirates . 134 240 200 (6) 7 575
(@107 ST 17 109 93 - - 219
MENA (excluding Saudi Arabia) ........ 190 439 503 (6) 5 1,131
Saudi Arabia ....cooveeveeniieees 57 98 140 4 62 361
247 537 643 (2) 67 1,492

In the UAE, we inaugurated a new strategic plan
for growth with investment committed across all
businesses, and with commensurate investment in
the risk management functions including Regulatory
and Financial Crime Compliance. In RBWM, we
focused on improving our retail customer experience
through the new ‘ Customer at the Heart’ campaign
and were ranked number one in the Customer
Recommendation Index for banksin the UAE. We
aso invested in mobile and digital technologies to
enhance our Wealth Management offering and to
grow our retail foreign exchange revenues.

In CMB, our fourth international trade fund
for SMEs of AED1bn (US$272m) was launched
to support new and existing customers with cross-
border trading requirements or with aspirations to
grow internationaly.

In GB& M, there was afocus on cross-border
connectivity and CMB collaboration, with tailored
risk management solutions. We supported sovereign
wealth funds and government-related entities and
won severa Euromoney awardsincluding ‘ The Best
Investment Bank in Middle East’, ‘ The Best Risk
Advisor in Middle East’, ‘ Best Cash Management
House in the Middle East’ and ‘No 1 Debt House
for MENA and GCC issuer bonds'.
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We were awarded the ‘ Best Trade Bank in the
MENA region’ by GTR Leadersin Trade 2013 and
we enhanced Global Trade and Receivables Finance
by investing in sales staff and giving priority to
commodity structured trade finance and receivables
finance. The level of service provided by our
Payments and Cash Management business was
reflected in our fifth consecutive Euromoney award.

In Egypt, we continued to managerisk in the
uncertain political and economic environment.
Surplus liquidity levelsin Egyptian pounds, which
arose following the introduction of foreign currency
restrictions at the end of 2012, were managed through
the downward re-pricing of deposits. Despite these
difficult operating conditions, we continued to invest
in the business, through the deployment of new
automated teller machines (‘ ATMS') and the launch
of anew mobile banking application. Our RBWM
business was ranked number 1 in the Customer
Recommendation Index while our CMB business
launched an Egypt SME Fund for EGP300m
(US$44m) targeting international SME growth
and trade customers.

We renewed our primary dealer licence for
trading in Government of Egypt treasury billsand



bonds, ranking as one of the largest primary dealers
in the Egyptian market.

In Oman, following the completion of the merger
in June 2012 with OIB, we completed the conversion
to HSBC systems of our merged operation. We made
anumber of improvements to our mobile banking and
internet banking applications, introducing enhanced
security features including the HSBC secure key for
internet banking. We also upgraded our e-platform for
cash management services for our corporate banking
customers. HSBC Bank Oman won Euromoney’s
‘Best Domestic Cash Management Bank’ in Oman
award for the second consecutive yesr.

In Saudi Arabia, our associate, The Saudi British
Bank, won The Banker magazine’ saward as‘ The
Best Bank in Saudi Arabia, 2013' and achieved a
record net profit before tax exceeding US$1bn.

In line with our commitment to drive growth
and improve returns in businesses that do not meet
our six filters criteria (see page 15), we entered into an
agreement to sell our operation in Jordan.
The transaction is expected to completein 2014.

Net interest income rose by 4%, mainly in Egypt
in GB&M, driven by higher yields and balances on
available-for-sale investment portfolios and higher
balances on corporate deposits as more liquid assets
were held in the volatile political environment. In
Oman, net interest income increased, notably in
RBWM, following the merger with OIB in June 2012.
The higher net interest income in the UAE from
growth in GB&M in the Credit and Lending portfolio
and in RBWM from the LIoyds business acquired in
2012, was more than offset by a declinein CMB,
where the business was repositioned to lower risk
segments.

Net fee income increased by 7%, primarily in
the UAE in GB&M dueto anincrease in advisory
mandatesin Capital Financing and higher institutional
equities fee income from increased deal volumes,
partialy offset by lower fees from reduced volumes
on Global Trade and Recelvables Finance productsin
CMB. In Egypt, net fee income increased, notably in
RBWM from cards and consumer |oan fees.
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Net trading income decreased by 6%, notably
in Egypt from lower foreign exchange revenues,
reflecting the political instability, and lower Rates
trading income driven by areduction in deal volumes.
The decrease in trading income al so reflected the
deconsolidation of asubsidiary in 2012. These
factors were partly offset by CVA releases on trading
positions relating to a small number of exposuresin
the UAE in GB& M, compared with chargesin 2012.

Gainslesslosses fromfinancial investments
decreased by US$27m, driven by losses on the
disposal of the available-for-sale debt securitiesin
Egypt in thefirst half of 2013 as we adjusted our risk
positions.

Other operating income increased by US$76m,
due to the non-recurrence of an US$85m investment
losson asubsidiary in 2012.

A net loan impairment release of US$42m
was recorded in 2013 compared with a charge of
US$282m in 2012. There were provision releases,
mainly in GB&M, for asmall number of UAE related
exposures, reflecting an overall improvement in the
loan portfolio compared with chargesin 2012. In
addition, loan impairment charges declined, due
to lower individually assessed |oan impairmentsin
the UAE in CMB and lower provisonsin RBWM on
residential mortgages following arepositioning of the
book towards higher qudity lending and improved
property prices.

Operating expensesincreased by 13%, mainly
in the UAE from the Lloyds business acquired in
2012, expenses for regulatory projects, operational
losses and charges from a customer redress
programme in RBWM relating to fees charged on
overseas credit card transactions. Expenses aso
increased in Egypt from changesin the interpretation
of tax regulations and in Oman following the merger
with OIB. These factors were partly offset by
approximately US$40m of sustainable savings
from our organisational effectiveness programmes.

Share of profits from associates and joint
ventures increased by 18%, mainly from The Saudi
British Bank. Thiswas driven by higher revenue
resulting from strong balance sheet growth, and
the effective management of costs.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Middle East and North Africa

Profit/(loss) before tax and balance sheet data — Middle East and North Africa

2013
Retail Global
Banking Banking Global Inter-
and Wealth Commercial and Private segment
M anagement Banking Markets Banking Other  elimination® Total
ussm Us$m US$m US$m ussm ussm ussm
Profit/(loss) before tax
Net interest income 585 486 390 = 4 21 1,486
Net feeincome/(expense) ........... 161 269 197 = 5) - 622
Trading income excluding net
interest incCOMe ........ccccovvureeee 59 85 220 = = - 364
Net interest income/(expense)
on trading activities ................ = = 14 = = (21) (7)
Net trading income™ 59 85 234 - - (21) 357
Net income from financial
instruments designated at
fair value ......cocoeeeencncicne. = = = = 2) = 2
Gains less |osses from
financial investments .............. = = (18) = = = (18)
Dividend income ..........ccovveuee = = 9 = = = 9
Other operating income .............. 25 30 15 = 99 (120) 49
Total operatingincome ............ 830 870 827 = 96 (120) 2,503
Net insurance claims™ ................ - - = - - _ _
Net operating income’ .............. 830 870 827 = 96 (120) 2,503
Loan impairment (charges)/
recoveries and other credit
riSK Provisions ........ccccoeeeeueees (49) (20) 110 1 = = 42
Net operating income ............... 781 850 937 1 96 (120) 2,545
Total operating expenses ............ (606) (350) (256) = (197) 120 (1,289)
Operating profit/(10Ss) .............. 175 500 681 1 (101) = 1,256
Share of profit in associates
and joint ventures ..........c....... 83 145 188 15 7 = 438
Profit/(loss) beforetax .............. 258 645 869 16 (94) = 1,694
% % % % % %
Share of HSBC' s profit
beforetax ......cocvveverevrienenns 11 29 38 0.1 0.9 75
Cost efficiency ratio . 73.0 40.2 31.0 - 205.2 51.5
Balance sheet data®
ussm Us$m US$m US$m US$m US$m
Loans and advances to
cuStomers (NEt) .....ocoeeeereeeerenes 6,152 11,814 9,241 = 4 27,211
Total @SSELS ...cevveerreiereeeine 7,016 13,776 39,302 64 3,340 (2,688) 60,810
Customer acCounts ..........ccccevrenne 18,771 12,402 7,432 1 7 38,683
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2012

Retall Global

Banking Banking Global Inter- g
and Wealth Commercia and Private segment e
Management Banking Markets Banking Other  elimination® Total 2
US$m Us$m ussm USsm Ussm Ussm Us$m '05)3
Profit/(loss) before tax ©
Net interest income 597 492 367 1 42 (29) 1,470 &
Net feeincome/(expense) ........... 164 279 160 1 9) - 595
Trading income excluding net
interest inCOMe .........ccvveveueeee 68 94 208 - 3 - 373
Net interest income/(expense)
on trading activities ............... - 2 30 - (44) 29 17
Net trading income™ 68 96 238 - (41) 29 390 %
Net income from financial '%
instruments designated at =
fair value ......cocoeeeencncicne. - - - - (12) - (12) ©
Gains less |osses from e
financial investments .............. - - 9 - - - 9 )
Dividend income ...........ccc..eee... - - 5 - - - 5 ic
Other operating income/
(EXPENSE) .oovevveveccrcecinierens (16) 21 14 1 47 (94) (27)
Total operating income................ 813 888 793 3 27 (94) 2,430
Net insurance claims™ ............... - — — — — — -
Net operating income’ ............... 813 888 793 3 27 (94) 2,430 3
=
L oan impairment charges and =
other credit risk provisions...... (55) (110) (119) (2) - - (286) cE
Net operating income ............... 758 778 674 1 27 (94) 2,144 &
Total operating expenses ............ (561) (311) (264) - (124) 94 (1,166) %
Operating profit/(10SS) .......c....... 197 467 410 1 (97) - 978 8_
Share of profit in associates S
and joint ventures .................. 55 120 171 9 17 - 372
Profit/(loss) beforetax ................ 252 587 581 10 (80) — 1,350
% % % % % %
Share of HSBC' s profit 12}
DEFOrE taX wovvveeeeeeerrreeeeeecc. 12 2.8 2.8 - (0.3) 6.5 5
Cost efficiency ratio . 69.0 35.0 333 - 459.3 48.0 GEJ
©
Balance sheet data® b
Ussm Us$m Ussm Ussm Ussm Ussm =
Loans and advances to g
customers (Net) .......coceeveeeeenes 5,828 13,559 8,699 - - 28,086 ©
Total aSSetS ...covvveeeeierrieieeeenes 6,562 15,651 36,582 50 6,840 (3,080) 62,605 i
Customer accounts ...........cveeeee 19,802 12,826 6,880 3 72 39,583
For footnotes, see page 132.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)

Geographical regions > North America

North America

Our North American businesses are located in
the US, Canada and Bermuda. Operations in
the US are primarily conducted through HSBC
Bank USA, N.A., and HSBC Finance, a national
consumer finance company. HSBC Markets
(USA) Inc. is the intermediate holding company
of, inter alia, HSBC Securities (USA) Inc. HSBC
Bank Canada and HSBC Bank Bermuda operate
in their respective countries.

2013 2012 2011
ussm US$m ussm
Net interest income ......... 5,742 8,117 11,480
Net feeincome .........ccc.... 2,143 2,513 3,308
Net trading income/
(EXPENSE) ...cocvveeririeiine 948 507 (362)
Gainson disposals of US
branch network and
cardsbusiness................ - 4,012 -
Other income/(expense) .. (30) (456) 1,574
Net operating income’ ... 8,803 14,693 16,000
LICS? oo (1,197) (3/457) (7,016)
Net operating income ... 7,606 11,236 8,984
Total operating expenses . (6,416) (8,940) (8,919)
Operating profit ............. 1,190 2,296 65
Income from associates®.. 31 3 35
Profit beforetax ............. 1,221 2,299 100
Cost efficiency ratio ........ 72.9% 60.8% 55.7%
RORWA® .reeceeenns 0.5% 0.8% -
Y ear-end staff numbers ... 20,871 22,443 30,981
14%

growth in revenues from collaboration
between CMB and GB&M

Completed sales:
US$5.7bn of real estate secured loans;
US$3.7bn non-real estate
personal loan portfolio; and
US$1.6bn US insurance business

Best Regional Cash Manager

in North America
(Euromoney Awards for Excellence 2013)

For footnotes, see page 132.

The commentary is on a constant currency basis unless stated
otherwise, while tables are on a reported basis.
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Economic background

In the US, real GDP rose by 1.9% in 2013, after
2.8% growth in 2012. Both consumer spending and
business fixed investment grew at a moderate pacein
2013. Residential investment rose by 12.1% in 2013,
following 12.9% growth in 2012. Sales of new and
existing homes increased in 2013, and average
national home prices rose over the course of the
year. Export growth slowed to 2.8% in 2013 from
3.5% in 2012. Budgetary caps on federal spending
contributed to a 5.1% decline in federal government
expenditurein 2013, in real terms. State and local
government expenditure also contracted, though by
less than in 2012. The unemployment rate fell during
the year reaching 6.7% in December athough, in
part, this reflected the long-term unemployed leaving
the labour market rather than job creation. Both
headline and core CPI inflation moderated in 2013
as subdued growth in hourly wages continued to
constrain labour costs. A lack of consensus between
the main political parties about how best to reduce
the USfiscal deficit led to a government * shutdown’
on 1 October. An agreement was finally reached on
16 October which allowed the US debt ceiling to be
raised and ended the shutdown. The Federal Reserve
Board continued to pursue a highly accommodative
monetary policy in 2013, keeping the Federal Funds
rate in a zero to 0.25% range. It continued with
monthly purchases of longer-term treasury securities
and agency mortgage-backed securities but
announced in December that it would begin to
‘taper’ asset purchases from January 2014.

The Canadian economy grew by 1.6% during
the first three quarters of 2013, down from 1.9% in
the comparable period in 2012. Led by auto sales,
consumer spending rose by 1.8%, contributing 1.2
percentage points to the expansion in 2013. Exports
grew by 1.0% in 2013, which was well below the 3%
export growth in 2012. Housing starts fell by 14%in
2013 though the level of activity improved during
the year after avery weak start. The annual rate of
CPI inflation remained close to 1% throughout the
year, well below the Bank of Canada’ s 2% inflation
target. The Bank of Canada’s policy rate has
remained at 1% since September 2010.

Review of performance

Our operations in North America reported a profit
before tax of US$1.2bn in 2013, compared with
US$2.3bn in 2012 on both a reported and constant
currency basis.

Reported profitsin both yearsincluded gains
and losses on disposal of businesses not aligned to
our long-term strategy, notably gainsin the US of



Profit/(loss) before tax by country within global businesses

Retail Global
Banking Banking Global
and Wealth  Commercial and Private
M anagement Banking Markets Banking Other Total
US$m US$m uS$m US$m US$m US$m
2013
US o (358) 296 633 53 (350) 274
Canada ......ccccveevereieeee e 131 506 280 = 3 914
Bermuda .......c.coveueeeiiiieee e 20 (16) 16 4 9 33
(207) 786 929 57 (344) 1,221
2,746 637 661 72 (2,901) 1,215
207 577 314 (1) (16) 1,081
12 (15) (18) 1 (7) 3
2,995 1,199 957 72 (2,924) 2,299
2011
US oo, (2,861) 431 567 83 782 (998)
Canada ..... 147 545 265 - 8 965
Bermuda. ... 49 26 43 7 9 134
OthEr ..o - - - - (1) (1)
(2,665) 1,002 875 90 798 100

US$3.1bn and US$864m following the sales of the
CRS business and 195 non-strategic retail branches,
respectively, in 2012.

On an underlying basis, pre-tax profit was
US$1.6bn in 2013 compared with a pre-tax loss
of US$1.5bn in 2012. Thiswas mainly due to
adeclinein loan impairment chargesin 2013 in
the US, primarily in the CML portfolio, and a
reduction in operating expenses, as 2012 included
aUS$1.5bn expense as part of the settlement of
investigations into inadegquate compliance with AML
laws in the past. These were partly offset by losses
on certain portfolio disposals described further
below.

Underlying profit before tax in Canada reduced
due to the closure to new business in 2012 of the
Canadian consumer finance company and lower
revenues, reflecting spread compression due to the
low interest rate environment and competitive
market. These were partly offset by lower costs
following cost control and sustainable savings from
organisational effectiveness initiatives.

We continued to make progress in our strategy
to accelerate the run-off and sales of our CML
portfolio, and simplify operations. We completed
the sale of the CML non-real estate personal loan
portfolio with an unpaid principal balance of
US$3.7bn on 1 April 2013 and recognised aloss on
sale of US$271m. We completed the sales of several
tranches of real estate secured accounts with an
aggregate unpaid principal balance of US$5.7bn
during 2013 and recognised a cumulative loss on
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sale of US$153m. Gross lending balances in the
CML portfalio, including loans held for sale, at
31 December 2013 were US$30.4bn, a decline
of US$12.3bn from 31 December 2012.

Weidentified real estate secured loan balances
with unpaid principal of US$3.5bn that we plan to
actively market in multiple transactions over the next
15 months. The carrying value of these |loans was
approximately US$230m greater than their estimated
fair value at 31 December 2013.

In the US, we made progress on re-engineering
our processes, such as account opening and customer
information management, creating standardisation
and alignment with our target business and operating
models and a simpler relationship experience for our
customers. The US has been at the forefront of
foundational work to implement Global Standards.
We also launched a US$1bn SME fund in CMB to
support those businesses that trade or aspire to trade
internationally.

In Canada, we continued to deliver
internationally oriented organic business growth and
streamlined processes and procedures. In CMB, we
focused on positioning ourselves as the leading
international trade and business bank, and deployed
several new Global Trade products to assist
international clients with working capital
management. In GB& M, we launched Project and
Export Financing and had a strong pipeline of
business going into 2014. In RBWM, we continued
to work on increasing the Premier customer base,
resulting in 3% growth.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > North America

Net interest income decreased by 29% to
US$5.7bn, primarily due to the sale of the CRS
business and retail branches, lower average lending
bal ances from the continued run-off of the CML
portfolio and other portfolio disposals during the
year, lower reinvestment rates in Balance Sheet
Management and the closure of the Canada
consumer finance company to new businessin 2012.

Net fee income decreased by 14% to US$2.1bn,
primarily due to the sale of the CRS business and
theretail branchesin 2012 and the expiry of the
majority of the Transition Servicing Agreements
with the buyer of the CRS business. Thiswas
partly offset by favourable adjustments to mortgage
servicing rights valuations as a result of interest rate
increases in 2013.

Net trading income was US$948m, an increase
of 89%, primarily due to favourable fair value
movements on non-qualifying hedgesin HSBC
Finance of US$315min 2013 dueto arisein
interest rates (compared with adverse movements
of US$227m in 2012) and lower provisions for
mortgage loan repurchase obligations related to
loans previously sold. Theincrease was partly
offset by aloss of US$199m arising from the early
termination of qualifying accounting hedgesin
2013 as aresult of expected changes in funding.

Net trading income increased in GB&M as
aresult of favourable fair value movements on
structured liabilities, in addition to higher Credit
trading revenue from revaluation gains on securities,
monoline reserve releases in the legacy portfolio and
reduced losses from credit default swaps. Net trading
income also benefited from the performance of
economic hedges used to manage interest rate risk,
which was positively affected by favourable interest
rate movements. Thiswas partly offset by lower
Foreign Exchange revenue as a result of reduced
trading volumes, and lower Rates trading revenue
due to adeclinein trading activities.

Net expense from financial instruments
designated at fair value was US$288m compared
with US$1.2bn in 2012. The increase was due to
lower adverse fair value movements on our own debt
designated at fair value as credit spreads tightened
to alesser extent in 2013 than in 2012.

Gains less losses from financial investments
increased by 18% as Balance Sheet Management
recognised higher gains on sales of available-for-sale
debt securities as aresult of the continued re-
balancing of the portfolio for risk management
purposes in the low interest rate environment.
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Net earned insurance premiums decreased
by US$159m due to the sale of our US insurance
business. The reduction in net earned insurance
premiums resulted in a corresponding decrease in
Net insurance claimsincurred and movement in
liabilities to policyholders.

Other operating expense was US$108m in 2013
compared with income of US$408m in 2012. This
was primarily due to the loss of US$424m on the
sales of the CML non-real estate personal loan
portfolio and several tranches of real estate secured
loans. In addition, the decrease reflected the sale of
our US insurance business and the non-recurrence
of the gain on sale of the full service retail brokerage
businessin Canadain 2012.

LICs decreased by US$2.3bn to US$1.2bn,
mainly in the US duein part to improvementsin
housing market conditions. In addition, the decrease
reflected lower lending balances from continued
run-off and loan sales, and reduced levels of new
impaired loans and delinquency in the CML
portfolio. US$322m of the declinein loan
impairment charges was due to the sale of the CRS
businessin 2012. These factors were partly offset by
an increase of US$130m relating to arisein the
estimated average period of time from aloss event
occurring to writing off real estate loansto 12
months (previously a period of 10 months was used).
In CMB, loan impairment charges increased by
USS$77m, reflecting higher collectively assessed
chargesin the US as aresult of increased lending
balances in key growth markets and higher
individually assessed impairments on a small
number of exposures mainly in Canada.

Operating expenses were US$2.5bn, 28%
lower than in 2012, primarily due to the non-
recurrence of a US$1.5bn settlement of
investigations into inadequate compliance with AML
laws in the past, lower average staff numbers and
costs following business disposalsin the US and
Canada, and areduction in litigation provisions and
consultancy expensesin relation to US mortgage
foreclosure servicing matters. Resources working on
the independent foreclosure review were no longer
required following the February 2013 Independent
Foreclosure Review Settlement Agreement. We
also achieved over US$330m of sustainable cost
savings, primarily reflecting organisational
effectivenessinitiatives.



Profit/(loss) before tax and balance sheet data — North America

2013
Retail Global +
Banking Banking Global Inter- =
and Wealth Commercial and Private segment &)
Management Banking®  Markets Banking Other elimination® Total o
ussm US$m uUssm uUssm ussm ussm ussm i)
Profit/(loss) before tax 2
Net interest incOme ........cccovueeee 3,483 1,430 582 195 89 (37) 5,742 )
Net feeincome .......ccoeeveeececnnnne 605 593 741 125 79 = 2,143
Trading income excluding net
interest inCOME .......coceevnenne 48 40 613 19 7 = 727
Net interest income on trading
ACHVILIES ..o 11 1 172 = = 37 221
Net trading income™ .................. 59 41 785 19 7 37 948 2
Changesin fair value of long- _a;>
term debt issued and related 61:3
derivatives ........cocovvieenieennns = - - - (288) - (288) —
Net income from other financial -8
instruments designated at =
fair value ..o = = = = = = = £
L
Net expense from financial
instruments designated at
fair value .....ccoeeeeincnccne, = = = = (288) = (288)
Gainslesslosses from
financial investments............... 4 = 282 = 8 = 294
Dividend income ........cccccveeunne 12 9 48 4 4 = 77 @
Net earned insurance premiums . 34 - - - - - 34 2
Other operating income/ =
(EXPENSE) vveeeeeeereeeren, (454) - 229 1 1,829 (1,713) (108) 5
>
Total operatingincome ............ 3,743 2,073 2,667 344 1,728 (1,713) 8,842 8
Net insurance claims™ ................ (39) = = = = = (39) Q
@©
Net operating income’ .............. 3,704 2,073 2,667 344 1,728 (1,713) 8,803 o
Q
Loan impairment charges and o
other credit risk provisions...... (950) (223) (20) (4) = = (1,197) O
Net operating income ............... 2,754 1,850 2,647 340 1,728 (1,713) 7,606
Total operating expenses ............ (2,960) (1,096) (1,718) (283) (2,072) 1,713 (6,416)
Operating profit/(loss) (206) 754 929 57 (344) = 1,190
(2]
Share of profit/(loss) in %
associates and joint ventures .. (1) 32 - - - - 31 £
(]
Profit/(loss) beforetax .............. (207) 786 929 57 (344) = 1,221 ©
% % % % % % &
Share of HSBC's profit -g
beforetax .......cccoevvvrnincencnns (0.9 815 4.1 0.3 (1.6) 5.4 =
Cost efficiency ratio ... 79.9 529 64.4 82.3 119.9 729 £
L
Balance sheet data®
US$m US$m uUssm uUssm uUssm US$m
Loans and advances to
customers (net)* .................... 66,192 37,735 51,746 5,956 - 161,629 -
Total 8SSELS ...ovvveeeerrirriieiae 82,530 45,706 313,701 8,542 13,211 (31,655) 432,035 o
Customer accounts reported in: kS
— customer accounts™ ............ 53,600 49,225 79,799 13,871 = 196,495 g
2
=
)
S
o
d=
©
@
d=
()
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Profit/(loss) before tax and balance sheet data — North America (continued)

2012
Retail Global
Banking Banking Global Inter-
and Wealth Commercid and Private segment
Management Banking™ Markets Banking Other  elimination® Total
US$m US$m UsS$m UsS$m Ussm Us$m US$m
Profit/(loss) before tax
Net interest income ...........cc.c...... 5,481 1,443 948 192 118 (65) 8,117
Net feeincome ......ccoevevvivienne 923 562 716 124 188 - 2,513
Trading income/(expense)
excluding net interest income (216) 47 466 20 16 - 333
Net interest income on trading
ACHVILIES .o 17 1 91 - - 65 174
Net trading income/(expense)™ .. (199) 48 557 20 16 65 507
Changesin fair value of long-
term debt issued and related
derivatives ........ccccevevieirennnns - - - - (1,219 - (1,219)
Net income from other financial
instruments designated at
fair value ....ccooeeveevevviceeenn, — — — — — — —
Net expense from financial
instruments designated at
fair value ... - - - - (1,219) - (1,219)
Gains less|osses from
financial investments .............. 27 - 223 (@) 8 - 251
Dividend income .........cccvvuevenne 15 11 32 3 - - 61
Net earned insurance
Premiums ......ocoeeveneeeenenenns 193 - - - - - 193
Gains on disposal of US branch
network and cards business ... 3,735 277 - - - - 4,012
Other operating income .............. 173 149 191 5 1,787 (1,899) 406
Total operating income ............... 10,348 2,490 2,667 337 898 (1,899) 14,841
Net insurance claims™ ............... (148) - - - - - (148)
Net operating income’ ............... 10,200 2,490 2,667 337 898 (1,899) 14,693
Loan impairment (charges)/
recoveries and other
credit risk provisions .............. (3,241) (148) (71) 3 — - (3,457)
Net operating income ................. 6,959 2,342 2,596 340 898 (1,899) 11,236
Total operating expenses ............ (3,966) (1,144) (1,639 (268) (3,822 1,899 (8,940)
Operating profit/(10SS) .......c....... 2,993 1,198 957 72 (2,924) - 2,296
Share of profit in associates
and joint ventures ..........c....... 2 1 — — — — 3
Profit/(loss) beforetax ................ 2,995 1,199 957 72 (2,924) — 2,299
% % % % % %
Share of HSBC' s profit
beforetax ......ccccoeevrieinicnennnns 145 5.8 4.6 0.3 (14.2) 11.1
Cost efficiency ratio ........c.c........ 38.9 45.9 61.5 79.5 425.6 60.8
Balance sheet data®
UsSsm UsSsm US$m US$m US$m uUsSsm
Loans and advances to
customers (Net) .o.ceeveeeveeeennnes 76,414 36,387 22,498 5,457 - 140,756
Total aSSEtS .ovvvevceeeeiseeeeiae 101,103 48,604 345,040 8,828 12,659 (25,987) 490,247
Customer accounts reported in:
— customer accounts ............... 57,758 48,080 29,595 13,553 51 149,037

For footnotes, see page 132.
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Latin America

Our operations in Latin America principally
comprise HSBC Bank Brasil S.A.-Banco
Multiplo, HSBC Meéxico, S.A. and HSBC Bank
Argentina S.A. In addition to banking services,
we operate insurance businesses in Brazil,
Mexico and Argentina.

2013 2012 2011

US$m Us$m US$m

Net interest income .......... 6,186 6,984 6,956
Net feeincome ................. 1,701 1,735 1,781
Net trading income .......... 936 971 1,378
Other income .........c......... 1,745 1,261 1,338
Net operating income’ ... 10,568 10,951 11,453
LICS? oo (2,666) (2,137) (1,883)
Net operating income ... 7,902 8,814 9,570
Total operating expenses.. (5,930) (6,430) (7,255)
Operating profit ............. 1,972 2,384 2,315
Income from associates® . - - —
Profit beforetax ............. 1,972 2,384 2,315
Cost efficiency ratio ........ 56.1% 58.7% 63.3%
RORWA® ... 2.0% 2.4% 2.3%
Y ear-end staff numbers ... 42,542 46,556 54,035

Best Infrastructure Bank

in Latin America
(LatinFinance Awards, 2013)

Gain of
US$1.1bn
on the sale of our
operations in Panama

Over
US$200m

of sustainable cost savings

For footnotes, see page 132.

The commentary is on a constant currency basis unless stated
otherwise, while tables are on a reported basis.

125

Economic background

In Latin America, average GDP growth fell to 2.4%
in 2013 from 2.9% in 2012. Brazil’s GDP growth
accelerated from 1% in 2012 to above 2% by the end
of 2013. However, this was the third year of below-
trend growth. Brazil’s growing current account
deficit raised concerns during the summer. The
resulting capital flight and decline in the currency
served to put further upward pressure on prices,
pushing CPI inflation above the mid-point of the
central bank’ s target for the fourth consecutive year.

Mexico saw amaterial slowdown in economic
activity in 2013, with GDP growth likely to have
slowed to 1.3% from 3.9% in 2012. Inflationary
pressures remained subdued and Banco de México
cut itskey policy rate to 3.5% from 4.5% at the start
of the year. However, a significant number of
structural reforms should aid the long-term
performance of the Mexican economy.

The Argentinian economy accelerated in 2013
following agood agricultural harvest and a modest
recovery in the Brazilian economy. Structural
problems became increasingly evident with high
inflation and, eventually, currency weakness.

Review of performance

In Latin America, reported profit before tax of
US$2.0bn was US$412m lower than in 2012,
and US$239m lower on a constant currency basis.

On an underlying basis, which excludes the
US$1.1bn gain on the sale of our operationsin
Panama and the effect of other non-strategic
business disposals, pre-tax profits decreased by
US$1.2bn. Thiswas driven by a US$714m rise
in loan impairment charges and a decline in revenue
of US$348m, in part reflecting adverse movements
in the PVIF asset compared with 2012.

We made significant progress on repositioning
our businessin the region, with a particular focus
on our priority growth markets of Brazil, Mexico
and Argentina. We aso completed the disposal of
operations in Panama, Peru and Paraguay, along
with the sale of a portfolio of our non-life insurance
assets and liabilities and a non-strategic business
in Mexico. We expect to complete the sale of our
operations in Colombia and Uruguay in 2014,
subject to regulatory approvals.

While our performance was affected by slower
economic growth and inflationary pressures, we
continued to implement the Group’ s strategy in our
core priority markets in order to reposition our
portfolios. We made significant progressin exiting
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Report of the Directors: Financial Review (continued)
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Profit/(loss) before tax by country within global businesses

Retail Global
Banking Banking Global
and Wealth  Commercial and Private
Management Banking Markets Banking Other Total
ussm ussm UsS$m ussm US$m ussm

2013
Argentina 97 142 170 = D 408
Brazil ........... (114) (43) 514 5 (11) 351
Mexico ... 154 (160) 115 ?3) 11 117
Panama..... 335 522 362 2 (37) 1,184
(@107 ST (46) B 6 3 (48) (88)

426 464 1,167 1 (86) 1,972
2012
Argentina 209 169 174 - (46) 506
Brazil ........... 94 359 696 17 (43) 1,123
Mexico .... 338 176 201 2 (18) 699
Panama..... 29 62 48 2 - 141
Other .o (62) (15) 34 (@) (41) (85)

608 751 1,153 20 (148) 2,384
2011
AFgeNnting .......ccceeveernnnniceeeens 91 107 148 - 2 344
Brazil .....cccovvevnicniennicneeeneeneenne 241 566 515 13 (1205) 1,230
Mexico ... 403 129 268 4 (178) 626
Panama..... 23 59 52 3 9) 128
Other .o (55) 6 66 - (30) (13)

703 867 1,049 20 (324) 2,315

certain businesses and products, strengthening
transaction monitoring and account opening, and
investing in improved compliance across the region.

In Brazil, we focused on growing secured
lending balances for corporates and Premier
customersin order to increase connectivity and
reduce our risk exposure. We tightened origination
criteriain unsecured lending in RBWM, resulting in
slower loan growth, and in Business Banking, where
volumes declined. We were awarded ‘ Best Debt
Housein Brazil’ by Euromoney, and received the
‘Best Infrastructure Financing in Brazil’ award from
LatinFinancein GB&M.

In Mexico, we increased our market share
in personal lending, and launched a successful
residential mortgage campaign in RBWM. In
CMB, we launched a new US$1bn SME fund to
support businesses that trade or aspire to trade
internationally, and approved lending of US$274m.
We grew revenue from collaboration between CMB
and GB&M by 11%, were awarded the ‘ Best
Domestic Cash Manager’ award by Euromoney and
won two awards for Infrastructure Financing from
LatinFinance.

In Argentina, we continued to manage
our business conservatively as the economic
environment remained challenging. We focused
on GB&M and corporate CMB customers, and
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tightened credit origination criteria and strengthened
our collections capabilities in Business Banking and
RBWM.

Net interest income decreased by US$358m,
driven by the effect of the disposal of non-strategic
businesses and a decline in Brazil, partly offset by
growth in Argentina.

Net interest income decreased in Brazil dueto
ashift to lower yielding assetsin CMB with reduced
lending balances in Business Banking as we focused
on growing secured balances for corporates. The
reduction in net interest income in RBWM reflected
lower average lending balances as a result of more
restrictive origination criteria, which included
reducing credit limits where appropriate, the
rundown of non-strategic portfolios and a change
in the product mix towards more secured assets. In
addition, spreads were narrower in CMB reflecting
competition, notably in working capital products.
Net interest income also decreased in Balance Sheet
Management due to lower reinvestment rates.

In Argentina, higher net interest income was
driven by increased average credit card and personal
lending balances, coupled with higher depositsin
RBWM and CMB, both reflecting successful sales
and marketing campaigns launched during 2013.

In Mexico, net interest income remained broadly
unchanged. It decreased in CMB reflecting large



prepayments relating to a small number of
corporates, and in GB& M as maturing investments
were renewed at lower reinvestment rates. These
falls were offset by an increase in RBWM asthe
launch of successful sales campaigns resulted in
higher average lending balances, notably in payroll
and personal lending.

Net fee income increased by 4%, mainly in
Argentina. Thiswas driven by business growth,
notably in Payments and Cash Management, and
the sale of the non-life insurance business which
resulted in the non-recurrence of sales commissions
previously paid to third party distribution channels.
In Brazil and Mexico, feesrose, mainly in RBWM,
where higher volumes and re-pricing initiatives
drove feeincreases in current accounts and credit
cards.

Net trading income increased by US$39m,
primarily reflecting favourable resultsin GB&M
in Argentina and Brazil. This was partly offset by
lower average trading assets as maturing investments
in Brazil were not renewed.

Net income from financial instruments
designated at fair value decreased by US$274m,
notably in Brazil, asaresult of lower investment
gains due to market movements. To the extent
that these investment gains were attributed to
policyholders there was a corresponding movement
in Net insurance claims incurred and movement in
liabilities to policyholders.

Gainsless losses from financial investments
fell by 62% due to lower gains on disposal of
available-for-sale government debt securitiesin
Balance Sheet Management and the non-recurrence
of the gain on sale of sharesin anon-strategic
investment in 2012.

Net earned insurance premiums decreased by
19%, driven by lower sales of unit-linked pension
productsin Brazil. Premiums also fell in Argentina
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as aresult of the sale of the non-life insurance
businessin 2012. The reduction in net earned
insurance premiums resulted in a corresponding
decrease in Net insurance claimsincurred and
movement in liabilities to policyholders.

Other operating income increased by US$910m,
driven by the US$1.1bn gain on the sale of our
operations in Panama. Thiswas partly offset by a
significant reduction in the PVIF asset due to an
increase in lapse rates and interest rate movements
in Brazil and Mexico, and the non-recurrence of the
favourable effect of the recognition of a PVIF asset
in Brazil in 2012.

LICsincreased by US$693m, primarily in
Mexico due to specific impairmentsin CMB relating
to homebuilders from a change in the public housing
policy, and higher collective impairmentsin RBWM
as aresult of increased volumes and higher
delinquency in our unsecured lending portfolio.

In Brazil, LICsincreased due to changesto the
impairment model and assumption revisions for
restructured loan account portfoliosin RBWM and
CMB, following arealignment of local practicesto
Group standard policy. LICswere also adversely
affected by higher specific impairmentsin CMB
across a number of corporate exposures. These
factors were partly offset by improvementsin credit
quality in Brazil following the modification of credit
strategies in previous years to mitigate rising
delinquency rates.

Operating expenses decreased by US$112m
as aresult of business disposals, continued strict
cost control and progress with our organisational
effectiveness programmes which resulted in
sustainable cost savings of over US$200m.

The decrease was largely offset by the effect of
inflationary pressures, union-agreed salary increases
in Brazil and Argentina, and higher compliance

and risk costs from the implementation of Global
Standards and portfolio repositioning, notably in
Mexico.

Strategic Report

3
ic
>
)
o
©
3]
c
@
S
i

Corporate Governance

Financial Statements

Shareholder Information



HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Geographical regions > Latin America

Profit/(loss) before tax and balance sheet data — Latin America

2013
Retail Global
Banking Banking Global Inter-
and Wealth Commercial and Private segment
Management Banking Markets Banking Other elimination® Total
US$m uS$m US$m US$m US$m US$m US$m
Profit/(loss) before tax
Net interest income/(expense) ... 3,776 1,828 775 24 (22) (205) 6,186
Net feeincome .......cccceevveveeeeene. 952 548 168 32 1 = 1,701
Trading income/(expense)
excluding net interest
INCOME oo 138 117 456 4 (4) = 711
Net interest income on
trading activities ............cccc..... = = 20 = = 205 225
Net trading income/(expense)® .. 138 117 476 4 4) 205 936
Changes in fair value of long-
term debt issued and related
derivatives .....cccoveeeieniieinen = = = = = = =
Net income from other financial
instruments designated at
fair value ......coooveeveeeecreeinn, 264 61 1 = = = 326
Net income from financial
instruments designated at
fair value ...occveeeeeeeresecne 264 61 1 = = = 326
Gainslesslosses from
financial investments .............. = 1 8l = = = 82
Dividend income 5 3 1 = = = 9
Net earned insurance premiums . 1,464 360 6 = = = 1,830
Other operating income .............. 312 485 310 1 196 (189) 1,115
Total operatingincome ............ 6,911 3,403 1,818 61 181 (189) 12,185
Net insurance clams™ ............... (1,323) (291) 3) - - - (1,617)
Net operating income® .............. 5,588 3,112 1,815 61 181 (189) 10,568
Loan impairment charges and
other credit risk provisions...... (1,552) (1,062) (52) = = = (2,666)
Net operating income ............... 4,036 2,050 1,763 61 181 (189) 7,902
Total operating expenses ............ (3,610) (1,586) (596) (60) (267) 189 (5,930
Operating profit/(10Ss) .............. 426 464 1,167 1 (86) = 1,972
Share of profit in associates
and joint ventures ................... - - - - - - -
Profit/(loss) beforetax .............. 426 464 1,167 1 (86) = 1,972
% % % % % %
Share of HSBC' s profit
beforetax ... 1.9 20 52 - 0.9 8.7
Cost efficiency ratio 64.6 51.0 32.8 98.4 147.5 56.1
Balance sheet data®
US$m UsSsm US$m US$m US$m US$m
Loans and advances to
customers (Net) .....oceeeeeerennne 13,616 19,923 10,306 5 = 43,920
Total 8SSELS ..o 30,584 30,001 52,977 337 634 (534) 113,999
Customer accounts ..........ccovevenene. 23,943 16,593 11,804 1,859 = 54,199
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2012

Retail Global
Banking Banking Global Inter-
and Weath Commercia and Private segment
Management Banking Markets Banking Other  elimination® Total
US$m US$m UsS$m UsS$m Us$m Us$m US$m
Profit/(loss) before tax
Net interest income/(expense) .... 4,145 2,173 993 30 2 (355) 6,984
Net feeincome .......ccceevvveeverenennns 873 622 207 33 - - 1,735
Trading income excluding

net interest income ................. 85 99 398 3 1 - 586
Net interest income on

trading activities ..........ccccce.... - — 29 — 1 355 385
Net trading income™* .................. 85 99 427 3 2 355 971
Changesin fair value of long-

term debt issued and related

derivatives .....ccoovveevenieenen - - — — — - -
Net income from other financial

instruments designated at

fair value .....ccocoveevececicenn, 503 163 1 — — - 667
Net income from financial

instruments designated at

fair value ....ccoooveevveveceeenn, 503 163 1 - - - 667
Gainslesslosses from

financial investments .............. 75 21 131 - - - 227
Dividend income ........cccccevvenne. 9 5 1 — - - 15
Net earned insurance premiums . 1,985 450 17 - - - 2,452
Other operating income/

(EXPENSE) ..o 309 (9) 6 3 134 (190) 253
Total operating income ............... 7,984 3,524 1,783 69 134 (190) 13,304
Net insurance claims™ ............... (1,875) (469) 9) — — — (2,353)
Net operating income® .............. 6,109 3,055 1,774 69 134 (190) 10,951
Loan impairment charges and

other credit risk provisions...... (1,541) (581) (13) (2) — — (2,137)
Net operating income ................. 4,568 2,474 1,761 67 134 (190) 8,814
Total operating expenses ............ (3,960) (1,723) (608) (47) (282) 190 (6,430)
Operating profit/(loss) 608 751 1,153 20 (248) - 2,384
Share of profit in associates

and joint ventures .................. — - — — — — —
Profit/(loss) before tax ................ 608 751 1,153 20 (148) — 2,384

% % % % % %
Share of HSBC' s profit

beforetax ......c.ccoeevvnineicinas 29 3.6 5.6 0.1 0.7) 116
Cost efficiency ratio ........cccoeeee 64.8 56.4 34.3 68.1 210.4 58.7
Balance sheet data®

uUsSsm US$m US$m US$m US$m uUsSsm
Loans and advances to

customers (Net) ....ocveeeveeerenenes 17,236 25,379 10,903 91 - 53,609
Total 8SSEtS ...oveevreeicieirirreenes 36,141 35,507 58,272 570 1,110 (323) 131,277
Customer accounts ..........ccoeveeeees 28,688 20,834 12,604 4,430 - 66,556

For footnotes, see page 132.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Other information > FuM / Property / EDTF

Other information

Funds under management and assets
held in custody*

Funds under management

2013 2012
US$bn US$bn
Fundsunder management
At 1JaNUANY oo 910 847
Net new mMoney .........cccoveeeenenne (18) 5
Valuechange .......cccceeevvereeeenennne. 34 49
Exchange and other .........cccc...... (5) 9
At 31 December .........cccoereeeennes 921 910
At 31 December
2013 2012
US$bn US$bn
Fundsunder management by
business
Global Asset Management ......... 420 425
Global Private Banking .............. 282 288
Affiliates 5 3
(@131 RN 214 194
921 910

For footnote, see page 132.

Funds under management (‘ FuM’) at 31 December
2013 amounted to US$921bn, marginally higher than
at 31 December 2012, reflecting favourable market
movements which were largely offset by net outflows
and adverse foreign exchange movements.

Global Asset Management funds of US$420bn
at 31 December 2013 were marginally down on
31 December 2012 due to net outflows from liquidity
funds, notably in the US and Europe as aresult of
continued low interest rate; adverse foreign exchange
movements reflecting the strengthening of the US
dollar against emerging market currencies; and other
movements, including the amortisation and maturity
of assets in an asset-backed securities mandate
managed on behalf of GB& M. These factors were
partly offset by strong inflows in fixed income
products from our customersin Europe and Rest of
Asia-Pacific and favourable movements in devel oped
equity markets.

GPB funds decreased by 2% compared with
31 December 2012 to US$282bn. This was mainly
due to negative net new money in Europe, which
was driven by actions taken to refocus our client base
towards higher net worth relationships, the adoption
of new compliance and tax transparency standards
and alarge number of client withdrawals, particularly
in Switzerland. These factors were partly offset by
favourable market movements, notably in Europe,
and positive net new money in Asia.
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Other FuM increased by 10% to US$214bn,
primarily due to favourable equity market
movements.

Assets held in custody and under
administration

Custody isthe safekeeping and servicing of securities
and other financial assets on behalf of clients. At

31 December 2013, we held assets as custodian of
US$6.2 trillion, 3% higher than the US$6.0 trillion
held at 31 December 2012. Thiswas mainly driven
by increased new business and favourable market
movements, partly offset by adverse foreign
exchange movements.

Our assets under administration business,
which includes the provision of bond and loan
administration services as well as the valuation of
portfolios of securities and other financial assetson
behalf of clients, complements the custody business.
At 31 December 2013, the value of assets held
under administration by the Group amounted to
US$3.1 trillion, which was 6% higher than at
31 December 2012. This was mainly driven by
increased new business and favourable market
movements.

Property

At 31 December 2013, we operated from some
8,230 operational properties worldwide, of which
approximately 2,110 were located in Europe, 2,515
in Hong Kong and Rest of Asia-Pacific, 500 in North
America, 2,770 in Latin Americaand 335 in the
Middle East and North Africa. These properties had
an area of approximately 56.6m square feet (2012:
59.7m square feet).

Our freehold and long leasehold properties,
together with all our leasehold land in Hong Kong,
were valued in 2013. The value of these properties
was US$10.3bn (2012: US$9.7bn) in excess of their
carrying amount in the consolidated balance sheet
on a historical cost based measure. In addition,
properties with a net book value of US$1.9bn (2012:
US$1.3bn) were held for investment purposes.

Our operational properties are stated at cost,
being historical cost or fair value at the date of
transition to IFRSs (their deemed cost) less any
impairment losses, and are depreciated on a basis
calculated to write off the assets over their estimated
useful lives. Properties owned as a consequence of
an acquisition are recognised initialy at fair value.

Further details are included in Note 23 on the Financial
Satements.



Detailed list of disclosures in this report arising from EDTF recommendations

Typeof risk Recommendation Disclosure Page
Generd 1 The risks to which the business is exposed. 135t0 139 g
2 Our risk appetite and stress testing. 13910 141 §
3 Top and emerging risks, and the changes during the reporting period. 141 to 147 ©
4 Discussion of future regulatory developments affecting our business %
model and Group profitability, and itsimplementation in Europe. 142 and 309 to 317 §
Risk governance, risk 5 Group Risk Committee, and their activities. 352 to 358 n
gzjagﬁgfsnn?;tdgnd 6 Risk culture and risk governance and ownership. 134
7 Diagram of the risk exposure by global business segment. 37
8 Stress testing and the underlying assumptions. 13910 141
Capital adequacy and 9 Pillar 1 capital requirements. 320 to 322
risk-weighted assets For calculation of Pillar 1 capital requirements,
see pages 10 to 14 of Pillar 3 Disclosures 2012. >
10 Reconciliation of the accounting balance sheet to the regulatory 307 o
balance sheet. 5
11 Flow statement of the movements in regulatory capital since the 304 n_:
previous reporting period, including changesin coretier 1, tier 1 i
and tier 2 capital. 2
12 Discussion of targeted level of capital, and the plans on how to 299 and 314 to 320 _E
establish this. B
13 Analysis of risk-weighted assets by risk type, globa business and 299 to 300
geographical region, and market risk RWAs.
14 For analysis of the capital requirements for each Basel asset class,
see pages 10 to 14, 23, 58 and 61 of Pillar 3 Disclosures 2012.
15 For analysis of credit risk for each Basel asset class,
see pages 23 to 28 and 32 to 38 of Pillar 3 Disclosures 2012. 8
c
16 Flow statements reconciling the movementsin risk-weighted assets for 302 to 303 x
each risk-weighted asset type. 5
17 For discussion of Basel credit risk model performance, z
see pages 39 to 41 of the Pillar 3 Disclosures 2012 document. Q)
Liquidity 18 Analysis of the Group’s liquid asset buffer. 2150 216 %
Funding 19 Encumbered and unencumbered assets analysed by balance sheet 224 t0 226 g
category. S
20 Consolidated total assets, liabilities and off-balance sheet commitments 533 to 541 o
analysed by remaining contractual maturity at the balance sheet date.
21 Analysis of the Group’s sources of funding and a description of our 219to 221
funding strategy.
Market risk 22 Relationship between the market risk measures for trading and 236 to 237
non-trading portfolios and the balance sheet, by business segment. 2]
23 Discussion of significant trading and non-trading market risk factors. 232 t0 235 é
24 VaR assumptions, limitations and validation. 282 to 284 [
25 Discussion of stresstests, reverse stress tests and stressed VaR. 284 g
Credit risk 26 Analysis of the aggregate credit risk exposures, including details of 152 to 154 =
both personal and wholesale lending. g
27 Discussion of the policies for identifying impaired loans, defining 185 and 268 to 273 A
impairments and renegotiated |oans, and explaining loan forbearance ic
policies.
28 Reconciliations of the opening and closing balances of impaired loans 186 and 191
and impairment allowances during the year.
29 Analysis of counterparty credit risk that arises from derivative 158
transactions. g
30 Discussion of credit risk mitigation, including collateral held for all 17910 184 B
sources of credit risk. =
Other risks 31 Quantified measures of the management of operational risk. 245 to 248 §
32 Discussion of publicly known risk events. 141 to 147 %
) ) ()
©
The 32 recommendations listed above were made in the report * Enhancing the Risk Disclosures of Banks' issued by the Enhanced Disclosure o
Task Force of the Financial Sability Board in October 2012. i
©
4=
@)
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Footnotes

Footnotes to pages 47 to 131

Reconciliations of reported and underlying profit/(loss) before tax

1 ‘Currency translation adjustment’ is the effect of translating the results of subsidiaries and associates for the previous year at the average
rates of exchange applicable in the current year.

2 Positive numbers are favourable: negative numbers are unfavourable.

3 Changesinfair value due to movementsin own credit spread on long-term debt issued. This does not include thefair value changes due to
own credit risk in respect of trading liabilities or derivative liabilities.

4 Net operating income before loan impairment charges and other credit risk provisions, also referred to as revenue.

5 The operating results of these disposals were removed from underlying results in addition to disposal gains and |osses.

6 The operating results of these disposals and acquisitions were not removed from underlying results as they were not significant.

7 Other incomein this context comprises where applicable net trading income, net income/(expense) from other financial instruments
designated at fair value, gains less losses from financial investments, dividend income, net earned insurance premiums and other
operating income less net insurance claimsincurred and movement in liabilities to policyholders.

Financial summary

8 The effect of the bonus element of the rights issue in 2009 has been included within the basic and diluted earnings per share.
9 Dividendsrecorded in the financial statements are dividends per ordinary share declared in a year and are not dividends in respect of, or
for, that year. For further information, see footnote 3 on page 46.

10 Dividends per ordinary share expressed as a percentage of basic earnings per share.

11 The accounting for the disposal of our interest in Ping An is described on page 521. In thefirst half of 2013, we recognised a net gain on
the completion of the Ping An disposal of US$553m which offset the US$553m loss on the contingent forward sale contract recognised in
the second half of 2012. The gain of US$553m represented the net effect of the US$1,235m gain on derecognition of the Ping An equity
securities classified as avail able-for-sale investments and recorded in * Gains less |osses from financial investments', offset by the
US$682m adver se changein fair value of the contingent forward sale contract in the period to the point of delivery of the equity securities
recorded in ‘Net trading income'.

12 Net interest income includes the cost of internally funding trading assets, while the related external revenues are reported in ‘ Trading
income’. In our global business results, the cost of funding trading assets isincluded with Global Banking and Market’s net trading
income as interest expense.

13 Grossinterest yield is the average annualised interest rate earned on average interest-earning assets (‘AIEA’).

14 Net interest spread is the difference between the average annualised interest rate earned on AIEA, net of amortised premiums and loan
fees, and the average annualised interest rate paid on average interest-bearing funds.

15 Net interest margin is net interest income expressed as an annualised percentage of AIEA.

16 Interest income on trading assets is reported as ‘ Net trading income’ in the consolidated income statement.

17 Interest income on financial assets designated at fair valueisreported as ‘ Net income fromfinancial instruments designated at fair value'
in the consolidated income statement.

18 Including interest-bearing bank deposits only.

19 Interest expense on financial liabilities designated at fair valueis reported as ‘ Net income on financial instruments designated at fair
value' in the consolidated income statement, other than interest on own debt which isreported in ‘ Interest expense'.

20 Including interest-bearing customer accounts only.

21 Trading income also includes movements on non-qualifying hedges. These hedges are derivatives entered into as part of a documented
interest rate management strategy for which hedge accounting was not, nor could be, applied. They are principally cross-currency and
interest rate swaps used to economically hedge fixed rate debt issued by HSBC Holdings and floating rate debt issued by HSBC Finance.
The size and direction of the changesin the fair val ue of non-qualifying hedges that are recognised in the income statement can be volatile
from year-to-year, but do not alter the cash flows expected as part of the documented interest rate management strategy for both the
instruments and the underlying economically hedged assets and liabilitiesif the derivative is held to maturity.

22 Net trading income includes an unfavourable movement of US$66m (2012: unfavourable movement of US$629m; 2011: favourable
movement of US$458m), associated with changes in the fair value of issued structured notes and other hybrid instrument liabilities
arising from movements in HSBC issuance spreads.

23 Other changesin fair value include gains and losses arising from changesin the fair value of derivatives that are managed in conjunction
with HSBC's long-term debt i ssued.

24 Discretionary participation features.

25 Net insurance claims incurred and movement in liabilities to policyholders arise from both life and non-life insurance business. For
non-life business, amounts reported represent the cost of claims paid during the year and the estimated cost of incurred claims. For life
business, the main element of claimsis the liability to policyholders created on the initial underwriting of the policy and any subsequent
movement in the liability that arises, primarily from the attribution of investment performance to savings-related policies. Consequently,
claimsrisein line with increases in sales of savings-related business and with investment market growth.

26 The cost efficiency ratio is defined as total operating expenses divided by net operating income before loan impairment charges and other
credit risk provisions.

Consolidated balance sheet

27 Net of impairment allowances.

28 The calculation of capital resources, capital ratios and risk-weighted assets on a Basel 2.5 basis.

29 Capital resources are total regulatory capital, the calculation of which is set out on page 305.

30 Including perpetual preferred securities, details of which can be found in Note 32 on the Financial Satements.
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31 The definition of net asset value per shareistotal shareholders’ equity, less non-cumulative preference shares and capital securities,
divided by the number of ordinary sharesin issue.

32 ‘Currency tranglation adjustment’ is the effect of translating the assets and liabilities of subsidiaries and associates for the previous
year-end at the rates of exchange applicable at the current year-end.

33 Balance included in disposal groups, per note 25 on the Financial Statements.

34 1n 2013, GB&M changed the way it manages repo and reverse repo activities in the Credit and Rates businesses as set out on page 68.
Thisled to an increase in the amount of reverse repo and repo agreements classified as ‘ Loans and advances to customers' at amortised
cost and ‘ Customer accounts’ at amortised cost in the balance sheet, respectively. The increase in amortised cost balances primarily
occurred in Europe and North America, specifically in the UK and the USand the Global Banking and Markets global business.

35 France primarily comprises the domestic operations of HSBC France, HSBC Assurances Vie and the Paris branch of HSBC Bank plc.

Reconciliation of RORWA measures

36 Risk-weighted assets (' RWA's) and pre-tax return on average risk-weighted assets (' RORWA').

37 Underlying RoRWA is calculated using underlying pre-tax return and reported average RWAs at constant currency and adjusted for the
effects of business disposals.

38 ‘Other’ includes treasury services related to the US Consumer and Mortgage Lending business and commercial operationsin run-off.
USCML includes loan portfolios within the run-off business that are designated held for sale.

Global businesses and geogr aphical regions

39 The main items reported under ‘ Other’ are the results of HSBC's holding company and financing operations, which includes net interest
earned on free capital held centrally, operating costs incurred by the head office operationsin providing stewardship and central
management services to HSBC, along with the costs incurred by the Group Service Centres and Shared Service Organisations and
associated recoveries. The results also include fines and penalties as part of the settlement of investigations into past inadequate
compliance with anti-money laundering and sanctions laws, the UK bank levy together with unallocated investment activities, centrally
held investment companies, gains arising fromthe dilution of interestsin associates and joint ventures and certain property transactions.
In addition, ‘ Other’ also includes part of the movement in the fair value of long-term debt designated at fair value (the remainder of the
Group’s movement on own debt isincluded in GB&M).

40 Assets by geographical region and global businessesinclude intra-HSBC items. These items are eliminated, where appropriate, under the
heading ‘Intra-HSBC items’ or ‘inter-segment elimination’, as appropriate.

41 For divested businesses, thisincludes the gain or loss on disposal and material results of operations as described on page 47.

42 Loan impairment charges and other credit risk provisions.

43 Share of profit in associates and joint ventures.

44 |nthe analysis of global businesses, net trading income/(expense) comprises all gains and losses from changes in the fair value of
financial assets and financial liabilities classified as held for trading, related external and internal interest income and interest expense,
and dividends received; in the statutory presentation internal interest income and expense are eliminated.

45 In 2013, funding costs that had previously been reported within * Other’ were allocated to their respective business lines. For comparative
purposes, 2012 data have been re-presented to reflect this change.

46 In 2013, Markets included an adverse fair value movement of US$66m on the widening of credit spreads on structured liabilities (2012:
adverse fair value movement of US$629m; 2011: favourable fair value movement of US$458m).

47 ‘Other’ in GB&M includes net interest earned on free capital held in the global business not assigned to products, allocated funding costs
and gains resulting from business disposals. Within the management view of total operating income, notional tax credits are allocated to
the businesses to reflect the economic benefit generated by certain activities which is not reflected within operating income, for example
notional credits on income earned from tax-exempt investments where the economic benefit of the activity is reflected in tax expense. In
order to reflect the total operating income on an IFRS basis, the offset to these tax credits are included within ‘ Other’.

48 ‘Client assets are trandlated at the rates of exchange applicable for their respective period-ends, with the effects of currency translation
reported separately. The main components of client assets are funds under management, which are not reported on the Group’s balance
sheet, and customer deposits, which are reported on the Group’s balance sheet.

49 Inter-segment elimination comprises (i) the costs of shared services and Group Service Centres included within ‘ Other’ which are
recovered from global businesses, and (ii) the intra-segment funding costs of trading activities undertaken within GB& M. HSBC's
Balance Sheet Management business, reported within GB& M, provides funding to the trading businesses. To report GB&M’s ‘ Net trading
income’ on a fully funded basis, ‘ Net interest income’ and ‘ Net interest income/(expense) on trading activities' are grossed up to reflect
internal funding transactions prior to their elimination in the inter-segment column.

50 Net insurance claims incurred and movement in liabilities to policyholders.

51 ‘Employee expenses’ comprise costs directly incurred by each global business. The reallocation and recharging of employee and other
expenses directly incurred in the ‘ Other’ category are shown in ‘ Other operating expenses'.

52 RWAs are non-additive across geographical regions due to market risk diversification effects within the Group.

53 1n 2012 CMB resultsinclude US$128m of net operating income and US$43m of profit before tax, related to low income housing tax credit
investments in the USwhich are offset within the  Other’ segment.

54 Funds under management and assets held in custody are not reported on the Group’s balance sheet, except where it is deemed that we
are acting as principal rather than agent in our role as investment manager, and these assets are consolidated as Sructured entities (see
Note 42 on the Financial Satements).
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Risk > Risk profile / Managing risk

Risk Risk profile
(Unaudited)
Page  App . . .
Managing our risk profile
RiSK Profil€? ..o 134 )
RiSk gOVErNance ... 266 * A strong balance sheet remains core to our
philosophy.
o
Managmg TISK e 135 e  Our portfolios continue to be aligned to our risk
RISK fACIONS .. 135 appetite and strategy.
Risks managed by HSBC ... 136 ) .
SIrESSEESHING ..vvvviirirecccee e 139 ¢ Ourrisk management framework is supported
by strong forward-looking risk identification.
Top and emerging risks? ........ooeeevevveervveerennn. 141
Macroeconomic and geopolitical ik ........... 141 Maintaining capital strength and
Macro-prudential, regulatory and legal risks strong liquidity position
to our business model ..........cccccovcnieiieininnn 142 . o .
Risks related to our business operations, e Our coretier 1 and common equity tier 1 capital
governance and internal control systems .... 146 ratios remain strong at 13.6% and 10.9%.
Areas of special interest® ........ooooovvvveeevreereenn. 147 ° :ll’\lle ha\r/]ejtjzt;llged our strong liquiity position
Financi al_ crime compliance and regulatory 147 rougno ’
COMPIANCE wvvvsvvvrvvrrsvvrscrssrs e Theratio of customer advances to deposits
Commercial real estate ..........c.ccocveieriiciinines 147 remains significantly below 90%.
EUr0OZONE CriSiS ..vovieeeeieieceee e 148
EXposures to Egypt .......cccoeeerreriecenineninieieene 148 Strong governance
Personal lending —USlending .........ccccvvveenee. 148 . .
e Robust risk governance and accountability is
Credit TiSk® .ooooeoeeeeeeeeseee e 150 266 embedded across the Group.
EUr0ZONe eXPOSUTES” .......coveemmereeeernrereennenens 210 e TheBoard, advised by the Group Risk
Committee, approves our risk appetite.
Liquidity and funding® ........ccccoeeeeeeveerenrerennne 213 276 ap app

e  The Compliance function has been restructured
MarKet TiSK? ..o 230 281 into the Financial Crime Compliance and
Regulatory Compliance functions to provide

) S
Operational Fisk® ......coeeeerenneeeeeseesens 244 287 more in-depth focus on these areas.
ComplianCe risk ..o 247 287

LGl 1ISK cvvrrvrreveeireeeieeeeseessees s 288 »  Our global risk operating model supports
Global security and fraud fisk ... 288 adherence to globally consistent standards and
Systems risk 289 risk management policies across the Group.
Vendor risk management 289 . .

FIGUGHAY TISK oo 248 289 Our top and emerging risks

e  Macroeconomic and geopolitical risk.
Risk management of insurance operations’ 249 290 . .
e  Macro-prudential, regulatory and legal risks

Other material FiskS? .....ooooeveeveeeeereereers 260 294 to our business model.
Reputational FiSK ......cceeeirerneeeeenseeeeeeenes 260 294
Pension risk ......... . 260 295
Sustai NaDIlity FISK ...oovveeeeeeeeeeeeeeeesiere s, 263 297

e Risksrelated to our business operations,
governance and internal control systems.

1 Appendix to Risk —risk policies and practices.
2 Unaudited. 3 Audited. 4 Audited where indicated.

For details of HSBC' s policies and practices
regarding risk management and governance
see the Appendix to Risk on page 266.
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Managing risk

(Unaudited)

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

Our risk management and risk governance
frameworks, which are employed at al levels of
the organisation, are described on page 39.

The growth in our business during 2013 was
achieved while risks were assumed in a measured
manner in line with our risk appetite and risks,
particularly reputational and operational, were
mitigated when they exceeded our risk appetite.

On areported basis, total assets decreased by
1% while our credit risk-weighted assets (‘RWA’Ss)
decreased by 4% during the year.

We continue to maintain a very strong liquidity
position and are well positioned for the changing
regulatory landscape.

Risks faced by HSBC

All of our activitiesinvolve, to varying degrees, the
analysis, evaluation, acceptance and management
of risks or combinations of risks.

Risk factors

We have identified a comprehensive suite of risk
factors which covers the broad range of risks our
businesses are exposed to.

A number of the risk factors have the potential
to affect the results of our operations or financial
condition, but may not necessarily be deemed as
top or emerging risks. They inform the ongoing
assessment of our top and emerging risks which
may result in our risk appetite being revised. The
risk factors are:

Macroeconomic and geopolitical risk

e Current economic and market conditions may
adversely affect our results.

e Wehave exposure to the ongoing economic crisis
in the eurozone.

e Wearesubject to political and economic risksin
the countriesin which we operate, including the
risk of government intervention.

e Changesinforeign currency exchange rates may
affect our results.
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Macro-prudential, regulatory and legal risks
to our business model

e Failuretoimplement our obligations under the
deferred prosecution agreements could have a
material adverse effect on our results and
operations.

e Failureto comply with certain regulatory
requirements would have a materia adverse
effect on our results and operations.

e Failureto meet the requirements of regulatory
stress tests could have amaterial adverse effect
on our capital plan, operations, results and future

prospects.

e Wearesubject to anumber of legal and
regulatory actions and investigations, the
outcomes of which are inherently difficult to
predict, but unfavourable outcomes could have a
material adverse effect on our operating results
and brand.

e Unfavourable legidative or regulatory
developments, or changesin the policy of
regulators or governments, could generate model
risk and could have amaterial adverse effect on
our operations, financial condition and prospects.

e TheUK Government has passed legidation to
implement banking reforms based on the
recommendations of the Independent Commission
on Banking (‘ICB’). Additional banking reform
proposals are being considered in France, Germany
and the EU and any resulting structural changes
could have amaterial adverse effect on us.

e Wearesubject to tax-related risks in the countries
in which we operate which could have a material
adverse effect on our operating results.

Risks related to our business operations,
governance and internal control systems

e Our risk management measures may not be
successful.

e  Operational risks areinherent in our business.

e  Our operations are subject to the threat of
fraudulent activity.

e Our operations are subject to disruption from the
external environment.

e  Our operations utilise third-party suppliers.

e  Our operations are highly dependent on our
information technology systems.

e Wemay not be able to meet regulatory requests
for data.
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Report of the Directors: Financial Review (continued)

Risk > Managing risk

e Our operations have inherent reputational risk.

o Wemay suffer losses due to employee

misconduct.

e Werely onrecruiting, retaining and developing
appropriate senior management and skilled

personnel.

e Our financia statements are based in part on

judgements, estimates and assumptions which are

subject to uncertainty.

e  Third parties may use us as a conduit for illegal
activities without our knowledge, which could
have amaterial adverse effect on us.

e Wemay not achieve al the expected benefits
of our strategic initiatives.

e Wehave significant exposure to counterparty
risk within the financial sector and to other risk

concentrations.

e  Market fluctuations may reduce our income or
the value of our portfolios.

e Liquidity, or ready accessto funds, is essential

to our businesses.

Description of risks — banking operations

e Any reduction in the credit rating assigned to
HSBC Holdings, any subsidiaries of HSBC
Holdings or any of their respective debt securities
could increase the cost or decrease the availability
of our funding and adversely affect our liquidity
position and interest margins.

e Risksconcerning borrower credit quality are
inherent in our businesses.

e  Ourinsurance businessis subject to risksrelating
to insurance claim rates and changesin insurance
customer behaviour.

e HSBC Holdingsisaholding company and, as
aresult, is dependent on loan payments and
dividends from its subsidiaries to meet its
obligations, including obligations with respect to
its debt securities, and to provide profits for
payment of future dividends to shareholders.

e Wemay berequired to make substantial
contributions to our pension plans.
Risks managed by HSBC

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

Risks

Arising from

M easurement, monitoring and management of risk

Credit risk (page 150)

Therisk of financial lossif a
customer or counterparty fails
to meet an obligation under a
contract.

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

Credit risk is:

measur ed as the amount which could be lost if acustomer or
counterparty fails to make repayments. In the case of derivatives, the
measurement of exposure takes into account the current mark-to-
market value to HSBC of the contract and the expected potential
change in that value over time caused by movements in market rates;

monitored within limits, approved by individuals within a framework
of delegated authorities. These limits represent the peak exposure or
loss to which HSBC could be subjected should the customer or
counterparty fail to perform its contractual obligations; and

managed through arobust risk control framework which outlines
clear and consistent policies, principles and guidance for risk
managers.

Liquidity and funding risk (page 213)

Therisk that we do not have
sufficient financial resources
to meet our obligations as they
fall due or that we can only do
SO at excessive cost.

Liquidity risk arises from
mismatches in the timing of
cash flows.

Funding risk arises when the
liquidity needed to fund
illiquid asset positions cannot
be obtained at the expected
terms and when required.

Liquidity and funding risk is:

measur ed using internal metrics including stressed operational cash
flow projections, coverage ratio and advances to core funding ratios;

e monitored against the Group’s liquidity and funding risk framework

and overseen by regional Asset and Liability Management
Committees (‘ALCO'’s), Group ALCO and the Risk Management
Meeting; and

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

Arising from

M easurement, monitoring and management of risk

Market risk (page 230)

Therisk that movementsin
market factors, including
foreign exchange rates and
commodity prices, interest
rates, credit spreads and
equity prices, will reduce our
income or the value of our
portfolios.

Exposure to market risk is
separated into two portfolios:

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

e non-trading portfolios
comprise positions that
primarily arise from the
interest rate management of
our retail and commercial
banking assets and
lighilities, financial
investments designated as
available for sale and held
to maturity, and exposures
arising from our insurance
operations (page 258).

Market risk is:

e measured in terms of value at risk, which is used to estimate potential
losses on risk positions as a result of movements in market rates and
prices over a specified time horizon and to a given level of confidence,
augmented with stress testing to evaluate the potential impact on
portfolio values of more extreme, though plausible, events or
movementsin a set of financial variables;

e monitored using measures including the sensitivity of net interest
income and the sensitivity of structural foreign exchange which are
applied to the market risk positions within each risk type; and

e managed using risk limits approved by the GMB for HSBC Holdings
and our various global businesses. These units are allocated across
business lines and to the Group’slegal entities.

Operational risk (page 244)

Therisk of loss resulting from
inadequate or failed internal
processes, people and systems
or fromexternal events,
including legal risk (along
with accounting, tax, security
and fraud, people, systems,
projects, operations and
organisational change risk).

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

Compliance risk and fiduciary
risk are discussed below.
Other operational risks are
covered in the Appendix to
Risk (page 266).

Operational risk is:

e measured using both the top risk analysis process and the risk
and control assessment process, which assess the level of risk and
effectiveness of controls;

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

e managed primarily by global business and functional managers. They
identify and assess risks, implement controls to manage them and
monitor the effectiveness of these controls utilising the operational
risk management framework. Global Operational Risk isresponsible
for the framework and for overseeing the management of operational
risks within businesses and functions.

Compliance risk (page 247)

Therisk that we fail to observe
the letter and spirit of all
relevant laws, codes, rules,
regulations and standards of
good market practice, and
incur fines and penalties and
suffer damage to our business

Compliancerisk is part of
operational risk, and arises
from rules, regulations, other
standards and Group policies,
including those relating to
anti-money laundering, anti-
bribery and corruption,

Compliancerisk is:

e measured by reference to identified metrics, incident assessments
(whether affecting HSBC or the wider industry), regulatory feedback
and the judgement and assessment of the managers of our global
businesses and functions;

e monitored against our compliance risk assessments and metrics, the
results of the monitoring and control activities of the second line of

as a consequence. counter-terrorist and L ! C ! _ : !
proliferation financing, defence functions, including the Financial Crime Compliance and
sanctions compliance, conduct ~ Regulatory Compliance functions, and the results of internal and
of business and market external audits and regulatory inspections; and
conduct. e managed by establishing and communicating appropriate policies and
The DPA is discussed in Top procedures, training employees in them, and monitoring activity to
and Emerging Risks on page assure their observance. Proactive risk control and/or remediation
144 and the Monitor on work is undertaken where required.
page 24.

Fiduciary risk (page 248)

Therisk of breaching our
fiduciary duties.

Fiduciary risk is part of
operational risk, and arises
from our business activities
where we act in afiduciary
capacity as Trustee,
Investment Manager or

as mandated by law or
regulation.

Fiduciary risk is:
e measured by monitoring against risk appetite;
e monitored through the use of key indicators; and

e managed within the designated businesses via a comprehensive
policy framework.
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Report of the Directors: Financial Review (continued)
Risk > Managing risk

Description of risks — banking operations (continued)

Risks

Arising from

M easurement, monitoring and management of risk

Other material risks

Reputational risk (page 260)

Therisk that illegal, unethical
or inappropriate behaviour

by the Group itself, members
of staff or clients or
representatives of the

Group will damage HSBC's
reputation, leading potentially
to a loss of business, fines or
penalties.

Reputational risk encompasses Reputational risk is:

negative reaction not only to
activities which may beillegal
or against regulations, but
also to activities that may be
counter to societal standards,
values and expectations. It
arises from awide variety of
causes, including how we
conduct our business and the
way in which clients to whom
we provide financial services,
and bodies who represent
HSBC, conduct themselves.

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

e monitored through areputational risk management framework, taking
into account the results of the compliance risk monitoring activity
outlined above; and

e managed by every member of staff and is covered by a number of
policies and guidelines. Thereisaclear structure of committees and
individuals charged with mitigating reputational risk, including the
Group Reputational Risk Policy Committee and regional/business
equivalents.

Pension risk (page 260)

Therisk that contributions
from Group companies and
members fail to generate
sufficient funds to meet the
cost of accruing benefits for
the future service of active
members, and the risk that the
performance of assets held in
pension funds is insufficient
to cover existing pension
liabilities.

Pension risk arises from
investments delivering an
inadequate return, economic
conditions leading to
corporate failures, adverse
changesin interest rates or
inflation, or members living
longer than expected
(longevity risk). Pension risk
includes operational risks
listed above.

Pension risk is:
e measured in terms of the schemes' ability to generate sufficient funds
to meet the cost of their accrued benefits;

e monitored through the specific risk appetite that has been developed
at both Group and regional levels; and

e managed locally through the appropriate pension risk governance
structure and globally through the Risk Management Meeting.

Sustainability risk (page 263)

The risk that the
environmental and social
effects of providing financial
services outweigh the
economic benefits.

Sustainability risk arises from
the provision of financial
services to companies or
projects which run counter

to the needs of sustainable
development.

Sustainability risk is:

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

e monitored quarterly by the Risk Management Meeting and monthly
by Group Sustainability Risk management; and

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

Our insurance manufacturing subsidiaries are
separately regulated from our banking operations.
Risks in the insurance entities are managed using
methodol ogies and processes appropriate to
insurance activities, but remain subject to oversight

at Group level. Our insurance operations are al so
subject to the operational risks and the other material
risks presented above in relation to the banking
operations, and these are covered by the Group’s risk
management processes.
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Description of risks —insurance manufacturing operations

Risks Arising from

M easurement, monitoring and management of risk

Financial risks (page 253)

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

Exposure to financial risks
arises from:

o market risk of changesin
the fair values of financial
assets or their future cash
flows from fluctuationsin
variables such asinterest
rates, foreign exchange
rates and equity prices;

o credit risk and the potential
for financial loss following

move in line with the value of e sl
the underlying = sHies |arr11crpea| ng their obligations;

such the policyholder bears S N

the majority of the financial o liquidity risk of entities
risks. not being able to make
Contracts with DPF share the 2?{21 m};}%ﬂglgugge;e
performance of the underlying ) f?y . h

assets between policyholders Ibnsueall(':gt ass(;et;ssht 2]
and the shareholder in line ¢ reqiised & cash.

with the type of contract and

the specific contract terms.

Financial risks are:
e measured separately for each type of risk:

— market risk is measured in terms of exposure to fluctuations in key
financial variables;

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

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

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

e managed through arobust risk control framework which outlines
clear and consistent policies, principles and guidance for risk
managers. Subsidiaries manufacturing products with guarantees are
usually exposed to fallsin market interest rates and equity prices to
the extent that the market exposure cannot be managed by utilising
any discretionary participation (or bonus) features within the policy
contracts they issue.

Insurance risk (page 258)

The cost of claims and
benefits can be influenced
administering a contract, by many factors, including
claims and benefits may mortality and morbidity
exceed the aggregate amount  experience, lapse and

of premiums received and surrender rates and, if the
investment income. policy has a savings element,
the performance of the assets
held to support the liabilities.

The risk that, over time,
the cost of acquiring and

Insurancerisk is:
e measured in terms of life insurance liabilities;

e monitored by the RBWM Risk Management Committee, which
checks the risk profile of the insurance operations against a
risk appetite for insurance business agreed by the GMB; and

e managed both centrally and locally using product design,
underwriting, reinsurance and claims-handling procedures.

Stress testing

Our gtresstesting and scenario analysis programme
examines the sensitivities of our capital plansand
demand for regulatory capital under a number

of scenarios and ensures that top and emerging risks
have been appropriately considered. The governance
and management of enterprise-wide stress testing,
including model development, validation and use,

is overseen by the Group Risk Committee.

The development of macroeconomic scenariosis
acritical part of the process. Potential scenarios are
defined and generated by an expert panel comprising
Global Risk, Global Finance and externa economic
advisers. Variables and assumptions underpinning the
scenarios, including economic indicators such as
yield curves, exchange rates and volatilities, are tested
through internal and external research and circulated
to our businesses, along with instructions and
methodologies for specific risk types.

Stresstest results are subject to areview and
challenge process at regional and Group levelsand
action plans are developed to mitigate identified risks.

The extent to which those action plans are
implemented will depend on senior management’s
evaluation of the risks and their potential
consequences, taking into account HSBC' srisk

appetite.

During 2013, the results of a number of
Mmacroeconomic stress scenarios were presented to
senior management. These included an assessment
of the 2013 annual operating plan under two
Macroeconomic scenarios. aworsening eurozone
crissand aUS ‘fisca cliff’ scenario. Weasorana
PRA core programme stress testing exercise based
on agloba sow growth scenario, which factored in
a China hard landing scenario specified by the PRA
based on a pronounced economic sowdown in
mainland Chinaand Hong Kong. The dow growth
component was developed internally and stipulated
aperiod of reduced inflation across the world. The
results of these stress tests demonstrated that HSBC
would remain satisfactorily capitalised after taking
account of assumed management actions to mitigate
the results.
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The macroeconomic stress scenarios are
described below.

Stress scenario assumptions — 2013 annual operating plan

Report of the Directors: Financial Review (continued)
Risk > Managing risk / Top and emerging risks

Scenario

Wor sening eur ozone crisis scenario

US ‘fiscal cliff’ scenario

Assumptions o Greece, Ireland, Portugal, Spain and Italy exitthe e Tightening of fiscal policy;
eurozone in the first quarter of 2013;

e debt isre-denominated in new national currencies,
which depreciate sharply (from 15% to 50%);

e equity pricesfall by around 50% in the exiting
countries and initially by 30% elsewhere in the

€eurozone;

e exiting countries experience large-scale capital
outflows, rising inflation and interest rates;

e government bond spreads rise significantly in
exiting countries (from 700 to 1,200bps);

o effective federal corporate and personal tax rates are
increased back towards their 2001 levels;

o federal spending reduces by around US$95bn;

e USdollar depreciates by around 5% as economic
prospects for the US deteriorate;

o Federal Reserve supports the economy with
additional quantitative easing, boosting its balance
sheet by another US$500bn (around 3% of GDP)
and maintaining that level for one year before
beginning to unwind;

e banking sectorsin both the exiting countries and

the eurozone suffer significant losses and credit
standards tighten dramatically; and

e government spending cuts and tax increases lead to
lower consumer spending and business investment;

e theresidual euro exchange rateinitially depreciates ® US GDPfalls by around 7% below the pre-crisis
by around 15% against the US dollar.

baseline; and

o |ower US demand dampens exports from the rest of
the world, leading to aslowdown in global GDP

growth.
Stress scenario assumptions — 2013 PRA core programme
Scenario Global slow growth scenario
Assumptions e Mainland China suffers a 50% reduction in property prices as an intitial modest price decline becomes self-

reinforcing through a deterioration in investor sentiment;

e mainland Chinaequity pricesfall by around 25% and unemployment doubles to 7%;

e mainland China GDP growth averages 3% per annum in the two years following the crisis;

o the tightening of monetary policy in mainland Chinato prevent capital flight leads to liquidity issues;

e Hong Kong exports to mainland China decline rapidly and significantly;

e Hong Kong GDP contracts by around 4% in 2013 and 2014 and unemployment rises to 10%;

e Hong Kong property and equity prices fall by about 50%;

o weak macro-economic outlook currently facing major advanced economies persists over the next five years;

o substantial fall in commodity prices triggered by continued slow growth, leading to areduction in inflation,
domestic demand and economic growth across commodity exporting countries;

o deflation, or 0% inflation, in advanced economies as energy prices decline; and

e reduction in exports from advanced economies due to reduced demand from emerging markets.

In addition to the Group-wide risk scenarios,
each mgjor HSBC subsidiary conducts regular
macroeconomic and event-driven scenario analyses
specific to their region. They may also participatein
loca regulatory stress testing programmes.

We aso examined the effect on our businesses
and our capital position of other macroeconomic
and geopolitical events at Group or mgjor subsidiary
levels. Theseincluded a possible US default, renminbi
internationaisation, the conflict in Syriaand tensions
between mainland China and Japan.

Stresstesting is used across risk categories such
as market risk, liquidity and funding risk and credit
risk to evaluate the potential effect of stress scenarios
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on portfolio values, structural long-term funding
positions, income or capital.

We aso conduct reverse stress testing, which isa
process of working backwards from the event of non-
viahility of the business model to the identification
of arange of occurrences that could bring that event
about. Non-viahility might occur before the bank’s
capital is depleted, and could result from avariety of
events. Theseinclude idiosyncratic or systemic events
or combinations thereof, and/or could imply failure
of the Group’ s holding company or one of its major
subsidiaries. They would not necessarily mean the
simultaneous failure of al the mgjor subsidiaries. We
use reverse stress testing to strengthen resilience by
hel ping to inform early-warning triggers, management
actions and contingency plans to mitigate against



potential stresses and vul nerabilities which the Group
might face.

HSBC participate, where appropriate, in scenario
analyses requested by regulatory bodies.

The Group is taking part in the Bank of England
concurrent stress test exercisein 2014. This
programme will include common base and stress
scenarios applied across all major UK banks. The
exercise will be supported by a complementary
programme of data provision to the Bank of England
under its Firm Data Submission Framework (‘ FDSF').
The PRA is considering arange of disclosure options
related to the stress test exercise.

HSBC North AmericaHoldingsInc. ( HNAH’)
and HSBC Bank USA NA (‘HBUS)) are subject to
the CCAR and Dodd-Frank Stress Testing
programmes of the Federal Reserve and the Office of
the Comptroller of the Currency. HNAH and HBUS
made submissions under these programmes on
6 January 2014. Disclosure by the Federal Reserve
and by HNAH and HBUS of the results of these
exerciseswill be made in March 2014.

HSBC will be included in the next round of
European stress test exercises, scheduled for 2014.
HSBC France and HSBC Maltawill participate in
the ECB’s Asset Quality Review, run as part of the
ECB’ s comprehensive assessment prior to inception
of the Single Supervisory Mechanism. They will then
be subject to the ECB’ s stress testing process. The
Group will take part in the related exercise run by
European Banking Authority (‘EBA’). Disclosures of
the results of these exercises are planned in late 2014.

Top and emerging risks @/ @

(Unaudited)

Our approach to identifying and monitoring top
and emerging risks is described on page 38.

During 2013, senior management paid particular
attention to a number of top and emerging risks, and
our current ones are as follows:
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Macroeconomic and geopolitical risks

G Emerging markets’ slowdown.

@ Increased geopolitical risk.

G Emerging markets’ slowdown

Growth in anumber of emerging markets
decelerated during 2013. Weak demand for
commodities and raw materials due to subdued
economic growth and limited investment activity in
mature markets and in mainland China affected all
exporting countries. Emerging markets continued
to face the risks of fiscal decline and increasing
financing requirements. In addition, capital flows
were volatile, particularly during the second half of
the year, and in severa cases lead to atightening of
monetary policy to counter capital outflows. Any
consequent rise in interest rates, however, could put
growth at risk and increase the risk of aliquidity
crisis.

Mature economies are depending on stronger
trade growth with emerging markets to help them
through difficult economic times domestically.

A number of them have implemented austerity
measures in order to reduce their deficits and public
debt. While austerity is expected to help resolve the
sovereign and banking crisisin the medium term, it
islimiting growth, increasing unemployment and
restricting taxation revenues severely in the short
term. This, in turn, is affecting the rest of the world
through lower trade.

Potential impact on HSBC

e Global trade and capital flows may contract
as aresult of weaker economic growth in
some emerging markets, banks deleveraging,
expectations of tapering of quantitative easing,
the introduction of protectionist measuresin
certain markets, the emergence of geopolitical
risks or increasing redenomination risk. The
contraction might curtail our profitability.

e While growth in emerging markets as awhole
has been constrained by lower world demand
and commaodity prices, some countries are
struggling with domestic issues and could
trigger anew crisis of confidence with the
potential for increased volatility. In Egypt, an
uncertain future is affecting the economy and
the country’ s ability to attract the necessary
financial support. In Brazil, middle class
protests have highlighted concerns regarding the
political and economic choices made by the
authorities, while in Turkey the situation has
been aggravated by internal conflict in the ruling
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Report of the Directors: Financial Review (continued)
Risk > Top and emerging risks

party. In Argentina, the unresolved dispute with
‘hold out’” bondholders is fuelling the risk of
new defaults. Emerging markets have been
supported during the last two years by
significant capital inflows from advanced
economies but areverse of these capital flows,
as happened in mid-2013, would create
difficultiesfor all countries having to finance
current account deficits, government debt

or both. Finally, while economic growth in
mainland China appearsto bein line with its
government’ s expectations, structural issues
remain and a sharper than expected slowdown
could occur with implications for al other
emerging markets. We closely watch
developmentsin all markets to ensure insights
are shared and appropriate mitigating action is
taken as circumstances evolve.

@ |Increased geopolitical risk

Our operations are exposed to risks arising from
political instability and civil unrest in a number of
countries which may have awider effect on regional
stability and regional and global economies.

Geopoalitical risk remains high in the Middle
East as aresult of the continued violence and unrest
in Egypt and the civil war in Syria, which may spill
over into neighbouring countries. Tensions between
Israel and Iran add to the risks in the region,
athough diplomatic contacts with Iran’s new
administration may engender an improvement in
relations.

In Asia, continued tensions over maritime
sovereignty disputes involving mainland China
and Japan may escalate to include military action,
while actions by the government of the Democratic
People’ s Republic of Korearisk destabilising the
region.

In other emerging markets such as Turkey
and Brazil, demonstrations have taken place as
the population has become increasingly critical
of prevailing economic policies. In Turkey, thereis
significant political uncertainty and the government
is struggling to maintain a credible policy in order to
maintain creditors’ confidence.

Potential impact on HSBC

e Our results are subject to the risk of loss from
unfavourable political developments, currency
fluctuations, social instability and changesin
government policies on matters such as
expropriation, authorisations, international
ownership, interest-rate caps, foreign exchange
transferability and tax in the jurisdictionsin
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which we operate. Actual conflict could put our
staff in harm’s way and bring physical damage
to our assets.

e Wehaveincreased our monitoring of the
geopolitical and economic outlook, in particular
in countries where we have material exposures
and a physical presence. Our internal credit risk
rating of sovereign counterparties takes these
factors into account and drives our appetite for
conducting business in those countries. Where
necessary, we adjust our country limits and
exposures to reflect our appetite and mitigate
these risks as appropriate.

Macro-prudential, regulatory and legal risks
to our business model

O Regulatory developments affecting our
business model and Group profitability.

0 Regulatory investigations, fines,
sanctions, commitments and consent
orders and requirements relating to
conduct of business and financial crime
negatively affecting our results and
brand.

@ Dispute risk.

Financial service providers face increasingly
stringent and costly regulatory and supervisory
requirements, particularly in the areas of capital

and liquidity management, conduct of business,
operational structures and the integrity of financial
services delivery. Increased government intervention
and control over financia institutions, together with
measures to reduce systemic risk, may significantly
alter the competitive landscape. These measures may
be introduced as formal requirementsin a supra-
equivalent manner and to variable timetables by
different regulatory regimes.

6 Regulatory developments affecting our
business model and Group profitability

Several regulatory changes are likely to affect our
activities, both of the Group as awhole and of some
or al of our principal subsidiaries. These changes
include:

e thepublication on 27 June 2013 of CRD IV,
which introduced in the EU the Basel 111
measures that came into effect on 1 January
2014, together with the publication by the PRA
on 19 December 2013 of itsfinal ruleson
implementing CRD IV which apply to firms
regulated by the PRA in the UK;



the introduction of new regulatory bodies

and powers in Europe comprising, in the UK,
the FPC, the PRA and the FCA; and, in the
eurozone, the granting to the European Central
Bank (*ECB’) of supervisory powers from
November 2014,

the designation of the Group by the Financial
Stability Board as a global systemically
important bank and resultant application

of higher loss absorbency and other
requirements,

finalisation of the Financial Services (Banking
Reform) Act 2013 in the UK to give effect

to the recommendations of the Independent
Commission on Banking (‘ICB’) in relation to
the future ‘ring-fencing’ of our UK retail
banking business from wholesale banking
activities, the structural separation of certain
activities envisaged in legislation and rules
adopted in the US (including the final Volcker
Rule adopted in December 2013 under the
Dodd-Frank Act) and potential legislative
changes across the EU;

changes in the regime for the operation of
capital markets with increasing standardisation,
central clearing, reporting and margin
requirements through a number of regulatory
initiatives including European Market
Infrastructure Regulation, Dodd Frank and the
revised Markets in Financial Instruments
Directive/Regulation (*MiFID2');

requirements flowing from arrangements for
the recovery and resolution of the Group and
its main operating entities,

continued changes in the manner and standards
for the conduct of business, including the
effects of the recommendations made by the
Parliamentary Commission on Banking
Standards (which will be given effect through
Part 4 of the Financial Services (Banking
Reform) Act 2013);

the forthcoming ECB Asset Quality Review
(*AQR’), which may reveal that substantial
recapitalisation is needed among eurozone
banks;

the tightening of credit controls by regulatorsin
anumber of countries on mortgage lending and
unsecured portfolios; and

the continued risk of further changes to regulation
relating to remuneration and other taxes.
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Potential impact on HSBC

Proposed changes in regulation relating to
capital and liquidity requirements, remuneration
and/or taxes could increase our cost of doing
business, reducing future profitability.

Proposed changes in and the implementation

of regulations for derivativesincluding
mandatory central clearing, the ICB ring-
fencing proposals, recovery and resolution
plans, the Volcker Rule and the Foreign
Account Tax Compliance Act (known as
FATCA) may affect the manner in which we
conduct our activities and how the Group is
structured. These measures have the potential to
increase our cost of doing business and curtail
the types of business we can carry out, with the
consequent risk of decreased profitability.
Because the development and implementation of
many of these various regulations are in their
early stages, it is not possible to estimate the
effect on our operations.

Mandatory central clearing of derivatives also
brings new risksto HSBC in our role as a
clearing member, as we will be required to
underwrite losses incurred by central clearing
counterparties from the default of other clearing
members and their clients. Hence central
clearing brings with it a new element of
interconnectedness between clearing members
and clients which we believe may increase
rather than reduce our exposure to systemic risk.

Potential market disruption as a result of the
AQR, including a possible re-emergence of the
eurozone crisis, may affect us directly through
our exposure to eurozone banks and sovereigns,
and indirectly should there be any diminution
in economic activity in the eurozone.

While the tightening by regulators of credit
controls limits consumer indebtedness and will
benefit credit markets and our portfoliosin the
longer term, it may reduce our growth prospects
and affect our business strategy in certain
countries.

We are closely engaged with governments and
regulators in the countries in which we operate
to help ensure that the new requirements are
properly considered and can be implemented in
an effective manner. We are also ensuring that
our capital and liquidity plans take into account
the potential effects of the changes. Capital
alocation and liquidity management disciplines
have been expanded to incorporate future
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increased capital and liquidity requirements
and drive appropriate risk management and
mitigating actions.

0 Regulatory investigations, fines,
sanctions, commitments and consent
orders and requirements relating to
conduct of business and financial crime
negatively affecting our results and
brand

Financia service providers are at risk of regulatory
sanctions or fines related to conduct of business
and financia crime. The incidence of regulatory
proceedings and other adversarial proceedings
against financial servicefirmsisincreasing.

Regulatory commitments and consent orders

In December 2012, HSBC Holdings, HNAH and
HSBC Bank USA, N.A. (‘HSBC Bank USA’)
entered into agreements with US and UK authorities
in relation to investigations regarding past
inadequate compliance with anti-money laundering
and sanctions laws. Among these agreements, HSBC
Holdings and HSBC Bank USA entered into afive-
year deferred prosecution agreement (‘US DPA’)
with the US Department of Justice (‘DoJ) and
HSBC Holdings entered into a two-year DPA

with the New Y ork County District Attorney (the
‘DANY DPA’"). HSBC Holdings also entered into
an undertaking with the FSA (revised asthe ‘ FCA
Direction’) to comply with certain forward-looking
obligations with respect to anti-money laundering
and sanctions reguirements.

Under the settlement agreements, HSBC
Holdings, HNAH and HSBC Bank USA made
payments totalling US$1.9bn to US authorities
and undertook to continue cooperating fully with US
and UK regulatory and law enforcement authorities
and take further action to strengthen our compliance
policies and procedures. The agreements with the
DoJ and the US Federa Reserve Board and the FCA

Direction require usto retain an independent monitor

(whois, for FCA purposes, a‘skilled person’ under
section 166 of the Financial Services and Markets
Act) to evaluate our progressin fully implementing
our obligations and produce regular assessments of
the effectiveness of our Compliance function.

On 1 July 2013, the US District Court for the
Eastern District of New Y ork approved the US DPA
and retained authority to oversee implementation
of the same. Michael Cherkasky began hiswork as
Monitor on 22 July 2013, charged with evaluating
and reporting upon, the effectiveness of the Group’s
internal controls, policies and procedures as they

relate to ongoing compliance with applicable anti-
money laundering and sanctions laws. Hiswork is
proceeding as anticipated consistent with the
timelines and requirements set forth in relevant
agreements.

Asreflected in the agreement entered into with
the OCC in December 2012 (the ‘the Gramm-Leach-
Bliley Act (‘GLBA’) Agreement’), the OCC
has determined that HSBC Bank USA isnot in
compliance with the requirements which provide
that a national bank and each depository institution
affiliate of the national bank must be both well-
capitalised and well-managed in order to own or
control afinancia subsidiary. Asaresult, HSBC
Bank USA and its parent holding companies,
including HSBC, no longer meet the qualification
requirements for financial holding company status,
and may not engage in any new types of financial
activities without the prior approval of the Federal
Reserve Board. In addition, HSBC Bank USA may
not directly or indirectly acquire control of or hold
an interest in any new financial subsidiary, nor
commence anew activity in its existing financial
subsidiary, unlessit receives prior approva from
the OCC.

Potential impact on HSBC

o Itisdifficult to predict the outcome of the
regulatory proceedingsinvolving our
businesses. Unfavourable outcomes may have
amaterial adverse effect on our reputation,
brand and results, including loss of business
and withdrawal of funding.

e Our significant involvement in facilitating
international capital flows and trade exposes
the Group to therisk of financial crime or
inadvertently breaching restrictions and
sanctions imposed by OFAC and other
regulators. Through our Global Standards
programme, we are implementing consi stent
procedures and controls to detect, deter and
protect against financial crime.

¢ Inrelation to the DPAs, HSBC Holdings and
HSBC Bank USA have committed to take or
continue to adhere to a number of remedial
measures. Breach of the US DPA at any time
during its term may allow the DoJ to prosecute
HSBC Holdings or HSBC Bank USA in relation
to the matters which are the subject of the US
DPA. Breach of the DANY DPA may alow the
New York County District Attorney’s Office to
prosecute HSBC Holdingsin relation to the
matters which are the subject of that DPA.



e Inrelation to the GLBA Agreement, if all of
our affiliate depositary institutions are not in
compliance with these requirements within the
time periods specified in the GLBA Agreement,
HSBC could be required either to divest HSBC
Bank USA or to divest or terminate any
financial activities conducted in reliance on the
GLBA. Similar consequences under the GLBA
Agreement could result for subsidiaries of
HSBC Bank USA that engage in financial
activitiesin reliance on expanded powers
provided for in the GLBA. Any such divestiture
or termination of activities would have a
material adverse effect on the consolidated
results and operation of HSBC. The GLBA
Agreement requires HSBC Bank USA to take
all steps necessary to correct the circumstances
and conditions resulting from non-compliance
with the requirements referred to above. We
have initiated steps to satisfy the requirements
of the GLBA Agreement.

Steps to address many of the requirements
of the DPASs, the FCA Direction and the GLBA
Agreement have either already been taken or are
under way. These include simplifying the Group’s
control structure, strengthening the governance
structure with new |eadership appointments, revising
key policies and establishing bodies to implement
single Global Standards shaped by the highest or
most effective standards available in any location
where the Group operates, as well as substantially
increasing spending and staffing in the anti-money
laundering and regulatory compliance areas in the
past few years. There can be no assurance that these
steps will be effective or that HSBC will not have to
take additional remedial measures in the future to
comply with the terms of the DPAS, the FCA
Direction or the GLBA Agreement.

Conduct of business

Regulatorsin the UK and other countries have
continued to increase their focus on ‘ conduct risk’
including paying attention to sales processes and
incentives, product and investment suitability and
more general conduct of business concerns. In the
UK, the FCA is making increasing use of existing
and new powers of intervention and enforcement,
including powers to consider past business
undertaken and implement customer compensation
and redress schemes or other, potentialy significant,
remedial work. Additionally, the FCA and other
regulators increasingly take actions in response

to customer complaints which may be amplified
through customers’ use of social media channels,
either specific to an institution or more generally
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in relation to a particular product. There have been
recent examples of this approach by regulatorsin the
context of the possible mis-selling of payment
protection insurance (‘ PPI"), of interest rate hedging
products to SMEs and of wealth management
products.

The Group also remains subject to a number
of other regulatory proceedings involving
investigations and reviews by various nationa
regulatory, competition and enforcement authorities
including in the UK, the US, Canada, the EU,
Switzerland and Asia that are conducting
investigations and reviews relating to certain past
submissions made by panel banks and the process
for making submissions in connection with the
setting of London interbank offered rates (‘ Libor’),
European interbank offered rates (‘ Euribor”)
and other benchmark interest rates. In addition,
regulatorsin the UK, the US, Hong Kong and certain
other jurisdictions are conducting investigations
relating to trading on foreign exchange markets. As
certain HSBC entities are members of these panels
and participate in the foreign exchange market,
HSBC and/or its subsidiaries have been the subject
of regulatory demands for information and are
cooperating with those investigations and reviews.

In addition, HSBC Holdings, HSBC Bank plc,
HSBC Bank USA and other panel banks have been
named as defendantsin 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 Y ork. HSBC and other
panel banks have also been named as defendants
in putative class action lawsuitsin New York and
Chicago relating to credit default swap pricing. The
complainants 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 state law (see Note 43 on the
Financial Statements for further information).

Potential impact on HSBC

e Regulatorsin the UK and other countries may
identify future industry-wide mis-selling, market
conduct or other issues that could affect the
Group. This may lead from time to time to:

(i) significant direct costs or liabilities; and

(i) changes in the practices of such businesses.
Also, decisions taken in the UK by the Financial
Ombudsman Service in relation to customer
complaints (or any overseas equivalent with
jurisdiction) could, if applied to awider class
or grouping of customers, have a material
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adverse effect on the operating results, financial
condition and prospects of the Group.

@ Dispute risk

The current economic environment has increased the
Group’s exposure to actual and potential litigation.
Further details are provided in Note 43 on the
Financial Statements.

Potential impact on HSBC

e Disputerisk givesriseto potential financial loss
and significant reputational damage which could
adversely affect customer and investor
confidence.

Risks related to our business operations,
governance and internal control systems

Heightened execution risk.
Internet crime and fraud.
Information security risk.
Data management.

Model risk.

WO0OOoOOo

@ Heightened execution risk

There are a number of factors which may affect the
successful delivery of our strategy. These include
the increasing regulatory pressures and demands and
the challenging macroeconomic environment, which
may affect our ability to achieve planned earnings
growth. The implementation of our strategy to
simplify our business, which involves withdrawing
from certain markets, presents disposal risks

which must be carefully managed. |mplementing
organisational changes to support the Group’s
strategy, including the restructuring of our
Compliance function into two distinct sub-functions:
Financial Crime Compliance and Regulatory
Compliance, also requires close management
oversight.

Potential impact on HSBC

e Our annua planning and stress testing processes
consider the effect of potential risks from the
external environment on our earnings and
capital position and actions by management
to mitigate them.

e The potential risks of disposalsinclude
regulatory breaches, industrial action, loss of
key personnel and interruption to systems and
processes during business transformation.

146

They can have both financial and reputational
implications.

e Thesize and scope of the change to our
Compliance function could generate heightened
execution and people risk (including significant
resourcing demands) and are subject to close
management oversight.

@ !Internet crime and fraud

With the ever-growing acceptance of and demand
for internet and mobile services by customers, HSBC
isincreasingly exposed to fraudulent and criminal
activities via these channels. Internet crime could
result in financial loss and/or customer data and
sensitive information being compromised. Along
with internet fraud, the overall threat of external
fraud may increase during adverse economic
conditions, particularly in retail and commercial
banking.

We also face therisk of breakdownsin
processes or procedures and systems failure or
unavailability, and our business is subject to
disruption from events that are wholly or partialy
beyond our control, such asinternet crime and acts
of terrorism.

Potential impact on HSBC

e Internet crime and fraud may give rise to losses
in service to customers and/or economic loss to
HSBC. These threats also exist when we rely
on external suppliers or vendors for services
provided to the Group and our customers.

e Wehaveincreased our defences through
enhanced monitoring and have implemented
additional controls such as two-factor
authentication to reduce the possibility of
losses from fraud. We continually assess the
threats from internet crime and fraud as they
evolve and adapt our controls to mitigate them.

@ Information security risk

The security of our information and technology
infrastructureis crucial for maintaining our banking
applications and processes while protecting our
customers and the HSBC brand.

Potential impact on HSBC

e Information security risk givesrise to potential
financial loss and reputational damage which
could adversely affect customer and investor
confidence. Loss of customer datawould also
trigger regulatory breaches which could result in
fines and penalties being incurred.



e Wehaveinvested significantly in addressing
thisrisk through increased training to raise staff
awareness of the requirements and enhanced
multi-layered controls protecting our
information and technical infrastructure.

@ Data management

We have received feedback from external

stakehol ders that we need a clear data strategy to
meet the volume, granularity, frequency and scale
of regulatory reporting requirements as well as
other internal and external information demands.
In addition, we are required to comply with the
principles for effective risk data aggregation and
risk reporting as set out by the Basel Committee on
Banking Supervision (‘BCBS') by the end of 2015.

Potential impact on HSBC

e Financia institutions that fail to meet their
BCBS data obligations by the required deadline
may face supervisory measures. Senior
management recognise the importance of data
management and therefore established a Data
Strategy Board in 2012 to define our data
strategy and ensure consistent data aggregation,
reporting and mananagement across the Group.
Key initiatives and projects to deliver our
strategy and work towards meeting our data
obligations are now in progress.

e Regulators are evaluating the industry on its
ability to provide accurate information and may
use the industry-devel oped data maturity model
to assess financial servicesfirms.

® Model risk

Increasingly stringent regulatory regquirements
governing the development of parameters applied
to models used for measuring risk and controls
over the models can have implications for the
modelled outcomes, including increases in capita
requirements. This risk extends more broadly to
the use of models across HSBC, for example those
used in financial reporting, stress testing or pricing.
The evolving external economic and legislative
environment and changes in customer behaviour
can lead a'so to the assumptions in our models
becoming invalid.

Potential impact on HSBC

e These model risks have the potential to
increase our capital requirement and/or
make our capital requirement more volatile
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e We continue to address these risks through
enhanced model development, independent
review and model oversight to ensure our
models remain fit for purpose.

Areas of special interest

(Unaudited)

Financial crime compliance and regulatory
compliance

In recent years, we have experienced increasing
levels of compliance risk as regulators and other
agencies pursued investigations into historical
activities and we continued to work with them in
relation to existing issues. This hasincluded the
matters giving rise to the DPAs reached with US
authoritiesin relation to investigations regarding
inadeguate compliance with anti-money laundering
and sanctions law, and the related undertaking
with the FSA (revised asthe ‘FCA Direction’
following the UK regulatory restructuring in April
2013). The work of the Monitor, who has been
appointed to assess our progress against our various
obligations, including the DPAS, is discussed on

page 24.

We have a so responded to a number of
investigations by the FCA into the possible mis-
selling in the UK of certain products, including PPI
and interest rate hedging products sold to SMEs.

In addition, we have been involved in investigations
and reviews by various regul ators and competition
enforcement authorities relating to certain past
submissions made by panel banks and the process
for making submissions in connection with the
setting of Libor, Euribor and other benchmark
interest and foreign exchange rates.

It is clear from both our own and wider industry
experience that the level of activity among regulators
and law enforcement agencies in investigating
possible breaches of regulations has increased, and
that the direct and indirect costs of such breaches
can be significant. Coupled with a substantial rise
in the volume of new regulation, much of which
has some element of extra-territorial reach, and the
geographical spread of our businesses, we believe
that the level of inherent compliance risk that we
face as a Group will continue to remain high for the
foreseeable future.

Commercial real estate

Details of our exposure to commercial rea estate
lending are set out on page 168.
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Eurozone crisis

Eurozone countries are members of the EU and

part of the euro single currency bloc. The peripheral
eurozone countries are those which exhibited levels
of market volatility that exceeded other eurozone
countries, demonstrating persistent fiscal or political
uncertainty in 2013. In spite of austerity measures
and structural reform throughout 2012 and 2013,
the peripheral eurozone countries of Greece, Ireland,
Italy, Portugal, Spain and Cyprus continued to
exhibit a high ratio of sovereign debt to GDP or
short to medium-term maturity concentration of
their liabilities. However, some of these peripheral
eurozone countries showed improvements with
Ireland able to access the long-term bond markets
and Spain experiencing lower borrowing costs. In
March 2013, Cyprus sought assistance from the
Troika (the European Commission, European
Central Bank and International Monetary Fund),
which ultimately agreed a bailout under conditions
requiring a consolidation of banking assets and

the ‘bail-in" of larger depositors’ monies. Capital
controls led to some minor disruption of payments
from Cyprus. However, HSBC has limited exposure
to the country and no impairments were recorded.

The European Central Bank brought interest
rates to record low levelsin order to support growth
in the eurozone but the very low level of inflationin
the region islimiting the impact of such measures.
These measures are putting additional stress on the
profitability of the European banking sector.

Net exposure

At 31 December 2013, our net exposure to the
peripheral eurozone countries was US$37.5bn
(2012: US$38.8bn), including net exposure to
sovereign borrowers, agencies and banks of
US$10.1bn (2012: US$11.6bn).

Our businesses in peripheral eurozone countries
are funded from amix of local deposits, local
wholesal e sources and intra-Group |oans extended
from HSBC operations with surplus funds. Intra-
Group funding carries the risk that a member
country might exit the eurozone and redenominate
its national currency, which could result in a
significant currency devauation. A description
of redenomination risk in the event of the exit of
a eurozone member is provided on page 211.

Our exposure to eurozone countriesis analysed in the table on
page 210.
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Risk management and contingency planning

We have awell-developed framework for dealing
with counterparty and systemic crisis situations, both
regionally and globally, which is complemented by
regular specific and enterprise-wide stress testing
and scenario planning. The framework functions
before, during and after crises and ensures that we
have detailed and evolving operational plansin

the event of an adverse situation materialising. It
was applied throughout 2013 to ensure that pre-crisis
preparation remained apposite and robust. A Cyprus
Major Incident Group was effective in dealing with
the Group’ s response to the Cyprus sovereign debt
crisis.

Exposures to Egypt

Since the onset of the Arab Spring we have actively
managed our exposure within Egypt. During 2013,
our systemic crisis management processes

were reinstigated in response to the unfolding
constitutional crisis, and we continued to monitor
developments closely. The most material risk to our
overall portfolio in Egypt is the economic instability
that could be caused by a further significant
deterioration in the security situation.

At 31 December 2013, our total net lending
exposure to Egypt was US$10.9bn. Just under half
of our exposure was to other financial institutions
and corporates (US$5.4bn), almost al of which
was onshore lending by HSBC in Egypt to corporate
entities. Of this exposure, US$3.4bn was off-balance
sheet, principally undrawn committed facilities.
This corporate exposure was diversified with nearly
half spread across a broad range of manufacturing
activities and the remainder covering a range of
other industry sectors.

The sovereign and agencies exposure, including
exposure to the central bank, was US$4.1bn. This
exposure was almost wholly in the form of local
currency denominated treasury bills and central
bank deposits.

Exposure to banks was US$0.4bn, largely
comprising off-balance sheet commitments
consisting of trade lines to Egyptian banks for
the confirmation of their letters of credit.

Personal lending - US lending

Economic conditions in the US continued to improve
in 2013, supported by improvements in the housing
sector and increases in consumer spending. The
unemployment rate declined during the year amid
signs that the labour market is becoming more
stable.



We remained focused on managing the run-off
of balancesin our HSBC Finance portfolio and
completed the sale within our CML portfolio
of US$3.7bn of personal unsecured loans and
US$5.7bn of real estate loans. We transferred a
further US$0.1bn of real estate loansto ‘ Assets
held for sale’ during 2013. The sale of these assets
will accelerate portfolio wind-down, reduce risk,
and alleviate some of the operational burden given
that these receivables are demanding to service and
subject to foreclosure delays.

Total lending balances within HSBC Finance
were US$30bn at 31 December 2013 including loans
held for sale, adecline of US$13bn compared with
the end of 2012. The rate at which balancesin the
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CML portfolio are declining continues to be affected
by the lack of refinancing opportunities available to
customers. By 31 December 2013, we had resumed
processing suspended foreclosure activitiesin
substantialy all states and had referred the majority
of the backlog of loans for foreclosure. We a'so
began initiating new foreclosure activitiesin al
states. Our loan modification programmes, which
are designed to improve cash collections and avoid
foreclosures, continued to slow the rate of

repayment.

Total mortgage lending in the US was US$47bn
at 31 December 2013, a decline of 15% compared
with the end of 2012, mainly due to the continued
run-off of the CML portfolio.
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Credit risk
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