Connecting customers
to opportunities

REEEJ%@;@% glncd Accounts 2012 HSBC <X> 1



HSBC HOLDINGS PLC

Annual Report and Accounts 2012
Contents / Highlights

This document comprises the Annual Report and Accounts
2012 for HSBC Holdings plc and its subsidiaries. It
contains the Report of the Directors and Financial
Statements, together with the Independent Auditor’s
Report thereon, as required by the UK Companies Act
2006. The Annual Review 2012 of HSBC Holdings plc is
published as a separate document. The Report of the
Directors on pages 2 to 346 and the Directors’
Remuneration Report on pages 347 to 367 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 reports is solely to HSBC Holdings plc.

Additional information, including commentary
on 2011 compared with 2010, may be found in the
Form 20-F filed with the US Securities and Exchange
Commission and available on www.hsbc.com and
www.sec.gov.

Certain defined terms

Unless the context requires otherwise, ‘HSBC Holdings’
means HSBC Holdings plc and ‘HSBC’, the ‘Group’, ‘we’,
‘us’ and ‘our’ refers to HSBC Holdings together with its
subsidiaries. Within this document the Hong Kong Special
Administrative Region of the People’s Republic of China
is referred to as ‘Hong Kong'. 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 equity.
The abbreviations ‘US$m’ and ‘US$bn’ represent millions
and billions (thousands of millions) of US dollars,
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 Standards (‘IFRSs’) as issued by the
International Accounting Standards Board (‘IASB’) and
as endorsed by the European Union (‘EU’). EU-endorsed
IFRSs may differ from IFRSs as issued by the IASB if; at
any point in time, new or amended IFRSs have not been
endorsed by the EU. At 31 December 2012, there were

no unendorsed standards effective for the year ended

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

We use the US dollar as our presentation currency
because the US dollar 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’ is made in tables or
commentaries, comparative information has been
expressed at constant currency (see page 25), eliminating
the impact of fair value movements in respect of credit
spread changes on HSBC'’s own debt and adjusting for the
effects of acquisitions and disposals as reconciled on
page 28. Underlying RoRWA is defined and reconciled on
page 52.
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Who we are and what we do

HSBC is one of the world’s largest banking and financial services organisations, with
around 6,600 offices in both established and faster-growing markets. We aim to be
where the economic growth is, connecting customers to opportunities, enabling
businesses to thrive and economies to prosper, and ultimately helping people to fulfil
their hopes and realise their ambitions.

We serve around 58 million customers through our four global businesses: Retail
Banking and Wealth Management, Commercial Banking, Global Banking and Markets,
and Global Private Banking. Our network covers 81 countries and territories in six
geographical regions: Europe, Hong Kong, Rest of Asia-Pacific, Middle East and North
Africa, North America and Latin America. Our aim is to be acknowledged as the
world’s leading international bank.

Listed on the London, Hong Kong, New York, Paris and Bermuda stock exchanges,

shares in HSBC Holdings plc are held by about 220,000 shareholders in 129 countries
and territories.

Highlights

e Profit before tax down 6% to US$20.6bn and revenue down 5% to US$68.3bn on a reported
basis.

e Underlying profit before tax up 18% to US$16.4bn.
e Continued to execute our strategy to grow, simplify and restructure the Group.

e Underlying revenue up 7% reflecting revenue growth, notably in Global Banking and Markets
and Commercial Banking.

e Achieved sustainable savings of US$2.0bn, taking our total annualised savings to US$3.6bn,
exceeding our cumulative target of US$2.5bn to US$3.5bn since 2011.

e Announced 26 disposals and closures of non-strategic businesses and non-core investments in
2012.

e Return on equity was 8.4%, down from 10.9% in 2011.

e Dividends declared in respect of 2012 US$8.3bn or US$0.45 per ordinary share, up 10% on
2011.

e Core tier 1 capital ratio increased during the year from 10.1% to 12.3%.

Cover image

Financing trade has always been at the heart of HSBC's business, especially in our home market of Hong Kong. Today,
Hong Kong International Airport is the world's busiest air cargo hub, with its freight volume accounting for over one-
third of the total value of Hong Kong's external trade.
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Financial highlights

Earnings per share

US$O.74—down 20%

2011: US$0.92
2010: US$0.73

Dividends per ordinary share'

US$0.41

2011: US$0.39
2010: US$0.34

Net assets per share

US$909—up 7%

2011: US$8.48
2010: US$7.94

For the year

Profit before taxation

US$20,649m — down 6%

2011: US$21,872m
2010: US$19,037m

Net operating income before
loan impairment charges and
other credit risk provisions

US$68,330m —down 5%

2011: US$72,280m
2010: US$68,247m

Underlying profit before taxation

US$16,385m —up 18%

2011: US$13,861m

Profit attributable to the ordinary

shareholders of the parent company

US$1 3,454m —down 17%

2011: US$16,224m
2010: US$12,746m

Total operating income

US$82,545m —down 1%

2011: US$83,461m
2010: US$80,014m

At the year-end

Loans and advances
to customers

US$998bn —up 6%

2011: US$940bn
2010: US$958bn

Customer accounts

US$1 ,340bn —up 7%

2011: US$1,254bn
2010: US$1,228bn

Average total shareholders’

Ratio of customer advances
to customer accounts

74.4%

2011: 75.0%
2010: 78.1%

Total equity equity to average total assets Risk-weighted assets
US$183bn—u 10% 6.2% US$1 124bn—down 7%
'p r

2011: US$166bn 2011:5.6% 2011: US$1,210bn
2010: USS$155bn 2010: 5.5% 2010: US$1,103bn
Capital ratios

Core tier 1 ratio Tier 1 ratio Total capital ratio
12.3% 13.4% 16.1%

2011: 10.1% 2011: 11.5% 2011: 14.1%

2010: 10.5% 2010: 12.1% 2010: 15.2%



Performance ratios

Credit coverage ratios

Loan impairment charges to
total operating income

Loan impairment charges to
average gross customer advances

9.9% 0.9%
2011: 13.8% 2011: 1.2%
2010: 16.9% 2010: 1.5%

Return ratios

Total impairment allowances to
impaired loans at year-end

41.7%

2011:42.3%
2010: 43.0%
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Group Chairman’s Statement

2012 was a year of considerable progress in
delivering on the strategic priorities which the Board
has tasked management to address. Our decision to
focus on reshaping the Group through targeted
disposals and closures and internal reorganisation is
paying dividends. It is bringing greater clarity and
focus and is delivering sustainable cost savings
while allowing incremental investment to be
available and directed towards the areas of greatest
opportunity.

This progress is all the more notable given that
during 2012, the banking sector, including HSBC,
faced continuing and in many ways unprecedented
challenges. Banking has been given a huge wake-up
call and we are determined to play our part in
restoring its reputation and thereby regaining
society’s trust. Thus our restructuring agenda is not
only justified economically but is helping the Group
shape its response to the media, the regulatory and
political challenges, and societal expectations which,
simply put, all revolve around restoring the trust of
all stakeholders. From depositors to investors,
regulators to employees, public policy makers to
consumer lobbyists we need to ensure the business
model of banking is fair, transparent, sustainable
and meeting its core objective of serving society.

Never has it been more important to put the
customer first and provide the means and support
to help them fulfil their financial aspirations and
ambitions. That is our prime purpose and one of
which we should never lose sight.

Over the last two years the Board was exercised
greatly by the major US regulatory and law
enforcement investigations we faced. I covered the
background to these investigations, settlement of

which we reached in December, in our Interim
Report.

Management is now delivering the required
enhancements to our control framework and on top
of this we have significantly augmented the Board’s
oversight and governance capabilities. This is dealt
with in more detail below.

Encouragingly, there is now growing external
recognition of the progress being made in delivering
against our stated strategic priorities. This, together
with our overweight exposure to the world’s more
attractive economies, contributed to a total
shareholder return of 39% over the year — 7%
from dividends paid and 32% from share price
appreciation. Over the course of the year the market
capitalisation of HSBC grew by US$58bn from
US$136bn to US$194bn, returning shareholders
once again to the position where their company is
worth more than its contributed capital. We
remained among the highest dividend payers in the
FTSE 100, a performance which we know is of great
importance to our shareholders.

The cover to this year’s Annual Report again
illustrates our strategy of connecting customers and
markets. The scene depicted is the cargo terminal at
Hong Kong International Airport, which has been
ranked as the busiest airport for international air
cargo since 1996. Today the airport’s trade
throughput represents over one third of Hong Kong's
external trade. HSBC’s connection with trade
financing and trade services through Hong Kong
goes back to our earliest days and remains one of our
core strengths. Projections of trade growth in Asia
and Hong Kong’s role therein reinforce our
investment focus in this area.

Performance in 2012

There was much to be positive about in HSBC’s
performance in 2012. The majority of our core
businesses in Asia, particularly in Hong Kong,
continued to perform well, achieving good
underlying revenue growth in the year. Increased
market confidence around eurozone recovery
contributed to a significant turnaround in Global
Banking and Markets results in Europe. Targeted
disposals and the continuing run-off from our exit
portfolios in the United States, together with
evidence of recovery in many housing areas were
reflected in significantly lower US loan impairment
charges.

Progress in managing costs to reflect a lower
economic growth environment in developed markets
was encouraging. Offsetting these positive factors,
credit demand remained muted throughout Europe,



low interest rates continued to constrain the value of
our liquid balance sheet and customer redress costs
continued to weigh heavily in the UK.

The Group Chief Executive’s Business Review
covers financial performance and progress on
strategy delivery in more detail.

Reported results include the benefit of profits
arising from the significant disposals made in the
year as well as bearing the burden of the fines and
penalties levied as part of the settlement with US
regulatory and law enforcement agencies and
increased customer redress provisions in the UK.
When the Board assesses management performance
as part of reward measurement, these disposal gains
are eliminated but the legal settlement and customer
redress costs are not.

Looking through the reported results to
underlying financial performance, the Board viewed
positively the 2012 outcome.

Although earnings per share of US$0.74 were
20% lower than 2011, this largely reflected a
US$9.1bn negative swing in the fair value of our
own debt as credit spreads tightened, together with
a higher tax rate.

With the Group’s capital position strengthened
from retained profits and from capital released from
the divestments made in the year, the Board has
approved a 29% increase in the final dividend in
respect of the year to US$0.18 per share, US$0.04
higher than the final dividend in respect of 2011.
Total dividends in respect of 2012 of US$8.3bn,
amounted to US$0.45 per share, US$0.9bn higher
than in 2011. The Board also intends to increase
the quarterly dividends in respect of the first three
quarters of 2013 by US$0.01 per share to US$0.10
per share.

Shareholders’ equity at the end of 2012 stood at
US$175bn, US$17bn or some 10 % higher than at
the beginning of the year. The core tier 1 capital
ratio strengthened from 10.1% to 12.3% and the
Group remains on track to deliver compliance with
the more onerous Basel III requirements in the

accelerated timetable being sought by UK regulators.

During 2012, the UK government increased the
rate of levy applied on the global balance sheets of
UK domiciled banks. The cost to HSBC of the
revised levy for the current year was US$571m of

which US$295m related to non-UK banking activity.

The 2012 levy, which is not tax deductible, is the
equivalent of US$0.03 per ordinary share and, as
indicated last year, would otherwise have been
available for distribution to shareholders or used to
strengthen the capital base further.

Progress on regulatory reform

2012 was a further year of progress in delivering key
elements of the regulatory reform agenda mandated
by the G20 in response to the financial crisis. After
a long consultation period, the proposed Liquidity
Coverage Ratio within the Basel III framework was
recalibrated to better match industry experience, and
so strengthen bank liquidity without unnecessarily
constraining credit formation.

The list of banks to be designated as globally
significant was announced and, as expected, HSBC
was one of four placed in the highest category.
Good progress was made on clarifying the possible
approaches to resolving the failure of a bank with
operations in multiple jurisdictions. One approach
was directly applicable to the subsidiarised model
favoured by HSBC.

On structural reform of banking entities, the
Liikanen Group in Europe produced its report for
consideration while draft alternatives have been
proposed in France and Germany. In the UK,
the Government substantially accepted the
recommendations of the Independent Commission
on Banking in a policy paper and a draft Financial
Services (Banking Reform) Bill is expected to be
approved in the first half of 2013. Thereafter, the
government has signalled its intention to pass
secondary legislation by the end of this parliament
in 2015, with final implementation of the new
regime by 2019.

The key structural change being legislated
remains the separation of certain banking activities
for personal and small business customers into a
ring-fenced bank with its own financial and
governance arrangements. The recently appointed
Parliamentary Commission on Banking Standards in
the UK has reviewed the proposed legislation and
inter alia recommended strengthening the ring fence
by empowering regulators to force full separation in
the event of attempts to frustrate the objectives of the
ring fence.

Ongoing work remains extensive. Major areas
of policy development covering augmenting loss
absorbency through bailing-in certain categories of
creditor, addressing the systemic impact of central
clearing counterparties, establishing a banking union
within the eurozone and revisiting the risk weighting
of assets to enhance transparency and consistency,
are among the most important.

On top of this, the UK Parliamentary
Commission on Banking Standards is currently
examining all aspects of conduct, behaviour and
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Group Chairman’s Statement

culture with a view to making recommendations
designed to restore trust and confidence in banks.

We are committed to working constructively
with public policy makers and our regulators to give
effect to these proposals. We note, however, two
areas of concern.

First, it is perplexing that, after the great
international effort invested in the G20 programme
of sound and consistent global financial regulation,
and the extent of reform currently underway, an
increasing number of countries now appear to
be acting unilaterally, thereby putting globally
consistent regulation at risk of fragmentation and
‘balkanising’ the capital and liquidity resources of
firms.

Second, we believe the sheer scale and timescale
of the reform programme is hampering investors’
line of sight to the long-term returns available.

Resolving these two issues, which will require
inter-governmental direction and co-operation,
would contribute to enhancing the ability of the
industry to support the economic growth agenda
now being prioritised in most parts of the world.

Enforcing global standards

The Board is determined to adopt and enforce the
highest behavioural and compliance standards in
HSBC. For well documented reasons, the last two
years have been extremely damaging to HSBC’s
reputation and to our perception of ourselves. We
faced serious failings both in the application of our
standards and in our ability to identify, and so
prevent, misuse and abuse of the financial system
through our networks. Our strategy is entirely
configured to eliminate the possibility of this
happening again.

We have apologised unreservedly to all our
stakeholders and have paid huge penalties both in
monetary cost and reputational damage. More
important than apologies, however, are the steps
being taken to prevent recurrence. Management
under Stuart Gulliver, the Group Chief Executive,
is leading the work to simplify business and so
reinforce risk management and control.

Our success in meeting our objectives will be
subject to independent validation not simply through
ongoing regulatory review but additionally through
the appointment of an independent Monitor who will
report to both UK and US authorities. We welcome
the additional rigour this will bring to the process of
upgrading and enforcing our global standards.

To reinforce the Board’s ability to exercise
rigorous governance over these endeavours, we
announced the creation of a new Board committee,
the Financial System Vulnerabilities Committee
on 30 January 2013. This committee will provide
governance, oversight and policy guidance over the
framework of controls and procedures designed to
identify areas where HSBC may become exposed
and, through that exposure, expose the financial
system more broadly to financial crime or system
abuse.

Five subject matter experts drawn from the
highest levels of public service will support the
committee. Their expertise includes the combating
of organised crime, terrorist financing, narcotics
trafficking, tax evasion and money laundering as
well as expertise in intelligence gathering and
international payments systems. They will provide
invaluable guidance and advice, and most
importantly challenge, as we strengthen our
capabilities and enforce the highest standards.
Further details of the background and experience
of these individuals are contained in the Directors’
Report.

Recognising the need to augment the Board’s
own experience and expertise we have also added
specialist expertise at Board level.

Board changes

At the end of 2012 we said farewell to Narayana
Murthy, who stepped down from the Board after
serving with distinction for five years. Narayana, as
co-founder and long-term CEO of Infosys, brought
to the Board exceptional expertise in technology,
operational efficiency and outsourcing matters as
well as an in-depth knowledge of India and of
international business through his experience on
many multinational and educational boards. On
behalf of the Board and shareholders I want to
record our appreciation and gratitude for his
contribution to HSBC.

We welcome two new directors to the Board.

Renato Fassbind joined the Board on 1 January
and will serve on the Audit and Remuneration
Committees. Renato brings to the Board
considerable international business and financial
expertise from a distinguished career in industrial,
service and financial companies. He is currently
Vice Chairman of the Supervisory Board and a
member of the audit and the compensation
committees of Swiss Reinsurance Company,

a member of the Supervisory Board and audit
committee of Kiihne + Nagel International AG



and a member of the Supervisory Board of the
Swiss Federal Audit Oversight Authority.

Renato stepped down as Chief Financial Officer
and a member of the executive board of Credit
Suisse Group in September 2010, having served in
that role since 2004.

Jim Comey joins the Board today and will
serve on the newly created Financial System
Vulnerabilities Committee. Jim brings to the Board
outstanding governance experience from both the
private and public sectors. In his private sector roles
he acted as General Counsel to leading international
businesses and in public life served at the apex of
law enforcement in the United States. Most recently,
within the private sector, Jim Comey served as
General Counsel of Bridgewater Associates, LP and
prior to that as Senior Vice President and General
Counsel of the Lockheed Martin Corporation. In
public life, from 2003 to 2005, he served as US
Deputy Attorney General, where he was responsible
for supervising the operations of the Department of
Justice, and chaired the President’s Corporate Fraud
Task Force. From 2002 to 2003, he served as US
Attorney for the Southern District of New York.

Fuller details of their background and
experience are set out in the Directors’ Report.

Social contribution

Much is currently being written and debated about
the role banks should play in society. In large part,
this reflects the fact that the economic success that
underpins a harmonious society depends upon
sustainable financing, confidence and trust in the
financial system. That trust is founded upon the
broader role that banks play in their local
communities.

Within HSBC, many of my colleagues
make tremendous personal contributions to their
communities and I want to take this opportunity to
pay tribute to them. HSBC’s outreach in terms of
community investment is primarily in the areas
of education and the environment and, in 2012, in
financial terms it amounted to some US$120m.

In 2012, we extended our commitment to
support disadvantaged and vulnerable young people
who are neither in education, employment nor
training. We support local and international charities
working in this area, and also run our own staff-
driven ‘Future First’ programme, which helps street
children, children in care and orphans to access
education. Initiatives under this programme are
developed and supported by HSBC colleagues

around the world and, in 2012, 2,717 members of
staff volunteered to support the programme.

Importantly in all our community work we
increasingly look to involve our staff to reinforce our
links with the communities we serve. In 2012, for
example, 114,982 HSBC colleagues spent 724,650
hours in volunteer activity.

We also launched the HSBC Water Programme
last year. This is a five-year, US$100m commitment
to support Water Aid, WWF and Earthwatch to
deliver freshwater and sanitation to poor rural
communities in Asia and Africa, educate local
communities on sustainable water management in
five major river basins around the world, and involve
more than 7,500 HSBC staff with local conservation
partners to address urban water management issues
and learn to carry out scientific water research tasks.

Looking ahead

It is often said that people come together in
adversity, learning lessons from the past and each
other to create the bonds that ensure a better future.
I believe that this has happened within HSBC. The
last year has been a difficult one for all at HSBC as
we addressed the restructuring of the firm against a
lower-growth economic backdrop and with legacy
issues and regulatory challenges imposing a further
set of imperatives. Our 270,000 staff have had to
face up to bewildering descriptions of HSBC that
contrasted with the way they conduct their
relationships with the firm’s customers and clients.

What has been inspirational is how everyone has
pulled together, focused on the future and committed
to do all and everything necessary to restore a
reputation that we all believe can be positively
distinctive. On behalf of the Board, I want to thank
all our employees for that commitment and their
loyal support.

I also want to thank our clients and customers,
our shareholders, our regulators and those in
government who believe, as we do, that we will meet
the commitments we have made to allow us better to
serve the communities who entrust their financial
needs to HSBC.

-

D J Flint, Group Chairman
4 March 2013
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Group Chief Executive’s
Business Review

HSBC made significant progress in 2012 despite a
challenging operating environment characterised by
low economic growth and a changing regulatory
landscape. We continued to pursue the strategy
outlined in May 2011, announcing the sale or closure
of 26 businesses or non-core investments, surpassing
our sustainable savings target and recording
underlying revenue growth in the majority of our
faster-growing regions. We also reached agreement
with the US authorities and the FSA in relation to
past inadequate compliance with anti-money
laundering and sanction laws. Although reported
pre-tax profit fell by 6% to US$20.6bn in 2012,
underlying profit, which includes the impact of fines
and penalties and UK customer redress provisions
totalling US$4.3bn, grew by 18%. This was
primarily due to revenue growth, notably in Global
Banking and Markets and Commercial Banking, and
lower loan impairment charges in North America.
We regard this as a good performance.

Our strategy is founded on a clear sense of
purpose — to be where the growth is, connecting
customers to opportunities and enabling businesses
to thrive, economies to prosper and individuals to
realise their ambitions. This has given us clear
parameters around the way that we behave and
conduct business and where and how we compete.

Since 2011, we have created a consistent global
structure with strong governance, consisting of four
global businesses and 11 global functions. In 2012,
we continued to execute our strategic priorities to
grow, restructure and simplify HSBC.

We grew our business in 2012, achieving
underlying revenue growth in most of our priority

markets. The growth in these markets was a factor
in generating a record reported profit before tax in
Commercial Banking as we maintained our position
as the world’s largest global trade finance bank, as
reported in the Oliver Wyman Global Transaction
Banking Survey 2012. The collaboration between
Commercial Banking and Global Banking and
Markets delivered incremental gross revenues of
over US$0.1bn in 2012. Wealth Management
achieved more than US$0.5bn of additional
revenues, although further progress is required to
achieve our strategic goals.

The restructuring of the US business progressed
in 2012 as we continued to run off the Consumer and
Mortgage Lending portfolio, resulting in a US$14bn
reduction in the value of average risk-weighted
assets and a reduced loss before tax of US$3.1bn,
reflecting improved loan impairment charges.
Following our agreement with the US authorities and
the FSA in December 2012, we are adopting global
standards as part of our effort to raise our practices
to an industry-leading level. This is part of our
wholehearted commitment to protect the integrity of
the organisation and the financial system, and to do
our part to fight financial crime.

We further simplified the Group structure in
2012, bringing the total number of announced
disposals and closures of non-strategic businesses
or non-core investments to 47 since the beginning
of 2011, including 4 in 2013.

During 2012, we completed the disposal of the
Card and Retail Services business and the upstate
New York branches in the United States, and the
sale or closure of our retail businesses in Thailand,
Honduras, El Salvador and Costa Rica, as well as
the full service retail brokerage businesses in
Canada. Additionally we announced the sale of
our operations in Colombia, Peru, Uruguay and
Paraguay.

Following completion of all the announced
transactions we will have completed the refocus
of Retail Banking and Wealth Management
(‘RBWM”) to 20 of our 22 home and priority
markets, which represented 98% of the RBWM,
excluding US CRS and the US run-off portfolio,
profit before tax in 2012, plus a limited number
of important network and smaller markets.

Notably, on top of the above, we reached
agreement in December 2012 to sell our stake in
Ping An for an aggregate cash consideration, the
equivalent of US$9.4bn. This transaction completed
in two tranches, in December 2012 and February
2013, generating a profit of US$3.0bn. In 2012
our share of Ping An’s earnings was US$0.8bn.



We also made progress in eliminating
unnecessary organisational layers and streamlining
various processes, achieving an additional US$2.0bn
in sustainable cost savings. This takes our total
annualised savings to US$3.6bn, surpassing our
cumulative target of US$2.5bn to US$3.5bn of
sustainable savings since 2011. Taken together, these
changes have made HSBC much easier to manage
and control.

Although we made some good progress in 2012,
the cost efficiency ratio at 62.8% and ROE at 8.4%
were outside our target ranges. These were both
affected by UK customer redress provisions, as well
as payments we were required to make as part of the
settlement of the investigations noted above.

Implementing our strategy can add significant
value to HSBC. We are on the right track and remain
fully committed to achieving our ambition of being
the world’s leading international bank.

We are investing to build this distinctive
international competitive position.

In Retail Banking and Wealth Management,
we accelerated the transformation of the Wealth
Management business in HSBC with infrastructure
investment to improve customer experience and so
drive growth. Technology solutions improved the
customer offering in foreign exchange services and
we introduced enhanced risk profiling and strategic
financial planning tools.

In Commercial Banking we maintained our
investment in the faster-growing regions in support
of the strong network that helps connect customers
with both developed and developing markets as they
expand internationally. A great deal of attention is
being devoted to the increasing internationalisation
of the renminbi. During 2012, we were the first bank
to settle cross-border renminbi trade across six
continents with capabilities in over 50 countries,
offering a competitive advantage to our customers as
the renminbi positions to be a major global trade and
investment currency. We have expanded our global
network of dedicated China desks to cover our top
markets, representing about half of the world’s GDP.
These are staffed by Mandarin-speaking experts who
support mainland Chinese businesses to identify new
opportunities to expand overseas.

In Global Banking and Markets, we invested
in selective recruitment to support key strategic
markets. We continued the successful build-out of
our equities and e-FX platforms to broaden our
product offerings. In Hong Kong we led the market
in Hong Kong dollar bond issuance and were the
leading bookrunner for high yield bonds in Asia,

excluding Japan. We now also rank in the top five of
equities brokers in Hong Kong. We reinforced our
leading position in the renminbi market in 2012,
supporting a number of significant client transactions
and, as an entity, issuing the first international
renminbi bond outside Chinese sovereign territory.
Reflecting our capabilities in Latin America, the
Middle East and Asia-Pacific, HSBC was recognised
as the ‘Best Global Emerging Markets Debt House’
at the 2012 Euromoney Awards for Excellence and
was also recognised as ‘RMB House of the Year’ at
the 2012 Asia Risk Awards.

I would like to thank all of our employees for
their dedication and endurance throughout a difficult
year for the bank. They have shown a real sense of
passion, pride and duty in the face of critical and
often deeply embarrassing media headlines and I
too am very grateful for their efforts.

Group performance headlines

e Reported profit before tax was US$20.6bn,
USS$1.2bn lower than in 2011, including
US$5.2bn of adverse movements in the fair
value of our own debt attributable to credit
spreads compared with favourable movements
of US$3.9bn in 2011. This variance of
US$9.1bn was partially offset by an increase of
US$7.5bn in respect of gains from the disposal
of businesses, notably from the sale of the US
Card and Retail Services business and the
agreement to sell our stake in Ping An.

e Underlying profit before tax was US$16.4bn, up
USS$2.5bn, mainly due to higher revenues and
lower loan impairment charges and other credit
risk provisions. These factors were partially
offset by an increase in operating expenses,
primarily reflecting the settlement of the
investigations into past inadequate compliance
with anti-money laundering and sanction laws
and increased provisions for UK customer
redress programmes.

e  Underlying revenues rose by 7%, led by Global
Banking and Markets where the majority of our
businesses grew, notably Credit and Rates in
Europe, as spreads tightened and investor
sentiment improved following stimuli by central
banks globally. Commercial Banking also
recorded revenue growth as customer loans and
advances increased in all regions, with over half
of this growth coming from our faster-growing
regions of Hong Kong, Rest of Asia-Pacific and
Latin America, driven by higher trade-related
lending. Customer deposits also rose as we
continued to attract deposits through Payments
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and Cash Management products. In addition,
Retail Banking and Wealth Management
experienced revenue growth across all faster-
growing regions, in particular Hong Kong and
Latin America. These factors were partially
offset by lower revenue in Global Private
Banking, as we focused on repositioning our
business model and target client base.

We achieved growth in reported loans and
advances to customers of more than US$57bn
during the year, notably in residential mortgages
and term and trade-related lending. Customer
deposits increased by over US$86bn, allowing
us to maintain a strong ratio of customer
advances to customer accounts of 74.4%.

Underlying costs were US$4.3bn higher than in
2011 including payments of US$1.9bn made as
part of the settlement of the investigations into
past inadequate compliance with anti-money
laundering and sanctions laws, additional
provisions in respect of UK customer redress
programmes of US$1.4bn, and a credit in 2011
of US$0.6bn relating to defined benefit pension
obligations in the UK which did not recur.
Operating expenses also increased due to
inflationary pressures, for example, on wages
and salaries, in certain of our Latin American
and Asian markets. Other increases arose from
investment in strategic initiatives including
certain business expansion projects, enhanced
processes and technology capabilities, and
increased investment in regulatory and
compliance infrastructure primarily in the US.

The reported cost efficiency ratio deteriorated
from 57.5% to 62.8% and from 63.4% to 66.0%
on an underlying basis, as a result of higher
notable cost items, as described above.

Return on equity was 8.4%, down from

10.9% in 2011, primarily reflecting the adverse
movement in fair value of own debt attributable
to movements in credit spreads, a higher tax
charge and higher average shareholders’ equity.
Similarly, the Group’s pre-tax return on average
risk-weighted assets (‘RoRWA”) for 2012 was
1.8% or 1.5% on an underlying basis. Adjusting
for the negative returns on US consumer finance
business and legacy credit in Global Banking
and Markets, the remainder of the Group
achieved a RORWA 0of 1.9% in 2012 and 2.1%
in2011.

The core tier 1 ratio increased during the year
from 10.1% at the end of 2011 to 12.3%. This
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increase was driven by capital generation and a
reduction in risk-weighted assets following
business disposals.

e The Basel III capital rules began their staged
6-10 year implementation in some parts of the
world in January 2013. Nevertheless, the FSA
has set our 2013 capital target calculation on
a Basel III end point basis. This effectively
accelerates our implementation of Basel I11
by several years relative to European regulations
and other global banks. Consistent with this, we
now operate to an internal capital target set on a
Basel III end point basis of 9.5%-10.5%.

e Profit attributable to ordinary shareholders was
US$13.5bn, of which US$8.3bn was declared in
dividends in respect of the year. This compared
with US$2.9bn of variable pay awarded (net of
tax) to our employees for 2012.

e Dividends per ordinary share declared in respect
0f 2012 were US$0.45, an increase of 10%
compared with 2011, with a fourth interim
dividend for 2012 of US$0.18 per ordinary share.

Global standards

As a global organisation which trades on its
international connectivity, we recognise that we
have a responsibility to play a part in protecting
the integrity of the financial system. In order to

do this effectively, in April 2012 we committed to
implementing industry-leading controls to increase
our ability to combat financial crime.

The highest compliance standards are being
adopted and enforced across HSBC and our
Compliance function has already been strengthened
considerably. More than 3,500 people are now
employed globally to work on compliance and the
cost of the Compliance function has approximately
doubled since 2010 to more than US$500m. We
have created and recruited externally for two new
Compliance leadership roles — Global Head of
Regulatory Compliance and Head of
Group Financial Crime Compliance — and appointed
a number of senior staff with extensive experience of
handling relevant international legal and financial
issues. A review of ‘Know Your Customer’ files is
under way across the entire Group and an enhanced
global sanctions policy has been devised to ensure
that we do not do business with key illicit actors
anywhere, in any currency. In addition, we have
moved to protect HSBC from the risks inherent in
bearer shares by curtailing the ability of clients using
bearer share companies to open accounts or transact
with HSBC.



We have also introduced a new filter, against
which all existing and prospective clients and
businesses are screened. This sixth filter focuses
on financial crime risk. It means that where we
cannot practically or economically apply the global
standards to which we are committed we will stop
writing business altogether or significantly restrict
our activities. This policy is consistent with our
commitments to adopt global standards, to simplify
our business and operations, and to de-risk our
business activities.

Implementing these standards will be a critical
component of our work in 2013.

Outlook

Whilst the operating environment for financial
institutions remains difficult, our core business will
continue to reap the benefit of recovering economic
growth in mainland China and its positive impact
on other faster-growing regions. We expect the
developing economies, led by mainland China, to
continue to grow briskly at 5.4%, while developed

economies should see more gradual growth of 1.0%.

We forecast growth of 8.6% in mainland China
in 2013.

The US economy should continue its gradual
recovery, with continuing quantitative easing
measures supporting a recovery in the housing
market, although the recovery is still not strong
enough to support a sustained reduction in
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unemployment. We expect higher growth in Latin
America in 2013, due in part to a modest recovery
in Brazil. The biggest risk to the world economy
remains an uncharted shock from Europe and an
exacerbation of the sovereign debt crisis. We remain
cautious on the outlook for Europe due to weak
demand, slow growth, and political and regulatory
uncertainty.

Finally, I am pleased to report that the business
had a good start to the year. Our results in 2013
will include a dilution gain of US$1.2bn on our
investment in Industrial Bank, following its issue of
additional share capital to third parties on 7 January.
There was also a US$0.6bn net gain on the
completion of the sale of our shares in Ping An,
which offsets the adverse fair value movement on
the forward contract included within our 2012
results. On 19 February 2013 we announced the
sale of our operations in Panama for US$2.1bn.

yﬁpﬂ— G‘-\\/{A\UA{"

S T Gulliver, Group Chief Executive
4 March 2013
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Our disclosure philosophy

HSBC strives to maintain the highest
standards of disclosure in our reporting

It has long been our policy to provide disclosures
that help investors and other stakeholders understand
the Group’s performance, financial position and
changes thereto. In accordance with this policy, the
information provided in the ‘Notes on the Financial
Statements’ and the ‘Report of the Directors’ goes
beyond the minimum levels required by accounting
standards, statutory and regulatory requirements and
listing rules. For this reason, we wholeheartedly
supported the work of the Enhanced Disclosure Task
Force (‘EDTF’) in 2012.

Enhanced Disclosure Task Force

Following increased demands for enhanced risk
disclosures, the Financial Stability Board established
the EDTF in May 2012 with the goal of developing
principles for enhancing risk disclosures by major
banks, recommending disclosure improvements and
identifying existing leading practice disclosures by
global financial institutions, starting with December

2012 risk disclosures and continuing into 2013 and
beyond.

The task force brought together senior officials
and experts from financial institutions, investors
and audit firms from around the world and, on
29 October 2012, the EDTF issued its report,
‘Enhancing the Risk Disclosures of Banks’.

Our approach

HSBC’s Annual Report and Accounts 2011
contained disclosures consistent with a majority of
the report’s recommendations, including some
disclosures referenced in the report as ‘leading
practice’. We have implemented the
recommendations of the report in 2012 and will
further enhance our risk disclosures in 2013.

Guide to the implementation of EDTF
recommendations in this Report

Our response to selected EDTF disclosure
recommendations of particular significance may be
found on the following pages, and in HSBC’s
Pillar 3 Disclosures 2012 report:

Type of risk Disclosure Page
General e Risks to which the business is exposed, risk appetite and stress testing. 124 to 128
e Top and emerging risks. 130 to 136
Risk Governance and risk e Group Risk Committee. 323 to 328
management strategies/ o Djiagram of risk exposures by global business. 20
business models

Capital adequacy and risk- e Reconciliation of the accounting balance sheet to the regulatory balance sheet. 287
weighted assets e Regulatory capital flow statement. 285
e Analysis of credit risk by Basel asset class. Pillar 3
Disclosures 2012
23 to 28 and
32t038
o Risk-weighted assets flow statements for each risk-weighted asset type. 282 and 284
Liquidity e Liquid asset buffer. 206 to 207
Funding e Encumbrance. 211to214
e Maturity analysis by balance sheet line. 485 to 492
e Sources of funding and funding strategy. 209 to 211

Market risk e Relationship between the market risk measures for trading and non-trading portfolios
and balance sheet classification. 218 to 219
Credit risk e Policies for impaired loans and reconciliation of movement in impaired loans. 162 and
254 to 259
e Loan forbearance policies. 257
e Credit risk mitigation and collateral. 163 to 168
Other risks e Quantified measures on the management of operational risk. 227 to 230

For a detailed list of all disclosure enhancements prepared in response to the recommendations of the EDTF, along with their locations,

see page 119.
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HSBC's vision

Reason We aim to be where the economic growth is, connecting customers to
Purpose why we opportunities, enabling businesses to thrive and economies to prosper, and

exist ultimately helping people to fulfil their hopes and realise their ambitions.

How we Act with courageous integrity by being:

behave and ® dependable and doing the right thing;

conduct ® open to different ideas and cultures; and

business ® connected to customers, regulators and each other.

Where and
Strategy how we
compete

Being the
world’s leading
international

For footnote, see page 120.

Principal activities

Our purpose is to enable businesses to
thrive and economies to prosper, helping
people fulfil their hopes and realise their
ambitions.

HSBC is one of the largest banking and financial
services organisations in the world, with a market
capitalisation of US$194bn at 31 December 2012.
We are headquartered in London.

Our products and services are delivered to
clients through four global businesses, Retail Banking
and Wealth Management (‘RBWM”), Commercial
Banking (‘CMB”), Global Banking and Markets
(‘GB&M’) and Global Private Banking (‘GPB’).

We operate through long-established businesses
and have an international network of some 6,600
offices in 81 countries and territories in six
geographical regions; Europe, Hong Kong, Rest
of Asia-Pacific, Middle East and North Africa
(‘MENA”’), North America and Latin America.

Taken together, our five largest customers do
not account for more than 1% of our income. We
have contractual and other arrangements with
numerous third parties in support of our business
activities. None of the arrangements is individually
considered to be essential to the business of the
Group.

Continuing the Group-wide review of our
businesses, 26 disposals or closures of non-strategic
and non core investments were announced in 2012
and a further four in 2013, taking the total to 47
since 2011. The most significant of these
transactions which were completed in 2012 were the
sale of the US Card and Retail Services business and
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® International network connecting faster-growing and developed markets

® Develop Wealth Management services and invest in retail banking only in
markets where we can achieve profitable scale

Our pro forma post-tax profit allocation in 201211:
® 60% of earnings retained ‘
® 29% to shareholders as dividends

bank ® 11% variable pay

the upstate New York branches for a total gain of
US$4.0bn. In December 2012, we announced an
agreement to sell our entire shareholding in Ping An
Insurance (Group) Company of China, Limited
(‘Ping An’), the sale of which was completed on

6 February 2013, generating a gain of US$3.0bn. For
further information on all disposals, see page 27.

In 2012, we merged our operations in Oman
with those of the Oman International Bank S.A.O.G.
(‘OIB’) and acquired the onshore retail and
commercial banking businesses of Lloyds Banking
Group in the United Arab Emirates (see page 470).

HSBC Values

Embedding global standards across HSBC in
a consistent manner is a top priority and will
shape the way we do business.

The role of HSBC Values in daily operating practice
is fundamental to our culture in the context of the
financial services sector and the wider economy.

This is particularly so in the light of
developments and changes in regulatory policy,
investor confidence and society’s view of the role of
banks. We expect our executives and employees to
act with courageous integrity in the execution of
their duties by being:

¢ dependable and doing the right thing;
open to different ideas and cultures; and
connected with our customers, communities,
regulators and each other.

We continue to enhance our values-led culture
by embedding HSBC Values into how we conduct
our business and in the selection, assessment,
recognition and training provided to staff.
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Ensuring our conduct matches our values

In line with our ambition to be recognised as the
world’s leading international bank, we aspire to
lead the industry in our standards of conduct. As
international markets become more interconnected
and complex and, as threats to the global financial
system grow, we are strengthening further the
policies and practices which govern how we do
business and with whom.

Like any business, we greatly value our
reputation. HSBC’s success over the years is due in
no small part to our reputation for trustworthiness
and integrity. In April 2012, as part of this effort, we
committed to adopting and enforcing the highest
compliance standards across HSBC. Doing so will
help us to achieve three key objectives:

e strengthen our capabilities to combat the
ongoing threat of financial crime;

e make consistent — and therefore simplify —
how we monitor and enforce high standards
at HSBC; and

e ensure that we consistently apply our values so as
to serve positively the customers and societies
who entrust their financial needs to HSBC.

Under the supervision of HSBC’s Global
Standards Steering Meetings of the Group
Management Board (‘GMB’), we are already
strengthening policies and processes in a number of
important areas, described on the right.

We are also reinforcing the status of compliance
and standards as an important element of how we
assess and reward senior executives, and rolling out
communication, training and assurance programmes
to ensure that our staff understand and meet their
responsibilities.

We have adopted the UK Code of Practice for
the Taxation of Banks and seeks to apply the spirit
as well as the letter of the law in all the territories in
which it operates. We deal with tax authorities in an
open and honest manner. We are strengthening our
policies and controls with the objective of ensuring
our services are not used by clients seeking to evade
their tax obligations.

A new committee of the HSBC Holdings Board,
the Financial System Vulnerabilities Committee, will
provide governance, oversight and policy guidance
over the framework of controls and procedures
designed to identify areas where HSBC may become
exposed and through that exposure, expose the
financial system more broadly to financial crime or
system abuse.
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Global standards execution framework - priority
areas

Financial crime filter

Under the Group’s strategy described on page 17, we analyse
different markets against five financial filters to help

us determine where to do business and the type of business we
can do in line with our values and financial return objectives.
In 2012, we added a sixth filter under which we also analyse
all new and existing business to limit activity and client
acquisition in jurisdictions with a high risk of financial crime.

Tax transparency

We are strengthening our policies and controls with the
objective of ensuring that HSBC’s services are not used by
clients seeking to evade their tax obligations.

Sanctions

We have expanded our application of financial sanctions to
ensure that the most demanding standards are enforced for all
currencies and in all jurisdictions. Through application of these
standards, we screen clients and all cross-border payments to
prevent the use of HSBC’s banking services for the benefit of
blacklisted countries, companies and individuals.

Information sharing

We are extending the sharing of key compliance information
between different parts of HSBC, to the extent permitted by
law, for the purpose of managing our exposure to financial
crime.

Customer due diligence

We are applying a globally consistent approach to the
knowledge needed to accept or retain a customer relationship.
When any customer or potential customer is considered an
unacceptable reputational risk — or otherwise does not meet
our standards — that determination will be applied globally.

Affiliates’ due diligence

We are building a single central repository holding all required
due diligence information on each of our affiliates in order to
facilitate seamlessly cross-border transactions on behalf of our
clients.

Bearer shares

Shares not registered to any owner, but beneficially owned

by the person who has physical possession of the share
certificates, carry inherent risks relating to money laundering
and tax evasion. We have set out minimum, highly restrictive
standards, applicable in all markets, for dealing with customers
who utilise bearer shares.

Business and operating models

Our business model is based on an
international network connecting faster-
growing and developed markets.

Our businesses are organised to serve a cohesive
portfolio of markets, as tabulated below.

Business model

We take deposits from our customers and use these
funds to make loans, either directly or through the
capital markets. Our direct lending includes
residential and commercial mortgages and overdrafts,
and term loan facilities. We finance importers and
exporters engaged in international trade and provide



advances to companies secured on amounts owed to e net trading income — income from trading

them by their customers. In addition, we offer a wide activities primarily conducted in Global
variety of products and financial services including Markets, including Foreign Exchange, Credit,
broking, asset management, financial advisory, life Rates and Equities trading.

insurance manufacturing, corporate finance, markets,
securities services and alternative investments. We
provide these products for clients ranging from
governments to large and mid-market corporates,
small and medium-sized enterprises (‘SME’s), high
net worth individuals and retail customers.

At our Investor Day in May 2012, we outlined
our geographical priorities where we expect future
growth opportunities to be concentrated. We have
defined the UK and Hong Kong as our home
markets, and a further 20 countries as priority
growth markets. These 22 markets accounted for
Our operating income is primarily derived from: over 90% of our profit before tax in 2012, and will
be the primary focus of capital deployment. Network
markets are markets with strong international
relevance which serve to complement our
international network, operating mainly through
CMB and GB&M. Our combination of home,
priority growth and network markets covers around
e net fee income — fee income we earn from the 85-90% of all international trade and financial flows.

provision of financial services and products to

customers; and

e net interest income — interest income we earn
on customer loans and advances and on our
surplus funds, less interest expense we pay on
interest-bearing customer accounts and debt
securities in issue;

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

HSBC'’s market structure

HondiKexe Middle East and North Latin
and Rest of . . .
. e North Africa America America
Asia-Pacific
Home .
Hong Kon * UK
g g
® Australia ® France ® Egypt ® Canada ® Argentina
® Mainland China ® Germany ® Saudi Arabia ® USA ® Brazil
.. ® India ® Switzerland * UAE ® Mexico
Prlov':ttx ® Indonesia ® Turkey
gro ® Malaysia
markets .
® Singapore
® Taiwan
® Vietnam

Operations primarily focused on international clients and businesses of CMB and GB&M
Together with home and priority markets these cover 85-90% of international trade and capital flows

Network

Markets where HSBC has profitable scale and focused operations
Representative Offices

Operating model Holding company

HSBC has a matrix management structure which HSBC Holdings plc, the holding company of the
includes global businesses, geographical regions and Group, is listed in London, Hong Kong, New York,
global functions. Global businesses are responsible Paris and Bermuda. HSBC Holdings is the primary
for setting globally consistent business strategies provider of equity capital to its subsidiaries and

and operating models. Geographical regions execute provides non-equity capital to them when necessary.

business strategies set by the global businesses.
Global functions, including HSBC Technology and
Services, support and facilitate the execution of the
strategy.

Under authority delegated by the Board of
HSBC Holdings, the GMB is responsible for
management and day-to-day running of the Group,
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within the risk appetite set by the Board. The Board,
through the GMB, works to ensure that there are
sufficient cash resources to pay dividends to
shareholders, interest to bondholders, expenses and
taxes.

HSBC Holdings does not provide core funding
to any subsidiary, nor is a lender of last resort and
does not carry out any banking business in its
own right. HSBC has a legal entity-based Group
structure, with subsidiaries operating under their
own boards of directors as separately capitalised,
ring-fenced entities, implementing Group strategy
and delivering Group products and services, in most
cases in the country or territory in which they are
domiciled.

Main business activities by global business

Global
businesses

Deposits
Account services

Deposits
Liability

. management
driven 9

Credit and lending

Payments and cash

Credit and lending

Global businesses

Our four global businesses 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 confines 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
businesses are summarised below. Further details
are provided on page 60.

Deposits
Payments and cash
management

Balance sheet
management

Deposits
Account services

Credit and lending Credit and lending

Asset ® Trad d ivabl °* A d trade fi
driven rade and receivables sset and trade finance
finance
| | | |
® Asset management ® Commercial insurance ® Corporate finance'd ® Asset management’®
® Wealth solutions and and investments ® Markets'4 ® Financial advisory'6
Fee driven financial planning ® Securities services ® Broking'?
and other | ® Broking'? e Corporate finance (via
® Life insurance GB&M)3

manufacturing

Alternative investments'”

For footnotes, see page 120.

Geographical regions

The geographical regions share responsibility for
executing the strategies set by the global businesses.
They represent the Group to clients, 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.

Within the geographical regions, the Group is
structured as a network of regional banks and locally
incorporated regulated banking entities. Each bank is
separately capitalised in accordance with applicable
prudential requirements and is required to consider
its risk and maintain a capital buffer consistent with
the Group’s risk appetite for the relevant country
or region. The banking entities manage their own
funding and liquidity within parameters set centrally.
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Global functions

Our global functions are Communications, Company
Secretaries, Corporate Sustainability, Finance,
Human Resources, Internal Audit, Legal, Risk
(including Compliance), Strategy and Planning,
Marketing, and HSBC Technology and Services,
our global service delivery organisation. The
global functions 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.



Strategic direction

Our strategic objective is to become the
world’s leading international bank.

Our strategic direction is aligned to two long-term
trends:

e [nternational trade and capital flows — the
world economy is becoming ever more
connected. Growth in world trade and cross-
border capital flows continues to outstrip growth
in average gross domestic product. Financial
flows between countries and regions are highly
concentrated, and 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.

e Economic development and wealth creation —
we expect economies currently deemed
‘emerging’ to have increased five-fold in size by
2050, benefiting from demographics and
urbanisation, by which time they will be larger
than the developed world. By then, we expect
19 of the 30 largest economies will be markets
that are currently described as emerging.

HSBC is one of the few truly international
banks and our advantages lie in the extent to which
our network corresponds with markets relevant
to international financial flows, our access and
exposure to high growth markets and businesses,
and our strong balance sheet, which helps to
generate a resilient stream of earnings.

Based on these long-term trends and our
competitive position, our strategy has two parts:

e Network of businesses connecting the world —
HSBC is well positioned to capture the growing
international financial flows. Our global reach
and range of services put us in a strong position
to serve corporate clients as they grow from
small enterprises into large and international
corporates. Our access to local retail funding
and our suite of international products allows
us to offer distinctive solutions for these clients
profitably. We will focus on ‘South-South’ trade,
connecting faster-growing economies with each
other.

o Wealth management and retail with local scale —
social mobility and wealth creation in the faster-
growing markets in which we are positioned
will generate demand for financial services
which we will meet through our Wealth
Management and GPB businesses. We will
only invest in retail businesses in markets
where we can achieve critical mass.
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To implement this strategy we have set priorities
across three areas to simplify, restructure and grow
the Group, as described below.

Simplifying HSBC

We will continue to make HSBC easier to manage
and control. This includes (i) running off legacy
assets in the US and in GB&M, (ii) addressing
fragmentation in our business portfolio through

our six filters disposing of non-strategic businesses,
and (iii) improving organisational efficiency.

In 2012, we added a sixth filter to the existing
five strategic evaluation criteria used to assess our
business (international connectivity, economic
development, profitability, cost efficiency and
liquidity). The sixth filter requires compliance
with our global standards on financial crime and
involves the assessment of existing and new client
relationships and activities against those standards.

Run-off portfolios

Run-off portfolios comprise Consumer and
Mortgage Lending portfolios and certain related
treasury services in the US and, in GB&M, a legacy
credit business. The latter comprises a separately
identifiable, discretely managed business comprising
Solitaire Funding Limited (‘Solitaire”), securities
investment conduits, asset-backed securities, trading
portfolios and credit correlation portfolios, derivative
transactions entered into with monoline insurers

and certain structured credit transactions.

We continue to run off US legacy consumer
assets and are actively analysing opportunities to
reduce risk and improve returns.

Run-off of portfolio receivables in the US

US$bn
120 -

Compound annual

101 growth rate 19%
Rl |
80 | 16
1 58
60 4 49
7
5 43
40 4
20 -
0 - T T T T
2008 2009 2010 2011 2012
M Real estate Non-real estate (unsecured) M Vehicle finance '@

For footnote, see page 120.

We have identified segments of the real estate
portfolio in the US that represent a high risk and/or a
high operational burden or may be sold on a capital
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Report of the Directors: Overview (continued)
Strategic direction / Risk

accretive basis. We have also identified the non-real
estate portfolio for sale to reduce operational risk.

In GB&M, decisions to hold or sell legacy
assets depend on whether the net present value of
future cash flows from the assets (e.g. the terminal
value net of funding and operational costs and the
cost of capital) exceed the total of the expected loss
on sale and the costs of the transaction.

Addressing fragmentation

Fragmentation of the business is being addressed
using the six filters to guide strategic actions.

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

Yes }
High {
Turnaround/
No }
Continue
Yes }
Medium/low
No } Discontinue/dispose

Since 2011 we have announced and completed a
significant number of disposals:

1. Connectivity 3. Profitability
4. Efficiency

5. Liquidity

2. Economic
development

Announced transactions"

e
Completed  Still to complete :

1
1
25 1 |
! I
: I
I 14 I
Numb < 1 I
umber < 8 : |
1
! I
! I
! 1
2011 20122013 | I
1

p |
e Afore e USCardand | | |* Bao Viet I
« HSBC Retail | | Holdings !
Key < Insurance Services I | HSBC Bank :
(UK) Ltd e US branches | | (Panama) |
* Ping An : S.A. 1
1

For footnote, see page 120.

Improving organisational efficiency

We continued to make headway with the Four
Programmes that we launched in May 2011 designed
to simplify HSBC and make the Group easier to
manage and control. The Four Programmes are
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(1) implementing consistent business models;
(i1) re-engineering global functions;
(iii) re-engineering operational processes; and
(iv) streamlining IT.

Our approach to organisation, talent and values

Maximum of 8 layers between Group CEO and frontline
Increased spans of control (8 reports per manager)

* With target business and operating models
* As non-strategic businesses are exited, we can organise
resources at the centre

4 global
businesses

c
L
k-
=
€
@
=3
o

11 global * To manage resources globally
functions * Easier to enforce global controls

More visibility for our global talent pool

Talent
Creating opportunities for talented individuals

Values Led from the top and cascaded through the organisation
{Guiding principle — ensuring global adherence to high standards
courageous integrity) * Fully integrated into performance management

Restructuring HSBC

We will restructure certain businesses to adapt to
the new environment, including GB&M, our US
franchise and GPB.

Global Banking and Markets

Product profitability for the industry as a whole is
declining with client activity relatively subdued and
regulatory changes reducing available capital and
liquidity while, at the same time, posing significant
challenges to some traditional business models.
Overall, there is downward pressure on returns on
capital.

GB&M is well positioned for the new business
environment, with its deep and diversified client
base, network of markets covering the majority of
global financial flows, global product capabilities
and diversified funding base.

GB&M is actively managing its legacy credit
exposures. In 2012, risk-weighted assets (‘RWA’s)
decreased mainly because of downgrades to
positions which resulted in a change from being
risk-weighted to being deducted from capital. A
clear economic framework has been put in place for
decision-making over when and how to dispose of
legacy investments.

With regard to its ongoing business activities,
GB&M manages its RWAs comprehensively and
pro-actively, which helps mitigate RWA growth
arising from regulatory and model changes.

Our US businesses

Our US operations are being reshaped to focus on
core activities, with the sale of the US Card and
Retail Services business and the upstate New York



branches and the repositioning of our activities
towards international businesses.

e CMB is now focused on five hubs contributing
over 50% of US corporate imports and exports,
including the West Coast Southeast and
Midwest.

e Global Banking serves top-tier multinationals
and Global Markets (New York) provides a hub
for international clients across America and
globally, providing US dollar funding.

e RBWM and GPB target internationally mobile
clients in large metropolitan centres on the West
and East coasts.

Global Private Banking

The private banking industry faces challenges

from stricter regulatory requirements, particularly
to its international banking model, and increasing
competition to capture new wealth inflows. To meet
these challenges and better serve the needs of our
clients, GPB is repositioning its business to focus
on priority markets and improve its operational
standards in the following ways:

e operational risk and compliance — GPB will
adhere to the highest standards in the industry,
and will continue to strengthen its compliance
and risk framework, focusing on global
standards and tax transparency;

o integrated operating model — GPB has
implemented a new global operating model
that will provide better integration and
coordination between geographical regions,
and it will complete the roll-out of improved
data security and compliance governance,
systems and processes;

o integration with the Group — GPB will intensify
collaboration with CMB to access wealth
created by entrepreneurs who already bank
with HSBC on the business side. GPB will
also contribute to a seamless Group wealth
proposition for personal customers; and

o capturing growth — GPB will focus investment
on the most attractive developed and faster-
growing wealth markets where it can build
access to well established client franchises
and strong local and international product
capabilities.

Growing HSBC

We continue to position HSBC for growth. We also
continue to benefit from the closer coordination and
collaboration among our four global businesses to

19

capture significant revenue opportunities utilising,
in particular, CMB’s potential for increasing referrals
and cross-selling with GB&M and GPB.

Faster-growing regions® as a share of Group data

2007 - 2012
difference
percentage

2007 2012 points (pp)

US$6bn
PBT a1pp
US$9bn
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Revenue 16pp

Gross loans
and advances
to customers

US$151bn
15pp

Deposits from
customers

US$190bn
6pp

Headcount

(8pp)

T

100% 100%

I Faster growing Developed

For footnotes, see page 120.

We will actively deploy capital in our home
and priority growth markets (see ‘HSBC’s market
structure’ on page 15), access faster-growing markets
and all major trade corridors and capture growth
opportunities in trade finance as competitors
deleverage.

Our aim in executing our strategy is to be
regarded as the world’s leading international bank.
We have defined financial targets to achieve a return
on equity of between 12% and 15% with a core tier 1
ratio of between 9.5% and 10.5%, and achieve a cost
efficiency ratio of between 48% and 52%. We have
also defined Key Performance Indicators to monitor
the outcomes of actions across the three areas of
capital deployment, cost efficiency and growth
(see page 22).

Risk

As a provider of banking and financial
services, risk is at the core of our day-to-day
activities.

The chart below is designed to provide a high level
guide to how HSBC’s business activities are reflected
in our risk measures and in our balance sheet.

The third party assets and liabilities shown
provide a guide to the proportion of the Group’s
balance sheet which is contributed by each of them.
In addition, we have used the regulatory RWAs to
illustrate the relative size of the risks each of them
incur.

c.(12,545) FTE
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Exposure to risks arising from the business activities of global businesses

Other

(including Holding
Company)

lobal
Globa GB&M
business
® Deposits ® Deposits ® Deposits ® Deposits * HSBC holding
® Accounts services ® Payments and cash ® Payments and cash ® Account services company and
: ; management management : ; central operations
® Credit and lending 9 9 ® Credit and lending
® Asset management ¢ Credit and lending © Balance sheet ® Asset management
i : management X . .
Busi ® Wealth solutions and ¢ International trade n.g " . ® Financial advisory
usiness financial planning and receivables ® Credit and lending . X
activities i finance ® Asset and trade Broking
® Broking q : ® Corporate finance
o ® Commercial finance oI
® Life insurance et el . (via GB&M)
manufacturing . © Corporate finance ;
investments o ® Alternative
Markets investments
® Securities services
| | | | |
US$bn US$bn US$bn US$bn US$bn
Balance ® Assets 535 | | ® Assets 363 | |® Assets 1,859 | |® Assets 118 | | ® Assets 187
sheet?2 |e Customer ® Customer ® Customer ® Customer ® Customer
accounts 562 accounts 338 accounts 332 accounts 106 accounts 2
I I I I I
US$bn US$bn US$bn US$bn US$bn
® Credit risk 232 ® Credit risk 366 ® Credit risk 259 ® Credit risk 18 ® Credit risk 25
RWAs ® Operational risk 45 ® Operational risk 31 * Counterparty ® Operational risk 4 ® Operational risk -
credit risk 48
® Operational risk 41
® Market risk 55
I I I I
Risk Liquidity and funding risk, Pension risk, Fiduciary risk, Reputational risk, Compliance risk,
profile Sustainability risk and Insurance risk, which is predominantly in RBWM and CMB.
For footnote, see page 120.
In carrying out its business activities, HSBC Risk factors

incurs a range of risks, some of which are measured
and managed via capital, some by other mechanisms.
For the former, we use both regulatory and economic
capital. Currently, the Group’s risk appetite is most
affected by the regulatory capital dimension as it
exceeds economic capital. The table above shows the

Our businesses are exposed to a variety of risk
factors that could potentially affect the results of
our operations or financial condition. These are:

Macroeconomic and geopolitical risk

Pillar 1 regulatory capital demand for those risks and ¢  Current economic and market conditions may

is represented by RWAs. Under this regulatory adversely affect our results.

capital framework, the capital invested in our e We have exposure to the ongoing economic crisis
Insurance business is deducted from regulatory in the eurozone.

capital; as at 31 December 2012, the capital invested
in our Insurance business was US$10.1bn. HSBC is
also exposed to other risks as shown in the table
above. The regulatory capital required against these

other risks is covered within the total capital that e Changes in foreign currency exchange rates may
HSBC holds. affect our results.

e We are subject to political and economic risks in
the countries in which we operate, including the
risk of government intervention.

We have identified a comprehensive suite of
risk factors which encompasses the broad range of
risks we are exposed to, but may not necessarily be
deemed as top or emerging risks. The risk factors
inform our ongoing assessment of our top and
emerging risks. This assessment may result in our
risk appetite being revised. e We are subject to a number of legal and

regulatory actions and investigations, the
outcomes of which are inherently difficult to

Macro-prudential, regulatory and legal risks
to our business model

e  Failure to comply with certain regulatory
requirements would have an adverse material
effect on our results and operations.
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predict, but unfavourable outcomes could have a
material adverse effect on our operating results
and brand.

Unfavourable legislative or regulatory
developments, or changes in the policy of
regulators or governments, could generate model
risk and could have a significant adverse effect on
our operations, financial condition and prospects.

The UK Government has proposed draft
legislation for banking reforms based on the
recommendations of the Independent
Commission on Banking. Additional proposals
are being considered in France, Germany and
the EU and any resulting structural changes
could have a material adverse effect on us.

We are subject 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
including compliance

Our risk management measures may not be
successful.

Operational risks are inherent in our business.

Our operations are subject to the threat of
fraudulent activity.

Our operations are subject to disruption from the
external environment.

Our operations utilise third party suppliers.

Our operations are highly dependent on our
information technology systems.

Our operations have inherent reputational risk.

We may suffer losses due to employee
misconduct.

We rely on recruiting, retaining and developing
appropriate senior management and skilled
personnel.
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Our financial statements are based in part on
assumptions and estimates which, if inaccurate,
could cause material misstatement of the results
and financial position of the Group.

Third parties may use us as a conduit for illegal
activities without our knowledge, which could
have a material adverse effect on us.

We may not achieve all the expected benefits of
our strategic initiatives.

Risks related to our business

We have significant exposure to counterparty risk
within the financial sector and to other risk
concentrations.

Market fluctuations may reduce our income or
the value of our portfolios.

Liquidity, or ready access to funds, is essential to
our businesses.

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.

Risks concerning borrower credit quality are
inherent in our businesses.

Our Insurance business is subject to risks relating
to insurance claim rates and changes in insurance
customer behaviour.

HSBC Holdings is a holding company and,

as a result, is dependent on 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.

We may be required to make substantial
contributions to our pension plans.
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Top and emerging risks

We classify certain risks as ‘top’ or ‘emerging’. We
define a ‘top risk’ as being a current, emerged risk
which has arisen across any of our risk categories,
regions or global businesses and has the potential 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 a one-year horizon. We consider an ‘emerging
risk’ to be one which has large uncertain outcomes
which may form and crystallise beyond a one-year
horizon and, if it were to crystallise, could have a
material effect on our long-term strategy.

Our approach to identifying and monitoring top
and emerging risks is informed by the risk factors.

All of our activities involve, to varying degrees,
the measurement, evaluation, acceptance and
management of risk or combinations of risks which
we assess on a Group-wide basis. Top and emerging
risks fall under the following three broad categories:

e macroeconomic and geopolitical risk;

e macro-prudential, regulatory and legal risks to
our business model; and

e risks related to our business operations,
governance and internal control systems.

During 2012, our senior management paid
particular attention to a number of top and emerging
risks. The current list is summarised below:

Macroeconomic and geopolitical risk

e Emerging markets slow down.

e Macroeconomic risks within developed economies.
o Increased geopolitical risk in certain regions.
Macro-prudential, regulatory and legal risks to our
business model

e Regulatory developments affecting our business model and
Group profitability.

e Regulatory investigations, fines, sanctions and requirements
relating to conduct of business and financial crime
negatively affecting our results and brand.

e Dispute risk.
Risks related to our business operations, governance and
internal control systems

e Regulatory commitments and consent orders including
under the Deferred Prosecution Agreements.

e Challenges to achieving our strategy in a downturn.
e Internet crime and fraud.

o Level of change creating operational complexity and
heightened operational risk.

o Information security risk.
e Model risk.
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A detailed account of these risks is provided on
page 131. All of them are regarded as top risks.
Further comments on expected risks and
uncertainties are made throughout the Annual Report
and Accounts 2012, particularly in the section on
Risk, pages 123 to 249.

Risk appetite

Risk appetite is a key component of our management
of risk and describes the types and level of risk we
are prepared to accept in delivering our strategy. Our
risk appetite is set out in the Group’s Risk Appetite
Statement and is central to the annual planning
process. Global businesses, geographical regions and
global functions are required to articulate their risk
appetite statements. They are discussed further on
page 126.

Our risk appetite may be revised in response to
the top and emerging risks we have identified.

Key performance indicators

The Board of Directors and the GMB monitor
HSBC's progress against its strategic
objectives. Progress is assessed by
comparison with our strategy, our operating
plan and our historical performance using
both financial and non-financial measures.

From time to time the Group reviews its key
performance indicators (‘KPIs’) in light of its
strategic objectives and may in the future adopt new
or refined measures, or modify or adjust existing
targets, to better align the KPIs to our strategic
objectives.

The GMB remains focused on improving our
capital deployment to support the achievement of
our medium-term target for return on equity of
between 12% and 15%, utilising the six filter
analysis across our portfolio of businesses. We will
continue to evaluate our businesses in 2013 using
this methodology.

Employee engagement has been monitored
through annual Global People Surveys. In 2012,
quarterly Pulse Surveys were introduced, and the
Global People Surveys scheduled biennially. The
next Global People Survey will be in 2013. As the
Pulse Surveys were not designed to report employee
engagement information comparable with that
derived from the Global People Surveys, we have
not disclosed this KPI in 2012.



Strategy

Key Performance Indicators

Strategy

Key Performance Indicators

Restructuring HSBC - improving the way we deploy capital

Return on average ordinary
shareholders’ equity®

'08 '09 10 " "2

Measure: (percentage) profit attributable
to ordinary shareholders divided by
average ordinary shareholders’ equity.

Target: to maintain a return in the medium
term of between 12% and 15%.

Outcome: return on average ordinary
shareholders’ equity remained outside

our target range and was 2.5 percentage
points below 2011. The latter primarily
reflected adverse fair value movements on
own debt attributable to credit spreads,
compared with favourable movements in
2011, a higher tax charge and higher
average shareholders’ equity.

Core tier 1 capital ratio"

123

'08 '09 10 " 12

Measure: (percentage) ratio of core tier 1
capital comprising shareholders’ equity
and related non-controlling interests less
regulatory deductions and adjustments to
total risk-weighted assets.

Target: to maintain a strong capital base
to support the development of the business
and meet regulatory capital requirements at
all times.

Outcome: the increase in core tier 1
capital ratio to 12.3% was driven by capital
generation and a reduction in RWAs
following business disposals, notably the
disposal of the US Card and Retail
Services business and derecognition of
Ping An as an associate.

Advances to core funding
ratio”

2010 m2011 m2012

106

®
o o
= O

HSBC HBAP  HSBC Other
UK us entities

Measure: loans and advances to customers
as a percentage of the total of core
customer deposits and term funding with

a remaining term to maturity in excess of
one year.

Target: to maintain an advances to core
funding ratio below limits set for each
entity.

Outcome: the operating entities reported
remained inside their advances to core
funding limits of between 70% and 115%
during 2012, except for one operating
entity reported within the total of HSBC’s
other principal entities which operated with
a limit of 125% during the year. This limit
has been reduced to 115% for 2013.

Simplifying HSBC - a lean and values-driven organisation

Cost efficiency

(2012: underlying cost efficiency 66.0%)

62.8

Basic earnings
per ordinary share

'08 '09 10 "1 "2

Measure: (percentage) total operating expenses divided by net
operating income before loan impairment and other credit risk
provisions.

Target: to be between 48% and 52%, a range within which
business is expected to remain to accommodate both returns to
shareholders and the need for continued investment in support of
future business growth.

Outcome: the ratio remained outside the target range. On a
reported basis, revenues decreased primarily due to adverse fair
value movements on own debt attributable to credit spreads,
coupled with higher costs in part reflecting a charge in respect of
fines and penalties as part of the settlement of investigations into
HSBC'’s past inadequate compliance with anti-money laundering
and sanctions laws as well as an increase in provisions relating
to UK customer redress programmes. On an underlying basis,
revenue growth was more than offset by the increase in costs.
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0.92
0.73 0.74
0.41
] 0.34
'08 '09 10 11 "2
Measure: (US$) level of basic earnings generated per ordinary

share.

Target: to deliver consistent growth in basic earnings per share.

Outcome: earnings per share decreased in 2012 reflecting adverse
fair value movements on own debt attributable to credit spreads,
compared with favourable movements in 2011, and a higher tax
charge which resulted in a decrease in reported profits.
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KPIs // Financial summary > Use of non-GAAP financial measures

Growing HSBC - continuing to position ourselves for growth Strategy

Risk-adjusted revenue growth
(2012: underlying growth 13%)

37

(0.2)

(30)
'08 '09 10 11 12

Measure: (percentage) increase in reported net operating income
after loan impairment and other credit risk charges since last year.

Target: to deliver consistent growth in risk adjusted revenues.

Outcome: reported risk-adjusted revenue was broadly in line with
2011. On an underlying basis, there was an increase due to
revenue growth, notably in GB&M and CMB, and lower loan
impairment charges, notably in North America.

Customer recommendation

Measure: we measure our customer satisfaction through an
independent market research survey of retail banking customers
in selected countries, using a specific customer recommendation
index (‘CRI’) to score performance. We benchmark our
performance against key competitors in each market and set
targets relative to our peer group of banks.

Target: the Group target is for 75% of all the markets (based on
their weighted revenue) to meet their CRI targets.

Outcome: RBWM failed to make its target of 75% as a
consequence of reputational issues in certain of our major
developed markets that adversely affected customers’ perception
of the bank in the third quarter of 2012. We saw a good recovery
in the fourth quarter but, taking the overall averaged annual
position into account, we only met our target in 38% of our
weighted revenue. 55% of the weighted revenue target was
within two points (from a 100-point scale).

For CMB, we changed our measures in 2012 for customer
satisfaction to reflect the strategic focus of the business.
Previously, we only surveyed small business customers in a
limited number of markets and measured customer
recommendation. For 2012, we introduced a new measure of our
performance through a ‘client engagement’ survey conducted for
us by a third party. This provides a more complete perspective
for our performance across all our CMB segments and will give
us a competitive benchmark in 13 of our top markets. In 2012,
therefore, we set benchmarks but not targets. We will set targets
for 2013 and report results in the future.

For footnotes, see page 120.

Dividends per ordinary
share growth

1
- m
(29)
(47)
'08 '09 10 "1 12

Measure: (percentage) increase in dividends per share since last
year, based on dividends paid in respect of the year to which the
dividend relates.

Target: to deliver sustained dividend per share growth.

Outcome: dividends per share increased by 10%.

Brand value

1st place

1st place
US$27.6bn

US$28.5bn

3rd place
US$27.4bn
3rd place
US$22.9bn
2010 2011 2012 2013

Measure: in 2011, we moved our brand measure to the Brand
Finance valuation method as reported in The Banker Magazine.
This is our second year of using this benchmark. The Brand
Finance methodology gives us a more complete measure of the
strength of the brand and its impact across all business lines and
customer groups. It is a wholly independent measure and is
publicly reported.

Target: a top three position in the banking peer group.

Outcome: The HSBC brand moved from first to third in the
Brand Finance ranking and suffered a substantial reduction in
value. We achieved our target of a top three position but, in
consultation with the Brand Finance organisation, we have
seen reputational issues cited as a major factor in our reduced
performance in 2012.
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Financial summary

Use of non-GAAP financial measures

Use of non-GAAP financial measures ..................... 25 Our reported results are prepared in accordance
Constant CUITENCY .....c.evveveruerierererereienieereeeneeeeneeenenns 25 with IFRSs as detailed in the Financial Statements >
Underlying performance .............cccccoccceinninicccnnnnnne 26 starting on page 372. There are times when we °
. . . >
measure our performance internally, using financial =
Consolidated income statement ..................ccecceenene. 29 . . S
measures which have been derived from our reported A
Group performance by income and expense item 33 results, in order to eliminate factors which distort
Net interest income 33 year-on-year comparisons so we can view our results
Net fee income 35 on a more like-for-like basis; these are considered
Net trading income .. 36 non-GAAP measures. ‘Constant currency’ and
et trading INCOME ....c.cuvmeevremceernieieieeirecierrcereeeienne .
‘underlying’ performance are non-GAAP measures
Net income/(expense) from financial instruments ying p . . . 3
designated at fair value 37 that we use throughout our Operating and Financial o
............................................. } i =
Gains less losses from financial investments ............... 38 Rev1e\y and are described bglow. Other non-.GAAP é
Net earned insurance premiums 38 financial measures are described and reconciled to =
Gains on disposal of US branch network, US the closest reported financial measure when used. g
cards business and Ping An .........cccccoevveeeerinieienns 39 2
Other operating iNCOME ..........cceereeueueueerinrruererererenenene 39 Constant currency ;
Nelt,igs_r{f’“cf Clailr,“s }ilnclgrred and movement in 20 The constant currency measure adjusts for the year- 2
iabilities to policyholders ........c.ccocveeureeurencecireennn. . . =
Loan impairment charges and other credit risk on-year effects of foreign currency translation ©
S a1 differences by comparing reported results for 2012 @
Operating expenses 42 with reported results for 2011 retranslated at 2012 @)
Share of profit in associates and joint ventures ............ 43 exchange ra.ltes. Except where stated OtherWIS.e’
T commentaries are on a constant currency ba51s, as
AX EXPENSE .ovvivrinienietieii ittt 44 i . o
reconciled in the table overleaf. O
. ©
Consolidated balance sheet .....................c.cocccecenne 45 The foreign currency translation differences c
i . [}
Movement in 2012 .......cooeivieireirenieeeereeeeese e 46 reflect the movements of the US dollar against most S
. major currencies during 2012. G]
Economic 10Ss .........ccoocoiiiiiiiiiiiiiiccceee 51 @
Reconciliation of RORWA measures 52 We exclude the translation differences when r
......................... e ) ) =
monitoring progress against operating plans and past a
Disposals, held for sale and run-off portfolios ......... 52 results because mana beli he like-for- o)
gement clieves the like-tor: O
Critical accounting policies ... 54 like basis of constant currency financial measures
more appropriately reflects changes due to operating
The management commentary included in the Report of the
erformance.
Directors: ‘Overview’and ‘Operating and Financial Review’, p
together with the ‘Employees’ and ‘Corporate sustainability’ "
sections of ‘Corporate Governance’and the ‘Directors’ Constant currency b=
. . . . ; ' ) &
f;;n;;;erafzgn ?ep ort 1 {7 Kzsen ted in cogp liance W”,h _t‘h‘e J Constant currency comparatives for 2011 referred to in the £
by th Ifggw tatement “Management Commentary” issue commentaries are computed by retranslating into US dollars Q
y the : for non-US dollar branches, subsidiaries, joint ventures and )
associates: »
o the income statements for 2011 at the average rates of 'g
exchange for 2012; and =
o the balance sheet at 31 December 2011 at the prevailing u%
rates of exchange on 31 December 2012.
No adjustment has been made to the exchange rates used to
translate foreign currency denominated assets and liabilities
into the functional currencies of any HSBC branches,
subsidiaries, joint ventures or associates. When reference is c
made to ‘constant currency’ in tables or commentaries, .g
comparative data reported in the functional currencies of @©
HSBC'’s operations have been translated at the appropriate E
exchange rates applied in the current period on the basis RS
described above. =
o
e
o
<
o
©
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Financial summary > Use of non-GAAP financial measures

Reconciliation of reported and constant currency profit before tax

2012 compared with 2011
2011
Currency at 2012 Constant
2011 as translation exchange 2012 as Reported currency
reported  adjustment rates reported change” change”
HSBC US$m US$Sm US$m US$m % %
Net interest income 40,662 (1,151) 39,511 37,672 (@) Q)
Net fee income ........ 17,160 (436) 16,724 16,430 “@) ?2)
Own credit spread® 3,933 @35) 3,898 (5,215)
Gains on disposal of US branch
network, US cards business and
Ping AN oo - - - 7,024
Other income?’ 10,525 (446) 10,079 12,419 18 23
Net operating income? ................. 72,280 (2,068) 70,212 68,330 o) A3)
Loan impairment charges and
other credit risk provisions ............ (12,127) 277 (11,850) (8,311) 31 30
Net operating income ...................... 60,153 (1,791) 58,362 60,019 - 3
Operating eXpenses ..........c.ceeeveerevencne (41,545) 1,273 (40,272) (42,927) (€] (@)
Operating profit ................cocooeene 18,608 (518) 18,090 17,092 ®) (6)
Share of profit in associates
and joint Ventures .............c.coceeeuee. 3,264 55 3,319 3,557 9 7
Profit before tax .............cccoveeenee 21,872 (463) 21,409 20,649 (6) )
By global business™
Retail Banking and Wealth
Management .........ccocccoeiiiiiininns 4,270 (71) 4,199 9,575 124 128
Commercial Banking .........c.cccoeueueuene 7,947 (180) 7,767 8,535 7 10
Global Banking and Markets 7,049 (200) 6,849 8,520 21 24
Global Private Banking . 944 @®) 936 1,009 7 8
Other ..ooveveeiiiieieicereeceeene 1,662 “4) 1,658 (6,990)
Profit before tax ........coceeeveverererenne 21,872 (463) 21,409 20,649 6) “4)
By geographical region®
EUTOPE v eeeeeesse e 4,671 (130) 4,541 (3,414)
Hong Kong ............. 5,823 20 5,843 7,582 30 30
Rest of Asia-Pacific .......... 7,471 (79) 7,392 10,448 40 41
Middle East and North Africa . 1,492 (@) 1,485 1,350 (10) )
North America .......ccccocevverieccreennne. 100 (14) 86 2,299 2,199 2,573
Latin AMErica .......c.cocvveveveereneerenenens 2,315 (253) 2,062 2,384 3 16
Profit before tax ........ccoceeeveveverirenne 21,872 (463) 21,409 20,649 6) “4)
For footnotes, see page 120.
Underlying performance For disposals, acquisitions and changes of

ownership levels of subsidiaries, associates and
businesses, we eliminate the gain or loss on disposal
e adjusts for the year-on-year effects of foreign in the period incurred and remove the operating
currency translation; profit or loss of the acquired and disposed of
businesses from all periods presented. Previously,
this adjustment for the results of operations was
effected by removing the time-equivalent component
of operating profit or loss from the comparative
period. During 2012 we changed this adjustment to
better reflect the results of the ongoing business. Had

Underlying performance:

e climinates 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 (see footnote 26 on page 120); and

e adjusts for acquisitions, disposals and changes of we maintained our previous approach, underlying
ownership levels of subsidiaries, associates and profit before tax would have been US$1.7bn higher
businesses (see footnote 29 on page 120). in 2012. This was mainly due to the elimination of

the US Card and Retail Services business.
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We use underlying performance when
monitoring progress against operating plans and
past results because we believe that this basis more
appropriately reflects operating performance. We
use underlying performance in our commentaries to

. . performance:
explain year-on-year changes when the effect of fair

Disposal gains/(losses) affecting underlying performance

HSBC Financial Services (Middle East) Limited’s disposal of majority stake in HSBC Private Equity
Middle East LIMIted........ccccceuiiiiniiiiieiiiiiicceietee ettt
Dilution gain on our holding in Ping An following the issue of share capital to a third party ......................
Grupo Financiero HSBC, S.A. de C.V.’s disposal of HSBC Afore S.A. de C.V.*
Dilution gain as a result of the merger between HSBC Saudi Arabia Limited and SABB Securities lelted

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 business® .............coo.oeuocvrourioereoeeeeeeeeeeseee e
HSBC Bank USA, N.A.’s disposal of 138 non-strategic branches® ................ccoccoovrrvrrrrrrrerrereeeseers
HSBC Argentina Holdings S.A.’s disposal of its general insurance manufacturing subsidiary® .................

The Hongkong and Shanghai Banking Corporation Limited’s disposal of its private banking business
AN JAPANT <o eenen
The Hongkong and Shanghai Banking Corporation Limited’s disposal of its shareholding in a property
company in the PhilIPPINES .......c.c.ciueiiriiiiiiiiicccecct ettt

HSBC Bank USA, N.A.’s disposal of 57 non-strategic branches® ...............ccocoerverrerereesreeereeersesssnnenns
Hang Seng Bank Limited’s disposal of its general insurance manufacturing subsidiary*’
HSBC Asia Holdings B.V.’s investment loss on a subsidiary™ ............cccccoeurrvrerrnnnn.
HSBC Bank plc’s disposal of HSBC Securities SA ..................
HSBC Europe ( Netherlands) B.V.’s disposal of HSBC Credit Zrt

HSBC Europe ( Netherlands) B.V.’s disposal of HSBC Insurance (Ireland) Limited .........cccoceeeinniniennee.
HSBC Europe ( Netherlands) B.V.’s disposal of HSBC Reinsurance Limited ..........cccocooveeriecenierenieenennns
HSBC Private Bank (UK) Limited’s disposal of Property Vision Holdings Limited
HSBC Investment Bank Holdings Limited’s disposal of its stake in Havas Havalimanlari Yer lemetlerl
Yatirim Holding Anonim SITKEt .......ccooeiiueiiriieiietieteeeree ettt s e esenes

HSBC Insurance (Asia) Limited’s disposal of its general insurance portfolios™
HSBC Bank plc’s disposal of HSBC Shipping Services Limited ...........coccoveviienirineineinenereeeeeeee

HSBC Bank (Panama) S.A.’s disposal of its operations in Costa Rica, El Salvador and Honduras™ ..........

HSBC Insurance Holdings Limited and The Hongkong and Shanghai Banking Corporation Limited’s
disposal of their shares in PING AN .......c.o.cooovurveirveereeeseeeseee s

The Hongkong and Shanghai Banking Corporation Limited’s disposal of its shareholding in Global
Payments Asia-Pacific Limited™ ..........c..ccoocooiiiiioiioceceeceeeeeeeceeeee s

For footnote, see page 120.

Acquisition gains/(losses) affecting the underlying performance

Our share of the loss recorded by Ping An on re-measurement of its previously held equity interest in Ping
An bank (formerly known as Shenzhen Development Bank) when Ping An took control and fully
consolidated Ping An Bank ........ocociiniieiiiiieccieetec ettt

Gain on the merger of Oman International Bank S.A.O.G. and the Omani operations of
HSBC Bank Middle East Limited .........ccceirieuirieirieiiieieicieieieteeie sttt e enan

Gain on the acquisition of the onshore retail and commercial banking business of Lloyds Banking Group in
the UAE by HSBC Bank Middle East Limited .........cccccoeirieiiieenieirieisieeeeceee et
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Date

Jun 2011
Jun 2011
Aug 2011
Dec 2011

Jan 2012
Mar 2012

May 2012
May 2012
May 2012

Jun 2012

Jun 2012

Aug 2012

Jul 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

Date

Jul 2011
Jun 2012

Oct 2012

value movements on own debt, acquisitions,
disposals or dilution is significant.

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

Disposal
gain/(loss)
USSm

()
181

83

27

83
108

3,148
661
102

67

130

203
46
@83
(1)

@

12)
(0]

18

117
(0]
(62)

3,012

212

Fair value gain
on acquisition
US$m
(CL))
3

18
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Financial summary > Use of non-GAAP financial measures / Consolidated income statement

The following table reconciles our reported
revenue, loan impairment charges, operating
expenses and profit before tax for 2012 and 2011
to an underlying basis. Throughout this Annual
Report and Accounts, we reconcile other reported
results to underlying results when doing so results in

Reconciliation of reported and underlying items

a more useful discussion of operating performance.
Equivalent tables are provided for each of our global
businesses and geographical segments in the

Form 20-F filed with the Securities and Exchange
Commission (‘SEC’), which is available on
www.hsbe.com.

2012 2011 Change®
USSm US$m %
Revenue”!
REPOIEA TEVENUE ....c.uiriiiiiiitit ettt 68,330 72,280 5)
Currency translation adjustment™ ..............co.cooourvereeoeeeoeeeeeeeeeeeeee e eeeeeneen (2,033)
OWN Credit SPread® .........cooovvicvieeeeeeeeie e 5,215 (3,933)
Acquisitions, disposals and dilUtiONS ............ccceeririeeeeirinineerrneeereeeeee e (10,048) (6,976)
UNAEIlying TEVENUE ......coveuirieiiriiiirieieteiitereei ettt ettt 63,497 59,338 7
Loan impairment charges and other credit risk provisions (‘LIC’s)
REPOTTEA LICS .ttt ettt ettt (8,311) (12,127) 31
Currency translation adjustment™ ...............cccoovevieeieveeereeeeeeeeeeeseses e 277
Acquisitions, disposals and dilUtiONS ............ccceeririeueurineneerrniccerceiereeeee e 338 1,619
UNAETIYING LICS .eeniiiiieiciieieieieieteie ettt ettt ettt senene (7,973) (10,231) 22
Operating expenses
Reported Operating EXPEISES ........cocvvruereueuiriririeuerierirteietesetsestesetesesesesaesesesesessesesesesenessenes (42,927) (41,545) 3)
Currency translation adjustment® 1,273
Acquisitions, disposals and dilutions 1,004 2,666
Underlying OPErating EXPENSES ........c.ceueeueeerreiereueereesesessitsesessesesesessesescsessssessaessssesesesesssscas (41,923) (37,606) a1
Underlying cost effiCIeNCY Tatio .........ccoviiuiuiiiiriiiiiciiiiiisieccceccce e 66.0% 63.4%
Profit before tax
Reported profit DEfOre taX .......cccocvvirieeirinirieiee et 20,649 21,872 (6)
Currency translation adjustment®™ ..............coo.coovvuerveeceeeceeenseeseeeessees e seeenes (428)
OWN Credit SPIEad ...........oovoeeeeeeeeeeeeeeeeeeee e e e e e e e e e 5,215 (3,933)
Acquisitions, disposals and dilUtIONS ...........cccecueeeureeinieeineiriereeese e seseees (9,479) (3,650)
Underlying profit DEfOre taX .........cooeueerirnirieueiiiininieieie ettt 16,385 13,861 18
By global business™
Retail Banking and Wealth Management ............cccccocovrieeeueinininieieeneninineeieecnneeienenene 4,001 871 359
Commercial BanKing .........ccccovueivieinieieieieiesieeseesecete ettt esenees 7,941 7,691 3
Global Banking and Markets ...........cccececeirieirieinieninieeieiesecsiee et 8,371 6,735 24
Global Private Banking .........cccocceeoirririeiininiiieecinieieiceneiete ettt 954 945 1
ONET .ttt etttk et (4,882) (2,381) (105)
Underlying profit DEOre taX .........ccceoiveririeiirieieieieteree ettt 16,385 13,861 18
By geographical region®
BUTOPE .ottt bbbt sttt ettt 699 1,629 (57)
HONE KON ..o 7,162 5,761 24
ReSt O ASIA-PACITIC ...vooviivieiiieiciiieeeee ettt ettt re s 6,403 6,249 2
Middle East and NOrth AfTiCa .......ccooeieveirierieirieieeeeeeeee e 1,380 1,417 3)
North America (1,499) (3,076) 51
Latin America 2,240 1,881 19
Underlying profit DEfOIe taX .........coveueeirinirieieieiririiee ettt 16,385 13,861 18

For footnotes, see page 120.




Consolidated income statement

Five-year summary consolidated income statement

Net INtErest INCOME ....cveveuireeririenieeeieieeeteriee et
Net £8€ INCOME ......couviiiiiiiiiiciccc s
Net trading iNCOME .......c.eeeriririeieieiiririeieieerreie e
Net income/(expense) from financial instruments

designated at fair value ...........cocceveeneiinennieceeeee
Gains less losses from financial investments ............c.ccccccceueneee
Dividend income ...........cooveereevenieenienennencns
Net earned insurance premiums ..
Gains on disposal of French regional banks ..........c.ccccevvvuenenee.
Gains on disposal of US branch network,

US cards business and Ping An ........cccccvereennenecnencnenenne.
Other operating iNCOME .......c.coevurueueuerererireererereririeeereserereseesenenenes

Gains arising from dilution of interests in associates

and JOINE VENTUIES .....oevvenieiiieieieiirieieiee et
OLhET .

Total operating income .............c..ccoeovenninninnenceneeeees

Net insurance claims incurred and movement in liabilities to
POLCYNOIARTS ...

Net operating income before loan impairment charges
and other credit risk provisions ...............c.cocoovinininininn

Loan impairment charges and other credit risk provisions .........
Net operating income ...............coceeiririeiiiienieeenesee e
Total operating eXpenses™ ............cooooowerereeeeeeerssressrerserees
Operating profit .............ccooooviiiiiinine
Share of profit in associates and joint VENtures ...........c.cccceceeeenene
Profit before tax ..o
TaX EXPEINSE ...eviviiiiiiiiieiieictete ettt
Profit for the year ..o

Profit attributable to shareholders of the parent company ..........
Profit attributable to non-controlling interests ...........c.cccceceeueuene

Five-year financial information

Basic earnings per share® ...........cccocovvvvrenereieeeeeeesnsees s
Diluted earnings per share® ................ccoccoovorvereeereeeeeseeseenes
Basic earnings excluding goodwill impairment per share®** ...

Dividends per ordinary share' ............ccccooovrrorrrerirreriesierinns

Dividend payout ratio®® ..............ccooooviiviereeeeeeee e
—TEPOTEEA .eneeeiiieiiteiei ettt
— excluding goodwill impairment™ .............c.ccoccoovvrerrerererinnn.
Post-tax return on average total assets .............
Return on average ordinary shareholders’ equity ..........cccoeueuee

Average foreign exchange translation rates to USS$:
USS LI £ oottt

For footnotes, see page 120.
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2012 2011 2010 2009 2008
USSm US$m US$m US$m US$m
37,672 40,662 39,441 40,730 42,563
16,430 17,160 17,355 17,664 20,024

7,091 6,506 7,210 9,863 6,560
(2,226) 3,439 1,220 (3,531) 3,852

1,189 907 968 520 197

221 149 112 126 272
13,044 12,872 11,146 10,471 10,850
- - - - 2,445
7,024 - - - -
2,100 1,766 2,562 2,788 1,808
- 208 188 - -

2,100 1,558 2,374 2,788 1,808

82,545 83,461 80,014 78,631 88,571
(14,215) (11,181) (11,767) (12,450) (6,889)
68,330 72,280 68,247 66,181 81,682
(8,311) (12,127 (14,039) (26,488) (24,937)
60,019 60,153 54,208 39,693 56,745
(42,927) (41,545) (37,688) (34,395) (49,099)
17,092 18,608 16,520 5,298 7,646
3,557 3,264 2,517 1,781 1,661
20,649 21,872 19,037 7,079 9,307
(5,315) (3,928) (4,846) (385) (2,809)
15,334 17,944 14,191 6,694 6,498
14,027 16,797 13,159 5,834 5,728
1,307 1,147 1,032 860 770
US$ Us$ Us$ USs$ US$
0.74 0.92 0.73 0.34 0.41
0.74 0.91 0.72 0.34 0.41
0.74 0.92 0.73 0.34 1.19
0.41 0.39 0.34 0.34 0.93
% % % % %
55.4 42.4 46.6 100.0 226.8
55.4 42.4 46.6 100.0 78.2
0.6 0.65 0.57 0.27 0.26
8.4 10.9 9.5 5.1 4.7
0.631 0.624 0.648 0.641 0.545
0.778 0.719 0.755 0.719 0.684
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Financial summary > Consolidated income statement

Reported profit before tax of US$20.6bn in 2012
was US$1.2bn, or 6%, lower than in 2011. This was
primarily due to adverse fair value movements on
own debt attributable to credit spreads of US$5.2bn,
compared with favourable movements of US$3.9bn
in 2011. The variance was partially offset by
US$7.5bn of gains (net of losses) on disposals,

in particular in respect of the US Card and Retail
Services business and our associate, Ping An. Our
remaining shareholding in Ping An has been
reclassified as a financial investment (see Note 26 on
the Financial Statements), the sale of which was
completed on 6 February 2013.

We expect disposal of the Card and Retail
Services business in North America and of our
associate shares in Ping An in Rest of Asia-Pacific to
have a significant impact on our profits in each of
these regions for the foreseeable future. In addition,
future profits in Rest of Asia-Pacific are expected to
be affected by the dilution of our shareholding in
Industrial Bank Co. Limited (‘Industrial Bank”),
following its issue of additional share capital to third
parties on 7 January 2013. Our shareholding in
Industrial Bank has now been classified as a financial
investment.

On an underlying basis, profit before tax rose by
18%, primarily due to higher net operating income
before loan impairment charges and other credit risk
provisions (‘revenue’) and lower loan impairment
charges and other credit risk provisions, which were
partially offset by an increase in operating expenses.
The latter was primarily driven by fines and penalties
paid as part of the settlement of investigations into
past inadequate compliance with anti-money
laundering and sanctions laws of US$1.9bn, and a
higher provision for UK customer redress
programmes of US$1.4bn.

The following commentary is on an underlying
basis, except where otherwise stated. The difference
between reported and underlying results is explained
and reconciled on page 26.

Revenue of US$63.5bn was US$4.2bn, or 7%,
higher than in 2011, primarily due to lower adverse
movements on non-qualifying hedges which
accounted for US$1.1bn of the increase, and
revenue growth in GB&M and CMB.

Revenue growth in GB&M mainly reflected
higher Rates and Credit income, notably in Europe,
as spreads tightened and investor sentiment improved
following stimuli by central banks globally.

In CMB, revenue growth primarily reflected
increased net interest income as a result of average
balance sheet growth. Customer loans and advances
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grew in all regions, with over half this growth
coming from our faster-growing regions of Hong
Kong, Rest of Asia-Pacific and Latin America,
driven by trade-related lending. In Europe, lending
balances increased, notably in the UK, despite muted
demand for credit. Customer deposits also rose as we
continued to attract deposits through our Payments
and Cash Management products.

Revenue growth in RBWM reflected increased
insurance income, mainly in Hong Kong and Latin
America, which benefited from higher investment
returns and increased sales of life insurance products.
In addition, net interest income grew, mainly in
Hong Kong and Latin America, reflecting higher
average lending and deposit balances. These factors
were partially offset by the continued run-off of our
Consumer and Mortgage Lending (‘CML’) portfolio
in the US.

Loan impairment charges and other credit risk
provisions were US$2.3bn lower than in 2011.
This primarily reflected a decrease in North America,
mainly due to the continued decline in lending
balances and lower delinquency rates in the CML
portfolio. In addition, in Europe there were lower
credit risk provisions on available-for-sale asset-
backed securities (‘ABS’s) driven by an
improvement in underlying asset prices, and lower
loan impairment charges in RBWM, most notably in
the UK, as delinquency rates improved across both
unsecured and secured lending portfolios. These
factors were partially offset by increased loan
impairment charges and other credit risk provisions
in Latin America, particularly in Brazil, which were
primarily due to higher delinquency rates in RBWM
and in Business Banking in CMB. In Rest of Asia-
Pacific, there were also higher individually assessed
loan impairments on a small number of customers in
CMB.

Operating expenses were higher than in 2011,
primarily from fines and penalties paid as part of
the settlement of investigations into past inadequate
compliance with anti-money laundering and
sanctions laws of US$1.9bn, as well as an increase
in provisions relating to UK customer redress
programmes of US$1.4bn. In addition, in 2011
operating expenses included a credit of US$570m
relating to defined benefit pension obligations in the
UK, which did not recur.

The charges for UK customer redress
programmes include estimates in respect of possible
mis-selling in previous years of payment protection
insurance (‘PPI”) policies of US$1.7bn and interest
rate protection products of US$598m. The additional
provision relating to PPI reflects our recent claims



experience. The provision in relation to interest rate
protection products reflects an estimate of possible
customer redress requirements following an
independent review carried out at the request of the
Financial Services Authority (‘FSA”). There are many
factors which affect these estimated liabilities and there
remains a high degree of uncertainty as to the eventual
cost of redress for these matters.

Operating expenses also increased due to
inflationary pressures, for example, on wages and
salaries, in certain of our Latin American and Asian
markets. Other increases arose from investment in
strategic initiatives including certain business expansion
projects, enhanced processes and technology
capabilities, and increased investment in regulatory and
compliance infrastructure, primarily in the US. These
factors were partly offset by US$2.0bn of sustainable
cost savings achieved across all regions, as we
continued with our organisational effectiveness
programmes during 2012. The number of full time
equivalent staff numbers (‘FTEs’) fell by more than
27,700, reflecting the planned net reduction of staff
numbers across the Group from organisational
effectiveness initiatives and business disposals.

Notable revenue items by geographical region

On a constant currency basis, income from
associates increased, mainly driven by strong results in
our mainland China associates. The contribution from
Bank of Communications Co., Limited (‘BoCom”) and
Industrial Bank rose due to loan growth and higher fee
income. These factors were partially offset by a decline
in income from Ping An due to market valuation losses
on equity securities held by their insurance business,
reflecting volatile domestic equity markets.

The reported profit after tax was US$2.6bn or 15%
lower than in 2011, reflecting a decrease in taxable
profits, and a higher tax charge in 2012. The increased
tax charge included the effect of the non-tax deductible
charge for fines and penalties paid as part of the
settlement of investigations into past inadequate
compliance with anti-money laundering and sanctions
laws, together with the non-recognition of the tax
benefit in respect of the accounting charge associated
with negative fair value movements on own debt. The
lower tax charge in 2011 included the benefit of US
foreign tax credits. The effective tax rate in 2012
was 26% compared with 18% in 2011.

Rest of
Hong Asia- North Latin
Europe Kong Pacific MENA  America  America Total
US$m US$Sm US$m US$m US$Sm US$m US$m
2012
Non-qualifying hedges .......cccoovevirervriiennne. (51) 31 (20) - (194) - (296)
Ping An contingent forward sale contract’” ... - - (553) - - - (553)
Gain on sale of non-core investments in India - 314 - - - - 314
Loss recognised following the classification of
businesses to held for sale ...........cccoeeneeee - - - - - 96) (96)
2011
Non-qualifying hedges .........cccccevvreercnennne. (291) (14) (20) - (1,067) - (1,392)
Refinement of PVIF calculation ..................... 95 135 11 - - 2 243
2010
Non-qualifying hedges .......cccooovevirvveeeennne. (691) (17) 4 - (353) - (1,057)
Notable revenue items by global business
Retail Global
Banking Banking Global
and Wealth Commercial and Private
Management Banking Markets Banking Other Total
US$m US$m US$Sm US$m US$Sm US$m
2012
Non-qualifying hedges ..........ccoooeiriirinininnne. (193) - (42) 4 (65) (296)
Ping An contingent forward sale contract’” ...... - - - - (553) (553)
Gain on sale of non-core investments in India ... - - - - 314 314
Loss recognised following the classification
of businesses to held for sale ........c..cccoceveeneee (26) 35) 27 - ®) 96)
2011
Non-qualifying hedges ............ . (1,038) - 90 5) (439) (1,392)
Refinement of PVIF calculation ..........c.cccceeeee. 181 62 - - - 243
2010
Non-qualifying hedges ........ccocovevineinieineninnns (310) - (309) 1 (439) (1,057)

For footnote, see page 120.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Financial summary > Consolidated income statement / Group performance by income and expense item

Notable cost items by geographical region®®

2012

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

UK customer redress programmes .

UK bank [eVY ..c.ocvvivieieiieiiieeeeeieeeeieee

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

US mortgage foreclosure and servicing costs .

2011

Restructuring and other related costs .............
UK customer redress programmes .................
UK bank [eVY ..c.coveieeieiieiieieiieeeeeeieee
UK pension credit .......ceveereirenieeneeneennne
Payroll taX ...c.cccovveeveenenrieiecceeeceeen
US mortgage foreclosure and servicing costs.

2010

Restructuring and other related costs

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

US accounting gain on change in staff
benefits ......coooeiiiiiiiiie

Payroll taxX ....ccccceveverenrenieeeeeeceeeee

Notable cost items by global business™

2012

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

UK customer redress programmes .

UK bank 1evy ......cccoevvenvcneenee .

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

US mortgage foreclosure and servicing costs ....

2011

Restructuring and other related costs .
UK customer redress programmes . .
UK bank levy ....c.coeeereeneinieiniccniceneeneneees
UK pension credit ........cooeeeeeeeninenieereccnnennenes
Payroll taX ..c.oceevveevieieieieieeeeeee e
US mortgage foreclosure and servicing costs ....

2010
Restructuring and other related costs .................
UK customer redress programmes
US accounting gain on change in staff

benefits ...
Payroll taX ...c.cccoeveveeveeeinirineccreeeeee

For footnote, see page 120.
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USSm

299
2,338
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404
898
570

(587)
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Management

US$m

266
1,751

405
875

(264)

257
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78
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Commercial
Banking
USSm

62
258

122
23

(212)
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Asia-
Kong Pacific
US$m US$Sm

131

Global
Banking
and
Markets
US$m

63
331

158

(111)
(13)

(19)
307

27

North

MENA  America
US$m

US$m

221

1,546
104

Global
Private
Banking
US$m

58
@

®)

Latin
America
US$m

167

Other
US$Sm

427

472

1,921

399

570

127

©)

Total
US$m
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2,338
472

1,921
104

1,122
898
570

(587)
(13)
257

154
78

(148)
324

Total
US$m

876
2,338
472

1,921
104

1,122
898
570

(587)
(13)
257

154
78

(148)
324



Group performance by income and expense item

Net interest income

2012 2011 2010
US$m US$m US$m
TILETESE INCOIME ...veviivieiieiiiieiete ettt ettt ettt e e et et et e saesbeeseeseeseese e s essensesessensenns 56,702 63,005 58,345
INEETEST EXPEIISE ....euvvireuirtenieiireeteetet ettt ettt ettt ettt b et bttt b et be e ebeneas (19,030) (22,343) (18,904)
Net INErest INCOME™ ....uuuivvermreiirrreesneeeiseresseeesssseest e ssss st ssest st esessses 37,672 40,662 39,441
Average Interest-earning ASSELS .........ccverveirieerreirerireriereneesteeeeeteesrese e ssesensens 1,625,068 1,622,658 1,472,294
GrOSS NEIESt YIEIA™ .....o..vveeiveeiveeieseeeee s 3.49% 3.88% 3.96%
LesS: COSt OF FUNAS .ovivieeiieiiieiee ettt ne (1.36%) (1.56%) (1.41%)
Net interest SPread®’ .........oovvrvveeevrereeeeeseeseses s esssass s sseensnes 2.13% 2.32% 2.55%
Net interest MArZIN® ...........oocerverrveerveoreseresesise s essss s 2.32% 2.51% 2.68%
Summary of interest income by type of asset
2012 2011 2010
Average Interest Average Interest Average Interest
balance income Yield balance income Yield balance income Yield
US$m  US$m % US$m  US$m % US$m  US$m %
Short-term funds and loans and advances
10 DANKS .ovieiieeic 275,979 4,307 1.56 261,749 5,860 2.24 236,742 4,555 192
Loans and advances to customers .............. 934,656 41,043 4.39 945,288 45250 4.79 858,499 44,186  5.15
Financial investments .............ccccoceeveveeenen. 387,329 9,078 2.34 384,059 10,229  2.66 378,971 9,375 247
Other interest-earning assets® ..o, 27,104 2,274  8.39 31,562 1,666 5.28 (1,918) 229 (11.94)
Total interest-earning assets ........c.c.ececeune 1,625,068 56,702 3.49 1,622,658 63,005 3.88 1,472,294 58,345 3.96
Trading assets and financial assets
designated at fair value™* ... 368,406 6,931 1.88 410,038 8671 211 385203 7,060 1.83
Impairment provisions .........c.c.ceeeeveeererenene (17,421) (18,738) (22,905)
Non-interest-earning assets .............coceceeuene 730,901 752,965 664,308
Total assets and interest income ................. 2,706,954 63,633 235 2,766,923 71,676 2.59 2,498,900 65405 2.62
Summary of interest expense by type of liability and equity
2012 2011 2010
Average Interest Average Interest Average Interest
balance expense Cost balance expense  Cost balance expense  Cost
USSm  US$m % US$m  US$m % US$m  US$m %
Deposits by banks* .........c.cccocovvrrrrreennnn. 92,803 1,160 1.25 106,099 1,591 1.50 111,443 1,136  1.02
Financial liabilities designated at fair
value — own debt issued” ..........ccco....... 75,016 1,325 1.77 73,635 1,313 1.78 66,706 1,271 1.91
Customer accounts™ ...........cocoovevveveeenann. 1,052,812 10,878 1.03 1,058,326 13,456 1.27 962,613 10,778 1.12
Debt securities in iSSue ........cccecevveververenene. 161,348 4,755 2.95 181,482 5260  2.90 189,898 4931  2.60
Other interest-bearing liabilities ................. 19,275 912 4.73 14,024 723 5.16 8,730 788  9.03
Total interest-bearing liabilities .................. 1,401,254 19,030 1.36 1,433,566 22,343  1.56 1,339,390 18,904 1.41
Trading liabilities and financial liabilities
designated at fair value (excluding
own debt issued) ...ccocovvreierinnene. 318,883 3,445 1.08 355,345 4,564  1.28 275,804 3,780  1.37
Non-interest bearing current accounts ........ 177,085 162,369 142,579
Total equity and other non-interest
bearing 1iabilities ..........ccoeverveerieiriennnns 809,732 815,643 741,127
Total equity and liabilities ............c.ccceeenenene 2,706,954 22,475 0.83 2766923 26,907 0.97 2,498,900 22,684 0.91

For footnotes, see page 120.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Financial summary > Group performance by income and expense item

The commentary in the following sections is on a
constant currency basis unless otherwise stated.

Reported net interest income decreased by 7%.
On a constant currency basis, it declined by 5%.

On an underlying basis, excluding net interest
income earned by the businesses sold during 2012
(see page 29) from all periods presented (2012:
US$1.6bn; 2011: US$4.8bn) and currency translation
movements of US$1.2bn, net interest income rose by
4%. This reflected strong balance sheet growth in
Hong Kong and Rest of Asia-Pacific, together with a
lower cost of funds in Latin America driven by a
decline in interest rates in Brazil.

The decrease in both net interest spread and net
interest margin compared with 2011 was attributable
to significantly lower yields on customer lending and
on our surplus liquidity, partly offset by a reduction
in our cost of funds, notably on customer accounts.

Interest income was lower than in 2011. This
was driven by lower interest income on customer
lending, including loans classified within ‘Assets
held for sale’, due in part to the loss of interest
income from disposals during 2012, principally in
the US. These disposals also led to a change in the
composition of our lending book as the decline in
higher yielding card balances was replaced by
volume growth in relatively lower yielding products,
mainly residential mortgages and term lending, in
Hong Kong, Rest of Asia-Pacific and Europe.
Growth in average residential mortgage balances
reflected the success of marketing campaigns and
competitive pricing in the UK, the continued strength
in the property market in Hong Kong and the
expansion of our distribution network in Rest of
Asia-Pacific. Average term lending balances
increased in Hong Kong and Rest of Asia-Pacific as
we capitalised on trade and capital flows, while the
rise in Europe was in spite of muted demand for
credit. As a result of the change in composition of the
lending book, the gross yield on customer lending
fell.

Revenue in Balance Sheet Management also
decreased, principally in Europe as yield curves
continued to flatten and liquidity arising from
maturities and sales of available-for-sale debt
securities was re-invested at lower prevailing rates.
In addition, we placed a greater portion of our
liquidity with central banks. This was partly offset by
higher revenue in Rest of Asia-Pacific, notably
mainland China, as strong customer deposit growth
led to a rise in the size of the available-for-sale debt
securities portfolio.
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The decline in interest income was partly offset
by lower interest expense, notably on customer
accounts. This was driven by a reduction in the cost
of funds on customer accounts in Latin America,
notably in Brazil, and in Europe due to the downward
movement in interest rates during the year, together
with deposit repricing initiatives in the US and
Europe. The reduction in average customer account
balances due to the disposal of non-strategic branches
in the US was largely offset by significant volume
growth in other parts of the business, notably in Hong
Kong, reflecting more conservative customer
behaviour during the year in RBWM, and in Rest of
Asia-Pacific, as a result of new mandates and deposit
acquisition in Payments and Cash Management in
CMB and GB&M.

Interest expense on deposits by banks decreased,
mainly in Europe. This was due to lower placements
by other financial institutions with HSBC, in part due
to lower interest rates offered, together with a
reduction in the cost of sale and repurchase (‘repo’)
funding as market rates fell. Lower average balances
and interest rates in Brazil also contributed to the
decline.

There was also a decrease in interest expense on
debt securities issued by the Group, driven by a net
reduction in average balances outstanding, mainly in
North America and, to a lesser extent, in Europe.
Funding requirements in the US fell as a result of the
business disposals and continued reduction of the
CML portfolio in run-off and, as a consequence,
maturing debt was not replaced and some of the
outstanding debt was repaid with the proceeds from
the sales. In addition, maturing debt was not replaced
in Europe. These decreases were partly offset by
higher interest expense in Latin America, as a result
of new debt issued, principally in 2011. The Group’s
cost of funds on debt securities rose as the new
issuances in Latin America were at a higher effective
interest rate than that paid in other parts of the
Group. The replacement of short-term debt by the
issuance of medium-term notes in Europe also
contributed to the rise in the cost of funds of debt
securities in issue.

‘Net interest income’ includes the expense
of internally funding trading assets, while related
revenue is reported in ‘Net trading income’. The
internal cost of funding of these assets declined,
reflecting the reduction in average trading assets
during the year. In reporting our global business
results, this cost is included within ‘Net trading
income’.



Net fee income

2012 2011 2010
US$m US$m US$m
3,563 3,670 3,632
. 3,030 3,955 3,801
Funds under management ...........cccoeceveieeieienieeneesee ettt 2,561 2,753 2,511
Credit ACIITIES ..veuiieieeeeeteiiieist ettt 1,761 1,749 1,635
BroKing iNCOME .....ccuovriiieiiietiietiieesiet ettt ettt ettt ssese st e eseneesenes 1,350 1,711 1,789
IMPOTES/EXPOILS ...ttt ettt 1,196 1,103 991
Remittances ..... 819 770 680
Unit trusts ... 739 657 560
Underwriting ... . 739 578 623
G1ODAL CUSTOAY ..etiniiiieicre ettt 737 751 700
TNSUTAICE ...oveiieeiieceiee ettt e e e et e e et eeeeaaeeeaeeeeteeesraeeeenteeesaneeens 696 1,052 1,147
COrporate fINANCE ......coovcveueiiirieieiciiie ettt 370 441 440
TIUSE INCOIMIE ....veuiiteiietee ettt ettt sttt b ettt sttt eb s 283 294 291
INVEStMENt CONIACTS ......ouvvinieiieciieteiietciee ettt 141 136 109
MOTEZALZE SEIVICINZ ....cvviniiiieiiniieieieteieeete ettt ettt s e ee 86 109 118
Taxpayer financial services .......c....c....... - 2 73
Maintenance income on operating leases .. . - - 99
OBRET ittt ettt b et a st s e st et et e st s et e s enene s esenan 2,078 1,766 1,918
FEE INCOME ...ttt ettt et ettt ettt s et et e teeaeeteens 20,149 21,497 21,117
LesS: 88 EXPEOISE .....uveuiniiiieiiiiirieieicice sttt ettt (3,719) (4,337) (3,762)
INEL FEE INCOME ...vivieeeeietieeeeet ettt ettt ettt ettt et eteeas e etb et eseseeseeaeasens 16,430 17,160 17,355

Net fee income decreased by US$730m on a reported
basis, and by US$294m on a constant currency basis.

On an underlying basis, which excludes the net
fee income relating to the business disposals listed on
page 29 (2012: US$401m and 2011:US$1.41bn) and
currency translation movements of US$436m, net fee
income rose by US$726m, or 5%.

The reduction on a constant currency basis was
primarily due to the sale of the Card and Retail
Services business, which led to a reduction in cards
and insurance fee income and fee expenses. As
part of that transaction, we entered into a transition
service agreement with the purchaser to support
certain account servicing operations until they are
integrated into the purchaser’s infrastructure. We
receive fees for providing these services, which are
reported in ‘Other fee income’. The associated costs
are reported in ‘Operating expenses’.

Broking income fell, most notably in Hong
Kong and Europe, due to reduced transaction
volumes reflecting investor sentiment. Income from
funds under management (‘FuM’) fell, mainly in
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Rest of Asia-Pacific, as customers invested in lower
yielding products reflecting their lower risk appetite.
Income from FuM was also lower in North America,
due to the sale of the full service retail brokerage
business in Canada. In Europe, the decline was
mainly due to challenging market conditions in the
latter half of 2011 which led to a fall in average
client assets in 2012 as well as net new money
outflows and a fall in client numbers within GPB.

Partly offsetting these reductions was growth in
underwriting fees as we actively captured increased
client demand for debt capital financing in North
America, Hong Kong and Europe in 2012, in part,
reflecting the enhanced collaboration between CMB
and GB&M. Trade-related income also increased,
most notably in Europe and Hong Kong, reflecting
increased transaction volumes as we capitalised on
our global network to capture cross-border trade
flows.

Fees from unit trusts also rose in Hong Kong,
reflecting higher sales volumes.

Overview

3
2
>
5
o
<
o
=
@©
=
L
&
(o))
=
=
@©
P
5}
a
(@)

Corporate Governance

Financial Statements

Shareholder Information



HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Financial summary > Group performance by income and expense item

Net trading income

Trading ACIVIIES ....covvveveveuiiririeieieicci ettt
Ping An contingent forward sale contract’” ............cccooevrerreeeeeeereniennens
Net interest income on trading aCtiVities ..........ccoeevveerrereirieereereennns

Other trading income — hedge ineffectiveness:

— on cash flow hedges ......ocoviveireirieiceeee e
— on fair value hedges ........cocveireiiiieieeerece e
Non-qualifying Redges .........coeeeverrireriiririreccre e

Net trading income™**°

For footnotes, see page 120.

Reported net trading income of US$7.1bn was
US$585m higher than in 2011. On a constant
currency basis, net trading income rose by
US$849m, driven by lower adverse fair value
movements on non-qualifying hedges. Net income
from trading activities rose in GB&M, but this was
more than offset by lower net interest income on
trading activities and adverse fair value movements
on the contingent forward sale contract relating to
Ping An.

There were lower adverse fair value
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 Corporation (‘HSBC Finance’). The
size and direction of the changes in the fair value 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 liabilities if the
derivative is held to maturity. In North America,
there were lower adverse fair value movements on
non-qualifying hedges as US long-term interest rates
declined to a lesser extent than in 2011. There were
also lower adverse fair value movements on non-
qualifying hedges in Europe. This was driven by
favourable fair value movements in HSBC Holdings,
compared with adverse fair value movements in
2011, reflecting the less pronounced decline in long-
term US interest rates relative to sterling and euro
interest rates compared with 2011. This was partly
offset by adverse movements in European operating
entities as interest rates fell.

During 2012, HSBC Finance terminated
approximately US$3.0bn of non-qualifying hedges.
A further US$2.4bn of non-qualifying hedges were
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2012 2011 2010

US$m US$m US$m

................ 5,249 4,873 5,708
................ (553) - -
................ 2,683 3,223 2,530
................ 35 26 9)
................ @7 (224) 38
................ (296) (1,392) (1,057)
................ 7,091 6,506 7,210

terminated in January 2013 to better align our hedges
with the overall interest rate position in HSBC
Finance. The losses on these economic hedges
reported in previous years were therefore crystallised.

Net income from trading activities increased
compared with 2011, driven by a strong performance
in GB&M. This was after taking into account a net
charge of US$385m in the fourth quarter of 2012 as
a result of a change in estimation methodology in
respect of credit valuation adjustments on derivative
assets and debit valuation adjustments on derivative
liabilities to reflect evolving market practices (see
page 441).

Rates revenue was significantly higher, notably
in Europe, as spreads on government debt securities
tightened and investor sentiment improved following
stimuli by central banks. This was despite significant
adverse fair value movements due to own credit
spreads on structured liabilities as spreads tightened,
compared with a gain reported in 2011, together with
a credit valuation adjustment charge of US$837m.
The improvement in market sentiment also led to
tighter spreads on corporate debt securities, resulting
in strong growth in Credit revenue. Foreign
Exchange revenue was broadly in line with 2011, as
higher income resulting from enhanced collaboration
between GB&M and CMB, and increased volumes
from improvements in our electronic pricing and
distribution capabilities, offset the effect of less
volatile markets in 2012. These favourable
movements were partly offset by a reduction in
Equities trading revenue, reflecting a decline in
market volumes together with adverse fair value
movements on structured liabilities as own credit
spreads tightened in 2012, compared with favourable
movements in 2011.

These factors were partly offset by
unfavourable fair value movements on assets held as
economic hedges of foreign currency debt at fair
value compared with favourable movements in 2011,
due to movements in the underlying currencies.
These offset favourable foreign exchange



movements on foreign currency debt which are
reported in ‘Net expense from financial instruments
designated at fair value’.

Net interest income on trading activities also
declined. This was driven by a significant reduction
in average trading assets, notably holdings of debt
securities in Europe, in the latter part of 2011 and the
first quarter of 2012 as eurozone sovereign debt
concerns dominated the market. In addition, yields
fell as a result of both price appreciation in a low

interest rate environment and an increase in the
proportion of the portfolio invested in relatively
lower-yielding treasury bills and government debt
securities. This was partly offset by a reduction in
funding costs, reflecting both the decline in the size
of the portfolio and the low rate environment.

There were also adverse fair value movements
of US$553m on the contingent forward sale contract
relating to Ping An (see page 472).

3
2
2
(]
>
o)

Net income/(expense) from financial instruments designated at fair value 2
()
2012 2011 2010 2
US$m US$m US$m o
Net income/(expense) arising from: ©
— financial assets held to meet liabilities under insurance and =
INVESTMENE CONLIACES ...vuvevievirierieieteieieeteseeteseetesae e ete e esesaeseeseseeseseesenseseseesessesanes 2,980 (933) 2,349 2
— liabilities to customers under investment contracts ... . (996) 231 (946) i
— HSBC’s long-term debt issued and related derivatives ..........cccceceevecrencnenne (4,327) 4,161 (258) =]
Change in own credit spread on long-term debt ...........cccecevvevirierirerierenenene (5,215) 3,933 (63) g’
Other changes in fair Value® ............ccooooiverierieereenieciee e 888 228 (195) '*g
— other instruments designated at fair value and related derivatives .................... 117 (20) 75 8_
(@)

Net income/(expense) from financial instruments designated at fair value .............. (2,226) 3,439 1,220

Assets and liabilities from which net income/(expense) from financial instruments designated at fair value arose

()]
g
2012 2011 2010 @©
USSm USSm USSm <
>
Financial assets designated at fair value at 31 December ..........cccoceevveveincenicennene. 33,582 30,856 37,011 o
Financial liabilities designated at fair value at 31 December ............cccoceevveereenenene. 87,720 85,724 88,133 %
Including: o
Financial assets held to meet liabilities under: 8_
— insurance contracts and investment contracts with DPF>? ...........cccovivviveveeenan. 8,376 7,221 7,167 o
— unit-linked insurance and other insurance and investment contracts . . 23,655 20,033 19,725 O
Long-term debt issues designated at fair value .........ccccoeoveineinenicnnccce 74,768 73,808 69,906
For footnotes, see page 120.
The accounting policies for the designation of year, but do not alter the cash flows expected as part 42
financial instruments at fair value and the treatment of the documented interest rate management strategy. “E’
of the associated income and expenses are described As a consequence, fair value movements arising Q
in Notes 2i and 2b on the Financial Statements, from changes in our own credit spread on long-term %
respectively. debt and other fair value movements on the debt =
_ e . and related derivatives are not regarded internally as =
The majority of the financial liabilities designated & Y =
. . part of managed performance and are therefore not c
at fair value are fixed-rate long-term debt issues, the . . ic
. . allocated to global businesses, but are reported in
rate profile of which has been changed to floating . , .
. Other’. Credit spread movements on own debt
through interest rate swaps as part of a documented . . .
. designated at fair value are excluded from underlying
interest rate management strategy. The movement .
o . results, and related fair value movements are not
in fair value of these long-term debt issues and the included in the calculation of reeulatory canital c
related hedges includes the effect of our credit spread g Ty caprat -%
changes and any ineffectiveness in the economic We reported net expense from financial £
relationship between the related swaps and own instruments designated at fair value of US$2.2bn i)
debt. As credit spreads widen or narrow, accounting in 2012 compared with net income of US$3.4bn %
profits or losses, respectively, are booked. The size in 2011. This included the credit spread-related <
and direction of the changes in the credit spread on movements in the fair value of our own long-term =
our debt and ineffectiveness, which are recognised debt, on which we reported adverse fair value g
in the income statement, can be volatile from year to movements of US$5.2bn in 2012 and favourable 5

37



HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Financial summary > Group performance by income and expense item

movements of US$3.9bn in 2011. The adverse fair
value movements arose in 2012 as credit spreads
tightened in Europe and North America, having
widened during 2011.

Net income arising from financial assets held to
meet liabilities under insurance and investment
contracts reflected net investment gains in 2012 as
global equity market conditions improved, compared
with net investment losses in 2011. This
predominantly affected the value of assets held to
support unit-linked contracts in the UK and Hong
Kong, insurance contracts with discretionary
participation features (‘DPF’) in Hong Kong,
and investment contracts with DPF in France.

The investment gains or losses arising from
equity markets result in a corresponding movement
in liabilities to customers, reflecting the extent to
which unit-linked policyholders, in particular,
participate in the investment performance of the

Gains less losses from financial investments

associated asset portfolio. Where these relate to
assets held to back investment contracts, the
corresponding movement in liabilities to customers
is also recorded under ‘Net income/(expense) from
financial instruments designated at fair value’. This
is in contrast to gains or losses related to assets held
to back insurance contracts or investment contracts
with DPF, where the corresponding movement in
liabilities to customers is recorded under ‘Net
insurance claims incurred and movement in liabilities
to policyholders’.

Within net income from financial instruments
designated at fair value were favourable foreign
exchange movements in 2012, compared with
adverse movements in 2011, on foreign currency
debt designated at fair value issued as part of our
overall funding strategy. An offset from assets held
as economic hedges was reported in ‘Net trading
income’.

2012 2011 2010
US$m US$m US$m
Net gains/(losses) from disposal of:
— dEbt SECUTTLIES ..ottt 781 712 564
— equity securities 823 360 516
— other financial INVESTMENLS ........ccooveiiieiiieieeieeece e 5 12 (7)
1,609 1,084 1,073
Impairment of available-for-sale equity SECUIIHES .........cceeueermrueueueirinieeciceerireennes (420) 177) (105)
Gains less losses from financial iNVESTMENLS ...........c.ccevvevvieriiiiieicieieeeeecee e 1,189 907 968

Gains less losses from financial investments
increased by US$282m on a reported basis
and US$310m on a constant currency basis.

The increase was driven by higher net gains
from the disposal of available-for-sale equity
securities, notably in Hong Kong as a result of the
sale of our shares in four Indian banks. In addition,
we reported a rise in disposal gains in Principal
Investments in GB&M.

Higher gains were also reported on the disposal
of available-for-sale government debt securities,
principally in the UK as part of Balance Sheet

Net earned insurance premiums

Gross insurance premium income

REINSUTANCE PIEMIUINS ....ovevieviiieienietiietisiesteteeetete et see e ese e se e seeesessesesseseeseneesenes

Net earned INSUTANCE PrEMIUIMS ......c.cvveuirrererterieteteierieereeseeeeseeseeerese st see e sseseesens
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Management’s structural interest rate risk
management activities. This was partly offset by
losses on the disposal of legacy assets in GB&M in
the UK (see page 18), together with the non-
recurrence of gains in 2011 on the disposal of
available-for-sale debt securities in our Insurance
business in RBWM, also in Europe.

There were higher impairments of available-for-
sale equity securities due to significant write-downs
in 2012 on three holdings, two of which were in our
direct investment business, which is in run-off.

2012 2011 2010
US$m US$m US$m
13,602 13,338 11,609

(558) (466) (463)
13,044 12,872 11,146




Net earned insurance premiums were broadly
in line with 2011 on a reported basis. On a
constant currency basis net earned premiums
increased by 6%.

The rise in net earned premium income was
driven by Hong Kong and Latin America. In Hong
Kong, sales of insurance contracts increased, in
particular deferred annuity products, as we widened
our product offerings to fulfil customers’ long-term
savings and retirement needs, supported by
successful marketing campaigns. Renewal premiums

term life products in Brazil, reflecting customer
appetite for life insurance products. It was partly
offset by a decrease in net earned premiums
following the sale of the general insurance business
in Argentina in May 2012. In Europe, net earned
premiums decreased, mainly on investment contracts
with DPF in France, as a result of the uncertain
economic and political environment in the election
year and increased product competition. The non-
renewal and transfer to third parties of certain
contracts in our Irish business during 2011 also
contributed to the decline. This was partly offset by a

3
)
2
o
>
o

from both unit-linked and insurance contracts with . . . . 2

. . . . rise in net earned premiums in the UK due, in part, to >

DPF also increased reflecting strong sales in previous oo . 'S

. . . . . the sale of a unit-linked insurance product through 3

years. The increase in net earned premiums in Latin two new third party platforms o

America was due to higher sales of unit-linked and party’p ' ©

g

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

L

2012 2011 2010 =]

US$m US$m US$m =

Gains on disposal of US branch network ...........ccccccceivrieieierininineieeninnneieccrneenenes 864 - - E

Gains on disposal of US cards DUSINESS ........cccecvrieririeririeirerieeneeeeeeeeeeee e 3,148 - - 8_

Gains on disposal 0f PING AN .......ccccoviriiiiiiiiniiiciciirecceeeeeee e 3,012 - - @)
TOAL .ottt ettt ettt et et et e et et e eteeaeeteeteeat et et et et et e eteeaeereens 7,024 — —

. . . . o, . m
Significant progress was made in 2012 in exiting e In December 2012, HSBC Insurance Holdings g
non-strategic markets and disposing of businesses Limited and The Hongkong and Shanghai E
and investments not aligned with the Group’s long- Banking Corporation agreed to sell to indirect g
term strategy. These included three major disposals: wholly-owned subsidiaries of Charoen 8

. Pokphand Group Company Limited their entire iz
o InMay 2012, HSBC USA Inc., HSBC Finance PIane Jroup ompaty . 5
. shareholdings in Ping An, representing 15.57% 5
and HSBC Technology and Services (USA) Inc. . . . . S
. . . . of the issued share capital of Ping An, in two =
sold their US Card and Retail Services business Q
. . . . .. tranches. The first tranche was completed O
to Capital One Financial Corporation, realising a .
ain on sale of USS3. 1bn on 7 December 2012. The completion of the
& o second tranche took place on 6 February 2013.
e [n May 2012, HSBC Bank USA, N.A. (‘HSBC The disposal of this associate resulted in a gain
Bank USA”) sold 138 out of 195 branches of US$3.0bn in 2012 (see page 472). Our o
primarily in upstate New York to First Niagara remaining shareholding has been classified as a =
Bank, realising a gain of US$661m. In August financial investment. qu
2012, it sold the remaining 57 branches to the ©
same purchaser, realising a gain of US$203m. »
©
‘o
Other operating income =
=
2012 2011 2010 i
US$m US$m US$m
RENETECEIVEA ...ttt st 210 217 535
Gains/(losses) recognised on assets held for sale . 485 55 (263)
Valuation gains on investment Properties ...........coveererererueuereririreerereerereseerererenenens 72 118 93 =
Gain on disposal of property, plant and equipment, intangible assets and el
NnoN-financial INVESIMENES ........c.ceveirueieeireieeieeeee ettt 187 57 701 ©
Gains arising from dilution of interests in associates and joint ventures - 208 188 g
Change in present value of in-force long-term insurance business ............c.c.covueueee. 737 726 705 Nel
OBRET ettt ettt ettt 409 385 603 =
Other OPErating INCOIME .....cc.eirieuirieiieteiiteri ettt ettt sttt et ene e 2,100 1,766 2,562 %
o
=
o
@©
=
%)
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Change in present value of in-force long-term insurance business

2012 2011 2010

US$m US$m US$m

Value OFf NEW DUSINESS .....veiviiriieeiietiietee ettt et e et ae e ereeveeeveenns 1,027 943 737
EXPECLEd TEIUIT .ttt (420) (428) (85)
Assumption changes and eXperience Variances ............oceoevereerereerereeereeesnereeseeesens 69 (30) 59
Other adJUSHIMENLS ......c.ovcuiuiiiiieieiciie ettt 61 241 (6)
Change in present value of in-force long-term insurance business ............c.c.cevueeee. 737 726 705

Reported other operating income of US$2.1bn
increased by 19% in 2012. On a constant currency
basis, it rose by 25% as a result of business disposals
during the year.

We continued to rationalise our portfolio in non-
strategic markets, resulting in a number of gains and
losses on disposal which are excluded from our
underlying results (see page 28). These included
gains of US$108m on the sale of our RBWM
operations in Thailand, US$130m on the sale of
our shareholding in a property company in the
Philippines, US$163m on the sales of the HSBC and
Hang Seng general insurance businesses in Hong
Kong, US$102m following the completion of the
sale of our general insurance manufacturing business
in Argentina, and US$212m following the sale of our
shares in Global Payments Asia-Pacific Ltd. The
gains on disposal were partly offset by an investment
loss on a subsidiary of US$85m in the Middle East
and North Africa and a loss of US$62m on the
sale of our operations in Costa Rica, Honduras and
El Salvador.

Reported other operating income in 2011
included a gain of US$181m arising from a dilution
of our holding in Ping An following its issue of share
capital to a third party and a gain of US$83m from
the sale of HSBC Afore S.A. de C.V. (‘HSBC
Afore’), our Mexican pension business.

On an underlying basis, excluding the gains
and losses on disposal totalling US$747m in 2012
and US$354m in 2011, other operating income rose.

This was due to lower losses on foreclosed properties
due to the reduction in foreclosure activity in the US,
less deterioration in housing prices during 2012 and,

in some markets, improvements in pricing compared

with 2011 in the US.

The present value of in-force (‘PVIF’) long-term
insurance business asset was broadly in line with
2011. The value of new business from the sale of life
insurance products, favourable investment returns,
together with the recognition of a PVIF asset relating
to the unit-linked pension products in Brazil
contributed to a rise. In addition, there were lower
adverse changes to non-economic assumptions,
including mortality and lapse rates in Hong Kong
and North America in 2012. These factors were
substantially offset by adverse assumption changes in
2012, principally relating to the valuation of
policyholder options and guarantees in Hong Kong,
along with the non-recurrence of a gain of US$237m
(US$243m as reported) recognised upon refinement
of the PVIF asset in 2011.

The increase in other operating income was
partly offset by losses recognised on the sale of
syndicated loans in Europe and on the
reclassification of certain businesses to held for sale
in South America. In addition, a gain on sale and
leaseback of branches in Mexico recognised in 2011
did not recur.

Net insurance claims incurred and movement in liabilities to policyholders

Insurance claims incurred and movement in liabilities to policyholders:

— BIOSS .ttt ettt ettt ettt ettt ettt e b e st et et et et et e aese s se et eneeseneenen
— TEINSUTETS’ SNATE ....oivieiieiieiieiieieietee ettt

—ICE et

For footnote, see page 120.

Net insurance claims incurred and movement in
liabilities to policyholders increased by 27% on a
reported basis, and by 33% on a constant currency
basis.
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2012 2011 2010

US$m US$m US$m

............... 14,529 11,631 11,969
............... (314) (450) (202)

............... 14,215 11,181 11,767

The increase in liabilities to policyholders largely
resulted from gains in the fair value of the assets
where the policyholders bear the investment risk,
particularly in relation to unit-linked insurance



contracts and investment and insurance contracts
with DPF.

The higher investment returns were largely the
result of positive equity market movements in 2012
compared with losses experienced during 2011
notably in Hong Kong, France and the UK. The gains
or losses 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’.

The increase in liabilities to policyholders also
reflected the increase in new business written,
notably in Hong Kong and Brazil as explained under
‘Net earned insurance premiums’. This was partly
offset by a lower increase in reserves in France
attributable to the decline in net earned premiums,
and a decrease in Argentina due to the sale of the
general insurance business in May 2012.

Loan impairment charges and other credit risk provisions

2012 2011 2010
US$m US$m US$m
Loan impairment charges

New allowances net of allowance rele€ases ..........cevvevveereereeeereeeeeeeereereereereeneenns 9,306 12,931 14,568
Recoveries of amounts previously written off ...........cccooveevieinieiineiineineieene (1,146) (1,426) (1,020)
8,160 11,505 13,548

Individually assessed allowances ... 2,139 1,915 2,625
Collectively assessed allowances 6,021 9,590 10,923
Impairment of available-for-sale debt SECUIIHES ........coeoveveveirinirieieerineciccces 99 631 472
Other credit risk provisions/(TE€COVETIES) .......ccouvurueueuerirrriereueriereeeerereesereereneseeseenenes 52 9) 19
Loan impairment charges and other credit risk provisions ...........ccccccevvevccrcnreennes 8,311 12,127 14,039

Reported loan impairment charges and other credit
risk provisions (‘LIC’s) fell from US$12bn to
US$8.3bn, a decrease of 31% compared with
2011. On an underlying basis they reduced from
US$10bn to US$8.0bn.

On a constant currency basis, they declined by
USS$3.5bn or 30% compared with 2011. Collectively
assessed allowances were down by US$3.3bn and
credit risk provisions fell by US$456m, partly offset
by higher individually assessed impairment charges
of US$258m.

At 31 December 2012, the aggregate balance
of customer loan impairment allowances was
USS$16bn. This represented 2% of gross loans
and advances to customers (net of reverse repos and
settlement accounts) in line with 31 December 2011.

The fall in collectively assessed impairment
allowances was most significant in RBWM in North
America due to the continued reduction in the CML
portfolios in run-off, and the sale of the Card and
Retail Services business. In addition, lower loan
impairment charges in Europe in RBWM were due
to improved credit quality as we continued to pro-
actively identify and monitor customers facing
financial hardship and focused our lending growth
on higher quality assets, notably in the UK. These
factors were partly offset by higher loan impairment
charges and other credit risk provisions in Latin
America which were driven by increased delinquency
rates in RBWM and CMB, mainly in Brazil.
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Impairment of available-for-sale debt securities
reduced, mainly in Europe, due to lower charges on
available-for-sale ABSs and on Greek sovereign
debt, partly offset by an increase in Rest of Asia-
Pacific due to a charge on an available-for-sale debt
security in GB&M.

Individually assessed impairment allowances
increased by 14%, primarily in Europe in CMB,
reflecting challenging economic conditions in the
UK, Greece, Spain and Turkey. In addition, higher
individually assessed impairments in Latin America
mainly related to a single exposure in Brazil.

LICs declined in North America, primarily in
the CML portfolio, as well as in Europe, Hong Kong
and the Middle East and North Africa. The decrease
was partly offset by an increase in Latin America
and Rest of Asia-Pacific.

In North America, LICs fell by 51% to
US$3.5bn. Within this, loan impairment charges
fell by US$1.3bn following the sale of the Card
and Retail Services business. Loan impairment
charges in our CML business in the US fell by 48%
to US$2.6bn, driven by lower lending balances, as
we continued to run off the portfolio, and lower
delinquency levels. Loan impairment charges
continued to be adversely affected by delays in
expected cash flows from mortgage loans due, in
part, to delays in foreclosure processing, although
the effects were less pronounced than in 2011. These
decreases were partly offset by an adjustment made

Overview

3
2
>
5
o
<
o
=
@©
=
L
&
(o))
=
=
@©
P
5}
a
(@)

Corporate Governance

Financial Statements

Shareholder Information



HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Financial summary > Group performance by income and expense item

following a review completed in the fourth quarter of
2012 which concluded that the estimated average
period of time from current status to write-off was
ten months for real estate loans. In CMB and
GB&M, loan impairment charges increased, mainly
in Bermuda, due to individually assessed
impairments on a small number of exposures.

In Europe, LICs decreased by 22% to
US$1.9bn. This was mainly in GB&M due to lower
credit risk provisions on available-for-sale ABSs as a
result of an improvement in underlying asset prices,
as well as lower charges on Greek sovereign debt.
Further information on our exposures to countries in
the eurozone is provided on page 192. This was
partly offset by increased impairment charges on the
legacy credit loans and receivables portfolio. In
RBWM, loan impairment charges continued to
decline, primarily in the UK, as we focused our
lending growth on higher quality assets and
continued to pro-actively identify and monitor
customers facing financial hardship. As a result,
delinquency rates improved across both the secured
and unsecured lending portfolios. This was partly
offset by an increase in impairments in Turkey due
to strong growth in previous years in our RBWM
customer loans and advances. In addition, there were
higher individually assessed provisions in CMB
across a range of sectors, reflecting increased stress
on the financial status of certain customers in the
challenging economic conditions in certain eurozone
countries.

Operating expenses

By expense category

Employee compensation and benefits ............cccoevvenneneiineieneinennne
Premises and equipment (excluding depreciation and impairment) .
General and administrative EXPenses ..........ccceoveeuereueerreereuererereenenenens

AdMINISrative EXPEINISES ...vevveviriereieririeririeriereeeteseeessesesseseeseeesesaesesens

Depreciation and impairment of property, plant and equipment
Amortisation and impairment of intangible assets ............c........

OPETating EXPEISES .....cvevuevrueriereierererirneseuereresessesesesesesssesesesesesessesesenens

Staff numbers (full-time equivalents)

BUFOPE .o
Hong Kong ..o

Rest of Asia-Pacific

Middle East and North Africa .......ccoceeeveievieiieiieniceceeeeeeeeeeeesieies
NOTth AMETICA ..evievievieiieieieieeee ettt ettt see e ensensenns
Latin AMETICA ..veuveveieriieeeieierieteietetete ettt eseseesesseseeseneeseneens

Staff NUMDETS .....oovieeieiieieieeeeeee e

In Hong Kong, LICs fell by 53% to US$74m,
largely due to lower specific impairment charges in
CMB and the non-recurrence of charges relating to
available-for-sale Greek sovereign debt securities.

In the Middle East and North Africa, LICs
decreased by US$6m to US$286m. Lower loan
impairment charges in RBWM reflected
repositioning of the book towards higher quality
secured lending in previous years. This was largely
offset by higher LICs recorded for a small number of
large exposures in GB&M.

LICs in Latin America and Rest of Asia-Pacific
increased compared with 2011. In Latin America,
they increased by 29% to US$2.1bn. This was
mainly in Brazil, driven by increased delinquency
rates in RBWM and CMB, particularly in the
Business Banking portfolio reflecting lower
economic growth in 2012. We took a number of
steps to reposition the portfolios in RBWM and
CMB including improving our collections
capabilities, reducing third-party originations and
lowering credit limits where appropriate. Loan
impairment charges fell in Brazil during the second
half of 2012, mainly due to lower collective portfolio
provisions.

In Rest of Asia-Pacific, LICs increased by 64%
to US$436m, notably in CMB as a result of the
impairment of a corporate exposure in Australia and
a small number of corporate exposures in India, as
well as a credit risk provision on an available-for-
sale debt security in GB&M.

2012 2011 2010

US$m US$m US$m

..................... 20,491 21,166 19,836
4,326 4,503 4,348
..................... 15,657 12,956 10,808
..................... 40,474 38,625 34,992
1,484 1,570 1,713

969 1,350 983

..................... 42,927 41,545 37,688

At 31 December

2012 2011 2010

..................... 70,061 74,892 75,698
..................... 27,742 28,984 29,171
85,024 91,051 91,607
..................... 8,765 8,373 8,676
..................... 22,443 30,981 33,865
..................... 46,556 54,035 56,044

..................... 260,591 288,316 295,061




Reported operating expenses of US$42.9bn were
US$1.4bn or 3% higher than in 2011. On an
underlying basis, costs increased by 11%.

On a constant currency basis, operating
expenses in 2012 were US$2.7bn or 7% higher than
in 2011, primarily driven by fines and penalties paid
as part of the settlement of investigations into past
inadequate compliance with anti-money laundering
and sanction laws of US$1.9bn, of which US$1.5bn
was attributed to, and paid by, HSBC North America
Holdings Inc. (‘HNAH’) and its subsidiaries and
US$375m was paid by HSBC Holdings. Further
provisions for the UK customer redress programmes
of US$2.3bn were raised during 2012 compared
with a charge of US$890m in 2011 (US$898m as
reported). This included a charge for additional
estimated redress for possible mis-selling in previous
years of PPI policies US$1.7bn (2011: US$713m)
and interest rate protection products (US$598m),
which took the balance sheet provision for the UK
customer redress programmes at 31 December 2012
to US$2.2bn.

In 2011 we recorded a credit of US$570m
(US$587m as reported) following a change in the
inflation measure used to calculate the defined
benefit obligation in the UK for deferred pensions
which did not recur in 2012.

Cost efficiency ratios*

Geographical regions

BUIOPE ettt

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

Middle East and North Africa ..
North America ...........c.c........

Latin AMETICA ..vocviivievieeierieeieiesiecteete ettt saesaesaebesaesaeeseeseeseessensennas

Global businesses

Retail Banking and Wealth Management ............ccccocoveveneiniensenennenns

Commercial Banking .........c.coccceveenenine
Global Banking and Markets

Global Private Banking ..........ccccoceoveiineinininineneeneecese e

For footnote, see page 120.

Share of profit in associates and joint ventures

Associates

Bank of Communications Co., Limited ...........ccccoveeieiiviiiiieienen,

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

Industrial Bank Co., Limited ...........ccooovevieviiviiieieeeeeeeeeeeeeeiens
The Saudi British Bank ............cccceeveieieiieieieieee e
ONET oottt s e ese e ns

Share of profit in @SSOCIALES ......ccveverieririeririeeieieieeeeee e
Share of profit in jJOINt VENTUIES ........ceevevirieririeirieinceeeeeeeeree e

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

Costs also rose due to inflationary pressures in
certain of our Latin American and Asian markets and
increased investment costs in strategic initiatives,
including certain business expansion projects, and in
enhanced processes and technology capabilities. We
also increased investment in our regulatory and
compliance infrastructure primarily in the US.

The above increases in costs were mitigated by
strict cost control and the continued delivery of our
organisational effectiveness programmes, which
resulted in sustainable cost savings of US$2.0bn.
The number of employees (expressed in FTEs) at the
end of the 2012 was 10% lower than at the end of
2011. This reflected the planned net reduction of
staff numbers across the Group from organisational
effectiveness initiatives and business disposals. In
2012, average FTEs fell by 7%.

Business disposals in 2011 and 2012 resulted in
a lower cost base, most significantly from the sale of
the Card and Retail Services business and the 195
branches in the US.

Restructuring and other related costs were
US$876m in 2012 compared with US$1.1bn in 2011
(US$1.1bn as reported).

2012 2011 2010

% % %

.................... 62.8 57.5 55.2
.................... 108.4 70.4 67.9
39.0 44.5 434

42.7 54.2 55.7

48.0 44.5 447

. 60.8 55.7 48.8
.................... 58.7 63.3 65.7
.................... 58.4 63.2 58.1
45.9 46.3 49.4

. 54.2 57.0 48.8
.................... 67.6 68.8 65.8
2012 2011 2010

US$m US$m US$m

..................... 1,670 1,370 987
763 946 848
..................... 670 471 327
..................... 346 308 161
..................... 72 126 156
..................... 3,521 3,221 2,479
..................... 36 43 38
..................... 3,557 3,264 2,517
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Financial summary > Group performance by income and expense item / Consolidated balance sheet

The reported share of profit in associates and joint
ventures was US$3.6bn, an increase of 9% compared
with 2011. On a constant currency basis, it increased
by 7%, driven by higher contributions from our
associates in mainland China.

Our share of profits from BoCom rose, as a
result of loan growth and higher fee income from
cards, management service and guarantees and
commitments. This was partly offset by increased
operating expenses reflecting investment in staff
and technology, and higher loan impairment charges.
Profits from Industrial Bank also increased,
reflecting continued growth in lending balances
and a rise in associated fee income, partly offset
by higher operating expenses in line with business
expansion, as well as increased loan impairment
charges. On 7 January 2013, our holding in
Industrial Bank was diluted following its issue of
additional share capital to third parties. Our

Tax expense

Profit DEfOre tAX ..ocviieieeieiieiciciecie ettt et
TAX EXPEIISE ..ouviviiiiiieiieiietet ettt sttt b et ettt ettt s b e

Profit Qfter taX ...ocieieieieieieiee ettt

EfFECHIVE TAX TALE 1..eovivieviietiieeicieieteetete ettt ettt bbb e s e esenees

The tax charge in 2012 was US$1.4bn or 35% higher
than in 2011 on a reported basis.

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

a4

shareholding has now been classified as a financial
investment.

Profits from The Saudi British Bank rose, driven
by higher revenues reflecting strong balance sheet
growth and lower costs resulting from effective
control and monitoring.

Profits from Ping An were lower due to market
valuation losses on equity securities held by their
insurance business, reflecting volatile domestic
equity markets, partly offset by increased income
from the banking business reflecting the contribution
of Ping An Bank (formerly Shenzhen Development
Bank). On 5 December 2012, we agreed to sell our
entire shareholding in Ping An and recognised a gain
on the disposal of the associate. Our remaining
shareholding has been classified as a financial
investment (see page 39 for details of this
transaction).

2012 2011 2010
US$m US$m US$m
20,649 21,872 19,037
(5,315) (3.928) (4,846)
15,334 17,944 14,191
25.7% 18.0% 25.5%

As a result of these factors, the reported effective
tax rate for 2012 was 25.7 % compared with 18.0%
for 2011.

In 2012, the tax paid by the Group was
US$9.3bn (2011: US$8.0bn). 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 the pre-tax profit and the timing of
payments.

The Group also plays a major role as tax
collector for governments in the jurisdictions in
which we operate. In 2012, the Group collected
US$8.5bn (2011: US$8.7bn).



Consolidated balance sheet

Five-year summary consolidated balance sheet and selected financial information

At 31 December

2012 2011 2010 2009 2008 %
US$Sm US$m US$m US$m US$m E
ASSETS g
Cash and balances at central banks .............ccceeeveveieeiiieieeens 141,532 129,902 57,383 60,655 52,396 @)
TTAAING ASSELS ..vrurririeeeerriieeeeeeeieeise ettt ese e eeees 408,811 330,451 385,052 421,381 427,329
Financial assets designated at fair value 33,582 30,856 37,011 37,181 28,533
Derivatives .......coceeevveeenens 357,450 346,379 260,757 250,886 494,876
Loans and advances to banks ...... . 152,546 180,987 208,271 179,781 153,766
Loans and advances to CUStOMErs™ ..........o.ooveeveereeeeereereesreenrenn. 997,623 940,429 958,366 896,231 932,868
Financial inVeStMents ...........cccceveevierieeeieiesieeteeee e 421,101 400,044 400,755 369,158 300,235
Assets held for sale .... . 19,269 39,558 1,991 3,118 2,075 %
ONET @SSELS ...voveveevieieriieiieiere ettt sttt seeneenes 160,624 156,973 145,103 146,061 135,387 'q;)
TOLAL ASSELS ..vvrviriieieieieairieieieeeiee ettt ea et e seneee 2,692,538 2,555,579 2,454,689 2,364,452 2,527,465 E
©
‘o
LIABILITIES AND EQUITY %
Liabilities =
Deposits DY DanKS ......c.ccoeverreereerininieiieereeeeeeee e 107,429 112,822 110,584 124,872 130,084 L
Customer accounts .. . 1,340,014 1,253,925 1,227,725 1,159,034 1,115,327 ]
Trading liabilities ........cocoeeeererrececcnes . 304,563 265,192 300,703 268,130 247,652 g’
Financial liabilities designated at fair value .........cc.cccoerverenenene. 87,720 85,724 88,133 80,092 74,587 '*g
DETIVALIVES ...vveiuiiieieieiiieieieieie ettt ese et senees 358,886 345,380 258,665 247,646 487,060 o
Debt securities in issue . 119,461 131,013 145,401 146,896 179,693 OQ
Liabilities under inSUrance CONntracts .............cceeuevververveseereeeenens 68,195 61,259 58,609 53,707 43,683
Liabilities of disposal groups held for sale .........ccoceovenrennens 5,018 22,200 86 3 -
Other Habilities ......covvvrievererriirierereieeiier e seeeaas 118,123 111,971 109,868 148,411 149,150
Total HabIlIES .....cecvevieveeieeeiereeeeieeeeeeeeee e 2,509,409 2,389,486 2,299,774 2,228,791 2,427,236 g
©
Equity %
Total shareholders” €qUILY ........ccocevverieerieeneirereseeeseeeeieene 175,242 158,725 147,667 128,299 93,591 >
Non-controlling iNtErests ..........ceeveerereriererererreeiereereresieeereeneneas 7,887 7,368 7,248 7,362 6,638 8
TOtAl EQUILY vovvevenieiiieiieieeeiece et eeene 183,129 166,093 154,915 135,661 100,229 %
Total equity and Habilities ...........coeveveveirrriereeriirieeeereeeeeenens 2,692,538 2,555,579 2,454,689 2,364,452 2,527,465 8_
)
Five-year selected financial information O
Called up share capital ..........ccooveeereerierireieieee e 9,238 8,934 8,843 8,705 6,053
Capital resources™>® ............cooomveeeeeeeeeeeeeeeeeeeeeeeeee e 180,806 170,334 167,555 155,729 131,460
Undated subordinated loan capital ...........cccoceeererireninerieiienenn 2,778 2,779 2,781 2,785 2,843
Preferred securities and dated subordinated loan capital®’ ......... 48,260 49,438 54,421 52,126 50,307 "
2
Risk-weighted assets and capital ratios® @
Risk-weighted assets .........coveeeinrieeeecrreeeeeeeeee e 1,123,943 1,209,514 1,103,113 1,133,168 1,147,974 g
I
% % % % % f
COTE HET 1 TAHO vvvereeeees oo eeees e eese s 123 10.1 10.5 9.4 7.0 S
Total capital TatiO ......ccovveerueiireirieieceee e 16.1 14.1 15.2 13.7 11.4 %
c
Financial statistics -
Loans and advances to customers as a percentage of
CUSLOMET ACCOUNLES ...vvieveeereeereenteeneeeeeereesaessaesneesnnesnnessseensesnnas 74.4 75.0 78.1 77.3 83.6
Average total shareholders’ equity to average total assets ......... 6.16 5.64 5.53 4.72 4.87
Net asset value per ordinary share at year-end®® (US$) .............. 9.09 8.48 7.94 7.17 7.44 S
Number of US$0.50 ordinary shares in issue (millions) ............. 18,476 17,868 17,686 17,408 12,105 'g
£
Closing foreign exchange translation rates to USS$: o
USS LI £ oottt 0.619 0.646 0.644 0.616 0.686 E
USSL: € ottt 0.758 0.773 0.748 0.694 0.717 s
o
For footnotes, see page 120. ©
A more detailed consolidated balance sheet is contained in the Financial Statements on page 374. @
=
n
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Movement in 2012

Total reported assets were US$2.7 trillion, 5%
higher than at 31 December 2011. Excluding the
effect of currency movements, total assets increased
by 4%, as shown on page 48.

Our business model (see page 14) and our
approach to managing the Group balance sheet
contributed to our strong liquidity position.
Customer deposits increased by over US$65bn in
2012, which enabled us to continue to support our
customers’ borrowing requirements. Loans and
advances to customers grew by more than US$39bn
during the year, notably in residential mortgages and
term and trade-related lending to corporate and
commercial customers. Higher customer activity
also led to a rise in trading assets.

We have made significant progress in
simplifying and re-shaping our balance sheet to
improve our capital deployment. We completed a
significant number of business disposals during the
year, most notably the Card and Retail Services
business and non-strategic branches in the US. This
led to a significant reduction in ‘Assets held for sale’
with further transactions due to complete in 2013.

Assets

Cash and balances at central banks rose by 7% as
we placed a greater portion of our surplus liquidity
in Hong Kong, Europe and Rest of Asia-Pacific with
central banks, reflecting both our risk profile and
growth in customer deposits. This was partly offset
by a reduction in North America as liquidity was
redeployed into highly-rated financial investments.

Trading assets increased by 21%. At the end of
2011, client activity fell as eurozone debt concerns
dominated the global economy and, as a result, we
reduced our holdings of debt and equity securities
and did not replace maturities in our reverse repo
book. In 2012, client activity increased from these
subdued levels which resulted in a rise in reverse
repo and securities borrowing balances, together
with higher holdings of equity securities.
Notwithstanding the rise in year-end balances, we
actively managed the trading inventory in GB&M
and the average balance for the year declined by 9%.

Financial assets designated at fair value rose by
8%. Holdings of equity securities in our insurance
businesses in Hong Kong and Europe increased,
reflecting favourable market movements. Portfolio
growth was also partly attributable to net premiums
received in the year.

Derivative assets remained broadly in line with
December 2011 levels. Downward movements in
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yield curves in major currencies led to a rise in the
fair value of interest rate contracts, largely in Europe
and, to a lesser extent, the US. This was partly offset
by a decline in the fair value of credit derivative
contracts in Europe and the US, as spreads tightened,
and foreign exchange contracts in Europe reflecting
lower volumes of open trades. In addition, netting
increased from an increase in trading through
clearing houses and a rise in the fair value of interest
rate contracts.

Loans and advances to banks declined by 16%,
driven by a reduction in reverse repo balances in
Europe, in part reflecting the redeployment of
liquidity to central banks, together with maturities
and repayments in Hong Kong and Rest of Asia-
Pacific.

Loans and advances to customers increased by
4%. Residential mortgage balances continued to
grow strongly, following the success of marketing
campaigns and competitive pricing in the UK, the
continued strength in the property market in Hong
Kong and expansion of the distribution network
in Rest of Asia-Pacific. Our focus on corporate and
commercial customers that trade internationally led
to a rise in term and trade-related lending in Hong
Kong and Rest of Asia-Pacific. Lending to CMB
customers also increased in Europe, notably in the
UK despite muted demand for credit, and in North
Anmerica, reflecting our focus on target segments in
the US. In the Middle East and North Africa, the rise
in term lending balances followed the completion of
the merger of our operations in Oman with OIB and
the acquisition of the onshore retail and commercial
banking business of Lloyds Banking Group in the
UAE. Corporate overdraft balances which did not
meet netting criteria also increased in the UK, with a
corresponding rise in related customer accounts. The
above movements were partly offset by a reduction
in residential mortgage balances in North America as
a result of repayments and write-offs on the run-off
portfolio. Lending to GB&M customers in Europe
also declined as we reduced our exposure to certain
sectors and disposed of selected positions, and
clients chose to re-finance through the capital
markets. Reverse repo balances also declined,
mainly in Europe.

During 2012 we reclassified to ‘Assets held for
sale’ loans and advances to customers relating to the
planned disposals of non-strategic RBWM banking
operations in Rest of Asia-Pacific and businesses in
Latin America and Middle East and North Africa. In
addition, loans and advances to customers, net of
customer allowances, relating to the planned
disposal of non-real estate personal loan balances



in the CML run-off portfolio in North America were
reclassified as ‘Assets held for sale’.

Financial investments rose by 4% as excess
liquidity was deployed into available-for-sale
investments, notably treasury bills in Hong Kong
and highly-rated debt securities in North America.

Assets held for sale declined by 51% following
the completion of the US disposals. This was partly
offset by the reclassification to ‘Assets held for sale’
during the year of the non-real estate personal loan
balances in North America, our shareholdings in
Ping An and Bao Viet Holdings and other non-
strategic businesses.

Liabilities

Deposits by banks declined by 6% due to lower
placements by, and repo activity with, other financial
institutions in Europe. This was partly offset by

higher short-term placements in North America
and Hong Kong.

Customer accounts rose by 5%. This was driven
in part by a significant rise in Hong Kong, where
RBWM customers adopted a more conservative
approach to managing their assets. CMB benefited
from increased liquidity in the market, higher
Payments and Cash Management balances and a rise
in deposits from Business Banking customers. There
was also strong deposit growth in CMB and GB&M
in Europe, which benefited from higher balances in
Payments and Cash Management, while growth in
RBWM in Europe reflected the success of deposit
gathering campaigns. The increase in current
accounts in GB&M in the UK was also related to the
rise in overdrafts which did not meet netting criteria.
These movements were partly offset by a decrease
in Brazil due to both a managed reduction in
term deposits and the continued transformation of
our funding base, substituting wholesale customer
deposits for medium-term notes. Customer account
balances in North America also fell as short-term
deposits in the US placed at the end of 2011 were
withdrawn. In addition, we reduced rates offered to
customers as our funding requirements diminished
following the business disposals and the continued
decline of the consumer finance portfolios in run-off.

Trading liabilities increased by 12%, due to
higher repo activity, notably in the US and in
Europe, which we used to fund the rise in trading
assets resulting from higher client activity.

47

Financial liabilities designated at fair value
remained broadly in line with December 2011 levels.
A net increase in Europe due to new issuances was
largely offset by a net reduction in North America as
maturities were not replaced, reflecting the decrease
in funding requirements in the US.

The increase in the value of derivative liabilities
was in line with that of ‘Derivative assets’ as the
underlying risk is broadly matched.

Debt securities in issue declined by 10% as
maturing debt was not replaced in North America
due to the decline in funding requirements there.

Liabilities under insurance contracts rose by
11%, largely due to higher investment returns which
resulted in a rise in the fair value of assets held to
support unit-linked insurance contracts and
investment and insurance contracts with DPF,
together with the related liabilities to policyholders.
In addition, liabilities to policyholders were
established for new business written in Hong Kong,
Europe and Latin America. This was offset in part by
a reduction in liabilities under insurance contracts
reflecting disposals of general insurance businesses
in Hong Kong, Rest of Asia-Pacific, Latin America
and Europe, together with the reclassification to
‘Liabilities of disposal groups held for sale’ of
general insurance liabilities in North America and
life insurance liabilities in Rest of Asia-Pacific.

Liabilities of disposal groups held for sale
declined by 77% following the completion of the US
disposals. This was partly offset by the transfer to
this classification of other non-strategic businesses.

Other liabilities rose by 5%, reflecting higher
provisions for customer redress programmes in the
UK together with a rise in amounts owed to clearing
houses as trading activity conducted through them
increased.

Equity

Total shareholders’ equity rose by 9%, driven in part
by profits generated in the year. In addition, there
was a favourable movement on the available-for-sale
reserve from a negative balance of US$3.3bn at

31 December 2011 to a positive balance of
USS$1.6bn at 31 December 2012, reflecting an
improvement in the fair value of these assets.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Financial summary > Consolidated balance sheet

Reconciliation of reported and constant currency assets and liabilities

31 December 2012 compared with 31 December 2011

31 Dec 11
31 Dec 11 Currency  at 31 Dec 12 31 Dec 12 Constant
as translation exchange as Reported currency
reported adjustment® rates reported change change
HSBC US$Sm US$m US$m US$Sm % %
Cash and balances at central banks .. 129,902 2,011 131,913 141,532 9 7
Trading assets .......ccccceveverereerereenenes 330,451 7,317 337,768 408,811 24 21
Financial assets designated at fair
VAlUE oot 30,856 147 31,003 33,582 9 8
Derivative assets ............... 346,379 9,519 355,898 357,450 3 -
Loans and advances to banks ........... 180,987 1,436 182,423 152,546 16) (16)
Loans and advances to customers .... 940,429 18,175 958,604 997,623 6 4
Financial investments ............c.ccce..... 400,044 4,772 404,816 421,101 5 4
Assets held for sale ........cccoceeeinrnnne 39,558 (175) 39,383 19,269 (51) (51)
Other assets ........ccecereververecrerenrenenenes 156,973 719 157,692 160,624 2 2
Total @SSEtS ...vevvveeeeeeniereieerieeeeeee 2,555,579 43,921 2,599,500 2,692,538 5 4
Deposits by banks ........ccoeeerinenennne 112,822 1,809 114,631 107,429 5) (6)
Customer accounts .. . 1,253,925 20,233 1,274,158 1,340,014 7 5
Trading liabilities ..........ccccoreeueueuenene. 265,192 6,262 271,454 304,563 15 12
Financial liabilities designated at
fair value ......cooceeevcivnnccccnnnee 85,724 1,782 87,506 87,720 2 -
Derivative liabilities ..........ccccovuruenee 345,380 9,566 354,946 358,886 4 1
Debt securities in iSSUE .......ccecererunee 131,013 2,053 133,066 119,461 ) (10)
Liabilities under insurance contracts 61,259 145 61,404 68,195 11 11
Liabilities of disposal groups held
fOr sale ....oeveveinrieicececne 22,200 (486) 21,714 5,018 a7 (77)
Other liabilities .......c.ccoceccecrrrenencne. 111,971 693 112,664 118,123 5 5
Total liabilities ........cccovueerererrrrenencne. 2,389,486 42,057 2,431,543 2,509,409 5 3
Total shareholders’ equity ................ 158,725 1,821 160,546 175,242 10 9
Non-controlling interests .................. 7,368 43 7,411 7,887 7 6
Total eqUity ...ooveveeeereeieieeereeeeienne 166,093 1,864 167,957 183,129 10 9
Total equity and liabilities ................ 2,555,579 43,921 2,599,500 2,692,538 5 4

For footnote, see page 120.
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In implementing our strategy, we have agreed
to sell a number of businesses across the Group.
Assets and liabilities of businesses which, it is highly
probable, will be sold are reported as held for sale on
the balance sheet until the sale is closed. We include
loans and advances to customers and customer

Combined view of customer lending and customer deposits

Loans and advances to CUSLOMETS ..........ccoevvevververrirresreereeeeieeens
Loans and advances to customers reported in assets held for sale
Card and Retail SErviCes ........ccovverivreriererieririeisieeseeeeseeesenns
US branches ..................

Combined customer 1ending ...........cccooeeeiininneeiinineeceereeeeeseeeeenens

CUSLOMET ACCOUNLS ..uvevirvenieenieteneeteneeteeesessenessesteseseeseseeseseesensesesseneeseseesenene
Customer accounts reported in assets held for sale®® ..............ccccoooovrrernnne.
US BIanches .....c.ccovivieieieirininiiciccnreeeccr et

Combined customer dEPOSILS ........cvevereeeerieirieirieieieeeeeee e sseresseeens

For footnote, see page 120.

Financial investments

Balance Sheet Management ...........ccocueceveeirieieierieerieesiee oo
INSUTANCE ENLILIES ...eovvevierieieiirteiteeteete et ere et e e et et ebe s e saesbeebeesesseeseeseessennens
Special PUrPOSE ENLILIES ....ccvevrverireirieiirieiieieiietee ettt
Principal INVESIMENLS ........cevveviieriieirieieieieteeeee et
OLHET ettt et b e sa et e b e eaesaeeteeneeneenaens

The table above analyses the Group’s holdings
of financial investments by business activity. Further
information can be found in the following sections:

e ‘Balance Sheet Management’ (page 223) for a
description of the activities and an analysis of
third party assets in balance sheet management.

e ‘Risk management of insurance operations’
(page 232) includes a discussion and further
analysis of the use of financial investments
within our insurance operations.
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account balances reported as held for sale in our
combined view of customer lending and customer
accounts. We consider the combined view more
accurately reflects the size of our lending and deposit
books and growth thereof.

2012 2011 Change
US$m US$m %
997,623 940,429 6
6,124 35,105 (83)
- 29,137 (100)
. - 2,441 (100)
.............. 6,124 3,527 74
.............. 1,003,747 975,534 3
.............. 1,340,014 1,253,925 7
.............. 2,990 20,138 (85)
.............. - 15,144 (100)
.............. 2,990 4,994 (40)
.............. 1,343,004 1,274,063 5
At 31 December 2012
Equity Debt
securities securities Total
USS$bn USS$bn USS$bn
.............. - 293.4 293.4
.............. - 43.4 43.4
.............. - 24.7 24.7
.............. 2.9 = 2.9
.............. 2.9 53.8 56.7
5.8 415.3 421.1

e ‘Special purpose entities’ (page 502) for further
information about the nature of securities
investment conduits in which the above
financial investments are held.

e ‘Equity securities classified as available for
sale’ (page 222) includes private equity holdings
and other strategic investments.

e ‘Other’ represents financial investments held in
certain locally managed treasury portfolios and
other GB&M portfolios held for specific
business activities.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Financial summary > Consolidated balance sheet / Economic profit/loss

Customer accounts by country

At 31 December

2012 2011

US$m US$m

FEUTOPE .ottt ettt ettt e sttt es e stk e st n e Rt e Rt e st s e st e Rt b e st e be st ene et ene et eneebennne 555,009 493,404
UK ottt ettt ettt ettt es ettt ettt a et ae et At et ea bt ea st et ae et ene et eae et et et et ete et ene et eneeseneetennne 426,144 373,737
FIANCE®! ..ooooeoieeoetss ettt 55,578 55,278
GEITIIANY .uvivvitetieteettett ettt ettt ettt s bt bttt s bt eb e e bt e st es e st et e b et e sb e s b e b e eb e s et ebeebees e es b e st et et et e bt sbeebeeseeneeseeneenee 15,611 8,738
IMALEA ..ottt ettt et ettt ettt at et eae et et et et e b e ae et ene s ent et et et et et et ete et ene et eneeteneetennne 5,957 5,695
20,211 19,888

7,629 6,809

23,879 23,259

HONE KOME ...ttt ettt ettt ettt ettt eae s 346,208 315,345
ReSt Of ASTA-PACIHIIC .......ccoooiiiiii e ettt 183,621 174,012
AUSITALIA ...vevieitieietciete ettt ettt ettt a ettt et e te st ese st ese e s et e bes st e st ese s ese s e s e b eseeb et ese s eneeseseebeseebenene 20,430 18,802
INAIA oottt bttt a et et et R e b st b e st Ren e et et e st b et e b eneese st et et esentenn 10,415 10,227
TIAOMESIA ..ottt ettt ettt et e et et e e te e eteeeteeeteeeteeeteeeteeeteeeteeeteeeteeeteeereeereeereeereen 6,512 6,490
MaAINIANA CRINA ..oovieiiiciicieececeeeet ettt ettt et teeteeteeteeae e s ess et et eseeseeaeeseeseessersersensensensens 35,572 31,570
IMALAYSIA ...vvvieietinieeiieti ettt ettt sttt e sttt e et e e st st e st es e st ke s e b e st te s e Rt e e st s en e ke st s e st et et eneeaeneeteneebennne 17,641 16,970
Singapore .. 47,862 44,447
Taiwan ...... 12,497 11,659
Vietnam . 2,147 1,834
ONET ettt ettt ettt e et ettt e s b e st e be s ese s et e s e b b et et e se s e st et e nsese b et et ese et ensesensesensern 30,545 32,013
39,583 36,422

7,548 7,047

2,704 2,796

18,448 18,172

10,883 8,407

149,037 155,982

90,627 97,542

47,049 45,510

11,361 12,930

Latin AIMEIICA ......ocoiiiiiiiii ettt e e et e et e e ta e et e b e e taeeateerbeetteeaneeabeeaaaan 66,556 78,760
ATZENEINA .ottt ettt ettt ettt et e st et e st eses e et essesensese et eneesen e et e st ete s et e st et et enenteneeteneebennne 5,351 4,878
BIAZIL ..ottt ettt ettt ettt et et ae et ae et et et et et et ete et ene et ene et eseetennne 30,144 42,410
IMEXICO eviuitiitetiteeeeteet et ettt te b eae et e st et ese et e st et e st et e s ese e s eseeseseeses e ebes s e b et ese s ese s eseebese et et ete et eneeseneebeseebennne 22,724 21,772
PANAIMA ..ooiiiiiiciieccee et e e e e e et e bt e e ta e e eateeetaeeeaaeeeteeeeaeeenaeeans 5,940 5,463
OBNET ettt ettt ettt ettt a ettt e et et e s et s et eae s st et et et et s et ese st et eae et ent s et ereasenn 2,397 4,237
TOLAL 1.ttt ettt ettt s e s et e stk n e R e e Rt et e st s e st ke st ke Rt e b e st ete s eneeteneebeneebennne 1,340,014 1,253,925

For footnotes, see page 120.
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Economic loss

Our internal performance measures include
economic profit/(loss), a calculation which compares
the return on financial capital invested in HSBC by
our shareholders with the cost of that capital. We
price our cost of capital internally and the difference
between that cost and the post-tax profit attributable
to ordinary shareholders represents the amount of
economic profit/(loss) generated.

Our long-term cost of capital is reviewed
annually and is 11% for 2012; this remains
unchanged from 2011. However, it has been revised
to 10% for 2013, primarily due to a reduction in the
risk-free rate, reflecting the continued intervention of
central banks, quantitative easing and the flight to

quality, and greater banking sector stability through
higher levels of capital and liquidity.

The following commentary is on a reported
basis.

The return on invested capital fell by
2.2 percentage points to 8.0%, which was
3.0 percentage points lower than our benchmark cost
of capital. Our economic loss was US$5.1bn,
a deterioration of US$3.7bn compared with the
loss in 2011. This reflected higher average invested
capital and a decrease in profits attributable to
ordinary shareholders, primarily due to adverse fair
value movements on own debt attributable to credit
spreads of US$5.2bn, compared with favourable
movements of US$3.9bn in 2011, an increase in
notable cost items and a higher tax charge in 2012.

2012 2011
USS$m %" US$m %"

Average total shareholders’ eqUILY ..........cccoeeueeoinirieieieerenineeiceee e 166,820 156,129
Adjusted by:

Goodwill previously amortised or written off ..........c.cooviveevinnnneccnnnnes 8,399 8,123

Property 1evaluation TESEIVES ..........c.cueerirurueueueuerenieiereuereeseeeereneeseseeneneseeseenenes (896) (914)

Reserves representing unrealised losses on effective cash flow hedges ........... 55 287

Reserves representing unrealised losses on available-for-sale securities 1,185 3,379

Preference shares and other equity INStIUMENLS ..........cccccevvueueueirinirierecrenreennes (7,256) (7,256)
Average invested capital® ..............ccooooooiioece e 168,307 159,748
Return on invested capital®® 13,454 8.0 16,224 10.2
Benchmark cost of capital ........c.cccoveeeinniieeicccec e (18,514) (11.0) (17,572) (11.0)
Economic 10ss and Spread ............cooceeiririnieiciininieeece et (5,060) (3.0) (1,348) (0.8)

For footnotes, see page 120.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Financial summary > Reconciliation of RORWA measures / Disposals, held for sale and run-off portfolios

Reconciliation of RORWA measures

Performance Management

We target a return 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, a metric which combines return on equity and
regulatory capital efficiency objectives.

In addition to measuring return on average risk-
weighted assets (‘RoORWA’) 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 RoORWA adjusts performance
for certain items which distort year-on-year
performance as explained on page 26.

We also 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 Card and Retail
Services business which was sold in 2012.

The Card and Retail Services average RWAs in
the table below 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 pre-tax loss for Card and
Retail Services in the table below primarily relates to
litigation expenses incurred after the sale of the
business that have not been adjusted as part of the
underlying RoORWA calculation.

Reconciliation of underlying RoRWA (excluding run-off portfolios and Card and Retail Services)

2012 2011
Pre-tax Average RoRWA Pre-tax Average RoRWA
return RWAs* G return RWAs* 66.67
US$m US$bn % US$m USS$bn %
RePOTtEd ..o 20,649 1,172 1.8 21,872 1,154 1.9
Underlying® .......ooooveveeeeeeeeeeeeeeee e 16,385 1,129 1.5 13,861 1,077 1.3
Run-off portfolios ..........ccceeeeerneneiccrennnnnnne (1,630) 167 (1.0) (4,901) 169 (2.9)
Legacy credit in GB&M ......cccooveviviicnnnnee (280) 45 (0.6) (429) 33 (1.3)
US CML and other® ........c..ccoooervrrrernnn. (1,350) 122 (1.1) (4,472) 136 (3.3)
Card and Retail Services ..........cccoevvrererenennen (150) 5 3.0 - - -
Underlying (excluding run-off portfolios
and Card and Retail Services) ...........ccee.... 18,165 957 1.9 18,762 908 2.1
For footnotes, see page 120.
Reconciliation of reported and underlying average risk-weighted assets
Year ended 31 December
2012 2011 Change
US$bn US$bn %
Average reported RWAS ..........c.o.oorvurveecoeecveesesssesssessssssss s 1,172 1,154 2
Currency translation adjustment™ ...............cccooovorvereeereereereeeeeeeee e - (7)
Acquisitions, disposals and dilUtions .............cceeeeerririreriieeeeeeeesceeie s 43) (70)
Average underlying RWAS® ...........cocooviiiireeeeeeeeeeeeeee e 1,129 1,077 5

Disposals, held for sale and run-off
portfolios

In implementing our strategy, we have sold or
agreed to sell a number of businesses and
investments across the Group. The sale of these
businesses and investments will have a significant
effect on both our revenue and profitability in the
future. In addition, we have substantial portfolios
which are being run down. We expect the losses on
these portfolios to continue to affect the Group in the
future.

The table below presents the contribution of
these businesses and investments to the historical
results of the Group. We do not expect the historical
results to be indicative of future results because of
disposals or run-offs. Fixed allocated costs, included
in total operating costs, will not necessarily be
removed upon disposal and have been separately
identified.
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Summary income statements for disposals, held for sale and run-off portfolios*™

2012
Held Run-off portfolios 2
Card and for sale Legacy -G;J
Retail Other excluding US CML credit in o
Services Ping An disposals USCML  and other” GB&M 3
US$m US$m US$m US$m US$m US$m
Net interest income/(€Xpense) ............ccceeeeenee 1,267 - 352 303 2,561 (28)
Net fee income/(EXpPense) ........ceeeerevvveereecrereneens 395 - 13 35) 33 a7
Net trading income/(EXpense) .........ceceeveererernns - - 67 22 (226) 99
Net income/(expense) from financial instruments
designated at fair value ........ccocoveeircnnnnne. - - 3 5 (785) 10 2
Gains less losses from financial investments ..... - - 8 27 - (72) .‘1;’
Dividend inCOME ........cocovueueveueeninirieicrccenreennes - - - - 3 - )
Net earned insurance premiums ............cccoceenee. - - 430 315 - = E
Other operating income/(€Xpense) ..................... 7 - 10 ) 37 A3) -g
c
Total operating income/(expense) ................... 1,669 - 883 642 1,623 an ‘é’
Net insurance claims incurred and movement in L';
liabilities to policyholders ..........ccccovereuenene — — (218) (225) — - o
c
Net operating income/(expense)”'..................... 1,669 - 665 417 1,623 an 'ag
Loan impairment charges and other “o’_
credit risk provisions .........c.ccceeeevccirennienenee 322) - (16) (77) (2,569) (168) o
Net operating income/(expense) ............c..c...... 1,347 - 649 340 (946) 79
Total operating €Xpenses ...........coceeeervererveeenenes (729) — (467) (344) (1,106) (101) @
1)
Operating profit/(10Ss) ..........ccccevevvrenrernenns 618 - 182 ) (2,052) (280) %
c
Share of profit in associates and joint ventures .. - 763 12 9 2 - o
>
Profit/(loss) before tax ..............ccccoevevieninennnnns 618 763 194 5 (2,050) (280) 8
Q
By global business ©
Retail Banking and Wealth Management .......... 618 622 99 (29) (1,274) - 8_
Commercial Banking .........cccoccoeveeveveeruerierrnnnn. = 82 40 24 9 = o)
Global Banking and Markets ..........c.c.cocveeeeenne - 59 65 28 - (280) ©
Global Private Banking .... . - - ) - - -
OFhET oo - - 1) (18) (785) -
Profit/(loss) before tax .........cccceveeeverireveenennn 618 763 194 5 (2,050) (280)
&
By geographical region %
EUTOPE ..ot - - (€)) - - (281) s
Hong Kong ....oocoveviviriiieieieiceecccneeee - - 45 - - 1 9
Rest of Asia-Pacific .......... - 763 @31 22 - 2) b
Middle East and North Africa . - - 46 - - - 9
North America .....c.c.coeueueeeee. . 618 - 25 25) (2,050) 2 -g
Latin AMETiCa ...cccoveveueeeireeieieieeneeeieeeieeceeeeeeenes - - 110 8 - - S
c
Profit/(loss) before tax ..........cccceevreveccinennecnenes 618 763 194 5 (2,050) (280) i
Other information
Gain on Sale .......ccoooeeviiiiieieeee 3,148 3,012 1,579
Fixed allocated costs included in total operating c
EXPEIISES ..voverververeeeeresseeesesssesseesssseessesssseseens 188 = 77 52 230 = =
©
US$bn US$bn US$bn US$bn US$bn USS$bn £
Reduction in RWAs on disposal’® .................. 39.3 24.9 7.5 8.8 ‘g
RWAs" 9.3 107.1 38.6 -
)
% % % % % % %
Share of HSBC’s profit before tax ...........c.c.c..... 3.0 3.7 0.9 - (10.0) (1.4) %
Cost efficiency ratio .........coceeevereeereeerieerieens 43.7 - 70.2 82.5 68.1 - o
9p]

For footnotes, see page 120.
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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 advances is
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 majority of the collectively assessed loan
impairment allowances are in North America, where
they were US$5.2bn, representing 54% (2011:
US$6.8bn; 62%) of the Group’s total collectively
assessed loan impairment allowances and 32% of the
Group’s total impairment allowances. Of the North
American collective impairment allowances
approximately 86% (2011: 75%) 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 2g
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
inherent losses is likely to be greater or less than
that suggested by historical experience. Where
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changes in economic, regulatory or behavioural
conditions result in the most recent trends in
portfolio risk factors being not fully reflected in the
statistical models, risk factors are taken into account
by adjusting the impairment allowances derived
solely from historical loss experience.

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

In 2012, a portfolio risk factor adjustment of
US$225m was made to increase the collective
loan impairment allowances for our US mortgage
lending portfolios. The adjustment was made
following a review completed in the fourth quarter of
2012 which concluded that the estimated average
period of time from current status to write-off was
ten months for real estate loans (previously a period
of seven months was used). During 2013, this
revised estimate will be incorporated into the
statistical impairment allowance models.

Where loans are individually assessed for
impairment, management judgement is required in
determining whether there is objective evidence that
a loss event has occurred, and if so, the measurement
of the impairment allowance. In determining
whether there is objective evidence that a loss event
has occurred, judgement is exercised in evaluating
all relevant information on indicators of impairment,
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 a range of factors
such as the realisable value of security, the likely
dividend available on liquidation or bankruptcy, the
viability of the customer’s business model and the
capacity to trade successfully out of financial
difficulties and generate sufficient cash flow to
service debt obligations.

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.
Forbearance activities take place in both retail
and wholesale loan portfolios, but our largest
concentration is in the US, in HSBC Finance’s
CML portfolio.

The exercise of judgement requires the use of
assumptions which are highly subjective and very
sensitive to the risk factors, in particular to changes
in economic and credit conditions across a large
number of geographical areas. Many of the factors
have a high degree of interdependency and there
is no single factor to which our loan impairment
allowances as a whole are sensitive, though they are
particularly sensitive to general economic and credit
conditions in North America. For example, a 10%
increase in impairment allowances on collectively
assessed loans and advances in North America
would have increased loan impairment allowances
by US$0.5bn at 31 December 2012 (2011: US$0.7bn).

It is possible that the outcomes within the next
financial year could differ from the assumptions
used, and this could result in a material adjustment
to the carrying amount of loans and advances.

Goodwill impairment

Our accounting policy for goodwill is described in
Note 2p on the Financial Statements. Note 23 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 2012 (2011: 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 as follows:
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e the future 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 the rates 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 percentage is 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 decline in a CGU’s expected cash flows
and/or an increase in its cost of capital reduces the
CGU’s estimated recoverable amount. If this is
lower than the carrying value of the CGU, a charge
for impairment of goodwill is recognised in our
income statement for the year.

The accuracy of forecast cash flows is 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.

During 2012, no impairment of goodwill was
identified (2011: nil). In addition to the annual
impairment test which was performed as at 1 July
2012, management reviewed the current and expected
performance of the CGUs as at 31 December 2012
and determined that there was no indication of
potential impairment of the goodwill allocated to
them, except for the GB&M — Europe CGU, which
experienced significantly reduced profitability in
the second half of 2012 compared with the first half
of 2012. The reduced forecast profitability resulted
in a reduction in the recoverable amount of the CGU
over its carrying amount (‘headroom”’).
Consequently, the results of the goodwill impairment
testing for this CGU are more sensitive to key
assumptions used. Management retested the goodwill
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for this CGU and concluded that there was no
impairment.

Note 23 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 changes in key
assumptions.

Valuation of financial instruments

Our accounting policy for determining the fair value
of financial instruments is described in Note 2d on
the Financial Statements. The best evidence of fair
value is a quoted price for the instrument being
measured in an actively traded market. In the event
that the market for a financial instrument is not
active, a valuation 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
market inputs that are unobservable. Valuation
techniques that rely to a greater extent on
unobservable inputs require a higher level of
management judgement to calculate a fair 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:

e the likelihood 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 terms is in
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.
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When applying a model with unobservable
inputs, estimates are made to reflect uncertainties
in fair values resulting from a lack of market data
inputs, for example, as a result 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 is little 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.

The fair values of financial assets and liabilities
of US$718bn (2011: US$665bn) and US$622bn
(2011: US$569bn), respectively, were determined
using valuation techniques which represented 60%
(2011: 61%) and 83% (2011: 82%), respectively, of
financial assets and liabilities measured at fair value.

The methodology for estimating credit
valuation adjustments (‘CVA’) and debit valuation
adjustments (‘DVA’) has been revised as at
31 December 2012 as a result of changing market
practices in response to regulatory and accounting
changes, as well as general market developments.

A key input into the calculation of CVA is the
probability of default (‘PD’). Prior to the revision
of the methodology, the PD was based on HSBC’s
internal credit rating for the counterparty. The
revised methodology maximises the use of PD based
on market-observable data, such as credit default
swap (‘CDS’) spreads. Where CDS spreads are not
available, PDs are estimated having regard to market
practice, considering relevant data including CDS
indices and historical rating transition matrices.
In addition, HSBC aligned its methodology for
determining DVA to be consistent with that applied
for CVA as at 31 December 2012. Historically,
HSBC considered that a zero spread was appropriate
in respect of own credit risk and consequently did
not adjust derivative liabilities for its own credit risk.

The types and amounts of adjustments made in
determining the fair value of financial instruments
measured at fair value using valuation techniques,
and a sensitivity analysis of fair values for financial
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 financial instruments at fair value, it is



possible that the outcomes in the next financial year
could differ from the assumptions used, and this
could result in a material adjustment to the carrying
amount of financial instruments measured at fair
value.

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$4.6bn or 61% (2011: US$5.2bn;
68%) 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 US in
excess of normal regulatory requirements in 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. I[f 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 a significant reduction of the deferred
tax asset which would be recognised as a charge in
the income statement.

Provisions

The accounting policy for provisions is described in
Note 2w on the Financial Statements. Note 32 on the
Financial Statements discloses the major categories
of provisions recognised. The closing balance of
provisions amounted to US$5.3bn (2011:
US$3.3bn), of which US$1.7bn (2011: US$1.5bn)
relates to legal proceedings and regulatory matters
and US$2.4bn (2011: US$1.1bn) relates to customer
remediation.

Judgement is involved in determining whether
a present obligation exists, and in estimating the
probability, timing and amount of any outflows.
Professional expert advice is taken on litigation
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provisions, property provisions (including onerous
contracts) and similar liabilities.

Provisions for legal proceedings and regulatory
matters typically require a higher degree of
judgement than other types of provisions. When
cases 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 is typically
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 a wide range
of possible outcomes for any pending legal
proceedings, investigations or inquiries. As a result,
it is often not practicable to quantify a range of
possible outcomes for individual matters. It is also
not practicable to meaningfully quantify ranges
of potential outcomes in aggregate for these types
of provisions because of the diverse nature and
circumstances of such matters and the wide range of
uncertainties involved. 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 materially different amounts of
provisions recognised and outflows of economic
benefits from those estimated by management for
the purposes of the 2012 Financial Statements.
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Global businesses

Summary

58 Basis of preparation

60 The results of global businesses are presented in accordance
with the accounting policies used in the preparation of HSBC’s

62 consolidated financial statements. Our operations are closely

65 integrated and, accordingly, the presentation of global business

68 data includes internal allocations of certain items of income
and expense. These allocations include the costs of certain

72 support services and global functions, to the extent that these

74 can be meaningfully attributed to operational business lines.

76 While such allocations have been made on a systematic and

28 consistent basis, they necessarily involve some subjectivity.

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 79). Performance is discussed in this order
because certain strategic themes, business initiatives

and trends affect more than one geographical region.

All commentaries are on a constant currency basis
(page 25) unless stated otherwise.

Profit/(loss) before tax

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 is included in the
Europe geographical region as HSBC regards the levy as a
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’.

The fines and penalties paid as part of the settlement of
investigations into past inadequate compliance with anti-
money laundering and sanctions laws of US$1.9bn are
included in the North America (US$1.5bn) and Europe
(US$0.4bn) geographical regions, and in ‘Other’ for the
purposes of the segmentation by global business.

2012 2011 2010
US$m % US$m % US$m %
Retail Banking and Wealth Management ................ 9,575 46.4 4,270 19.6 3,839 20.2
Commercial Banking ......... 8,535 41.3 7,947 36.3 6,090 32.0
Global Banking and Markets 8,520 41.3 7,049 322 9,215 48.4
Global Private Banking .........c.ccccccccecvivneucuccnennnnen 1,009 4.9 944 43 1,054 55
OhEr™ .o (6,990) (33.9) 1,662 7.6 (1,161) (6.1)
20,649 100.0 21,872 100.0 19,037 100.0
Total assets™
At 31 December
2012 2011
US$m % US$m %
Retail Banking and Wealth Management ...........c.cocoeueeernninieeecnininieeeeeenneenenes 536,244 19.9 540,548 21.2
Commercial Banking .........cccooeeueenene. 363,659 13.5 334,966 13.1
Global Banking and Markets 1,942,470 72.1 1,877,627 73.5
Global Private Banking . 118,440 4.4 119,839 4.7
(07111 S 201,741 7.5 180,126 7.0
INtra-HSBC TEIMS ...veviieiiieiieieiieteieteiee ettt ettt sse e ese e eaens (470,016) (17.4) (497,527) (19.5)
2,692,538 100.0 2,555,579 100.0

For footnotes, see page 120.
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Risk-weighted assets

At 31 December

2012 2011

USS$bn % US$bn % 2
Retail Banking and Wealth Management .............cooeeueeeenininierecninnienereeenneenenes 276.6 24.6 351.2 29.0 0
Commercial Banking .........c.coccceveeviennnne . 397.0 353 382.9 31.7 =
Global Banking and Markets 403.1 35.9 423.0 35.0 2
Global Private Banking .... . 21.7 1.9 22.5 1.9 ©)

OFNET ottt ettt 25.5 23 29.9 2.4

1,123.9 100.0 1,209.5 100.0

Selected items included in profit before tax by global business

Acquisitions, disposals and dilutions™ _5
>
2012 2011 2010 o
US$m US$m US$m T
Retail Banking and Wealth Management .............coccccceereeurueueuenininineeueerennneeneeneeenns 5,574 3,328 3 g
Commercial Banking .........cococooeiriiiriiiiiieeee et 594 76 119 g
Global Banking and Markets . 149 114 262 (I
Global Private BanKing ..........c..cocecueeueveereerieieeeeesiessessessesssseessessessessesssseessesssseenes 55 ) - =]
ONEI™ oo 3,107 141 250 =
9,479 3,650 634 ©
[}
Q
(@)

For footnotes, see page 120.
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Products and services

Retail Banking and Wealth Management

RBWM serves over 54 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 facilities to assist customers in their short
or longer-term borrowing requirements; and we
provide financial advisory, broking, insurance and
investment services to help them to manage and protect
their financial futures.

We develop products designed to meet the needs
of specific customer segments, which may include a
range of different services and delivery channels.

Typically, customer offerings include:

o liability-driven services: deposits and account
services;

e asset-driven services: credit and lending, both
secured and unsecured; and

e fee-driven and other services: financial advisory,
broking, life insurance manufacturing and asset
management.

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 a range 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: a financial
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, Global Markets
and HSBC Insurance and by selected third-party providers.

e Basic Banking: we increasingly provide globally
standardised but locally delivered, reliable, easy to understand,
good-value banking products and services using global
product platforms and globally set service standards.

Commercial Banking

We segment our CMB business into Corporate, to
serve both corporate and mid-market companies with
more sophisticated financial needs, and Business
Banking, to serve SMEs, enabling differentiated
coverage of our target customers. This allows us to
provide continuous support to companies as they grow
both domestically and internationally, and ensures a
clear focus on internationally aspirant customers.

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 a broad 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 International trade 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 capabilities in more than 50 markets.

e Payments and Cash Management: we are a leading
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.

e 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.

e GB&M: our CMB franchise represents a key 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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Global Banking and Markets

GB&M provides tailored financial solutions to major
government, corporate and institutional clients and
private investors worldwide. Managed as a global
business, GB&M operates a long-term relationship
management approach to build a full understanding
of clients’ financial requirements. Sector-focused
client service teams comprising relationship managers
and product specialists develop financial solutions

to meet individual client needs. With a presence in
over 60 countries/territories and access to HSBC’s
worldwide presence and capabilities, this business
serves subsidiaries and offices of our clients on a
global basis.

GB&M is managed as two principal business
lines: Global Markets and Global Banking. This
structure allows us to focus on relationships and
sectors that best fit the Group’s geographic reach
and facilitate seamless delivery of our products and
services to clients.

In addition, Balance Sheet Management is
responsible for the management of liquidity and
funding. It also manages structural interest rate
positions within the Global Markets limit structure.

e Global Markets operations consist of treasury and capital

markets services. Products include foreign exchange; currency,
interest rate, bond, credit, equity and other derivatives;
government and non-government fixed income and money
market instruments; precious metals and exchange-traded
futures; equity services; distribution of capital markets
instruments; and securities services, including custody and
clearing services and funds administration to both domestic
and cross-border investors.

e Global Banking offers financing, advisory and transaction

services. Products include:

- capital raising, advisory services, bilateral and syndicated
lending, leveraged and acquisition finance, structured and
project finance, lease finance and non-retail deposit taking;

- international, regional and domestic payments and cash
management services; and trade services for large corporate
clients.

Global Private Banking

GPB provides investment management and trustee
solutions to high net worth individuals and their
families globally. We aim to meet the needs of our
clients by providing excellent customer service,

utilising our global reach 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 wealth 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.

Investment Management comprises advisory and
discretionary investment services, as well as brokerage across
asset classes. This includes a complete range of investment
vehicles, portfolio management, security services and
alternatives.

Private Trust Solutions comprise trusts and estate planning,
designed to protect wealth and preserve it 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 to manage
their finances and protect and build
their financial futures.

2012 2011 2010

US$m US$m US$m

Net interest income .......... 20,298 24,101 24,166
Net fee income ................. 7,205 8,226 8,397
Other income ................... 6,358 1,206 1,048
Net operating income”" . 33,861 33,533 33,611
LICS™ oo, (5,515) (9,319)  (11,259)
Net operating income .... 28,346 24,214 22,352
Total operating expenses .. (19,769) (21,202) (19,539)
Operating profit ............. 8,577 3,012 2,813
Income from associates’’ . 998 1,258 1,026
Profit before tax ............. 9,575 4,270 3,839
RORWA® e 3.1% 1.2% 1.1%

Underlying revenue growth
in all faster-growing regions

Announced
34
disposals or closures since
the start of 2011 and completed
12
in 2012

Best in Wealth Management
in Hong Kong
(The Asian Banker, March 2012)

Strategic direction

RBWM provides retail banking and wealth management services
for personal customers in markets where we have, or can build,
the scale 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.

For footnotes, see page 120.

The commentary is on a constant currency basis unless stated
otherwise.
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Review of performance

e  RBWM reported profit before tax of US$9.6bn
compared with US$4.3bn in 2011 (US$4.2bn on
a constant currency basis). This included net
gains resulting from a number of strategic
transactions, including US$3.7bn from the
disposals of the Card and Retail Services
(‘CRS’) business and non-strategic branches in
the US.

e  On an underlying basis, profit before tax
increased by US$3.1bn, largely driven by lower
loan impairment charges in the US run-off
portfolio and higher insurance profits in Hong
Kong and Brazil. These were partly offset by
charges relating to the customer redress
programmes in the UK of US$1.8bn, compared
with US$868m in 2011 (US$875m as reported).

RBWM — profit/(loss) before tax

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

RBWM excluding US CRS
and US run-off portfolio . 7,083 6,681 5,936
USCRS .ot 3,766 2,061 1,979

US run-off portfolio ........... (1,274) (4472)  (4,076)

9,575 4,270 3,839

e Loss before tax in the US run-off portfolio
declined significantly, mainly due to lower
loan impairment charges reflecting the decline
in average lending balances. In addition,
revenue benefited from lower adverse
movements on the fair value of non-qualifying
hedges in HSBC Finance of US$227m,
compared with US$1.2bn in 2011. This was
partly offset by a fall in net interest income
largely driven by the continued reduction in
lending balances.

e  Profit before tax for RBWM excluding US
CRS and the US run-off portfolio increased
by US$472m, with revenue growth in Hong
Kong, Latin America and Rest of Asia-Pacific
partly offset by a fall in profit in the UK due
to a US$883m increase in customer redress
provisions and the non-recurrence of a credit of
US$256m (US$264m as reported) relating to
defined benefit pension obligations.

e Revenue grew by 13% in Hong Kong reflecting
wider deposit spreads, higher lending and
deposit balances and the gains on sale of
the general insurance businesses and our shares
in Global Payments Asia-Pacific Ltd. Insurance
income also increased due to higher investment
returns and strong sales and renewals of life
insurance products. This was partly offset by the



non-recurrence of the implementation benefit
from refining the PVIF asset calculation in
2011.

Revenue in Rest of Asia-Pacific increased by
3% due to the gain on sale of our operations in
Thailand, partly offset by the loss of operating
revenues associated with this disposal and the
discontinuation of our HSBC Premier (‘Premier’)
service in Japan. Net interest income remained
broadly in line with 2011. Mortgage and deposit
balances grew, primarily in Singapore, mainland
China, Australia and Malaysia, although the
effect was offset by narrower asset and deposit
spreads.

In Latin America, revenue grew by 6%, driven
by higher insurance revenues from strong sales
of unit-linked pension and term life products
and the favourable effect of the recognition of a
PVIF asset (US$144m) in Brazil. In addition,
we reported a gain on sale of the general
insurance business in Argentina. Net interest
income increased due to growth in personal
loans and deposit balances. Growth was partly
offset by the loss on sale of certain businesses as
well as the non-recurrence of gains on the sale
and leaseback of branches and the sale of HSBC
Afore, both in Mexico during 2011.

In Europe, revenue remained broadly in line
with 2011. Revenue decreased in the UK,
largely driven by deposit spread compression.
This was partly offset by higher mortgage
spreads and average balances in the UK and
business expansion in Turkey, which led to
higher net interest income following growth in
personal lending and mortgage balances.

Loan impairment charges in RBWM excluding
US CRS and the US run-off portfolio were
broadly in line with 2011. Reductions in Europe,
driven by lower delinquencies across both the
secured and unsecured lending portfolios,
particularly in the UK, were offset by higher
impairments in Brazil, where delinquency rates
increased as economic growth slowed in 2012.

Operating expenses in RBWM excluding US
CRS and the US run-off portfolio increased
only modestly, despite significantly higher
customer redress provisions and the non-
recurrence of a pension credit in the UK.
Excluding these items, expenses decreased
through both our organisational effectiveness
programmes and the transactions undertaken
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as part of our portfolio management activities,
detailed below. These led to a reduction of more
than 13,500 FTEs, with all regions contributing
to sustainable cost savings of more than
US$350m.

Share of profit from associates and joint
ventures decreased by 22%, mainly from Ping
An due to market valuation losses on equity
securities held by their insurance business,
reflecting volatile domestic equity markets.
Following the disposal of our associate, Ping
An, our remaining shareholding has been
classified as a financial investment.

Strategic imperatives

Developing a high standard of wealth
management for retail customers

In 2012, we accelerated the transformation of
the Wealth Management business in HSBC,
investing significantly in infrastructure to
improve customer experience and revenue
generation, although further progress is required
to achieve our strategic goals.

Wealth Management revenues increased by over
US$550m in 2012 to US$6.4bn, primarily due
to growth from insurance, mutual funds and
foreign exchange. Wealth insurance revenues
improved, driven by higher investment returns,
notably in Hong Kong and France and strong
sales of life insurance products in Hong Kong
and Brazil. Mutual funds sales grew, with
revenues increasing by 17% to US$935m.
Revenues from foreign exchange transactions
benefited from infrastructure investments,
including the successful deployment of our web-
enabled foreign currency ‘Get Rate’ system
across key markets in Europe and Asia towards
the end of 2011.

Foreign exchange services are a core component
of our wealth strategy, and we continue to invest
in order to further enhance our customer
offering. By 31 December 2012, over 220,000
of our customers were using our Global View
and Global Transfer products, making cross-
border transfers amounting to more than
US$13bn in the year. We enhanced our
international wire services by improving limits
and pricing. We also completed the online
launch of dual-currency deposits in Asian
markets, and improved market access for
foreign exchange trading.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Global businesses > RBWM / CMB

Sales of our long-term fund products, including
our managed solutions, continued to grow. We
launched the HSBC Asia Focused Income Fund
in May which grew to US$1bn by the end of
2012. World Selection and Premier Investment
Management Services for retail customers
continued to grow, with total net sales
amounting to US$2bn during the year, resulting
in a 20% increase to US$19bn in FuM related
to these portfolios.

HSBC Global Asset Management’s investment
performance was strong in 2012, with over
70% of its Equity, Multi-Asset and Fixed
Income funds by value ranking above median.
As aresult, 71% of eligible funds were in the
top two quartiles over the three-year period to
31 December 2012.

We made significant investments to reinforce
the wealth risk management framework,
introducing enhanced risk profiling and strategic
financial planning tools to enable more effective
control of compliance and regulatory risks.

As part of the drive to enhance customer
experience, we started the global roll-out of a
new Wealth Dashboard, which allows customers
easy access and analysis of personal holdings
and enables ongoing comparison with reference
portfolios. Additionally, in a number of markets
we introduced a global insurance point-of-sale
system which offers customers a faster, more
integrated service.

Leveraging global expertise in retail banking

We continued to enhance our digital banking
capabilities with the launch of the first mobile
payment solution in Hong Kong enabling
contactless credit card transactions through Visa
payWave terminals, the first deployment of a
global application platform in the US, and the
roll-out of mortgage digital sales tools in the
UK, India, UAE and Malaysia.

Our business re-engineering programme is
driving cost reduction and efficiency
improvements through standardisation. We
used our global scale to improve cost controls
and progressively standardised the design

of our Contact Centres. In addition, we are
successfully deploying enhanced analytical
capabilities to improve customer experience.

Portfolio management to drive superior returns

Good progress was made in portfolio
management activities with 17 disposals or
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closures announced in 2012 and a further four in
2013, following the 13 announced in 2011, and
12 transactions completed in 2012. During
2012, we completed the sale or closure of our
retail businesses in Thailand, Honduras, El
Salvador and Costa Rica, disposed of the Card
and Retail Services business and upstate New
York branches in the US and the full service
retail brokerage business in Canada and
recorded an investment loss on a subsidiary.
Additionally, we announced the sale of our retail
banking operations in Colombia, Peru, Uruguay,
Paraguay and Pakistan and the closure of the
consumer finance business in Canada. In
December 2012 we disposed of our associate,
Ping An, with our remaining shareholding
classified as a financial investment, and also
completed the sale of our shares in Global
Payments Asia-Pacific Ltd. Following
completion of all the announced transactions we
will have refocused our business to 20 home and
priority markets (representing 98% of 2012
profit before tax) and a limited number of
network and small markets.

We are exiting the general insurance
manufacturing business and focusing on life
insurance manufacturing where we have scale.
In 2012, we completed the sale of our general
insurance businesses in Hong Kong, Singapore,
Argentina and Ireland, announced the sale of
our insurance manufacturing businesses in the
US and Taiwan and reached an agreement to sell
a portfolio of general insurance assets and
liabilities in Mexico.

In October 2012, we completed the acquisition
of the onshore retail banking business of Lloyds
Banking Group in the UAE, following the
merger in the second quarter of our Omani
operations with OIB.

We remained focused on managing the run-off
of balances in our CML portfolio, with year-end
lending balances, including loans held for sale,
declining by 14% from December 2011 to
US$43bn. In the third quarter of 2012, we
reclassified US$3.7bn of non-real estate
personal loan balances, net of impairment
allowances, from our consumer finance
portfolio to ‘Assets held for sale’ as we actively
marketed the portfolio. We also identified real
estate secured loan balances which we plan to
actively market in multiple transactions over the
next two years.



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 more than 60 countries.

2012 2011 2010

US$m US$m US$m

Net interest income .......... 10,361 9,931 8,487
Net fee income ................. 4,470 4,291 3,964
Other income ................... 1,720 1,389 1,383
Net operating income?' .. 16,551 15,611 13,834
LICS™ oo (2,099) (1,738) (1,805)
Net operating income ... 14,452 13,873 12,029
Total operating expenses .. (7,598) (7,221) (6,831)
Operating profit/(loss) ... 6,854 6,652 5,198
Income from associates’’ . 1,681 1,295 892
Profit/(loss) before tax ... 8,535 7,947 6,090
RORWA® ..o 2.2% 2.2% 2.0%

Record reported profit before tax

US$8.5bn

9%
increase in customer deposits, driven by
Payments and Cash Management

Number one global trade finance

bank in the world
(Oliver Wyman Global Transaction Banking Survey 2012)

Strategic direction

CMB aims to be the banking partner of choice for international
businesses by building on our rich heritage, international
capabilities and relationships to enable connectivity and support
trade and capital flows around the world, thereby strengthening
our leading position in international business and trade.

We have four strategic imperatives:

e focus on faster-growing markets while connecting revenue and
investment flows with developed markets;
e capture growth in international SMEs and corporate businesses;

e enhance collaboration across all global businesses to provide
our customers with access to the full range of the Group’s
services; and

o simplify processes and enhance risk management controls by
adopting a global operating model.

For footnotes, see page 120.

The commentary is on a constant currency basis unless stated
otherwise.
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Review of performance

CMB reported a record profit before tax of
USS$8.5bn in 2012, 7% higher than in 2011. On
a constant currency basis, profit before tax
increased by 10%. This included gains totalling
US$468m mainly from the sale of branches in
the US, the disposal of general insurance
businesses in Argentina and Hong Kong and the
sale of our shares in Global Payments Asia-
Pacific Ltd in Hong Kong.

On an underlying basis, profit before tax
increased by 3%. This was driven by strong
revenue growth and higher income from our
associates, substantially offset by a rise in
operating expenses which reflected the effect of
notable cost items that included a customer
redress provision of US$268m relating to
interest rate protection products in the UK. Loan
impairment charges also rose, driven by higher
individually assessed provisions in Europe and
Rest of Asia-Pacific, and a rise in collective
charges in Latin America.

Revenue grew by 10% in the year, with
increases in all regions. This reflected strong net
interest income growth, higher net fee income
and a rise in other income driven by the gains
on disposals.

Net interest income increased by 8% as a result
of average balance sheet growth. Customer
loans and advances rose in all regions, with over
half this growth coming from our faster growing
regions of Hong Kong, Rest of Asia-Pacific and
Latin America, driven by higher trade-related
lending as demand for export finance increased.
In Europe, despite muted demand for credit, net
interest income from lending activities also rose
as a result of growth in average lending
balances, notably in the UK. Net interest income
from customer accounts rose as we continued to
attract deposits through our Payments and Cash
Management products. Net interest income from
deposits also benefited from higher liability
spreads in Hong Kong, reflecting an increase in
short-term interest rates.

Net fee income benefited from higher transaction
volumes of Payments and Cash Management
products, mainly in Europe, Latin America and
Hong Kong. Net fee income from Global Trade
and Receivables Finance products also rose in
Hong Kong, due to continued demand for export
finance as we captured international trade and
capital flows, and in Europe as we continued

to expand our Trade and Commodity and
Structured Trade Finance offerings. In addition,
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Global businesses > CMB

our collaboration with GB&M led to higher
revenues generated primarily from sales of
foreign exchange products.

Loan impairment charges and other credit risk
provisions increased by US$442m, driven

by higher individually assessed loan
impairments in Europe, reflecting the
challenging economic conditions in the UK,
Greece, Spain and Turkey, and in Rest of
Asia-Pacific in respect of a small number

of customers in our Corporate segment.
Collective impairment provisions also rose in
Latin America, mainly in Brazil from increased
delinquency in the Business Banking portfolio.

Operating expenses increased by 10%, primarily
due to a US$268m customer redress provision
relating to interest rate protection products in
the UK (see page 32). The rise in costs also
reflected the non-recurrence of a credit in 2011
of US$206m (US$212m as reported), arising
from a change in the measurement of defined
benefit pension obligations in the UK. In
addition, we continued to invest in and
strengthen our Risk and Compliance function

as part of our global operating model. Operating
expenses also increased in our faster-growing
regions of Latin America and Rest of Asia-
Pacific due to inflationary pressures and
continued investment in front line and support
staff.

Income from associates grew by 28% as our
associates in mainland China benefited from a
rise in lending and associated fee income,
reflecting continued economic growth.

Strategic imperatives

Focus on faster-growing markets while
connecting with developed markets

We continued to position the business for
growth, maintaining our investment in our
faster-growing regions, where revenues rose by
12 percentage points from 2011 and represented
over 54% of our revenues. Our top 20 markets
contributed over 90% of our profit before tax in
2012, with 14 of these countries located in the
faster-growing regions.

Our strong network helps connect customers
with both developed and developing markets as
they expand internationally. During 2012, we
were the first bank to settle cross-border
renminbi trade across six continents with our
ability to provide related services in over 50
countries offering a competitive advantage to
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our customers as the renminbi is positioned as a
major global trade and investment currency. We
have expanded our global network of dedicated
China desks to cover our top markets,
representing about half of the world’s GDP.
These are staffed by Mandarin-speaking experts
who support mainland Chinese businesses to
identify new opportunities to expand overseas.

As reported in the Oliver Wyman Global
Transaction Banking Survey 2012, we
maintained our position as the world’s largest
global trade finance bank with a market share of
global trade finance revenue that increased from
9% in 2011 to 10% in the first half of 2012, in
spite of a slowdown in world trade growth. Our
Global Trade and Receivables Finance revenues
increased by 11% as our network provided
customers with access to over 75% of world
trade flows. In addition, we continued to expand
our Commodity and Structured Trade Finance
offering across CMB and GB&M, establishing
new teams in four countries, which brought the
total to seven by the end of 2012. Our team of
product specialists more than doubled from 31
at the end of 2011 to 78 across Europe, Hong
Kong and Rest of Asia-Pacific, with plans for
further expansion in Latin America, Middle East
and North Africa, North America and additional
countries in Rest of Asia-Pacific by the end of
2013.

International payments volumes in Payments
and Cash Management have grown at twice the
rate of the market globally since 2010 with year-
on-year revenue increasing by 15% in 2012.
This growth reflected new mandates and
investments in new products such as HSBCnet
mobile to improve our customers’ experience.
Double digit revenue growth was reported in the
UK, Brazil and Hong Kong, all of which are top
markets for CMB, reflecting the strength of the
franchise in both developed and developing
markets. In 2012, HSBC was the first bank to be
named ‘Best Cash Management Bank’ globally
for both ‘Financial Institutions’ and ‘Non-
Financial Institutions’ in the same year by
Euromoney’s customer survey. Also in this poll,
we were named ‘Best Domestic Cash
Management Provider’ in over 20 countries.

Capture growth in international businesses

Our strong international network offers a
distinctive presence in key markets with major
trade flows, facilitating growth for international
businesses. Our international customer base
generated around 40% of our revenues.



In Business Banking, we continued to attract
and serve an increasing number of international
SMEs and further differentiated our service
offering to them by extending our global
network of specialist International Relationship
Managers (‘IRM’s) who focus on high value
international clients. During 2012, we added
over 165 IRMs in France, Brazil and the UK
and plan to expand the model into other key
Business Banking markets in 2013.

We continued to support SMEs through the
economic recovery, with a particular focus

on those with international aspirations. In the
first half of 2012, we launched an international
SME fund in the UK to support UK businesses
that trade, or aspire to trade, internationally.
By the end of 2012, we had approved lending
through the fund of £5.1bn (US$8.2bn),
exceeding our original target of £4.0bn
(US$6.5bn), and provided £12bn (US$20bn) of
gross new lending to UK SMEs, including the

renewal of overdraft and other lending facilities.

Over 80% of small business lending
applications received during the year were
approved. Similarly, in the UAE, we launched
our third SME fund of AED1bn (US$272m)
targeted at international trade customers.

Our global expertise helped connect our
customers with new market opportunities. We
held three ‘Global Connections International
Exchanges’ in Brazil, mainland China and
Dubai in 2012, where we were joined by clients
from all of our top 20 markets who were able to
make contacts, share their specialist market
knowledge and identify new business
opportunities.

Strong partnership with global businesses

Our collaboration with GB&M has delivered
nearly US$0.7bn in incremental gross revenue
since 2010. Gross revenues from sales of
GB&M products to CMB customers which are
shared across the two global businesses grew
by over US$0.1bn in 2012 or by 5%, mainly
driven by sales of foreign exchange products.

We continued to benefit from GB&M’s e-FX
platform to deliver our standard foreign
exchange products to customers more
efficiently. We also addressed demand for
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alternative sources of finance, providing our
customers with access to debt and equity capital
markets and offering specialised financing, such
as Project and Export Finance, via GB&M.

Dedicated executives are now in place in both
CMB and GPB to promote cross-business
referral activities and support the collaboration
between the businesses. For example, the Global
Priority Clients initiative was launched in 2012
to service the Group’s largest ultra-high net
worth clients’ corporate and personal needs
jointly.

In 2012, we launched our trade credit insurance
offering in Hong Kong, Brazil and the UK. It
will be rolled out to further markets in the first
half of 2013, including Turkey, France,
Singapore and Malaysia.

Simplify processes and enhance risk management
controls by adopting a global operating model

The successful adoption of a global model has
enabled us to deliver a number of benefits,
notably simplified processes for our customers,
enhanced governance and compliance oversight,
and sustainable cost savings across the business.

We have made significant progress in
simplifying and reducing the time to complete
our credit renewal process, implementing
improvements in 17 key markets with further
countries in scope for the first quarter of 2013.
In addition, we have deployed a consistent
model for cross-border account opening to
facilitate the on-boarding of new international
customers.

The sustainable cost savings of over US$100m
achieved through process re-engineering and
organisational effectiveness have been
reinvested in both front line staff and our Risk
and Compliance function. We introduced
enhanced consistent Know Your Customer
procedures, a global product governance board
and dedicated resources to improve governance
oversight. This investment, combined with our
values-based approach to relationship
management, is helping to foster a disciplined
and constructive culture of risk management
in CMB while encouraging balanced and
sustainable growth.
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Report of the Directors: Operating and Financial Review (continued)
Global businesses > GB&M

Global Banking and Markets

Review of performance

GB&M provides tailored financial
solutions to major government,
corporate and institutional clients
worldwide.

2012 2011 2010
USS$m US$m US$m
Net interest income .......... 6,960 7,263 7,343
Net fee income ................. 3,329 3,227 3,664
Net trading income™ ........ 5,690 5,204 5,830
Other income .................... 2,294 1,363 2,075
Net operating income?' .. 18,273 17,057 18,912
LICS™ oo (670) (984) (990)
Net operating income .... 17,603 16,073 17,922
Total operating expenses .. (9,907) (9,722) (9,228)
Operating profit ............. 7,696 6,351 8,694
Income from associates’” ... 824 698 521
Profit before tax ............. 8,520 7,049 9,215
RORWA® Lo, 2.1% 1.8% 2.5%

Record reported revenues from
corporate and institutional
debt issuance

77%
of profit before tax
from faster-growing regions

Most Innovative
Investment Bank of the Year
(The Banker Investment Banking Awards 2012)

Strategic direction

GB&M continues to pursue its well-established ‘emerging
markets-led and financing-focused’ strategy, with the objective of
being a leading international wholesale bank. 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 strategic imperatives:

o reinforce client coverage and client-led solutions for major
government, corporate and institutional clients;

e continue to selectively invest in the business to support the
delivery of an integrated suite of products and services;

o enhance collaboration with other global businesses, particularly
CMB, to appropriately service the needs of our international
client base; and

o focus on business re-engineering to optimise operational
efficiency and reduce costs.

For footnotes, see page 120.

The commentary is on a constant currency basis unless stated
otherwise.
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GB&M reported profit before tax of US$8.5bn,
21% higher than in 2011. On a constant
currency basis, profit before tax increased by
24% despite a significant net charge relating

to credit and debit derivative valuation
adjustments. The rise in profit before tax was
driven by strong revenue growth, notably in
Rates and Credit, together with significantly
lower credit risk provisions than in 2011, partly
offset by higher operating expenses. GB&M is
well positioned for growth in faster-growing
regions with record reported revenues in Hong
Kong (US$2.8bn), Rest of Asia-Pacific
(US$4.0bn) and Latin America (US$1.8bn).

In the fourth quarter a net charge of US$385m
was reported in net trading income as a result of
a change in estimation methodology in respect
of credit valuation adjustments on derivative
assets of US$903m and debit valuation
adjustments on derivative liabilities of
US$518m to reflect evolving market practices
(see Note 15 on the Financial Statements).

Notwithstanding the charge noted above,
revenues rose by 10%, primarily due to
significantly higher trading revenues in

Rates and Credit, notably in Europe, as spreads
tightened and investor sentiment improved
following stimuli by central banks globally.
Balance Sheet Management reported higher
gains on the disposal of available-for-sale debt
securities, largely in the UK, while Payments
and Cash Management benefited from growth in
average liability balances, increased transaction
volumes and new mandates. These increases
were partly offset by a fall in revenues from our
Equities business due to lower client activity

as market volumes declined. Revenues in 2012
also included adverse fair value movements
from own credit spreads on structured liabilities
of US$629m compared with a favourable fair
value movement of US$458m reported in 2011.

Loan impairment charges and other credit risk
provisions decreased by US$300m compared
with 2011. Credit risk provisions declined
significantly, from US$515m in 2011 to
US$117m in 2012, driven by lower impairment
charges on Greek sovereign debt, and on
available-for-sale ABSs in our legacy portfolio
reflecting an improvement in underlying asset
prices. This was partly offset by a US$97m
increase in loan impairment charges as a result
of a small number of specific impairments in



Global Banking and on the legacy credit loans
and receivables portfolio.

e  Operating expenses increased by US$393m to
US$9.9bn, predominantly due to a customer
redress provision of US$330m relating to
interest rate protection products in the UK (see
page 32). Performance costs rose, albeit at a
lower rate of growth than net operating income,
which resulted in a lower total compensation
ratio than in 2011. 2011 also included a credit
of US$108m (US$111m as reported) relating to
defined benefit pension obligations in the UK,
which did not recur.

Management view of total operating income

2012 2011 2010
US$m US$m US$m
Global Markets™ ........ 8,733 8,098 9,173
Credit .oooveveeeennee 779 335 1,649
Rates ..c.coceevveerenennee 1,771 1,341 2,052
Foreign Exchange .. 3,215 3,272 2,752
Equities ........c.c...... 679 961 755
Securities Services . 1,663 1,673 1,511
Asset and Structured
Finance ................ 626 516 454
Global Banking .......... 5,568 5,401 4,621
Financing and Equity
Capital Markets .. 3,071 3,233 2,852
Payments and Cash
Management® ..... 1,744 1,534 1,133
Other transaction
services®! ............ 753 634 636
Balance Sheet
Management™ ....... 3,738 3,488 4,102
Principal Investments 125 209 319
Debit valuation
adjustment .............. 518 - -
Other® _......cocvvveeena. (409) (139) 697
Total operating
INCOME.....ocverrrrnene 18,273 17,057 18,912

Balance Sheet Management revenues included a notional tax
credit on income earned from tax-exempt investments of
US$116m in 2012 (2011: US$85m; 2010: US$50m), which is
offset above within ‘Other.’

For footnotes, see page 120.
e Included in the table above are the following

amounts in relation to the change in credit
valuation adjustment estimation methodology:

2012

US$m

Credit ..oovieiecccicicieee e (52)
Rates .....cccceens (837)
Foreign Exchange .. (@)
EQUItIES ..ot (7
TOtal ..o (903)
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Global Markets delivered a strong performance
in an uncertain financial and economic
environment, in part due to a US$444m increase
in Rates revenues. This was despite significant
adverse fair value movements from own credit
spreads on structured liabilities as spreads
tightened, compared with favourable
movements reported in 2011, together with a
credit valuation adjustment of US$837m in
2012. Revenues in Credit increased by
US$453m due to strong trading income, mainly
in Europe, as spreads tightened on corporate
debt securities. Additionally, we achieved
record reported revenues from primary market
issuance, mainly within Credit, with revenues
in Europe, Hong Kong and North America
increasing as we enhanced regional coverage
and actively captured growth in client demand
for debt capital financing.

Foreign Exchange income was broadly in line
with 2011, as higher revenues from enhanced
collaboration between GB&M and CMB, and
increased volumes from the improvement in our
electronic pricing and distribution capabilities,
offset the effect of less volatile markets in 2012.
Notwithstanding the capture of higher market
share within a number of our target emerging
markets, Equities revenues decreased by 27%,
driven by lower client activity as market
volumes declined against the backdrop of
economic and fiscal uncertainty in Europe and
North America. This was coupled with adverse
fair value movements on structured liabilities
compared with favourable movements in 2011.

In Global Banking, Financing and Equity
Capital Markets revenues were broadly
unchanged compared with 2011 as lower
advisory and underwriting fees, mainly in
Europe, reflecting the challenging market
environment, were partly offset by higher
Project and Export Finance revenues, as deal
volumes increased, and as we captured a higher
market share of public and private sector
investment in infrastructure development in
emerging markets. Payments and Cash
Management revenues increased by 15% due to
higher average liability balances and an increase
in transaction volumes. We increased our focus
on cross-selling Payments and Cash
Management products to selected international
customers and saw a rise in new mandates.

In ‘Other transaction services’, revenues
increased by 24% as the Global Trade and
Receivables Finance business benefited from
enhanced collaboration between Global Banking
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Global businesses > GB&M

relationship managers and specialist sales teams
and the expansion of the Commodity and
Structured Trade Finance offering leading to
higher revenues in Europe and Rest of Asia-
Pacific. Revenues in Rest of Asia-Pacific also
increased as a result of growth in export lending
and improved spreads.

Balance Sheet Management revenues rose by
US$324m due to higher gains on the disposal
of available-for-sale debt securities as part of
structural interest rate risk management of the
balance sheet, notably in Europe. Net interest
income declined in Europe, however, as yield
curves continued to flatten and liquidity from
maturities and sales of available-for-sale debt
securities was re-invested at lower prevailing
rates. In addition, we placed a greater portion
of our liquidity with central banks. Higher net
interest income was reported in Rest of Asia-
Pacific due to higher yields and portfolio growth
in mainland China, and in Latin America due to
lower funding costs in Brazil as interest rates
declined.

Principal Investments revenue declined by
US$76m compared with 2011 owing to higher
impairments, mainly on three available-for-sale
equity securities, two of which were in our
direct investment business in run-off. This

was offset in part by higher realised gains on
disposals.

Strategic imperatives

Reinforce client coverage and client-led solutions

Our multinational coverage teams continued to
expand our offerings of cross-product solutions
for our clients and delivered revenue growth,
particularly in faster-growing regions as we
successfully executed a number of notable cross-
border transactions. This included providing
financing and advisory services to clients through
our Project and Export Financing business, which
resulted in HSBC being awarded ‘Best Project
Finance House’ in Asia, the Middle East and
Latin America in the Euromoney Awards for
Excellence 2012.

To further strengthen client coverage and product
expertise, we invested in selective recruitment in
key strategic markets. In Rest of Asia-Pacific, we
enhanced our advisory, debt capital markets and
credit and lending businesses through a number
of senior appointments in the Resources and
Energy and the Financial Institutions groups.

We also appointed a Co-Head of Global Banking
in Brazil to drive strategic dialogue with key
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clients and develop our advisory business in
Latin America.

We continued to develop our distinctive
geographical franchise to enhance client
coverage, particularly within debt capital
markets. A number of successfully executed
transactions, notably in emerging markets,
demonstrated the benefit of partnering between
regional and global product teams. These
partnerships facilitated the delivery of
innovative solutions and alternative funding
opportunities for our clients. As a result, HSBC
was awarded ‘Best Global Emerging Market
Debt House’ in the Euromoney Awards for
Excellence 2012. Additionally, we increased our
market share of, and maintained our leading
position in, emerging markets debt issuance.

Enhance core product strengths and selectively
develop new capabilities

We continued to develop cross-product
capabilities in the growing renminbi market.
Earlier in the year, we issued the first
international renminbi bond outside Chinese
sovereign territory. Since then, a number of
significant transactions were supported by in-
depth collaboration between regional teams,
reinforcing HSBC’s position as the leading
house for international renminbi issuance. In
recognition of these achievements, HSBC was
awarded ‘RMB House of the Year’ in the 2012
Asia Risk Awards, along with ‘Best for overall
products/services’ and ‘Most likely RMB
products/services provider’ in the 2072
Asiamoney Offshore RMB Services survey.

In Foreign Exchange, we remained focused on
enhancing product offerings in our e-FX
platforms for a broader client base, particularly
for CMB and RBWM customers. This included
the launch of our ‘Dynamic Currency
Conversion’ product within our transactional
Foreign Exchange business in the UK in time
for the Olympics, along with a real-time online
foreign currency margin trading product in
Hong Kong. Our strength in foreign exchange
capabilities, particularly in emerging markets,
was recognised by several awards during the
year including ‘Best Bank for Foreign
Exchange’ in Asia-Pacific and ‘Best Bank for
Emerging Asian currencies’ in the 2012 FX
Week Best Banks Awards. Our innovation and
achievements in the renminbi market
contributed to HSBC also being awarded
‘Foreign Exchange House of the Year’ in the
2012 Structured Products Asia Awards.



As aresult of recent investment in our equity
execution platform and research capabilities in
emerging markets, we progressed in repositioning
the business for future growth and enhanced our
ability to respond to client needs. We are now
ranked in the top five of equities brokers in Hong
Kong, while our ranking in the Asiamoney 2012
Brokers Poll for Asian Equity Research and Sales
rose from fifth in 2011 to second in 2012.

In a challenging economic environment, our
clients demand visibility and control of their
intra-day cash positions. To facilitate this,

we expanded the Global Liquidity Solutions
platform within Payments and Cash
Management, and it is now live in 27 countries.
We were also the first foreign bank to gain
approval to establish an automated, cross-border
pooling structure in mainland China. The pilot
scheme, which aims to centralise foreign
currency management for multinational
companies by connecting their onshore and
offshore cash management structures, will
enable our clients to manage their cash positions
more efficiently.

We are actively managing our legacy credit
exposures and exited from certain positions,
including ABSs in the UK and certain structured
credit positions and related hedges in the US
during 2012. We will look to reduce the size of
this portfolio further as opportunities arise,
using the economic framework put in place in
2011 (see page 18).
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Collaborate with other global businesses to deliver
incremental revenues

We have worked closely with CMB to provide
their clients with appropriate GB&M products
and this has delivered nearly US$0.7bn in
incremental gross revenue since 2010. Gross
revenues, which are shared across the two global
businesses, grew by over US$0.1bn in 2012, or
by 5%, mainly driven by sales of foreign
exchange products. A number of appointments
during the year, including a new Head of
Commercial Banking Coverage for Asia-Pacific
in Global Banking, further strengthened
collaboration efforts and enhanced our ability
to meet the financing needs of our clients.

We continued to enhance collaboration across the
Group through the Institutional Private Clients
(‘IPC’) initiative with GPB and the Premier
referrals initiative with RBWM, leading to higher
revenues and increased Premier account openings
respectively, compared with 2011. We also
appointed a Head of Coverage in Hong Kong to
strengthen our Global Banking franchise and
deliver on IPC initiatives in the region.

Strategic re-engineering to deliver sustainable
cost savings

The successful implementation of the
organisational design we announced in 2011,
and our continued resource optimisation through
re-engineering, delivered over US$200m of
sustainable savings in 2012.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Global businesses > GPB

Global Private Banking

GPB serves high net worth individuals
and families with complex and
international needs.

2012 2011 2010

USSm US$m US$m

Net interest income .......... 1,294 1,439 1,345

Net fee income ................. 1,232 1,382 1,299

Other income ..........c....... 646 471 449

Net operating income?' .. 3,172 3,292 3,093
LIC (charges)/

TECOVEries’® ... 27) (86) 12
Net operating income .... 3,145 3,206 3,105
Total operating expenses .. (2,143) (2,266) (2,035)
Operating profit ............. 1,002 940 1,070
Income/(expense) from

associates’” .......cocovnnn. 7 4 (16)
Profit before tax ............. 1,009 944 1,054
RORWA® ..o, 4.6% 3.9% 4.1%

Significant progress towards rationalising
and repositioning our business

Over US$70m

of sustainable cost savings

Outstanding Private Bank
in Asia-Pacific and in the Middle East
(Private Banker International Awards, 2012)

Strategic direction

GPB works with high net worth clients to manage and preserve
their wealth while connecting them to global opportunities. We
focus on three strategic imperatives:

implementing a new operating model to manage the business
globally and better service client needs, with an enhanced
systems platform and adherence to the highest risk and
compliance standards in the industry;

intensifying collaboration within the Group, particularly with
CMB, to access entrepreneur wealth creation; and

capturing growth by focusing investment on the most attractive
developed and faster-growing wealth markets, where GPB can
access the Group’s client franchise and its strong local and
international product capabilities.

For footnotes, see page 120.

The commentary is on a constant currency basis unless stated
otherwise.
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Review of performance

Reported profit before tax of US$1.0bn was 7%
higher than in 2011 on a reported basis and 8%
higher on a constant currency basis.

On an underlying basis, which excludes the gain
on the sale of our operations in Japan (US$67m)
and associated operating results, profit before
tax was broadly unchanged as lower operating
expenses and decreased loan impairment
charges and other credit risk provisions were
largely offset by reduced revenues.

Revenue declined by 3%, primarily due to lower
fee income. Brokerage fees fell, reflecting a
reduction in client transaction volumes due, in
part, to lower volatility. Fees from assets under
management and account service fees also
declined as challenging market conditions in the
latter half of 2011 led to a fall in average client
assets in 2012, coupled with a reduction in client
numbers as we repositioned our target client
base. Net interest income was lower as higher
yielding positions matured, opportunities for
reinvestment were limited by lower prevailing
yields and we selectively managed our
exposures to eurozone sovereign debt. Narrower
liability spreads and lower deposit balances in
Switzerland and the sale of our operations in
Japan also contributed to the fall in net interest
income. These factors were partly offset by
gains on the sale of our operations in Japan and
our headquarters building in Switzerland of
US$67m and US$53m, respectively.

Loan impairment charges and other credit risk
provisions reduced by 68% as a result of the
non-recurrence of charges relating to available-
for-sale Greek sovereign debt securities and
lower individually assessed and collective
impairments in the UK. These factors were
partly offset by lower recoveries in the US.

Operating expenses decreased by 4%, primarily
due to a managed reduction in average staff
numbers and lower performance costs. The
decrease in staff costs was partly offset by
higher customer redress provisions, costs
relating to the merger of pension funds in
Switzerland, and increased restructuring and
other related costs.



Client assets*

2012 2011

US$bn USS$bn

At 1January ......c.cocveeveneenecneene 377 390
Net new money .. . (@) 13
Value change ..........cccceeeeececnnnenne 17 (20)
Exchange and other ..........c.coccceeeeene 11 (6)
At 31 December ........cccocevveerieeniennnne 398 377

e  C(Client assets, which include FuM and cash
deposits, increased by US$21bn, driven by the
inclusion of custody assets in client assets and
favourable market and foreign exchange
movements, partly offset by negative net new
money and the disposal of our operations in
Japan. Negative net new money included a
small number of large client withdrawals and
reflected lower inflows as we became more
selective in establishing new client
relationships, as well as the adoption of more
stringent compliance and tax transparency
standards. We also stopped marketing in
certain non-strategic countries. In addition, we
implemented a redefined segmentation model
to reposition our client base towards higher net
worth international and domestic relationships.
This programme, along with a review of certain
client relationships with a view to reducing
control risk, resulted in a reduction of around
US$4.5bn of client assets in 2012.

e  ‘Total client assets’, which also include some
non-financial assets held in client trusts,
increased from US$496bn at 31 December 2011
to US$517bn at 31 December 2012 largely due
to market movements partly offset by negative
net new money as noted above.

e QOur return on assets, defined as the percentage
of our revenues to our average client assets,
was unchanged as the reduction in revenues
corresponded with the fall in average client
assets.

Strategic imperatives

e 2012 was a year of transition for GPB as we
repositioned our business model and target
client base to focus investment in selected
priority markets, enhance our compliance and
risk frameworks and encourage better alignment
with the other global businesses. We are
targeting higher net worth international and
domestic customers and have built on existing
product strengths and leveraged Group
capabilities to meet their needs. We expect
this period of transition and implementation
to continue throughout 2013.
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Implementing a more focused business model that
better services client needs

e We implemented a new target operating model
based on six ‘global markets’ (North Asia;
South East Asia; North America; Latin America;
Europe; and Middle East, North Africa and
Turkey). This enables us to operate as an
integrated global business rather than a
federation of private banks and to provide our
clients with globally consistent products and
services and improved co-ordination of
marketing and servicing activity.

e We sold or closed a number of non-strategic,
underperforming businesses in order to
rationalise our business and focus on priority
markets. Disposals included our operations in
Japan, our UK property advisory business, a
portfolio of non-strategic clients in Monaco,
our domestic trust business in Malaysia and a
branch of our UK business in Ireland.

e Our compliance and risk framework was
strengthened by the establishment of a GPB
Global Standards Committee and a revised risk
appetite framework. The implementation of
ongoing workstreams including tax transparency
and cross-border marketing will be accelerated
in 2013.

e We enhanced our global front office systems
with the roll out of Global Vision in
Switzerland, Global Client Relationship
Management in the US and Global Private
Wealth Solutions in the Channel Islands, which
provide integrated databases to support effective
client management. We will continue to roll
these systems out to other locations during
2013.

Developing closer collaboration across the Group

e We leveraged existing relationships across the
Group in order to access wealth created by
entrepreneurs who already bank with HSBC
on the business side. Referral flows from other
global businesses generated net new money of
USS$5.4bn. To further support referrals with
CMB, a collaboration framework was put in
place, dedicated executives appointed and
referral targets agreed.

e We worked with RBWM to define and promote
a Group-wide wealth offering. GPB and RBWM
now operate a systematic process for the review
and referral of clients to ensure they receive the
service most appropriate to their needs.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Global businesses > GPB / Other

The Global Priority Clients initiative was
launched with GB&M and CMB to service
jointly the Group’s largest ultra-high net worth
clients with corporate and personal needs
through a dedicated single point of contact. The
framework has been defined, clients identified
for joint coverage and investment specialists
assigned, and we have begun to roll out a new
credit advisory model to fund credit
transactions.

Capturing growth in faster-growing and domestic
markets

We continued to focus on faster-growing
markets, and attracted positive net new money
of US$1.9bn and US$0.5bn from clients in Asia
and the Middle East, respectively.

Our product range was further developed
during 2012; in particular, we made progress in
strengthening our Alternatives platform, with
four new real estate ‘club deals’ and two private
equity launches in the year raising more than
US$1.3bn. Further launches are expected

in 2013.

74

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.

2012 2011 2010
US$m US$m US$m
Net interest expense ........ (730) 911) (998)
Net fee income ................ 194 34 32
Net trading expense ........ (537) (355) 311)
Change in credit spread
on long-term debt ......... (4,327) 4,161 (258)
Other changes in fair
Value oo (1,136) 78 42
Net income/(expense)
from financial
instruments designated
at fair value ...........c.... (5,463) 4,239 (216)
Other income .................. 8,868 6,138 6,153
Net operating income”' . 2,332 9,145 4,660
LIC recoveries’® ............ - — 3
Net operating income .... 2,332 9,145 4,663
Total operating expenses (9,369) (7,492) (5,918)
Operating profit/(loss) .. (7,037) 1,653 (1,255)
Income from associates’’ 47 9 94
Profit/(loss) before tax .. (6,990) 1,662 (1,161)

For footnotes, see page 120.

The commentary is on a constant currency basis unless stated
otherwise.



Notes

The reported loss before tax of US$7.0bn in
2012 compared with reported profit before tax
of US$1.7bn in 2011. On a constant currency
basis, pre-tax loss increased by US$8.7bn.

These results included adverse movements of
US$5.2bn on the fair value of our own debt
attributable to a tightening of our own credit
spreads in 2012, notably in Europe and North
America, compared with favourable movements
of US$3.9bn in 2011. Reported results also
included a number of gains and losses on
disposal (see page 27). These included a gain of
US$3.0bn on the disposal of our associate, Ping
An. Our remaining shareholding has been
classified as a financial investment (see Note 26
on the Financial Statements). In addition, we
reported a gain on disposal of US$130m from
the sale of our shareholding in a property
company in the Philippines. Reported profits in
2011 included accounting gains of US$181m
relating to the dilution of our shareholding in
Ping An, partly offset by a remeasurement loss
of US$48m relating to Ping An’s consolidation
of Ping An Bank (formerly known as Shenzhen
Development Bank).

On an underlying basis, excluding the items
noted above, the pre-tax loss increased by
US$2.5bn, driven by higher operating expenses,
notably the charge of US$1.9bn relating to US
fines and penalties paid as part of the settlement
of investigations into past inadequate
compliance with anti-money laundering and
sanctions laws. In addition, revenues declined
due to adverse fair value movements

of US$553m on the contingent forward sale
contract relating to Ping An.

Net fee income increased by US$166m, due
in part to fees received under the transition
services agreement entered into following the
sale of the Card and Retail Services business
in North America.

Net trading expense increased from US$353m
to US$537m, driven by adverse fair value
movements on the contingent forward sale
contract relating to Ping An. This was partly
offset by lower adverse fair value movements on
non-qualifying hedges in 2012. This was driven
by non-qualifying hedges in HSBC Holdings,
mainly related to cross-currency swaps used to
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economically hedge fixed rate long-term debt,
on which there were favourable movements of
US$122m in 2012 compared with adverse fair
value movements of US$276m in 2011.

Gains less losses from financial investments
included gains of US$314m on the sale of our
non-strategic investments in four Indian banks.

Excluding the movements in the fair value of
our own debt, Net expense from financial
instruments designated at fair value of
US$248m compared with net income of
US$293m in 2011. This was due to adverse fair
value movements in 2012 from interest and
exchange rate ineffectiveness in the hedging of
long-term debt designated at fair value, issued
principally by HSBC Holdings and its European
and North American subsidiaries, compared
with favourable fair value movements in 2011.

We reported a gain of US$3.0bn on the disposal
of our associate, Ping An. Our remaining
shareholding has been classified as a financial
investment.

Other operating income decreased by 9%, due
to lower intra-group recharges from centralised
operational activities due to divestments and on-
going cost savings, notably in North America.
This was partly offset by a gain of US$130m
from the sale of our shareholding in a property
company in the Philippines.

Operating expenses increased by 27% to
US$9.4bn, primarily due to fines and penalties
paid as part of the settlement of investigations
into past inadequate compliance with anti-
money laundering and sanctions laws of
US$1.9bn, of which US$1.5bn was attributed
to and paid by HNAH and its subsidiaries and
US$375m was paid by HSBC Holdings. In
addition, there were inflationary pressures

in certain of our Latin American and Asian
markets. However, the charge relating to the
UK bank levy declined as the current year
charge of US$571m was partly offset by an
adjustment of US$99m in the 2011 bank levy
charge of US$570m as the basis of calculation
was clarified. Costs related to operational
activities also fell due to divestments and on-
going cost savings, notably in North America.
These costs are recorded in ‘Other’ and charged
to global businesses through a recharge
mechanism, with income reported in ‘Other
operating income’.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Global businesses > Analysis

Analysis by global business

HSBC profit/(loss) before tax and balance sheet data

Profit before tax
Net interest income/(expense) ....
Net fee iInCOme .........ccevveeerreennene

Trading income/(expense)
excluding net interest
INCOME ..o
Net interest income on
trading activities ..........c.ccceeuene

Net trading income/(expense)’® ..

Changes in fair value of long-
term debt issued and related
derivatives ........coccveeereeeenne

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 ........ccceveuenencne

Net earned insurance premiums .

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

Other operating income

Total operating income ............
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/(loss) ..............

Share of profit in associates
and joint ventures ...................

Profit/(loss) before tax ..............

Share of HSBC’s profit
before tax ......ccoeveeerieeneennns
Cost efficiency ratio ...................

Balance sheet data™

Loans and advances to
customers (Net) ........cceevevuennene

Total assets .............

Customer accounts ......................

2012
Retail Global

Banking Banking Global Inter—

and Wealth Commercial and Private segment
Management Banking Markets Banking Other” elimination® Total
US$m USSm US$m US$m US$m US$m US$m
20,298 10,361 6,960 1,294 (730) (511) 37,672
7,205 4,470 3,329 1,232 194 - 16,430
276 617 3,588 476 (549) - 4,408
28 16 2,102 14 12 511 2,683
304 633 5,690 490 (537) 511 7,091
- - - - (4,327) - (4,327)
1,893 250 1,094 — (1,136) — 2,101
1,893 250 1,094 - (5,463) - (2,226)
96 22 730 (&) 344 - 1,189
24 18 148 6 25 - 221
11,191 1,786 25 42 - - 13,044
3,735 277 - - 3,012 - 7,024
1,472 536 313 151 5,487 (5,859) 2,100
46,218 18,353 18,289 3,212 2,332 (5,859) 82,545
(12,357) (1,802) (16) (40) - - (14,215)
33,861 16,551 18,273 3,172 2,332 (5,859) 68,330
(5,515) (2,099) (670) 27) - - (8,311)
28,346 14,452 17,603 3,145 2,332 (5,859) 60,019
(5,532) (2,247) (3,764) 915) (8,033) - (20,491)
(14,237) (5,351) (6,143) (1,228) (1,336) 5,859 (22,436)
(19,769) (7,598) (9,907) (2,143) 9,369) 5,859 (42,927)
8,577 6,854 7,696 1,002 (7,037) - 17,092
998 1,681 824 7 47 - 3,557
9,575 8,535 8,520 1,009 (6,990) — 20,649
% % % % % %
46.4 41.3 41.3 4.9 (33.9) 100.0
58.4 45.9 54.2 67.6 - 62.8
US$m US$m US$m US$m US$m US$m
378,040 288,033 283,842 45,213 2,495 997,623
536,244 363,659 1,942,470 118,440 201,741 (470,016) 2,692,538
562,151 338,405 332,115 105,772 1,571 1,340,014
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Profit before tax
Net interest income/(expense) ....
Net fee income .........cccccccueueennene.

Trading income/(expense)
excluding net interest
INCOME .o
Net interest income on
trading activities .....................

Net trading income/(expense)’ ..

Changes in fair value of long-
term debt issued and related
derivatives ......c.cococeceececnrneennee

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 ..........ccceeeeenee

Net earned insurance premiums .

Other operating income ..............

Total operating income ...............
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 .........ccccoceevevenens

Share of profit in associates
and joint ventures ........c..........

Profit before tax ........ccccceevvreenns

Share of HSBC’s profit
before taX ......oceevveveenieenenne
Cost efficiency ratio ...........c.c....

Balance sheet data™

Loans and advances to
customers (Net) ........c.ccceeeuenee

Total aSSets .....cvvvveervereereriereinns

Customer accounts ......................

For footnotes, see page 120.

2011

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$m
24,101 9,931 7,263 1,439 911 (1,161) 40,662
8,226 4,291 3,227 1,382 34 - 17,160
(562) 565 3,306 415 (441) - 3,283
43 19 1,898 16 86 1,161 3,223
(519) 584 5,204 431 (355) 1,161 6,506
— — - - 4,161 - 4,161
(761) 33 (72) - 78 - (722)
(761) 33 (72) - 4,239 - 3,439
124 20 761 3 (1) - 907
27 15 75 7 25 - 149
10,882 1,956 47 - (13) - 12,872
907 483 577 30 6,127 (6,358) 1,766
42,987 17,313 17,082 3,292 9,145 (6,358) 83,461
(9,454) (1,702) (25) - - - (11,181)
33,533 15,611 17,057 3,292 9,145 (6,358) 72,280
(9,319) (1,738) (984) (86) - — (12,127)
24214 13,873 16,073 3,206 9,145 (6,358) 60,153
(6,538) (2,184) (4,196) (1,351) (6,897) - (21,166)
(14,664) (5,037) (5,526) 915) (595) 6,358 (20,379)
(21,202) (7,221) 9,722) (2,266) (7,492) 6,358 (41,545)
3,012 6,652 6,351 940 1,653 - 18,608
1,258 1,295 698 4 9 — 3,264
4,270 7,947 7,049 944 1,662 — 21,872
% % % % % %
19.6 36.3 322 43 7.6 100.0
63.2 46.3 57.0 68.8 81.9 57.5
US$m US$m US$m US$m US$m US$m
357,907 262,039 276,463 41,856 2,164 940,429
540,548 334,966 1,877,627 119,839 180,126 (497,527) 2,555,579
529,017 306,174 306,454 111,814 466 1,253,925
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Global businesses > Disposals, held for sale and run-off portfolios // Geographical regions > Summary

Disposals, held for sale and run-off
portfolios

In implementing our strategy, we have sold or
agreed to sell a number of businesses and
investments across the Group. We expect these
disposals to have a significant effect on both the
revenue and the profitability of the global businesses
in the future. In addition, significant portfolios are
being run down. We expect the losses on these

portfolios to continue to affect the global businesses
in the future.

The table below presents the contribution of
these businesses and investments to the historical
results of global businesses. We do not expect the
historical results to be indicative of future results
because of disposal or run-off. Fixed allocated costs,
included in total operating costs, will not necessarily
be removed upon disposal and have been separately
identified on page 53.

Summary income statements for disposals, held for sale and run-off portfolios*™
2012
Retail Global
Banking Banking Global
and Wealth  Commercial and Private
Management Banking Markets Banking Other
US$m US$Sm US$m US$Sm USSm

Net interest inCOME/(EXPENSE) ....c.evvemerverervereerereerenreenne 4,281 133 35 8 ?2)
Net fee INCOME .....ouevenireiiriiieice e 380 - 1 8 -
Net trading income/(expense)’™ ..........ccccooveverrerennn. (204) 4 160 - 2
Net income/(expense) from financial instruments

designated at fair value ...........cocooveiveevenierineieeee 6 2 10 - (785)
Gains less losses from financial investments .. 32 1 (70) - -
Dividend income ........c.coveeeevereeenneereeccnene. 3 - - - -
Net earned insurance premiums .........eceeeeeeveeerereeernns 518 203 25 - 1)
Other operating incCOmMe/(EXPense) ..........ccceverveveuereunes 40 20 3 (1 -
Total operating income/(expense) .............cccceeneee. 5,056 363 158 15 (786)
Net insurance claims incurred and movement in

liabilities to policyholders ...........cccocvvriuciceninnienne 297) (129) 17 - -
Net operating income/(expense)”’ ...............ccccccoo.... 4,759 234 141 15 (786)
Loan impairment charges and other credit

TISK PIOVISIONS ..euvviiiieiiieiciei e (2,980) “4) (168) - -
Net operating income/(eXpense) .............cocccoeeeeeene 1,779 230 27) 15 (786)
Total operating EXpenses .........ccoceeeerereerereeereneereneenes (2,376) (164) (165) (24) (18)
Operating profit/(10ss) ........c.cccooeeveenecnenncnnees (597) 66 192) (&) (804)
Share of profit in associates and joint ventures ............ 633 89 64 - -
Profit/(loss) before tax ............cccccoecevinininiinecienn. 36 155 (128) 9) (804)
By geographical region
BUIOPE . 2 - (283) (€)) -
Hong Kong .....cooveiviniiiiciiciicincncececeeeeene 27 13 6 - -
Rest of Asia-Pacific .........coccceevenineieciinnnecccreeeene 612 91 57 @®) -
Middle East and North Africa . 10 36 - -
North America ..........cccoeveuen. (656) 9 2 - (785)
Latin AMETICA ...evevieenieeeieeeieteieece e 41 42 54 — (19)
Profit/(10ss) before tax ........c.ccceveerererereenieieeceene 36 155 (128) 9) (804)
GaIN 0N SALE ..eeiiieeeieeeee s 4,074 476 22 64 3,103

For footnotes, see page 120.
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Geographical regions Summary

Additional information on results in 2012 may be

SUMMATY ..o 79 ; : )
BUIOPE it 81 found in the “Financial Summary” on pages 25 to 54. >
Hong Kong 88 In the analysis of profit by geographical regions 2
. . .. . >
Rest of Asia-Pacific ..., 93 that follows, operating income and operating expenses o
Middle East and North Affica .......ccoccovvrreerreenreenreenens 99 include intra-HSBC items of US$3,358m (2011: C>)
NOTTh AMETICA vovuvveieiieieeiieeieicee et 104 US$3,421m; 2010: US$3,125m).
Latin AMETrica .......ccccoevvieiviiiiiiiiiicecccccceeenes 111
Disposals, held for sale and run-off portfolios 117
Profit/(loss) before tax 2
)
2012 2011 2010 q>)
US$m % US$m % US$m % e
©
EULOPE «eoeeeveeeeereeseeeeeseseeeesssesssssseessessseesssseeeessseee (3414)  (16.5) 4,671 213 4302 22.6 5
Hong Kong ) 7,582 36.7 5,823 26.6 5,692 29.9 =
Rest of Asia-Pacific .......cccoveeerinnncccinncccne 10,448 50.6 7,471 342 5,902 31.0 E
Middle East and North Africa .......cccccoeevveeveeeenennnn, 1,350 6.5 1,492 6.8 892 4.7 3
North AMETica .....cceuveveieiieirieceeeeeeeeee 2,299 11.1 100 0.5 454 24 o
Latin AMETiCa .......ccveveveuiririreeieieinirieieieiceee s 2,384 11.6 2,315 10.6 1,795 9.4 E
@©
20,649  100.0 21,872 100.0 19,037 100.0 o)
o3
o

Total assets™

At 31 December

2012 2011 8

US$m % US$m % E

BUTOPE .ttt sttt a ettt s st et s st annnneas 1,389,240 51.6 1,281,945 50.3 §
HONE KONE ittt 518,334 19.3 473,024 18.5 8
RSt Of ASIA-PACITIC ..ovvveviieiiieiieieiceece ettt bene 342,269 12.7 317,816 12.4 .
Middle East and NOrth AfriCa .......ceecveeieeieiieiieiecicceceeieeeeee e 62,605 23 57,464 2.2 ©
INOTEH AIMETICA .vviviiietiiciiiecciet ettt ettt b e b sen s 490,247 18.2 504,302 19.7 o
Latin America ..... 131,277 4.9 144,889 5.7 g’
Intra-HSBC items ... (241,434) 9.0) (223,861) (8.8) (&)

2,692,538 100.0 2,555,579 100.0

Risk-weighted assets™

At 31 December g

2012 2011 o

USS$bn % US$bn % g

TOUAL oo 1,123.9 1,209.5 =

EUTOPE ittt 314.7 27.6 340.2 27.8 ©

HONG KON ittt ettt s 111.9 9.8 105.7 8.6 e

Rest 0f ASIA-PACITIC ..eovveiieiiiiiieciecieee ettt sbe e 302.2 26.4 279.3 22.8 S

Middle East and NOrth AfTiCa .......ccccovvevivieieieieeieesieeseereereeetee e eveene 62.2 5.4 58.9 4.8 i
NOITH AIMEIICA .vvivieiiieiciiiiiiet ettt s bbbt sese s s b sesessnnnes 253.0 22.2 3373 27.6
Latin AINEIICA ..oovviuieiieieieiteeteete ettt ettt b et re e esa s e s e sbebeesesaeereeneesnesaens 97.9 8.6 102.3 8.4

For footnotes, see page 120.
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Report of the Directors: Operating and Financial Review (continued)
Geographical regions > Europe

Selected items included in profit before tax by geographical region

. . . . 26
Fair value movements arising from changes in own credit spreads

2012 2011 2010
US$m US$m US$m
BUIOPE . (4,110) 2,947 (198)
HONG KONG ..ttt - - (6)
RSt Of ASIA-PACITIC ..ovvveiieiiiieiiieieiecse ettt (€)) 2 (1)
Middle East and North Africa . . 12) 14 -
INOTEh AIMETICA ..vvevieieiiieiiieiceee ettt es et et aesebeseenens (1,090) 970 142
(5,215) 3,933 (63)
Acquisitions, disposals and dilutions™
2012 2011 2010
US$m US$m US$m
BUTOPE .ttt bbbt (€)) - 286
Hong Kong ............. 420 82 136
Rest of Asia-Pacific 4,048 1,141 188
Middle East and North Africa . . (18) 54 (42)
North America ........ccccevenene . 4,888 2,192 66
Latin AIETICA ...ovevviniiieieieiiiiet ettt ettt nenes 144 181 —
9,479 3,650 634

For footnotes, see page 120.
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Europe Economic background

Our principal banking operations in Europe are The UK economy remained weak in 2012, with little

HSBC Bank plc in the UK, HSBC France, HSBC growth in underlying activity. Preliminary data

Bank A.S. in Turkey, HSBC Bank Malta p.l.c., showed that the level of real Gross Domestic Product 2
HSBC Private Bank (Suisse) SA and HSBC (‘GDP’) contracted by 0.3% in the fourth quarter, as 2
Trinkaus & Burkhardt AG. Through these economic activity fell back after a boost related to §
subsidiaries we provide a wide range of the Olympic Games. Despite the lacklustre economy, o
banking, treasury and financial services to the labour market remained fairly resilient, with the

personal, commercial and corporate customers unemployment rate in the three months to December

across Europe. down to 7.8% from 8.4% in the same period in 2011.

In response to the stagnating economy, the Bank of

England (‘BoE’) increased the size of its Asset 2

2012 2011 2010 Purchase Facility to £375bn (US$606bn) and -°;’

US$m US$m US$m launched a new scheme, Funding for Lending, aimed £

Net interest income ... 10,394 11,001 11.250 at increasing the supply of creqn. Consumer Prices &
Net fee income . 6,169 6,236 6,371 Index (‘CPI’) inflation fell during the first half of the c
Net trading income .......... 2,707 2,161 2,863 year but remained above the BoE’s 2% target. In the £
: . L

Other income/(expense) ... (1,662) 4,848 2,266 fourth quarter, it rose back to 2.7%, partly due to &
Net operating income”" . 17,608 24,246 22,750 increases in tuition fees and energy prices. o
LICS™ oo (1,921) (2,512) (3,020) The eurozone returned to recession in 2012 as ©
Net operating income ... 15,687 21,734 19,730 the initial resilience in France and Germany was §.

more than offset by deepening contractions in the
periphery, where domestic demand was dragged
down by austerity and private sector deleveraging.
Income/(expense) from Inflation slowed from 2.7% at the end of 2011 to
associates” v (6) 6 17 2.2% in 2012 and the European Central Bank
Profit/(loss) before tax ... (3,414) 4,671 4,302 (‘ECB’) cut the refinance (‘refi’) rate by 0.25% to
Cost efficiency ratio ........ 108.4% 70.4% 67.9% 0.75% in July. The sovereign crisis worsened again
RORWA® e, 1.0%) 1.5% 1.3% in the first half of 2012 but early signs of a roadmap
Vear-end staff numbers .. 70,061 74,892 75.698 for future integration of the economic and monetary
union, additional support for Greece and, most
importantly, the ECB’s commitment to supporting
the euro through its Outright Monetary Transactions
Strong Rates and Credit performance bond-buying programme succeeded in lowering
as investor sentiment improved peripheral government bond spreads to their lowest
level since March 2012.

Total operating expenses . (19,095) (17,069) (15,445)
Operating profit/(loss) ... (3,408) 4,665 4,285

()
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c
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c
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Review of performance
40%
reduction in RBWM Our operations in Europe reported a pre-tax loss of
loan impairment charges US$3.4bn, compared with a profit of US$4.7bn in
2011. On a constant currency basis, pre-tax profits
declined by US$8.0bn.

Financial Statements

In 2012, there were adverse movements of
US$4.1bn on our own debt designated at fair value,
US$2.3bn resulting from changes in credit spreads, compared
of customer redress with favourable movements of US$2.9bn in 2011.
provisions in the UK On an underlying basis, pre-tax profits decreased
by US$930m due to higher operating expenses
reflecting a US$1.4bn increase in the provision for
customer redress programmes in the UK, in
For footnotes, see page 120. particular relating to the possible mis-selling of PPI
and interest rate protection products. This was partly
offset by higher GB&M revenues, notably in the
Rates and Credit businesses as spreads on eurozone
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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
US$m US$Sm US$m US$Sm USSm US$Sm

2012
UK e 343 832 (111) 235 (6,355) (5,056)
France® ... 135 203 514 (48)) (263) 578
GErMANY ...c.oovevenreeenieereeineeeereeeeeenens 29 64 283 40 (72) 344
Malta ..o 39 52 31 - - 122
Switzerland . - 2 1 133 - 136
Turkey ..c.covvvviiiccccincccee 32) 71 104 - 1 144
Other .....covvviviiiiiiiciciccceae Q) (16) 164 102 73 318
509 1,208 986 499 (6,616) (3,414)

2011
UK e 1,330 1,227 (265) 192 1,037 3,521
France® ........coooooevveervoemeeereees oo, 69 192 (194) 16 18 101
Germany . 36 69 203 28 16 352
Malta 31 72 21 - - 124
Switzerland - (8) 225 - 217
Turkey 7 62 87 2 — 158
Other (151) 73 225 94 (43) 198
1,322 1,687 77 557 1,028 4,671

2010
UK e 1,181 827 1,772 223 (1,605) 2,398
France® ........coooooovvervoereeereeesseensoonn. 138 135 376 18 26 693
GeIMANY ...ooovieeeieicieieieireereeeeeieiene 36 32 231 30 4 333
Malta ..o 37 56 17 - - 110
Switzerland ........cocoeeevienneeciinen - (5) - 265 - 260
TUrKEY ..o 64 80 105 1 — 250
Other ....c.coviviiiiccceereccceies (144) 80 202 103 17 258
1,312 1,205 2,703 640 (1,558) 4,302

For footnote, see page 120.

bonds tightened and investor sentiment improved. In
addition, impairment charges fell due to lower credit
risk provisions in GB&M, notably in the legacy
credit portfolio, and improved delinquency rates in
RBWM in the UK as we continued to improve the
quality of these portfolios with a higher proportion
of secured lending.

We made significant progress in reshaping
our business in Europe. The disposal of non-core
businesses simplified our European portfolio,
allowing us to concentrate resources on businesses
where we can deliver sustainable profits and growth
while managing risks effectively. We exited from
Hungary, Georgia, Slovakia, and RBWM in Russia
and Poland, and sold Property Vision in the UK, our
insurance and reinsurance businesses in Ireland and
the retail equities brokerage in Greece.

During 2012, we made progress with our
restructuring programme to align our businesses
in each country to their respective global business
operating models in order to reduce complexity
and lower our costs in a sustainable way. Total
restructuring costs (including impairment of assets)
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of US$299m were incurred across Europe as a
result of organisational effectiveness and other
initiatives, which delivered sustainable cost savings
of approximately US$770m.

In RBWM, we continued to drive strong growth
in mortgage lending in the UK through the success
of our competitive offerings and marketing
campaigns. Our share of new UK mortgage lending
in 2012 was 12%, up from the 10% share of new
lending in 2011, while maintaining a loan-to-value
ratio of 58%. We have approved new mortgage
lending of £19bn (US$32bn) during 2012, compared
with our original lending commitment of £15bn
(US$24bn), with £5bn (US$8bn) approved for first
time buyers. Wealth Management revenue was
marginally lower during the year reflecting the
challenging economic environment. Our Wealth
Management products and services were redesigned
in accordance with the FSA’s Retail Distribution
Review, which was introduced on 1 January 2013,
and we continue to offer a competitive fee-based
financial advice service to Premier customers. The
expansion of the RBWM business continued in



Turkey, where we are targeting mass affluent
customers.

In CMB, we continued to invest in the UK, and
have increased the number of International
Relationship Managers to over 200 during the year.
In the first half of 2012, we launched an
International SME fund in the UK to support UK
businesses that trade, or aspire to trade,
internationally. By the end of 2012, we had approved
lending through the fund of £5.1bn (US$8.2bn),
exceeding the original target of £4.0bn (US$6.5bn),
and provided £12bn (US$20bn) of gross new lending
to UK SMEgs, including the renewal of overdraft and
other lending facilities. Over 80% of small business
lending applications received during the year were
approved. Revenue from international customers
increased and our focus on this client base, together
with targeted growth initiatives such as deposit
acquisition and regional pricing strategies, led to
a rise in Payments and Cash Management and
Global Trade and Receivable Finance income.

Revenues from CMB’s collaboration with
GB&M increased primarily from sales of foreign
exchange products. During the year, we made a
provision for the possible mis-selling of interest rate
protection products and the sale of these products to
customers in our Business Banking segment, which
serves SMEs, was withdrawn.

GB&M continued to develop cross-product
capabilities in the growing renminbi market. Early in
the year, we issued the first international renminbi
bond outside sovereign Chinese territory. Since then,
a number of significant transactions were supported
by in-depth collaboration between European and
other regional teams which reinforced our position
as the leading house for international renminbi
issuance. In Foreign Exchange, the focus remained
on enhancing product offerings in our e-FX
platforms for a broader client base, particularly to
RBWM and CMB customers. This included the
launch of a ‘Dynamic Currency Conversion’ product
within the transactional Foreign Exchange business.
To enhance coverage efforts in Global Banking, the
Corporate Finance Group was established to
strengthen the financial advisory and event financing
business. Payments and Cash Management won a
number of mandates and implemented the Global
Liquidity Solutions platform to provide advanced
liquidity management functionality for its clients. In
addition, our legacy credit exposure was reduced in
Europe by exiting from certain positions and the
business will reduce the size of this portfolio further
as opportunities arise.
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In GPB, we revised our medium-term strategic
plan to focus the business on investing in priority
markets with a redefined client offering that
builds on product strengths and leverages Group
capabilities. We concentrated on higher net worth
international and domestic customers, enhancing our
compliance and risk framework and improving
alignment with the other global businesses.

Our activities are likely to be affected by
proposed legislation in the UK arising from the
recommendations of the UK Independent
Commission on Banking (‘ICB’) to ring-fence the
retail bank from wholesale operations and to require
the retail bank to have a greater primary loss
absorbing capacity. Proposed changes in regulations
are likely to affect how we conduct activities, with
the potential to curtail the types of business we carry
out and increase the costs of doing business. The
implementation of any proposed changes will take a
considerable amount of time and involve significant
cost (see page 132).

The following commentary is on a constant
currency basis.

Net interest income decreased by 3%. Balance
Sheet Management revenues declined, principally in
the UK, as yield curves continued to flatten and
liquidity arising from maturities and sales of
available-for-sale debt securities was re-invested at
lower prevailing rates. In addition we placed a
greater portion of our liquidity with central banks.
GPB was similarly affected as higher yielding
positions matured and as we managed selectively our
exposures to eurozone sovereign debt. Legacy credit
revenues in the UK also fell as a result of higher
interest expense on structured debt issued at the end
of 2011, coupled with lower effective yields on
assets. RBWM net interest income declined mainly
in the UK due to lower deposit spreads reflecting
strong competition in the low interest rate
environment. This was partly offset by strong growth
in average residential mortgage balances and
improved lending spreads in the UK, along with
higher personal lending and cards balances in
Turkey as the business expanded. In addition, net
interest income in CMB benefited from higher
average customer account balances as we continued
to attract deposits through our Payments and Cash
Management products as a result of competitive
pricing, while average lending balances also rose,
mainly in the UK, despite muted demand for credit.

Net fee income increased by 2%. CMB fee
income rose due to higher transaction volumes
reflecting new mandates in Payments and Cash
Management. RBWM fee income also increased due
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Report of the Directors: Operating and Financial Review (continued)
Geographical regions > Europe

to lower commissions paid as a result of the run-off
and subsequent disposal of the insurance businesses
in Ireland. These increases were partly offset by a
fall in brokerage fees in GPB, reflecting a reduction
in client transaction volumes, due in part to lower
market volatility. Fees from assets under
management and account services also declined, as
challenging market conditions in the latter half of
2011 led to a fall in average client assets in 2012,
coupled with a reduction in client numbers as we
repositioned our target client base.

Net trading income increased by 27%, primarily
due to significantly higher Rates trading revenues
in the UK and France, and higher Credit trading
revenues, mainly in the UK, as spreads tightened and
investor sentiment improved following stimuli by
central banks. This was despite significant adverse
fair value movements in Rates, including a charge
from own credit spreads on structured liabilities as
spreads tightened which compared with a gain
reported in 2011, together with a charge as a result
of a change in estimation methodology in respect of
credit valuation adjustments on derivative assets (see
Note 15 on the Financial Statements). Revenues in
our legacy credit portfolio increased due to price
appreciation and redemption at par of certain assets.
Foreign Exchange income was also stronger due to
higher income from GB&M’s ongoing collaboration
with CMB, and increased volumes from
improvements in our electronic pricing and
distribution capabilities, although this was partly
offset by the effect of less volatile markets in 2012.
In addition, trading income benefited from the
change in estimation methodology for debit
valuation adjustments on derivative liabilities
(see Note 15 on the Financial Statements).

There were lower adverse fair value movements
on non-qualifying hedges, driven by favourable fair
value movements on non-qualifying hedges in
HSBC Holdings, compared with adverse fair value
movements in 2011, reflecting the less pronounced
decline in long-term US interest rates relative to
sterling and euro interest rates than in 2011. This
was partly offset by higher adverse movements on
non-qualifying hedges in European operating entities
as interest rates fell.

Adverse foreign exchange movements were
reported on assets held as economic hedges of
foreign currency debt designated at fair value
compared with favourable movements in 2011.
These offset favourable foreign exchange
movements on the foreign currency debt which are
reported in ‘Net expense from financial instruments
designated at fair value’.
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Net expense from financial instruments
designated at fair value increased by US$4.8bn.
Excluding adverse fair value movements due to the
change in credit spreads on our own debt held at
fair value, net income from financial instruments
designated at fair value of US$1.9bn in 2012
compared with a net expense of US$374m in
2011. This reflected favourable foreign exchange
movements on foreign currency debt designated
at fair value issued as part of our overall funding
strategy compared with adverse movements in 2011,
with an offset reported in ‘Net trading income’. In
addition, net investment gains were recognised on
the fair value of assets held to meet liabilities under
insurance and investment contracts as market
conditions improved, compared with net investment
losses in 2011. The corresponding movement in
liabilities to customers is recorded under ‘Net
insurance claims incurred and movement in
liabilities to policyholders’ to the extent that
these investment gains or losses are attributable to
policyholders holding unit-linked insurance policies
and insurance or investment contracts with DPF.

Gains less losses from financial investments
decreased by US$133m. This was driven by higher
impairments in GB&M in the UK of available-for-
sale equity securities due to significant write-downs
in 2012 on three holdings, two of which were in our
direct investment business in run-off. The decline
was also driven by losses on the disposal of legacy
assets, also in GB&M in the UK (see page 27),
together with the non-recurrence of gains in 2011 on
the disposal of available-for-sale debt securities in
our Insurance business in RBWM. These factors
were partly offset by higher gains on the disposal of
available-for-sale debt securities in Balance Sheet
Management, mainly in the UK, as part of structural
interest rate risk management activities, coupled
with a rise in disposal gains in Principal Investments
in GB&M.

Net earned insurance premiums decreased by
6%. This mainly reflected lower life insurance sales
in RBWM in France as a result of the adverse
economic environment and increased competition
from other banking products. The run-off and
subsequent disposal of the insurance businesses in
Ireland in 2012 also contributed to the decline. This
was partly offset by a rise in net earned premiums
in the UK due, in part, to the sale of a unit-linked
insurance product through two new third party
platforms.

Other operating income decreased by US$95m.
GB&M incurred losses on the sale of certain
syndicated loans in the UK. In addition, gains in



2011 on the disposal of a property fund did not
recur.

Net insurance claims incurred and movement
in liabilities to policyholders increased by 40%,
driven by net investment gains on the fair value of
the assets held to support policyholder contracts,
compared with net losses in 2011. This was partly
offset by lower reserves established for new
business, reflecting the decline in premiums in
France.

Loan impairment charges and other credit
risk provisions decreased by 22% to US$1.9bn.
GB&M reported lower credit risk provisions, mainly
in the UK, on available-for-sale ABSs, driven by an
improvement in underlying asset prices, as well as
lower charges on Greek sovereign debt. These were
coupled with a reduction in loan impairment charges
in RBWM, notably in the UK, as we continued to
pro-actively identify and monitor customers facing
financial hardship and focused on growing higher
quality lending. As a result, delinquency rates
improved across both the secured and unsecured
lending portfolios. This was partly offset by an
increase in loan impairment charges in RBWM in
Turkey, reflecting business expansion. In addition,
there were higher individually assessed provisions in
CMB reflecting, mainly, the challenging economic
conditions in the UK, Greece, Spain and Turkey.

Operating expenses increased by 15%, driven
by higher charges relating to UK customer redress
programmes with US$2.3bn reported in 2012,
compared with a charge of US$890m (US$898m as
reported) in 2011. In 2012 we included an additional
charge of US$1.7bn for estimated redress for the
possible mis-selling of PPI policies and US$598m in
relation to the possible mis-selling of interest rate
protection products in previous years, of which

85

US$268m related to the estimated redress to be paid
to customers and the remainder to costs of closing
out these positions and related administration costs.
A charge relating to the US Office of Foreign Asset
Control (‘OFAC’) investigation of US$375m was
also incurred in HSBC Holdings, along with the UK
bank levy of US$571m. This was partly offset by an
adjustment of US$99m in the 2011 bank levy charge
of US$570m as the basis of calculation was clarified.
In addition, 2011 included a credit of US$570m
(US$587m as reported) arising from the defined
benefit pension obligations in the UK which did

not recur. Restructuring costs of US$299m were
US$92m lower than in 2011, as the review initiated
in 2011 to improve cost efficiency continued to be
implemented and we completed disposals and exits
in Europe.

Excluding these items, operating expenses
marginally increased compared with 2011. Our
organisational effectiveness initiatives progressed,
delivering sustainable cost savings of approximately
US$770m in 2012. This enabled us to reinvest in,
and reallocate capital, to our designated growth
businesses such as our mortgage offering, our
international CMB business and our home and
priority growth markets (UK, France, Germany
and Turkey), as well as launching the M&S Bank in
the UK.

Operating expenses in Europe

2012 2011

US$m US$m

HSBC Holdings .......cccccuee... 2,063 1,664
UK e 11,993 9,989
Continental Europe ............... 5,237 5,563
Intra-region eliminations ...... (198) (147)
Total operating expenses ...... 19,095 17,069
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Profit/(loss) before tax and balance sheet data — Europe

2012
Retail Global
Banking Banking Global Inter-
and Wealth Commercial and Private segment
Management Banking Markets Banking Other elimination® Total
USSm US$m US$m US$Sm US$m US$Sm USSm
Profit before tax
Net interest income/(expense) .... 5,437 3,228 1,409 820 (543) 43 10,394
Net fee income ........oeeveecenennnee 2,622 1,658 1,032 848 9 - 6,169
Trading income excluding net
interest iNCOME .....c.cocvveveveuencne 67 26 848 216 25 - 1,182
Net interest income on trading
ACHIVIIES voveveeeniiieieiecceeeine 7 14 1,500 14 33 43) 1,525
Net trading income’™ ................... 74 40 2,348 230 58 43) 2,707

Changes in fair value of long-
term debt issued and related
derivatives ........cccoceeecrenrienenns - - - - (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

designated at fair value ........... 770 139 1,073 - 4,197) - (2,215)
Gains less losses from

financial investments .............. Q) (€)) 375 (€)) ?2) - 364
Dividend income ........ccceveueuence - 1 104 3 3 - 111
Net earned insurance premiums . 3,150 438 - 42 - - 3,630
Other operating income .............. 84 58 88 61 796 (&) 1,078
Total operating income/

(EXPense) ......ocoovvveueueneinereeanns 12,132 5,561 6,429 2,001 (3,876) ) 22,238
Net insurance claims® ................ (4,054) (536) - (40) - - (4,630)
Net operating income/

(expense)” ........ccccoccoevrernnn 8,078 5,025 6,429 1,961 (3,876) () 17,608
Loan impairment charges and

other credit risk provisions ..... (347) (1,109) (436) (29) - - (1,921)
Net operating income/

(EXPenSe) ....c.ooovvvveveverircniriennes 7,731 3,916 5,993 1,932 (3,876) ) 15,687
Total operating expenses ............ (7,225) (2,708) (4,999) (1,431) (2,741) 9 (19,095)
Operating profit/(loss) .............. 506 1,208 994 501 (6,617) - (3,408)
Share of profit/(loss) in

associates and joint ventures .. 3 — 8) 2) 1 - (6)
Profit/(loss) before tax .............. 509 1,208 986 499 (6,616) — (3,414)

% % % % % %
Share of HSBC’s profit

before tax .....coceeveveereeerieinnne 2.5 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™

US$m USSm US$m US$m US$m USSm
Loans and advances to

customers (Net) ......c...coceeeee 170,002 105,796 156,798 29,963 881 463,440
Total aSSets ...ovveveveueeneririricieenns 240,744 132,718 1,044,507 76,145 75,513 (180,387) 1,389,240
Customer accounts ...................... 191,024 121,648 184,473 57,125 739 555,009
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Profit before tax

Net interest income/(expense) ....
Net fee income .........cccccccueueunne.

Trading income/(expense)
excluding net interest
INCOME .o
Net interest income on trading
ACHIVILIES ...

Net trading income/(expense)’ ..

Changes in fair value of long-
term debt issued and related
derivatives ......c.cooceeecrennienne.

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 ..........ccccouvueeee.

Net earned insurance premiums .

Other operating income ..............

Total operating income ...............
Net insurance claims® ...............
Net operating income?' .............

Loan impairment (charges)/
recoveries and other credit
risk provisions .........c.ceceeeeeene.

Net operating income ................
Total operating expenses ............
Operating profit ........c.ccccccceeeeenne

Share of profit/(loss) in
associates and joint ventures ..

Profit before tax .........ccoceeverevenene

Share of HSBC’s profit
before tax .......cccoeoevveeeeccnenes
Cost efficiency ratio ...................

Balance sheet data™

Loans and advances to

customers (net)
Total assets .............
Customer accounts ......................

For footnotes, see page 120.

2011

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$m
5,653 3,107 2,102 936 574 (223) 11,001
2,633 1,640 989 942 32 - 6,236
40 5 602 191 (201) - 637
11 16 1,205 16 53 223 1,524
51 21 1,807 207 (148) 223 2,161
- - - - 3,180 - 3,180
(672) 21 (65) — 46 — (712)
(672) (©2))] (65) - 3,226 - 2,468
51 (€9 453 1 11 - 515
1 1 42 4 1 - 49
3,768 381 - - (13) - 4,136
95 58 187 5 760 74 1,179
11,580 5,186 5,515 2,095 3,295 74 27,745
(3,212) (287) — — — — (3,499)
8,368 4,899 5,515 2,095 3,295 74 24,246
(596) (960) (876) (82) 2 — (2,512)
7,772 3,939 4,639 2,013 3,297 74 21,734
(6,450) (2,252) (4,569) (1,456) (2,268) (74 (17,069)
1,322 1,687 70 557 1,029 - 4,665
- - 7 - @) - 6
1,322 1,687 77 557 1,028 — 4,671
% % % % % %
6.0 7.7 0.4 25 4.7 21.3
77.1 46.0 82.8 69.5 68.8 70.4
US$m US$m US$m US$m US$m US$m
150,205 98,154 156,903 28,378 696 434,336
210,140 124,049 1,021,486 77,410 63,141 (214,281) 1,281,945
176,134 104,530 154,208 58,265 267 493,404
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HSBC HOLDINGS PLC

Report of the Directors: Operating and 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 fo
more than 60% by value of banknotes in
circulation in 2012.

r

2012 2011 2010
US$m US$m US$m
Net interest income .......... 5,316 4,691 4,246
Net fee income ................. 3,335 3,097 2,962
Net trading income .......... 1,463 1,189 1,312
Other income ................... 2,308 1,705 1,682
Net operating income”' .. 12,422 10,682 10,202
LICS™ oo, (74) (156) (114)
Net operating income .... 12,348 10,526 10,088
Total operating expenses . (4,848) (4,758) (4,431)
Operating profit ............. 7,500 5,768 5,657
Income from associates’’ . 82 55 35
Profit before tax ............. 7,582 5,823 5,692
Cost efficiency ratio ........ 39.0% 44.5% 43.4%
RORWA® oo, 7.0% 5.3% 5.0%
Year-end staff numbers ... 27,742 28,984 29,171
24%

growth in underlying profit before tax

Market leader in offshore renminbi bond
issuance

Best Commercial Bank 2012

(FinanceAsia)

For footnotes, see page 120.
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Economic background

The Hong Kong economy started 2012 on a strong
footing, but lost momentum in the second quarter as
global trade flows slowed and the mainland Chinese
economy cooled, causing GDP to contract slightly.
Domestic demand stayed resilient, however,
supported by continued wage growth, and firm job
market conditions and asset prices. This underpinned
investment and private consumption growth, leading
the economy back into expansion in the third quarter
(0.6%, quarter-on-quarter, seasonally adjusted).
Slower economic momentum and deflationary
pressures in mainland China allowed the pressure on
Hong Kong’s asset prices to ease through most of
2012, resulting in reduced CPI inflation of 4.1%,
compared with 5.3% in 2011.

Review of performance

Reported pre-tax profits from our operations in Hong
Kong were US$7.6bn compared with US$5.8bn in
2011, an increase of 30% on both a reported and a
constant currency basis.

Reported profits included gains on the sale of
our shares in Global Payments Asia-Pacific Ltd
of US$212m and the HSBC and Hang Seng Bank
general insurance businesses of US$117m and
US$46m, respectively. Excluding these gains and
associated operating results, underlying profit of
US$7.2bn increased by 24%, driven by higher
net interest income in CMB and RBWM, the gain of
US$314m on the sale of non-strategic investments in
India, higher trading revenues in GB&M, increased
fee income in both CMB and GB&M, and a
reduction in loan impairment charges. These
favourable movements were partly offset by higher
operating expenses.

In RBWM, we continue to develop our Wealth
Management services for our retail customers and
launched new investment funds, including the
Global High Yield Bond Fund which attracted over
US$1bn of subscriptions by the end of the year. The
sale of the general insurance businesses enabled us
to focus on life insurance manufacturing, where we
maintained our market leadership position. We also
led the market in deposits, mortgages, mandatory
provident funds and credit cards. We maintained our
prudent lending approach with average loan-to-value
ratios of 48% on new mortgage drawdowns and an
estimated 32% on the portfolio as a whole. We now
offer renminbi current accounts for non-residents
and launched the first mobile payment solution in the
region, enabling contactless credit card transactions
through Visa payWave terminals.



Profit/(loss) before tax by global business

2012 2011 2010

US$m US$m US$m

Retail Banking and Wealth Management ...........c.ccccveeereineineninenneneeneeseeeenenes 3,694 3,022 3,001
Commercial Banking ..........cc.cocevvrveennns 2,188 1,608 1,352
Global Banking and Markets ... 1,518 1,316 1,347
Global Private Banking ....... 249 188 227
OLhET ... (67) (311) (235)
7,582 5,823 5,692

In CMB, we capitalised on our international
connectivity and our standing as a leading trade
finance bank to grow trade-related revenues by 10%,
particularly with mainland China. The collaboration
between CMB and GB&M continued to strengthen,
with revenue growth of 13%, most notably from the
provision of foreign exchange products to our
corporate customers. We won the FinanceAsia
award for ‘Best Commercial Bank 2012 and ten
Asiamoney awards for Payments and Cash
Management, including the ‘Best Local Cash
Management Bank’ for small, medium and large
corporates.

In GB&M, we led the market in Hong Kong
dollar bond issuance and were the leading
bookrunner for corporate high yield bonds in Asia
excluding Japan. We continued to lead the market in
offshore renminbi bond issuance with several high-
profile deals completed in 2012 for multinationals
accessing the market.

We also reinforced our position as a leading
international bank for offshore renminbi products,
winning the 4sia Risk ‘Renminbi House of the Year’
award and all seven product categories in
Asiamoney’s ‘Offshore Renminbi Survey’.

The following commentary is on a constant
currency basis.

Net interest income was 13% higher than
in 2011, notably in CMB and RBWM, driven by
increased customer loans and deposit balances and
by growth in the insurance portfolio.

In RBWM, we continued to grow our average
mortgage balances, reflecting continued strength in
the property market. In CMB, average term and
trade-related lending balances were higher as we
capitalised on trade and capital flows.

Asset spreads in CMB were marginally wider
than in 2011 on trade-related and other lending due
to repricing, though they began to narrow towards
the end of the year.

Net interest income also rose due to higher
average deposit balances, notably in RBWM, in
part reflecting reduced net outflows from customer
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accounts into investments. In addition, deposit
spreads widened.

Net fee income of US$3.3bn was 7% higher than
in 2011. Fees rose from increased transaction
volumes in trade services, remittances and account
services as we continued to intermediate
international trade and capital flows. Fee income
also increased in both CMB and GB&M as we
arranged more debt issues for our customers to
satisfy their funding requirements while the market
for corporate debt improved. In RBWM, fees from
unit trusts rose reflecting increased sales volumes,
despite customers increasingly preferring lower
risk products with lower fees. These increases were
largely offset by a reduction in brokerage income
from lower market turnover as a result of weaker
investor sentiment.

Net trading income increased by 23% from
lower adverse fair value movements on derivatives
relating to certain provident funds, following
reductions in long-term investment returns in 2011.
There was also a strong performance in GB&M,
notably in Rates trading activities, which reflected
increased client demand for risk management
products, particularly in yen and renminbi, in part
from increased cross-currency debt issuance by
corporates. Credit trading revenues also rose, in
part due to increased client activity. This was
partly offset by a net charge as a result of a change in
estimation methodology in respect of the valuation
adjustments on derivatives.

Net income from financial instruments
designated at fair value was US$447m compared
with an expense of US$540m in 2011, due to net
investment gains on assets held by the Insurance
business (compared with net losses in 2011) as a
result of more favourable equity market conditions.
To the extent that these investment gains were
attributed to policyholders of unit-linked insurance
policies and insurance contracts with DPF, there was
a corresponding increase in ‘Net insurance claims
incurred and movement in liabilities to
policyholders’.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Geographical regions > Hong Kong

Gains less losses from financial investments
were US$322m compared with US$25m in 2011,
largely from the gain of US$314m on the sale of our
shares in four non-strategic investments in India.

Net earned insurance premiums grew by 17%
following increased new sales and renewals of life
insurance products. The growth in premiums
resulted in a corresponding increase in ‘Net
insurance claims incurred and movement in
liabilities to policyholders’.

Other operating income of US$1.9bn was
US$235m higher than in 2011. We completed the
sale of our shares in Global Payments Asia-Pacific
Ltd and the HSBC and Hang Seng Bank general
insurance businesses, realising gains of US$212m,
US$117m and US$46m, respectively. While the
value of the PVIF asset rose, this was not to the same
extent as in 2011 as increased insurance sales in
2012 were more than offset by lower positive
assumption updates during 2012 compared with
2011and the non-recurrence of the benefit from the
refinement to the PVIF asset calculation in 2011.

Net insurance claims incurred and movement in
liabilities to policyholders increased by 38%, driven
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by net investment gains on fair value of the assets
held to support policyholder contracts, compared
with net losses in 2011. In addition, policyholder
liabilities were established for new business,
reflecting the higher premiums, though this was
partly offset by the disposal of the insurance
businesses in 2012.

Loan impairment charges and other credit risk
provisions reduced to US$74m from US$157m
in 2011, largely due to lower specific impairment
charges in CMB and the non-recurrence of charges
relating to available-for-sale Greek sovereign debt
securities.

Operating expenses increased by 2%, primarily
due to higher systems implementation and
processing costs as we continued to invest in our
technology infrastructure, and increased property
rental costs. Salaries and wages were broadly
unchanged as wage inflation was largely offset by
reduced average staff numbers as we continued to
improve efficiency across our operations, generating
sustainable annual savings of approximately
US$190m.



Profit/(loss) before tax and balance sheet data — Hong Kong

2012
Retail Global
Banking Banking Global Inter-
and Wealth Commercial and Private segment
Management Banking Markets Banking Other elimination® Total
US$m US$m USS$m US$Sm US$m US$Sm US$m
Profit/(loss) before tax
Net interest income/(expense) .... 2,851 1,629 1,087 149 (482) 82 5,316
Net fee income ........cccveeveeveeneaneee 1,769 850 548 155 13 - 3,335
Trading income/(expense)
excluding net interest
INCOME oo 176 163 666 170 2) - 1,173
Net interest income on
trading activities ..................... 10 2 352 - (82) 290
Net trading income™ .................. 186 165 1,018 170 82) 1,463
Changes in fair value of long-
term debt issued and related
derivatives .......ccccoevverveeeennne - - - - - - -
Net income/(expense) from
other financial instruments
designated at fair value ........... 511 (53) 23 - (34) - 447
Net income/(expense) from
financial instruments
designated at fair value ........... 511 (53) 23 - (34) - 447
Gains less losses from
financial investments .............. - - 2 7 313 - 322
Dividend income ..........c.ccevuenenn. - 1 5 - 18 - 24
Net earned insurance premiums . 5,294 655 8 - - - 5,957
Other operating income .............. 711 253 77 13 1,152 (282) 1,924
Total operating income ............ 11,322 3,500 2,768 494 986 (282) 18,788
Net insurance claims® ................ (5,757) (602) 7) = = - (6,366)
Net operating income®' ... 5,565 2,898 2,761 494 986 (282) 12,422
Loan impairment (charges)/
recoveries and other credit
risk provisions ..........c.coveeueee. 97) 3 17 3 - - (74)
Net operating income ............... 5,468 2,901 2,778 497 986 (282) 12,348
Total operating expenses ............ (1,819) (719) (1,263) (248) (1,081) 282 (4,848)
Operating profit/(loss) .............. 3,649 2,182 1,515 249 95) - 7,500
Share of profit in associates
and joint ventures ................... 45 6 3 - 28 - 82
Profit/(loss) before tax .............. 3,694 2,188 1,518 249 (67) — 7,582
% % Y% % % %
Share of HSBC’s profit
before tax ......c.coceeerccrcnreenenee 17.9 10.6 7.3 1.2 0.3) 36.7
Cost efficiency ratio ................... 32.7 24.8 45.7 50.2 109.6 39.0
Balance sheet data™
US$m US$m US$m US$m US$m US$m
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 ...................... 201,649 90,152 34,171 19,566 670 346,208
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Geographical regions > Hong Kong / Rest of Asia-Pacific

Profit/(loss) before tax and balance sheet data — Hong Kong (continued)

2011
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) .... 2,571 1,317 1,051 173 (464) 43 4,691
Net fee income .........ccoeeveeneennen. 1,741 706 475 160 15 - 3,097
Trading income/(expense)
excluding net interest
INCOME ..o 120 169 652 135 (116) - 960
Net interest income on
trading activities ..................... 9 1 246 — 16 (43) 229
Net trading income/(expense)’ .. 129 170 898 135 (100) (43) 1,189

Changes in fair value of long-
term debt issued and related
derivatives ......c.ccoceceeeecnrneennee - - - - - - -

Net income/(expense) from
other financial instruments
designated at fair value ........... (475) (72) (5) — 15 — (537)

Net income/(expense) from
financial instruments

designated at fair value ........... (475) (72) %) - 15 - (537)
Gains less losses from

financial investments .............. 3 10 21 - (10) - 24
Dividend income ..........c.ccevuenenn. - 1 14 - 24 - 39
Net earned insurance premiums . 4317 758 13 - - - 5,088
Other operating income .............. 505 175 79 8 1,185 (268) 1,684
Total operating income ............... 8,791 3,065 2,546 476 665 (268) 15,275

et insurance claims™ ................ , — — — R
Net i laims™ (3,887) (697) 9) (4,593)
Net operating income?' .....oco.o... 4,904 2,368 2,537 476 665 (268) 10,682

Loan impairment (charges)/
recoveries and other credit

risk provisions ..........c.cocveeueee. (77) (66) 23 (36) — — (156)
Net operating income ................. 4,827 2,302 2,560 440 665 (268) 10,526
Total operating expenses ............ (1,811) (703) (1,248) (252) (1,012) 268 (4,758)
Operating profit/(10ss) .......c.cc.c... 3,016 1,599 1,312 188 (347) - 5,768
Share of profit in associates

and joint ventures ................... 6 9 4 - 36 - 55
Profit/(loss) before tax ................ 3,022 1,608 1,316 188 (311) — 5,823

% % % % % %
Share of HSBC’s profit

before tax ......c.coceeeecrcnnenenee 13.8 7.3 6.0 0.9 (1.4) 26.6
Cost efficiency ratio ................... 36.9 29.7 49.2 529 152.2 44.5
Balance sheet data™

US$m US$m US$m US$m US$m US$m
Loans and advances to

customers (net) 56,296 54,986 39,667 5,447 1,269 157,665
Total assets ............. 85,866 63,516 238,892 20,680 84,782 (20,712) 473,024
Customer accounts ...................... 181,316 79,225 35,283 19,622 (101) 315,345

For footnotes, see page 120.
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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 primary associate,
Bank of Communications.

Outside mainland China, we conduct
business in 21 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.

2012 2011 2010
US$Sm US$m US$m
Net interest income ........... 5,391 5,102 3,828
Net fee income ..... 2,083 2,111 1,932
Net trading income 1,053 1,658 1,618
Other income .................... 5,057 1,842 1,854
Net operating income®' ... 13,584 10,713 9,232
LICS™ oo (436) (267) (439)
Net operating income ..... 13,148 10,446 8,793
Total operating expenses .. (5,806) (5,806) (5,143)
Operating profit .............. 7,342 4,640 3,650
Income from associates’” .. 3,106 2,831 2,252
Profit before tax .............. 10,448 7,471 5,902
Cost efficiency ratio ......... 42.7% 54.2% 55.7%
RORWA® 3.5% 3.1% 3.1%
Year-end staff numbers .... 85,024 91,051 91,607

Over US$3bn

gains recognised following
strategic disposals in 2012

9%
growth in lending balances
(on a constant currency basis)

‘Best Domestic Cash Management Bank’
(Euromoney)

across 14 countries in the region

For footnotes, see page 120.
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Economic background

In mainland China, economic growth slowed
through the first three quarters of 2012 due to a
decline in external demand driven by the eurozone
crisis, the effect of tightening domestic monetary
policy measures and sharp de-stocking by industry.
This greater than expected deceleration and
increasing pressure on the labour market prompted
policy makers to ease monetary policy in the
summer of 2012, following two interest rate

cuts totalling 50bps and two cuts in the reserve
requirement ratio amounting to 100bps in the

first half of the year, and speeded up the approval of
new infrastructure projects. As these measures took
effect, the mainland Chinese economy began to
show signs of recovery in the fourth quarter of 2012.
GDP slowed to 7.8% in 2012 from 9.3% in 2011, but
remained above Beijing’s target of 7.5%. CPI
inflation was a modest 2.6%.

Japan’s economy experienced a turbulent 2012.
After a very strong start supported by reconstruction
demand and government subsidies, growth turned
sharply negative in the third quarter as tepid overseas
demand prompted a deep slump in exports and
manufacturing. Sentiment improved by the end of
2012. The Bank of Japan took steps to ease monetary
policy in 2012, establishing a 1% inflation goal in
February 2012 and expanding its Asset Purchase
Programme by JPY46 trillion (US$534bn).

Slowing global trade reduced growth in the Rest
of Asia-Pacific region. South Korea’s full-year
growth slowed to 2.1% in 2012, the lowest annual
rate for three years, as the slowdown in global trade
hit the export-dependent economy hard in the third
quarter. To support domestic demand, the Bank of
Korea lowered its policy rate from 3.25% to 2.75%.
Singapore’s economy slowed notably, with GDP
growth declining to 1.2% in 2012 from 5% the year
before. 2012 was a tumultuous year for Taiwan’s
export-reliant economy, as both western and
mainland China demand weakened, particularly from
April onwards. However, the impetus provided by
key electronic product launches helped to maintain
manufacturing activity and jobs, enabling domestic
demand to underpin growth more effectively than it
did in earlier recessions. The other ASEAN
(Association of Southeast Asian Nations) countries
demonstrated more resilience, supported by domestic
growth. Growth in Indonesia was driven by
favourable demographics and a growing middle-
income class. In Thailand, rebuilding activity and
policy support after the floods in 2011 led to a
rebound in economic activity. Growth in India
continued to slow during the course of 2012, with
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Geographical regions > Rest of Asia-Pacific

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
US$m US$Sm US$m US$Sm US$m US$Sm
2012
AUSLIalia ...ooovvevievieeeieeceee s 97 38 184 - (44) 275
INdia .o 41 89 497 7 175 809
Indonesia .........ccoeeueueieieinnininiiicenes 29 124 146 - 7 306
Mainland China ........cccoeeeeeenennnenencne. 838 1,724 1,257 “4) 2,525 6,340
Ping AN .o 622 82 60 - 2,459 3,223
Other associates ..........ccceevveevveennennen. 268 1,466 591 - - 2,325
Other mainland China ..................... (52) 176 606 “4) 66 792
Malaysia ....ccvevereeeeeeeriieieieesiee e 183 131 242 - 8 564
SINEAPOTE ... 201 139 296 97 (65) 668
Taiwan ...... . 62 36 136 - - 234
Vietnam.. . 9 45 57 - 9 120
Oher ...ooveeeiieieeee e 57 276 510 59 230 1,132
1,517 2,602 3,325 159 2,845 10,448
2011
AUSIalia ...oveveeeeeicccce 88 106 108 - 5 307
India .o (14) 122 539 5 161 813
Indonesia ........cococeeieiniciciiiiiicccne 6 89 157 - 7 259
Mainland China . 1,112 1,340 1,116 4) 117 3,681
Ping An ............... . 946 - 63 - 117 1,126
Other associates ..... . 233 1,150 466 - — 1,849
Other mainland China ..................... (67) 190 587 4) — 706
Malaysia ....c.cevererereereeneninieieeeeenene 173 118 228 1 9 529
Singapore .. . 183 133 189 97 7 595
Taiwan ...... . 45 23 130 - 12 210
Vietnam.. . - 51 79 - 24 154
Oher ...oovvieiieieieeee e 48 264 543 ®) 76 923
1,641 2,246 3,089 91 404 7,471
2010
59 96 95 - 8 258
(83) 71 508 4 179 679
12 94 116 - 3) 219
839 833 683 (@) 217 2,565
PINg AN oo 797 - 51 - 188 1,036
Other assoCiates ........ccccveverveereereennns 176 746 392 - - 1,314
Other mainland China .............c....... (134) 87 240 7 29 215
MalaySia c.ooveeeeeeeeeeeeeseeseeeeeesess e 120 88 194 - 0 401
SINGAPOTE v 169 87 100 84 84 524
TAIWAN .o 31 36 87 - 7 147
Vietnam......c.cceoevevireeveeneninieieeeeneenenes 7) 50 61 - 7 111
Other ..ooveiiiiiieiccereccceeeiceenne 22 201 644 — 131 998
1,162 1,556 2,488 81 615 5,902
weaker external demand, the lagged effects of Unemployment edged up to 5.4%. In response to
monetary policy normalisation and the absence in the global slowdown and to help re-balance growth
recent years of structural policies and infrastructure away from mining and towards the non-mining
investment playing a role in the slowdown. sectors, the Reserve Bank of Australia reduced its
Encouragingly, the government embarked on a cash rate from 4.25% to 3.00%.
reform programme towards the end of the year
which helped lift sentiment and stabilise growth. Review of performance
Growth in the Australian economy was uneven Our operations in the Rest of Asia-Pacific region
in 2012 as it absorbed a mining boom which had the reported pre-tax profits of US$10.4bn compared
effect of slowing investment in other sectors. For with US$7.5bn in 2011, an increase of 40% or
2012 as a whole, growth was strong at around 3.5%. 41% on a constant currency basis.
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Reported profits included a gain on the disposal
of our associate, Ping An of US$3.0bn. Our
remaining shareholding has been classified as a
financial investment (see Note 26 on the Financial
Statements). Reported profits also included gains
from the sale of the RBWM business in Thailand
(US$108m), the GPB business in Japan (US$67m)
and our interest in a property company in the
Philippines (US$130m). Reported profits in 2011
included an accounting gain of US$181m arising
from the dilution of our shareholding in Ping An,
offset by a remeasurement loss of US$48m on its
consolidation of Ping An Bank (formerly Shenzhen
Development Bank).

On an underlying basis, which excludes the
items described above and the associated operating
results, pre-tax profit rose by 2%. This was driven
by higher net interest income, notably from Balance
Sheet Management in GB&M in mainland China,
and strong growth in average lending balances
across most of the region, as well as increased profits
from our associates in mainland China. These factors
were partly offset by adverse fair value movements
of US$553m on the contingent forward sale contract
related to the Ping An sale, the effect of which was
offset in 2013 on completion of the transaction,
and higher operating expenses, in part due to
restructuring costs arising from the ongoing strategic
review of our businesses and support functions in
the region. Loan impairment charges also rose from
a small number of specific corporate impairment
charges, but remained low as credit quality remained
broadly stable.

We maintained our focus on our key priority
growth markets in the region. In mainland China,
we continued to invest in our branch network and
at the end of the year had 141 HSBC China outlets,
20 HSBC rural bank outlets and 46 Hang Seng
Bank outlets. We invested a further US$1.7bn in
BoCom to maintain our interest of 19.03% in this
strategically important associate and reinforce our
position as the leading foreign bank in mainland
China.

In Malaysia, we now have the largest branch
network amongst foreign banks and were designated
‘Best Bank’ for the 10th consecutive year by the
Asset Triple A Country Awards.

In RBWM, we made progress in re-shaping the
business in line with our strategy, completing the
disposal of the non-strategic business in Thailand
and announcing the sale of our life insurance
business in Taiwan. With our focus on secured
lending, we recorded mortgage growth in mainland
China, Singapore, Australia and Malaysia, reflecting
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the continued strength of the property market and the
expansion of our distribution network.

In CMB, trade revenues grew as we capitalised
on our global network to capture cross-border trade
and capital flows, particularly with mainland China.
We continued to strengthen our infrastructure to
capture the outbound opportunities from mainland
China and now have 14 ‘China desks’ established
globally to assist customers with their international
trade requirements. Significant new mandates in
2012 in CMB and GB&M reflected investment in
our Payments and Cash Management infrastructure.
We were recognised as ‘Best Domestic Cash
Management Bank’ by Euromoney in fourteen
countries across the region, ‘Best Overall Cash
Management Bank in Asia’ by Global Finance and
‘Best International Trade Bank in China’ by Trade
Finance Magazine.

In GB&M, we continued to be a key participant
in the internationalisation of the renminbi and
enhanced our Payments and Cash Management
systems with renminbi capabilities. We continued to
build our debt and equity capital markets capabilities
in key countries in the region and were involved in
several significant government and large corporate
issues in Australia, Singapore, India and Indonesia.
Revenues from the collaboration between CMB
and GB&M increased by 13% as we enhanced sales
coordination between the global businesses.

The following commentary is on a constant
currency basis.

Net interest income increased by 8%, notably in
mainland China from Balance Sheet Management,
arising from growth in the debt securities portfolio
and improved yields, as well as from increased
trade-related and term lending in CMB and GB&M.

We grew average deposit balances, notably in
GB&M and CMB reflecting new Payments and Cash
Management mandates, and in RBWM from deposit
acquisition. The benefit of this growth was partly
offset by narrower liability spreads reflecting rate
cuts and liquidity easing measures by central banks.

In RBWM, residential mortgage balances grew,
primarily in Singapore, Australia, Malaysia and
mainland China, reflecting the continued strength of
property markets and expansion of our distribution
network. However, net interest income was broadly
unchanged due to the effect of the sale of the
RBWM business in Thailand and narrower asset
spreads in a number of countries attributable to
competitive pricing pressures.

Net fee income increased by US$29m, primarily
in GB&M, from higher fee income from our
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Geographical regions > Rest of Asia-Pacific

participation in more debt capital markets
transactions across the region as we continued to
strengthen our capabilities in this area, and lower
regulatory fee expenses on Foreign Exchange and
Rates transactions in mainland China as volumes
reduced. RBWM reported higher income from cards
in Australia from increased spending and card
issuance and Wealth Management fees in mainland
China. The increase from cards was more than offset
by the discontinuation of our Premier business in
Japan, the sale of our RBWM business in Thailand,
and a fall in fund management fees as we saw a
move into lower yielding products reflecting
investor’s lower risk appetite.

Net trading income decreased by 34% compared
with 2011, mainly from adverse fair value
movements on the contingent forward sale contract
of US$553m relating to Ping An (see Note 26 on
the Financial Statements). Trading income was also
lower, primarily in mainland China due to lower
GB&M revenues in Foreign Exchange reflecting
reduced volatility. These were partly offset by a
net favourable movement as a result of a change in
estimation methodology in respect of the valuation
adjustments on derivatives.

Net income from financial instruments designated
at fair value was US$110m in 2012 compared with a
net expense of US$19m in 2011. This was driven by
net investment gains on assets held by the Insurance
business, primarily in Singapore, due to positive
equity market movements. To the extent that these
investment gains were attributed to policyholders of
unit-linked insurance policies and insurance contracts
with DPF, there was a corresponding increase in ‘Net
insurance claims incurred and movement in liabilities
to policyholders’.

Gains less losses from financial investments
were US$16m compared with net losses of US$23m
in 2011, due to a disposal gain on investments
managed by a private equity fund and a gain on the
sale of government debt securities in India.

Net earned insurance premiums rose by 7%
to US$812m as a result of increased renewals and
new business volumes in mainland China, Singapore
and Taiwan. The growth in premiums resulted in a
corresponding increase in ‘Net insurance claims
incurred and movement in liabilities to
policyholders’.

We reported a Gain on disposal of Ping An, an
associate of Mainland China, of US$3.0bn. Our
remaining shareholding has been classified as a
financial investment.
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Other operating income increased by US$201m
due to gains on the sale of our RBWM business in
Thailand of US$108m, our GPB business in Japan of
US$67m and our interest in a property company in
the Philippines of US$130m. These were partly
offset by the non-recurrence of an accounting gain
of US$181m arising from the dilution of our
shareholding in Ping An in 2011.

Net insurance claims incurred and movement in
liabilities to policyholders increased by 22%, driven
by net investment gains on the fair value of the
assets held to support the policyholder contracts
compared with net losses in 2011. In addition,
policyholder liabilities were established for new
business, reflecting the rise in premiums across
mainland China, Singapore and Taiwan.

Loan impairment charges and other credit risk
provisions increased by US$170m as a result of
individually assessed impairments on a single
corporate exposure in Australia and a small number
of corporate exposures in other countries in the
region as well as a credit risk provision on an
available-for-sale debt security in GB&M. These
were partly offset by an impairment release in
Singapore compared with a charge in 2011.

Operating expenses increased by 3%, due to
restructuring and other related costs of US$131m
(2011: US$45m) incurred across several countries
as part of the ongoing strategic review of our
businesses and support functions in the region.
This resulted in a net reduction of approximately
6,000 FTE staff numbers and generated sustainable
annual savings of approximately US$200m, which
were more than offset by inflationary pressures and
investment for business growth, including branch
expansion in mainland China. Costs also increased
from a litigation provision of US$98m made in
respect of a long-standing court case and the write
down by US$51m of our interest in a joint venture.

Share of profit from associates and joint ventures
increased by US$212m, driven by higher profits from
BoCom and Industrial Bank which reflected loan
growth and higher fee income, partly offset by
increased operating expenses and loan impairment
charges. The contribution from Ping An reduced due
to market valuation losses on equity securities held
by their insurance business, which reflected volatile
domestic equity markets, partly offset by increased
income from the banking business, Ping An Bank.
The disposal of Ping An and the dilution of our
holding in Industrial Bank, following its issue of
additional share capital to third parties on 7 January
2013, are expected to have a significant impact on
future profits in the region.



Profit before tax and balance sheet data — Rest of Asia-Pacific

Profit before tax
Net interest income .....................
Net fee income/(expense) ...........

Trading income/(expense)
excluding net interest income .
Net interest income/(expense)
on trading activities ................

Net trading income/(expense)’® ..

Changes in fair value of long-
term debt issued and related
derivatives .......cocccveeereeennes

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 ...........ccccccuneee

Net earned insurance premiums .

Gain on disposal of Ping An .......

Other operating income ..............

Total operating income ............
Net insurance claims® ................
Net operating income® .............

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

Net operating income ...............
Total operating expenses ............
Operating profit .......................

Share of profit in associates
and joint ventures ...................

Profit before tax ......................

Share of HSBC’s profit
before tax ......ccoceeveeniceneenns
Cost efficiency ratio ...................

Balance sheet data™

Loans and advances to
customers (Net) ........cceeveruennene

Total assets .........

Customer accounts ......................

2012
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$m
1,787 1,396 2,156 102 137 (187) 5,391
854 499 666 71 (@) - 2,083
96 188 1,002 67 (592) - 761
(6) 3) 100 - 14 187 292
90 185 1,102 67 (578) 187 1,053
- - - - @ - @
109 1 3) - 3 - 110
109 1 3 - @ - 106
0 2 10 = 25 - 16
- - 1 - 4 - S
569 243 - - - - 812
- - - - 3,012 - 3,012
211 64 82 68 1,571 172) 1,824
3,619 2,390 3,994 308 4,163 (172) 14,302
(523) (195) - - - - (718)
3,096 2,195 3,994 308 4,163 (172) 13,584
(234) (154) (48) - - - (436)
2,862 2,041 3,946 308 4,163 172) 13,148
(2,238) 993) (1,279) (149) (1,319) 172 (5,806)
624 1,048 2,667 159 2,844 - 7,342
893 1,554 658 - 1 - 3,106
1,517 2,602 3,325 159 2,845 — 10,448
% % % % % %
7.3 12.6 16.1 0.8 13.8 50.6
72.3 45.2 32.0 48.4 31.7 42.7
US$m US$m US$m US$m US$m US$m
46,027 43,968 44,721 3,238 165 138,119
55,509 59,123 201,774 12,142 24,534 (10,813) 342,269
63,230 44,865 64,392 11,095 39 183,621
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HSBC HOLDINGS PLC

Report of the Directors: Operating and 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)

2011
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$m
Profit before tax
Net interest income ..................... 1,838 1,254 1,964 116 123 (193) 5,102
Net fee income/(expense) ........... 904 513 621 82 ) - 2,111
Trading income/(expense)
excluding net interest income . 94 156 1,153 66 (90) - 1,379
Net interest income/(expense)
on trading activities ................ 2) 1 76 - 11 193 279
Net trading income/(expense)’® .. 92 157 1,229 66 (79) 193 1,658
Changes in fair value of long-
term debt issued and related
derivatives ........coccveeereeeenne - - - - 4 - 4
Net income/(expense) from
other financial instruments
designated at fair value ........... (38) 2 1 - 15 - (20)
Net income/(expense) from
financial instruments
designated at fair value ........... (38) 2 1 - 19 - (16)
Gains less losses from
financial investments .............. - 2 25) 1 (€8] - (23)
Dividend income ..........cccccouvueeee. - - 2 - - - 2
Net earned insurance premiums . 493 266 - - - - 759
Other operating income .............. 145 72 75 5 1,592 (178) 1,711
Total operating income ............... 3,434 2,266 3,867 270 1,645 (178) 11,304
Net insurance claims® ................ (351) (240) — — — — (591)
Net operating income?' .............. 3,083 2,026 3,867 270 1,645 (178) 10,713
Loan impairment (charges)/
recoveries and other credit
risK Provisions ........c..cceceveune (222) 10 (57) 2 - - (267)
Net operating income ................. 2,861 2,036 3,810 272 1,645 (178) 10,446
Total operating expenses ............ (2,409) (945) (1,268) (181) (1,181) 178 (5,806)
Operating profit ........c.ccoceceeeune 452 1,091 2,542 91 464 - 4,640
Share of profit/(loss) in
associates and joint ventures .. 1,189 1,155 547 - (60) - 2,831
Profit before tax .........cccccoevruenenee 1,641 2,246 3,089 91 404 — 7,471
% % % % % %
Share of HSBC’s profit
before tax ......ccccceeeereeeeeeene 7.5 10.3 14.1 0.4 1.9 342
Cost efficiency ratio ................... 78.1 46.6 32.8 67.0 71.8 54.2
Balance sheet data™
US$m US$m US$m US$m US$m US$m
Loans and advances to
customers (Net) .......cccccceveeeees 40,970 38,404 41,114 3,190 190 123,868
Total assets ......... 54,484 50,688 195,549 12,879 16,616 (12,400) 317,816
Customer accounts .............ee.e.... 60,831 40,423 60,855 11,872 31 174,012

For footnotes, see page 120.




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 sixth largest bank by total assets.

2012 2011 2010
US$m US$m US$m
Net interest income .......... 1,470 1,432 1,367
Net fee income ........ 595 627 677
Net trading income . . 390 482 370
Other income .........c.c....... (25) 66 (4)
Net operating income”' .. 2,430 2,607 2,410
LICS™ oo (286) (293) (627)
Net operating income ... 2,144 2,314 1,783
Total operating expenses.. (1,166) (1,159) (1,078)
Operating profit ............. 978 1,155 705
Income from associates’’ . 372 337 187
Profit before tax 1,350 1,492 892
Cost efficiency ratio ........ 48.0% 44.5% 44.7%
RORWA® e, 2.2% 2.6% 1.6%
Year-end staff numbers ... 8,765 8,373 8,676

Completed two acquisitions and
made progress on the
Group's six filters

Approximately
US$70m
sustainable cost savings from our
organisational effectiveness programmes

4th 5th
consecutive year: consecutive year:
Best Regional Cash Best Trade Finance

Management Provider Bank in the Middle
in the Middle East East and North Africa
(Euromoney) (Global Trade Review 2012)

For footnotes, see page 120.
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Economic background

Real GDP in the Middle East and North Africa
region grew by an estimated 4.5% in 2012.
However, this weighted aggregate figure masked a
wide disparity between oil producers (5.1%) and
non-oil producers (2.9%). For the Gulf Cooperation
Council’s top performers, energy output volumes
remained high and revenues rose, fuelling
government spending-driven domestic demand
which fed through to a stronger non-oil private
sector performance, job creation and a recovery in
bank lending. Saudi Arabia (which recorded growth
of nearly 7% in 2012), Qatar (6%) and Oman (5%)
fell into this category. In the UAE, more muted
fiscal and monetary stimuli meant overall growth
was slower, but Dubai’s export-oriented service
sector recorded a good recovery in 2012, and Abu
Dhabi picked up in the second half of the year.
Despite the strong growth, inflation remained low
across the Gulf region.

In Egypt, growth remained weak, held back by
ongoing political uncertainty which continued to
weigh on domestic and foreign investment and
consumption. Pressure on public finances and
Egypt’s external accounts remained pronounced,
with the Egyptian pound weakening significantly.
Elsewhere in the oil importing parts of the region,
the pressures were not as great, but in Lebanon,
Jordan, Morocco and Tunisia, growth fell and their
external balances deteriorated, with the latter three,
following a significant worsening of public finances,
approaching the International Monetary Fund for
assistance by the end of the year.

Review of performance

Our operations in the Middle East and North Africa
reported a profit before tax of US$1.4bn, a decrease
of 10% compared with 2011. On a constant currency
basis, pre-tax profits decreased by 9%.

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. Reported profits
in 2011 included a dilution gain of US$27m on our
holding in HSBC Saudi Arabia Ltd following its
merger with SABB Securities Ltd and a loss of
US$7m relating to the disposal of our Private Equity
business. On an underlying basis, excluding the
items noted above, profit before tax decreased by
3% as a result of a small number of significant
impairments on GB&M exposures.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and 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

Management Banking Markets Banking Other Total
US$m US$Sm US$m US$m US$m US$m

2012
EGYPL e 67 71 157 - Q) 290
QALAT .eeeeiieeiieteieeee e 9 36 84 - - 129
United Arab Emirates ...........ccccccvuennee. 143 235 141 1 (56) 464
Oher .ovoviieeiieiieeeeeeeee s 27) 125 29 — 37) 90
MENA (excluding Saudi Arabia) ........ 192 467 411 1 98) 973
Saudi Arabia ........ccoeeeverieiiieiieieienns 60 120 170 9 18 377
252 587 581 10 (80) 1,350

2011
EGYPU oo 43 55 129 - 2) 225
QALAT .o 4) 35 81 - - 112
United Arab Emirates 134 240 200 (6) 7 575
(071115 S 17 109 93 — — 219
MENA (excluding Saudi Arabia) ........ 190 439 503 (6) 5 1,131
Saudi Arabia ........cccoeeveieiiiiieiieens 57 98 140 4 62 361
247 537 643 (2) 67 1,492

2010
EGYPU oo 38 82 77 - 2) 195
19 52 67 - - 138
17 186 121 1 ) 324
Oher ..vovieeeieieieieeceeeeeeee e 19 57 (19) — — 57
MENA (excluding Saudi Arabia) ........ 93 377 246 1 3) 714
Saudi Arabia .........ccocceevvreieiiieiieens 25 107 53 (16) 9 178
118 484 299 (15) 6 892

During 2012, we focused on simplifying our
operations in the Middle East and North Africa by
disposing of non-strategic businesses and continuing
to improve our organisational efficiency while
investing in strategic acquisitions.

We made significant progress in integrating
our operations in Oman with OIB following the
merger in June 2012. The combined entity, HSBC
Bank Oman S.A.O.G., of which we own 51%, is
now the third largest bank in the Sultanate. We also
completed the acquisition of the onshore retail and
commercial banking business of Lloyds Banking
Group in the UAE in the fourth quarter of 2012.
Lloyds’ strong presence in expatriate retail banking
and commercial banking was a good strategic fit
with our position as the leading international bank in
the UAE. We also completed the disposal of 80.1%
of our Private Equity business in December. We
announced in September our agreement to sell our
operations in Pakistan and, in October, the
restructuring of our Amanah business in the region
outside Saudi Arabia.

We remained focused on our priority markets,
delivering profit growth in Egypt and Saudi Arabia.
The strong performance in Egypt was driven by
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robust deposit growth in RBWM which led to higher
net interest income. We also achieved growth in
profits from our associates, mainly The Saudi British
Bank, which won the Euromoney award for
excellence as ‘The Best Bank in Saudi Arabia’ and
‘The Best Debt House in Saudi Arabia’. Although
profit before tax declined in the UAE as a result of
the impairments in GB&M noted above, it remains a
priority market for HSBC and the economy
continued to improve in 2012.

Delivery of sustainable cost savings remained
a priority for 2012. Our organisational effectiveness
initiatives included streamlining procedures by
delayering our management structure and
transferring additional operational processes to
our global service centres. We realised about
US$70m in sustainable savings from our
organisational effectiveness programmes.

In RBWM, we remained focused on growing
Wealth Management revenues. We entered into a
strategic alliance with Zurich Life International
(‘Zurich’) in 2012 to provide wealth and general
insurance products to our customers in the region.
Our focus on foreign exchange resulted in increased
transaction volumes, which provided us with higher



Wealth Management revenues for 2012. In addition,
we enhanced our internet banking capabilities in the
UAE to provide improved security and rolled out our
digital solution for mobile banking in the region to
allow customers greater accessibility.

In CMB, we continued to support internationally
oriented SMEs. This was evidenced by the launch
of our third SME fund in the UAE of AED1bn
(US$272m), targeted at international trade
customers. We continued to invest in the Global
Trade and Receivables Finance client service and
business development teams, and enhanced our
Receivables Finance products across the region. We
endeavoured to strengthen this position by holding
mainland China and Turkey events to focus on these
emerging trade routes.

Our Payments and Cash Management business
continued to record strong revenue growth, and was
named ‘The Best Cash Management House in the
Middle East 2012’ in the Euromoney awards for
excellence for the fourth consecutive year.

In GB&M, we continued to focus on ‘South-
South’ connectivity. We leveraged our global
expertise to provide access to Asian investors for
issuers in the region with funding requirements with
our dedicated coverage teams on our mainland China,
South Korea and India desks in the UAE and Saudi
Arabia. We also completed a significant number
of bond issuances, reflecting the continuing investor
appetite for the region’s debt. We won several
Euromoney awards for excellence including ‘The Best
Debt House in the Middle East’ and ‘The Best Flow
House in the Middle East’. GB&M also won Global
Investor’s ‘The Best Domestic Custodian’.

The following commentary is on a constant
currency basis.

Net interest income rose by 3%, driven by higher
average deposit balances in RBWM, primarily savings
accounts in Egypt, reflecting the competitive pricing
introduced at the beginning of the year. Despite this,
we benefited from wider spreads as interest rates rose
in Egypt. Net interest income in CMB was in line with
2011 as higher income resulting from the merger with
OIB was offset by competitive asset pricing across
most of the region.

Net fee income decreased by 4% due to a decline
in credit and lending, Securities Services and
advisory fees in GB&M, which were affected by
lower levels of deal activity and the challenging
political and economic environment. Fees also
declined in RBWM due to higher reward scheme
charges in the UAE following revisions to the
agreement with our partner aimed at improving card
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utilisation, partly offset by higher insurance revenues
as a result of the strategic alliance with Zurich. The
decline in fees was also attributable to our exit from
domestic private banking in the UAE. These factors
were partly offset by higher trade import fees in
CMB in Algeria, Oman and Jordan driven by higher
volumes from targeted sales activity.

Net trading income decreased by 18%, mainly
due to unfavourable credit valuation adjustments on
trading positions relating to a small number of
exposures in GB&M. We also reported adverse fair
value movements on certain economic hedges as well
as on structured liabilities as credit spreads tightened.
This was partly offset by higher revaluation gains on
equity holdings in Principal Investments.

Gains less losses from financial investments
increased by US$17m, driven by the non-recurrence
of impairments on two available-for-sale equity
securities in 2011, together with gains on the disposal
of available-for-sale equity and debt securities in
2012.

Other operating income decreased by US$89m,
driven by the US$85m investment loss on a
subsidiary.

Loan impairment charges and other credit
risk provisions decreased by US$6m. Lower
impairments in RBWM attributable to an
improvement in delinquency rates reflected the
repositioning of the book towards higher quality
lending in previous years. In addition, CMB recorded
a modest reduction in loan impairment charges as
higher customer recoveries were largely offset by
individually assessed impairments. These were partly
offset by significant loan impairment charges recorded
for a small number of large exposures in GB&M.

Operating expenses increased by 1% as a result
of employee and legal costs relating to the merger of
our Omani operations with OIB and the acquisition of
the onshore retail and commercial banking business of
Lloyds Banking Group in the UAE. This was partially
offset by the benefit arising from sustainable cost
saving initiatives implemented in 2011 and throughout
2012. Excluding the effect of the two acquisitions, we
reduced both our employee numbers and our cost
base.

Share of profits from associates and joint
ventures increased by 10%, mainly from The Saudi
British Bank. This was driven by higher revenue
resulting from strong balance sheet growth, together
with lower costs derived from effective control and
monitoring.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Geographical regions > Middle East and North Africa

Profit/(loss) before tax and balance sheet data — Middle East and North Africa

2012
Retail Global
Banking Banking Global Inter-
and Wealth Commercial and Private segment
Management Banking Markets Banking Other elimination® Total
USSm US$m US$m US$Sm US$m US$Sm USSm
Profit/(loss) before tax
Net interest income ...........c......... 597 492 367 1 42 (29) 1,470
Net fee income/(expense) ........... 164 279 160 1 () - 595
Trading income excluding net

interest iNCOME .....c.cocvveveveuencne 68 94 208 - 3 - 373
Net interest income/(expense)

on trading activities ................ — 2 30 - (44) 29 17
Net trading income/(expense)’® .. 68 96 238 - (41) 29 390
Net income from financial

instruments designated at

fair value .......cooeveeeinnnes - - - - 12) - (12)
Gains less losses from

financial investments .............. - - 9 - - - 9
Dividend income .........ccccccvueuennee - - 5 - - - 5
Other operating income/

(554015 111) I (16) 21 14 1 47 (94) 27)
Total operating income ............ 813 888 793 3 27 (CD)) 2,430
Net insurance claims® ............... - - - - - - -
Net operating income’' ............ 813 888 793 3 27 94) 2,430
Loan impairment charges and

other credit risk provisions ..... (55) (110) (119) 2) - - (286)
Net operating income ............... 758 778 674 1 27 94) 2,144
Total operating expenses ............ (561) (311) (264) - (124) 94 (1,166)
Operating profit/(loss) .............. 197 467 410 1 7 - 978
Share of profit in associates

and joint ventures ................... 55 120 171 9 17 - 372
Profit/(loss) before tax .............. 252 587 581 10 (80) - 1,350

% % Y% % Y% %
Share of HSBC’s profit

before tax .....cocoeeveveveireiennne 1.2 2.8 2.8 - (0.3) 6.5
Cost efficiency ratio ................... 69.0 35.0 333 - 459.3 48.0
Balance sheet data™

US$m US$m US$m US$m US$m US$m
Loans and advances to

customers (Net) ........cceeverennene 5,828 13,559 8,699 — — 28,086
Total assets ......ccecevevereeerreennnes 6,562 15,651 36,582 50 6,840 (3,080) 62,605
Customer accounts ...................... 19,802 12,826 6,880 3 72 39,583
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2011

Retail Global
Banking Banking Global Inter-
and Wealth Commercial and Private segment %
Management Banking Markets Banking Other elimination® Total S
US$m US$m US$m US$m US$m US$m US$m o
Profit/(loss) before tax o
Net interest income ...................... 589 496 371 2 2 (28) 1,432
Net fee income/(expense) ............ 173 271 173 13 3) - 627
Trading income/(expense)
excluding net interest income 62 95 266 1 1) - 423 3
Net interest income/(expense) )
on trading activities ................. - - 32 - (1) 28 59 q>_)
Net trading income/(expense)’® ... 62 95 298 1 2) 28 482 D_:
©
Net income from financial g
instruments designated at o
fair value ..o - - - - 10 - 10 i
Gains less losses from o]
financial investments ............... 1 1 7 - 3) - (®) 2}
Dividend income ..........ovvoo.... 1 1 3 - - - 5 =
Other operating income/ g
(524015 151 22 11 11 (1) 124 (108) 59 8.
Total operating income ................ 848 875 849 15 128 (108) 2,607
Net insurance claims® .............. — — — - - - -
Net operating income’" ................ 848 875 849 15 128 (108) 2,607 3
c
Loan impairment charges and 0
other credit risk provisions ...... (126) (116) (51) — — — (293) §
Net operating income .................. 722 759 798 15 128 (108) 2,314 8
Total operating expenses ............. (535) (320) (295) (21) (96) 108 (1,159) %
Operating profit/(10ss) .......c..c...... 187 439 503 (6) 32 - 1,155 g
Share of profit in associates 8
and joint ventures .................... 60 98 140 4 35 - 337
Profit/(loss) before tax ................. 247 537 643 2) 67 — 1,492
% % % % % %
Share of HSBC’s profit @
before tax .....o....coovvveerreeeernrrnnn: 1.1 25 29 - 0.3 6.8 o
Cost efficiency ratio .........c........ 63.1 36.6 34.7 140.0 75.0 44.5 g
©
Balance sheet data™ &
US$m US$m US$m US$m US$m US$m =
Loans and advances to g
customers (Net) ........ccocereereneene 4,921 12,446 8,479 26 3 25,875 g
Total aSSets ....ccvvvvreverecececuerennnn 6,549 14,556 34,676 72 4,792 (3,181) 57,464 i
Customer accounts ....................... 18,549 10,943 6,703 114 113 36,422
For footnotes, see page 120.
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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.

2012 2011 2010
US$m US$m US$m
Net interest income .......... 8,117 11,480 12,439
Net fee income ................. 2,513 3,308 3,664
Net trading income/
(59515 111) IS 507 (362) 314
Gains on disposals of US
branch network and
cards business ................ 4,012 - -
Other income/(expense) ... (456) 1,574 630
Net operating income?' .. 14,693 16,000 17,047
LICS™ oo (3,457) (7,016) (8,295)
Net operating income .... 11,236 8,984 8,752
Total operating expenses . (8,940) (8,919) (8,322)
Operating profit ............. 2,296 65 430
Income from associates’”.. 3 35 24
Profit before tax ............. 2,299 100 454
Cost efficiency ratio ........ 60.8% 55.7% 48.8%
RORWA® e, 0.8% - 0.1%
Year-end staff numbers ... 22,443 30,981 33,865

Gross balances in the CML portfolio,
including loans held for sale, down by

US$6.8bn to US$43bn

US$3.6bn

reduction in loan impairment charges,
including US$1.3bn relating to
Card and Retail Services

Record reported pre-tax profit of
US$1.1bn

from our Canadian operations

For footnotes, see page 120.
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Economic background

In the US, real GDP expanded by 2.2% in 2012,
following 1.8% growth in 2011. Consumer spending
increased at a moderate pace as households
continued to pay down debt and rebuild wealth.

The housing market improved in 2012. Residential
investment rose by 11.9%, climbing from a multi-
decade low in 2011. Sales of new and existing
homes also increased, and house prices rose
modestly during the year. The growth in fixed
investment by business faltered in the middle of
2012, evidenced by a slowdown in capital equipment
orders, but began to recover towards the end of the
year. Export growth slowed to 3.2% in 2012, about
half the growth recorded in 2011. Fiscal consolidation
continued to hold back the economy. Budgetary caps
on spending contributed to a 2.2% decline in federal
government expenditure in 2012, in real terms. State
and local government expenditure also continued to
contract, though the severity of the cutbacks
diminished compared with 2011.

Inflation was generally subdued in 2012.
Headline and core CPI inflation for the year were
each recorded at 2.1%. High unemployment and low
wage growth continued to hold back labour costs.

In addition, prices for goods imported into the US
experienced very little inflation in 2012. The Federal
Reserve continued to pursue a highly supportive
monetary policy. At meetings in January, September,
and December, the Federal Open Market Committee
adjusted its forward guidance for an exceptionally
low federal funds rate and agreed on open-ended
purchases of longer-term securities in an effort to
maintain downward pressure on interest rates,
support mortgage markets and help make broader
financial conditions more accommodating.

In Canada, GDP growth slowed in 2012 to 2.0%
from 2.6% in 2011. The slowdown in economic
activity was particularly notable in the second half of
the year. One factor contributing to the slowdown,
which took effect in July 2012, was the introduction
of measures by the federal government to cool the
housing market by tightening mortgage lending
conditions. House prices, home sales and housing
starts declined after those initiatives came into force.
In addition, exports fell sharply with the deceleration
in global manufacturing activity and global trade, and
temporary disruptions in energy production in
Eastern Canada and capacity constraints on Western
Canada pipelines. An uncertain US economic outlook
together with weakness in key Canadian commodity
prices and a sharp decline in corporate performance



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
US$m US$m US$m US$m US$m US$m
2012
US 2,746 637 661 72 (2,901) 1,215
Canada ..o 207 577 314 @ (16) 1,081
Bermuda .......cccoceuvvniniiicccece 42 15) (18) 1 7 3
2,995 1,199 957 72 (2,924) 2,299
2011
US (2,861) 431 567 83 782 (998)
Canada .... 147 545 265 - 8 965
Bermuda .. . 49 26 43 7 9 134
Oher ..o — — — — (1) (1)
(2,665) 1,002 875 90 798 100
2010
US e (2,305) 402 1,284 113 39) (545)
Canada .......ccccoeeiiiii 131 505 227 - 4 867
Bermuda .......oocooevieiiieee 58 32 38 3) 7 132
Other ...ooovviiiicccicieieere e - — - 1 (@) -
(2,116) 939 1,549 111 (29) 454

weighed on business investment. Headline CPI
inflation fell steadily through the year to 1.5%, from
2.9% in 2011. Though the Bank of Canada slightly
tightened monetary policy early in 2012, the
economic slowdown and the decline in the rate of
CPI inflation led the Bank to leave rates on hold
throughout the year.

Review of performance

Our operations in North America reported a profit
before tax of US$2.3bn in 2012, compared with
US$100m in 2011. Our reported profits included
gains in the US of US$3.1bn and US$864m

on completion of the sale of the Card and Retail
Services business in May 2012 and the 195 non-
strategic retail branches in May and August 2012,
respectively. Also included in our reported profits
was US$618m relating to profit before tax in

Card and Retail Services prior to the disposal (2011:
USS$2.1bn). In addition, we recorded a gain of
US$83m from the sale of the full service retail
brokerage business in Canada. We also recognised
US$1.2bn of adverse movements on our own debt
designated at fair value resulting from tightening in
credit spreads, compared with favourable
movements of US$964m in 2011.

On an underlying basis, our pre-tax loss of
US$1.5bn in 2012 compared with a pre-tax loss
of US$3.1bn in 2011. This was due to lower loan
impairment charges, primarily in CML, reflecting
a decline in lending balances as the portfolio
continued to run off, lower delinquency levels, and
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higher revenue mainly driven by lower adverse
movements on non-qualifying hedges in HSBC
Finance. This was partly offset by higher operating
expenses due to fines and penalties paid of
US$1.5bn by HNAH and its subsidiaries as part

of the settlement of investigations into inadequate
compliance with anti-money laundering laws in the
past.

Underlying profit before tax in Canada rose,
as revenues benefited from an increase in fees from
commercial lending activities and collaboration
with GB&M, higher Rates revenue due to increased
trading volumes, and higher revenues in Balance
Sheet Management reflecting an increase in gains on
sales of available-for-sale assets. These results were
partly offset by lower net interest income due to the
closure of the Canadian consumer finance company
to new business, spread compression from strong
competition and the prolonged low interest rate
environment. Our operations in Bermuda reported
a significantly reduced profit before tax, primarily
due to higher loan impairment charges on a small
number of exposures in GB&M and CMB.

We made significant progress in disposing of
businesses not aligned with our long-term strategy.
On completing the sale of our US Card and Retail
Services business, we transferred over 5,000
employees and certain real estate facilities to the
purchaser. In addition, we entered into a transition
services agreement to support some of the account
servicing operations until all systems, processes and
equipment are integrated into the purchaser’s
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existing infrastructure. We also completed the sale of
the retail branches, principally in upstate New York,
recognising gains of US$586m in RBWM and
US$278m in CMB.

In Canada, we completed the sale of the full
service retail brokerage business. We also
announced the closure of our consumer finance
business, which had net customer loan balances
of US$1.5bn at 31 December 2012, and ceased the
origination of loans as this business did not fit with
our core strategy.

We continued to manage the run-off of lending
balances in our CML portfolio and, in the third
quarter of 2012, we reclassified non-real estate
personal loan balances of US$3.7bn, net of
impairment allowances, from our CML portfolio
to ‘Assets held for sale’ as we actively marketed the
portfolio. We also identified real estate secured loan
balances, with a carrying amount of US$3.8bn,
which, as part of our strategy, we have announced
we plan to actively market in multiple transactions
over the next two years. At 31 December 2012, the
carrying value of the non-real estate and the real
estate secured loans which we intend to sell was
approximately US$1bn greater than their estimated
fair value. We expect to recognise a loss on sale for
these loans over the next few years, the actual
amount of which will depend on market conditions
at the time of the sales. It is expected that reduction
in these loans in our CML portfolio will be capital
accretive and will reduce funding requirements,
accelerate the winding down of the portfolio and also
alleviate some of the operational burdens, given that
these loans are servicing intensive and subject to
foreclosure delays.

At 31 December 2012, lending balances
in CML, including loans held for sale, were
US$43bn, a decline of 14% from December 2011, of
which 8% was attributable to the balances written
off.

We incurred costs of US$221m in 2012 (2011:
US$235m) as a result of restructuring activities in
the region. These costs were mainly related to the
business disposals, the closure of our consumer
finance operations in Canada and the continuation of
our organisational effectiveness initiatives. We also
achieved approximately US$230m of additional
sustainable cost savings in 2012, primarily derived
from operational efficiencies.

Following the disposals noted above, we are
reshaping our US operations to focus on core
activities and are continuing to reposition our
businesses in both the US and Canada towards
international customers.
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In RBWM, we continued to develop our
Wealth Management capabilities across the region,
targeting internationally connected customers in key
US and Canadian urban centres. Our relationship-
based model offers a suite of wealth services
incorporating HSBC and third-party products,
enabling our internationally-minded customers to
invest in global markets. In the US, we launched a
renminbi fixed income fund to provide investors
with the opportunity to access mainland China’s
bond market.

In CMB, we increased the number of
relationship managers and specialist sales staff in
2012 in areas with strong international connectivity,
notably the West Coast, South East and Midwest of
the US, leading to higher lending balances than in
2011. In Canada, we introduced the first renminbi
currency account. We also established dedicated
sales teams to enhance CMB’s collaboration with
GB&M. In addition, in CMB and GB&M, we
continued to target companies with international
banking requirements, leading to a rise in Global
Trade and Receivables Finance revenues in both the
US and Canada.

In GB&M, we continued to work on delivering
integrated solutions for our customers across the
region, increasing our lending to Latin American
corporates. In addition, we actively reduced our
legacy credit exposure in the US by exiting certain
positions. We will continue to reduce the size of this
portfolio as opportunities arise.

The following commentary is on a constant
currency basis.

Net interest income decreased by 29% to
US$8.1bn, due to the loss of income from the Card
and Retail Services business together with the
continued reduction of the CML portfolio in run-off.
Also contributing to the decrease was a change in
composition of our lending book towards higher
levels of lower yielding real estate loans.

Net fee income decreased by 24% to US$2.5bn,
primarily due to the sale of the Card and Retail
Services business, the retail branches and the full
service retail brokerage business in Canada. This
was partly offset by fees from the transition service
agreement with the purchaser of the Card and Retail
Services business and increased revenues from debt
capital markets origination activity due to the strong
debt issuance market.

Net trading income of US$507m was US$871m
higher than in 2011, primarily due to lower adverse
fair value movements on non-qualifying hedges in



RBWM as long-term interest rates declined to a
lesser extent than in 2011. This was partly offset by
an increase from US$92m in 2011 to US$134m in
2012 of loss provisions for mortgage loan repurchase
obligations related to loans previously sold.

Net trading income increased in GB&M during
2012 as a result of the improved performance of
economic hedges used to manage interest rate risk,
which benefited from a more stable interest rate
environment. Rates revenue was higher due to
increased trading volumes. In addition, credit market
conditions generally reflected tighter credit spreads,
which led to higher income from our credit-related
products. These factors were partly offset by adverse
fair value movements on structured liabilities as own
credit spreads tightened, together with the closure of
our bank notes business in 2011, and a reduction in
foreign exchange revenue as a result of lower trading
volumes in less volatile markets.

Net loss from financial instruments designated
at fair value was US$1.2bn compared with net gains
of US$964m in 2011. We recognised adverse fair
value movements on our own debt designated at fair
value as credit spreads tightened during 2012, having
widened in 2011. In addition, there were adverse fair
value movements from interest rate ineffectiveness
in the economic hedging of our long-term debt
during the year.

Gains on disposal of US branch network and
cards business included a gain of US$3.1bn from the
sale of the Card and Retail Services business and
US$864m from the sale of 195 retail branches in
upstate New York.

Other operating income increased by US$176m
to US$405m, reflecting lower losses on foreclosed
properties due to the reduction in foreclosure
activity, less deterioration in housing prices during
2012 and, in some markets, improvements in pricing
compared with 2011.

Loan impairment charges and other credit risk
provisions decreased by 51% to US$3.5bn, mainly in
the US, reflecting lower lending balances in CML as
we continued to run off the portfolio, and lower
delinquency levels. Loan impairment charges
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remained adversely affected by delays in expected
cash flows from mortgage loans due, in part, to
delays in foreclosure processing and the higher costs
to obtain and realise collateral, although the effects
were less pronounced than in 2011. In addition, loan
impairment charges declined by US$1.3bn due to the
sale of the Card and Retail Services business. These
decreases were partly offset by an adjustment made
following a review completed in the fourth quarter of
2012 which concluded that the estimated average
period of time from current status to write-off was
ten months for real estate loans (previously a period
of seven months was used).

In CMB and GB&M, loan impairment charges
increased, mainly in Bermuda, due to individually
assessed impairments on a small number of
exposures. Credit quality in Canada remained
broadly unchanged.

Operating expenses increased by less than 1% to
US$8.9bn, primarily due to a US$1.5bn charge for
the settlement of investigations noted above.
Compliance costs increased by US$307m, mainly
due to investment in process enhancements and
infrastructure related to anti-money laundering and
Bank Secrecy Act consent orders, along with actions
to address the regulatory consent orders relating to
foreclosure activities. In addition, following a review
of our mortgage foreclosure process, we entered into
an agreement in principle with US regulators to pay
into a fund and provide other customer assistance to
help eligible borrowers who were active in
foreclosure during 2009 and 2010 and were
financially disadvantaged during the process, for
which we recognised a US$104m expense in 2012.
These increases were partly offset by the effect of
the sale of the Card and Retail Services business and
organisational effectiveness initiatives to reduce
costs as we achieved approximately US$230m of
additional sustainable cost savings primarily derived
from operational efficiencies. Average employee
numbers decreased from organisational effectiveness
initiatives and business disposals. In addition,
marketing costs fell and costs of holding foreclosed
properties declined, while software impairment
charges in 2011 did not recur.
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Profit/(loss) before tax and balance sheet data — North America

2012
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 ..................... 5,481 1,443 948 192 118 (65) 8,117
Net fee income .........ccceveeveeveenns 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
ACHIVIIES ... 17 1 91 - - 65 174
Net trading income/(expense)’® .. (199) 48 557 20 16 65 507

Changes in fair value of long-
term debt issued and related
derivatives .......ccccoeeveveeeennne - - - - (1,219) - (1,219)

Net income from other financial
instruments designated at
fair value .......ccocoevvevievieniinenne - - - - - — -

Net expense from financial
instruments designated at

fair value .......ccoooevvevievieriieenen, - - - - (1,219) - 1,219)
Gains less losses from

financial investments .............. 27 - 223 (@) 8 - 251
Dividend income ........ccceveueuencne 15 11 32 3 - - 61
Net earned insurance premiums . 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/(loss) .............. 2,993 1,198 957 72 (2,924) - 2,296
Share of profit in associates

and joint ventures ................... 2 1 - - - - 3
Profit/(loss) before tax .............. 2,995 1,199 957 72 (2,924) — 2,299

% % % % % %
Share of HSBC’s profit

before tax ............ 14.5 5.8 4.6 0.3 (14.2) 11.1
Cost efficiency ratio 38.9 45.9 61.5 79.5 425.6 60.8
Balance sheet data™

US$m US$m US$m US$m US$m US$m
Loans and advances to customers
(net) reported in:
— loans and advances to
customers (net) ......c.c.ccceeeuene 76,414 36,387 22,498 5,457 - 140,756
— assets held for sale
(disposal groups) ........cece.... 3,899 - - - - 3,899
Total aSSetS ..oovveveveveeeeieieieieenns 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
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Profit/(loss) before tax

Net interest income .....................
Net fee income/(expense) ...........

Trading income/(expense)
excluding net interest income
Net interest income/(expense)
on trading activities ................

Net trading income/(expense)”® ..

Changes in fair value of long-
term debt issued and related
derivatives ........cccveeereeenne

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

Net earned insurance premiums .

Other operating income ..............

Total operating income ...............
Net insurance claims® ..............
Net operating income?' .............

Loan impairment (charges)/
recoveries and other
credit risk provisions ..............

Net operating income ................
Total operating expenses ............
Operating profit/(10ss) ................

Share of profit/(loss) in
associates and joint ventures ..

Profit/(loss) before tax ................

Share of HSBC’s profit
before tax ......ccccceeevveeeecnenn.
Cost efficiency ratio ...................

Balance sheet data™

Loans and advances to customers
(net) reported in:
— loans and advances to
customers (Net) ........ccoceevenene
— assets held for sale
(disposal groups) .................
Total aSSEtS .....cvevveveeererrerieerenns
Customer accounts reported in:
— customer accounts ...............
— liabilities of disposal
groups held for sale .............

For footnotes, see page 120.

2011

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$m
8,931 1,528 893 187 9 (68) 11,480
1,836 551 773 149 1) - 3,308
(946) 34 261 17 (26) - (660)
25 1 205 - (@)) 68 298
921) 35 466 17 27 68 (362)
- - - - 967 - 967
- - (5) - 2 - 3
- - 5) - 969 - 964
58 7 195 - 2 - 262
15 9 13 3 - - 40
236 - - — - - 236
(125) 110 193 11 2,244 (2,207) 226
10,030 2,240 2,528 367 3,196 (2,207) 16,154
(154) — — — — — (154)
9,876 2,240 2,528 367 3,196 (2,207) 16,000
(6,929) (105) 1n 30 [€)) — (7,016)
2,947 2,135 2,517 397 3,195 (2,207) 8,984
(5,615) (1,166) (1,642) (307) (2,396) 2,207 (8,919)
(2,668) 969 875 90 799 - 65
3 33 — — 1 — 35
(2,665) 1,002 875 90 798 — 100
% % % % % %
(12.2) 4.6 4.0 0.4 3.7 0.5
56.9 52.1 65.0 83.7 75.0 55.7
US$m US$m US$m US$m US$m US$m
86,490 32,215 19,289 4,753 - 142,747
31,058 520 - - - 31,578
144,278 43,747 320,783 7,138 10,378 (22,022) 504,302
63,558 47,003 30,465 14,862 94 155,982
10,104 5,040 - - - 15,144
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Geographical regions > North America / Latin America

North America RBWM — profit/(loss) before tax and balance sheet data

2012 2011

Card and North  Card and North

Retail Run-off Rest of  America Retail Run-off Rest of America

Services portfolios RBWM RBWM Services  portfolios RBWM RBWM

US$m US$m US$m USSm US$m US$m US$m US$m
Profit/(loss) before tax

Net interest income .................... 1,267 2,563 1,651 5,481 4,128 2,990 1,813 8,931

Net fee income/(expense) .......... 395 33 495 923 1,273 (49) 612 1,836
Trading income/(expense)

excluding net interest income - (226) 10 (216) - (1,145) 199 (946)
Net interest income on

trading activities .................... - — 17 17 — — 25 25
Net trading income/(expense)’ . = (226) 27 199) - (1,145) 224 (921)
Gains less losses from

financial investments ............. - - 27 27 - 55 3 58
Dividend income ..........cccoenenne. - 3 12 15 - 5 10 15
Net earned insurance premiums . - - 193 193 - 230 6 236
Gains on disposal of US branch

network and cards business ... 3,148 - 587 3,735 - - - -
Other operating income

/(EXPENSE) eevevvenirerrevcieennnen 7 23 143 173 61 (185) 1) (125)
Total operating income 4,817 2,396 3,135 10,348 5,462 1,901 2,667 10,030
Net insurance claims® .............. - — (148) (148) — (156) 2 (154)
Net operating income®" ............ 4,817 2,396 2,987 10,200 5,462 1,745 2,669 9,876
Loan impairment charges and

other credit risk provisions .... 322 (2,569) (350) (3,241) (1,600) (4,982) (347) (6,929)
Net operating income/

(EXPenSe) ....ocooveeveurniiieieiennne 4,495 173) 2,637 6,959 3,862 (3,237) 2,322 2,947
Total operating expenses ........... (729) (1,103) (2,134) (3,966) (1,801) (1,238) (2,576) (5,615)
Operating profit/(loss) ............. 3,766 (1,276) 503 2,993 2,061 (4,475) (254) (2,668)
Share of profit in associates

and joint ventures .................. - 2 - 2 - 3 — 3
Profit/(loss) before tax ............. 3,766 (1,274) 503 2,995 2,061 (4,472) (254) (2,665)

% % % % % % % %
Share of HSBC’s profit

before tax ......c.coeveeeceernreuenene 18.2 6.2) 24 14.5 9.4 (20.4) (1.2) (12.2)
Cost efficiency ratio .................. 15.1 46.0 71.4 38.9 33.0 70.9 96.5 56.9
Balance sheet data™

US$m US$m US$Sm US$m US$m US$m US$m US$m
Loans and advances to customers
(net) reported in:
— loans and advances to
CUSEOIMETS ..oeveeeenieierenene - 34,260 42,154 76,414 - 43,543 42,947 86,490

— assets held for sale ............ - 3,463 436 3,899 29,137 - 1,921 31,058
Total assets - 54,382 46,721 101,103 30,635 56,830 56,813 144,278
Customer accounts reported in:

— customer accounts ............. - - 57,758 57,758 — — 63,558 63,558

— liabilities of disposal

groups held for sale ........... - - - - - - 10,104 10,104

For footnotes, see page 120.
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Latin America Economic background

Our operations in Latin America principally Brazil’s GDP growth slowed further in 2012, mostly

comprise HSBC Bank Brasil S.A.-Banco due to the effects of higher input costs, concern

Multiplo, HSBC México, S.A., HSBC Bank about global financial stability, and domestic 3
Argentina S.A. and HSBC Bank (Panama) S.A. regulatory uncertainty. Despite growth remaining g
In addition to banking services, we operate low, consumer inflation remained above the 4.5% o
insurance businesses in Brazil, Mexico, inflation target pursued by the Central Bank, ending o
Argentina and Panama. 2012 at 5.8%.

By contrast, growth held up well in Mexico
in 2012 led, in particular, by favourable industrial
exports to the US. Enhanced competitiveness helped

2l 2011 2010 Mexican exports to gain a larger share of total US q;,
US$m US$m US$m . . 'S
imports. Domestically, demand stayed largely >
Net interest income .......... 6,984 6,956 6,311 unchanged, encouraged by labour reforms passed T
i .. . . ©
EZ: {::dli?lcgogceo'r'n'; """""" l’gii i;g; I’Zgg by the new administration. Despite the growth 'S
.......... , . . . c
Other income ... 1,261 1,338 938 figures, inflation ended 2012 slightly below 4% E
” and converging on the 3% inflation target pursued i
Net operating income”™ .. 10,951 11,453 9,731 . 3
by Banco de Mexico.
LICS™ oo 2,137) (1,883) (1,544) ) =
Argentina reported a sharp slowdown in 2012. =
Net operating income ... 8,814 9,570 8,187 .. S
Balance of payments restrictions gradually escalated o
Total operating expenses... 6430)  (7.255) (6,394 from capital flows to the current account, including o
Operating profit ............. 2,384 2,315 1,793 imports of intermediate goods, which generated
Income from associates” _ _ 5 disxyption in production agd det‘erioration in
Profit before t - 5315 1795 business confidence. Despite this sharp slowdown, o
FOUEDEIOTE TN o : - - inflation continued to remain high, partly due to S
Cost efficiency ratio ....... 58.7% 63.3% 65.7% regulated price increases and import restrictions that 5
o, 0, 0,
RoRWA™ ... 2.4% 2.3% 2.0% lowered domestic supply. 8
Year-end staff numbers ... 46,556 54,035 56,044 %
Review of performance ©
o
L . Our operations in Latin America reported a profit g'
Significant progress on reducing before tax of US$2.4bn in 2012, 3% higher than in S
fragmentation in our portfolio of businesses 2011 and an increase of 16% on a constant currency
basis. This included a gain of US$102m following
the completion of the sale of our general insurance
manufacturing business in Argentina, a loss of @
Strong underlying revenue growth US$62m on the sale of our operations in Costa Rica, 5
across all global businesses Hondu?as and El Salvador and a'loss 9fUS$96m g
recognised following the reclassification of our non- ©
strategic businesses in Colombia, Peru, and Paraguay 0
to ‘Assets held for sale.’ 2
=
US$475m On an ugderlying pasis, pre-tax profits rose by _E
increase in LICs’® 19%, prlmarll.y due to increased Tevenues across .
(on an underlying basis) all global businesses, partly offset by higher loan
impairment charges. In RBWM, the revenue increase
reflected growth in average lending balances in
Argentina and a higher yielding portfolio mix in E
Brazil while, in CMB, it resulted from continued ©
balance sheet growth in Brazil which was driven by %
a strong demand for trade-related lending and higher =
balances of Payment and Cash Management current i
accounts in Argentina. In addition, there were higher %
Balance Sheet Management revenues in Brazil 5
For Joomotes, see page 120. following a downward movement in interest rates 5__L°
which lowered the cost of funding. In Brazil, loan n

111



HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Geographical regions > Latin America

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
US$m US$Sm US$m US$m USSm US$m

2012
ATgentina .....c.oceeeeeveeeinieenieeneeeen 209 169 174 - (46) 506
Brazil ... 94 359 696 17 (43) 1,123
MEXICO ettt 338 176 201 2 (18) 699
Panama .........cceoeveiniinieee 29 48 2 - 141
Other ....ccoviviniiiccceeierccceiae (62) 15) 34 (00) (41) (85)
608 751 1,153 20 (148) 2,384

2011
ATEeNtiNg ....ccoovvveveveeieeieicereeeee 91 107 148 - 2) 344
Brazil ......cccocoeeiinnccccceee 241 566 515 13 (105) 1,230
Mexico . 403 129 268 4 (178) 626
Panama .... 23 52 3 9) 128
Other ..o (55) 66 - 30) (13)
703 867 1,049 20 (324) 2,315

2010
Argentina 89 105 - - 284
Brazil ....... 151 382 430 6 64 1,033
MEXICO .o 174 210 4 an 401
Panama ..o 48 33 2 - 140
Other ... (100) 51 2) (13) (63)
362 554 829 10 40 1,795

impairment charges rose, primarily as a result of
increased delinquency rates in RBWM and CMB,
particularly in the Business Banking portfolio,
reflecting lower economic growth in 2012. Loan
impairment charges improved during the second half
of 2012, mainly due to lower collective portfolio
provisions in Brazil.

We made significant progress in reducing the
fragmentation in our Latin American businesses
through disposals in our non-strategic markets. In
May 2012, we announced the sale of our businesses
in Colombia, Peru, Uruguay and Paraguay, with
completion expected in 2013. We will continue to
offer full branch services to our customers during
transition. In the second half of 2012, we completed
the sale of our businesses in Costa Rica, El Salvador
and Honduras. In addition, we completed the sale of
our general insurance manufacturing business in
Argentina and announced the agreement to sell a
portfolio of general insurance assets and liabilities in
Mexico with completion expected in 2013. Under
the terms of these agreements, the purchasers will
provide general insurance products to HSBC to sell
to our retail customers in the two countries. This
long-term collaboration will broaden and strengthen
the suite of general insurance products available to
our customers. In February 2013, we announced an
agreement to sell our operations in Panama. The
transaction is subject to regulatory approvals and
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other conditions and is expected to complete by the
third quarter of 2013.

In our RBWM business, we made good progress
in developing a wealth management service that
addresses our customers’ needs and we strengthened
our sales force capabilities to capture wealth creation
in the region. Wealth Management revenues
increased by over US$275m or 36%. This included
the favourable effect of the recognition of a PVIF
asset in Brazil. Excluding this gain, Wealth
Management revenues rose by 17%, mainly from
insurance and mutual funds.

In CMB, we worked closely with GB&M
to ensure our clients had access to appropriate
products. In addition, our relationships with CMB
payroll customers enabled us to increase personal
lending to their employees, who became our RBWM
customers. We were able to provide support to
companies as they grow internationally through our
Global Trade and Receivables Finance products, and
used our international expertise to capture trade and
capital flows, notably in the Brazil-China trade
corridors. We continued to strengthen our service to
international SMEs by increasing the number of
specialist International Relationship Managers in
Brazil.

In GB&M, we continued to target international
corporate customers throughout Latin America.



We were awarded ‘First place in International Debt
Capital Markets’ by the Brazilian Financial and
Capital Markets Association and ‘Best Project
Finance House in Latin America’ from Euromoney.
We also maintained a strong presence in the foreign
exchange and derivatives markets.

Across the region, we continued to implement
measures to improve operational efficiency,
incurring US$167m of restructuring costs in 2012.
We achieved a 14% net reduction of almost 7,500
FTEs, including more than 4,000 employees
transferred with the disposals described earlier, and
approximately US$285m of additional sustainable
savings.

The following commentary is on a constant
currency basis.

Net interest income increased by 12% compared
with 2011, with growth across all global businesses.

In RBWM, net interest income rose due to
higher average lending volumes, mainly in personal
loans and credit cards in Argentina as a result
of successful marketing and sales campaigns. We
also benefited from a change in the composition
of the lending book in Brazil as we increased our
balances of higher yielding assets. Net interest
income from deposits also increased due to higher
balances in current accounts in Mexico and savings
accounts in Argentina supported by marketing
campaigns.

In CMB, higher net interest income reflected a
rise in average loans and advances to customers in
Brazil, driven by strong demand for trade-related
lending and our focus on corporate relationships and
sectors with potential for international expansion.
Net interest income also rose in Argentina, mainly in
Payments and Cash Management current accounts,
reflecting higher balances which were supported by
successful marketing campaigns, and wider spreads
driven by a rise in interest rates.

In GB&M, net interest income increased,
notably in Balance Sheet Management in Brazil, as
we benefited from the downward movements in
interest rates which lowered the cost of funding
assets in this portfolio.

Net fee income increased by 8% to US$1.7bn,
mainly due to higher Payments and Cash
Management revenues, which benefited from
mandates from new customers and repricing
initiatives in Argentina and Brazil. Fee income was
also higher as a result of the sale of the general
insurance business as fee expense associated with
this business was no longer incurred.
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Net trading income of US$971m was 19% lower
than in 2011, primarily due to lower reverse repos
driven by positions in GB&M in Brazil that had
matured but had not been renewed, and lower
income related to government debt securities. This
was partly offset by gains in the Rates business as a
result of favourable rate movements.

Net income from financial instruments
designated at fair value increased by 39%, or
US$187m, mainly in Brazil, reflecting higher
investment gains arising from favourable equity and
debt market movements and growth in policyholder
assets from higher sales of unit-linked pension
products. To the extent that these investment gains
were attributed to policyholders there was a
corresponding increase in ‘Net insurance claims
incurred and movement in liabilities to
policyholders’.

Gains less losses from financial investments
of US$227m were 80% or US$100m higher than
in 2011, primarily in Brazil due to gains on sale of
shares in non-strategic investments and disposals of
government debt securities in GB&M in 2012, partly
offset by the non-recurrence of a gain in GB&M on
the sale of shares in a Mexican listed company in
2011.

Net earned insurance premiums increased by
5% to US$2.5bn, driven by increased sales in Brazil
of unit-linked pension products and term life
insurance products. Premiums also rose in Mexico,
mainly due to growth in sales of an endowment
product. In Argentina, premiums were lower,
following the sale of the general insurance business
in 2012.

Other operating income decreased by 8%
to US$253m, driven by a loss of US$62m on the
sale of our operations in Costa Rica, Honduras and
El Salvador, and a loss of US$96m recognised
following the reclassification of our non-strategic
businesses in Colombia, Peru, and Paraguay to held
for sale. In addition, in 2011, we reported a gain on
sale of the Mexican pension administration business,
HSBC Afore, of US$83m and a gain on the sale and
leaseback of branches of US$53m. These factors
were partly offset by the favourable effect of the
recognition of a PVIF asset in Brazil of US$119m
relating to unit-linked pensions, together with an
increase in the value of new term life business in
Brazil, as well as the gain on sale of the general
insurance business in Argentina of US$102m.

Net insurance claims incurred and movement in
liabilities to policyholders increased by 15%, driven
by higher net investment gains on the fair value of
the assets held to support policyholder contracts. In
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addition, liabilities to policyholders were established
for new business, reflecting the increase in premiums
in Brazil, though this was partly offset by the
disposal of the general insurance business in
Argentina in 2012.

Loan impairment charges and other credit risk
provisions increased by 29%. This was mainly in
Brazil, driven by increased delinquency rates in
RBWM and CMB, particularly in Business Banking,
reflecting lower economic growth in 2012. We took
a number of steps to reposition our portfolios in
RBWM and CMB including reducing third-party
originations and lowering credit limits where
appropriate. We also improved our collections
capabilities. Loan impairment charges improved
during the second half of the year in Brazil.
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Operating expenses decreased by US$83m
compared with 2011. Restructuring costs declined
by US$137m as 2011 included costs associated with
the consolidation of the branch network and
the reorganisation of regional and country support
functions. These restructuring initiatives and our
continued efforts to exercise strict cost control and
progress with our organisational effectiveness
programmes resulted in approximately US$285m of
additional sustainable cost savings and a net 7%
reduction in average FTEs of around 4,000 in 2012.
These savings were partly offset by inflationary
pressures, union-agreed wage increases in Brazil and
Argentina and a payment of fines and penalties of
US$29m in connection with non-compliance with
anti-money laundering systems and controls
including requirements to report unusual
transactions, in Mexico.



Profit/(loss) before tax and balance sheet data — Latin America

2012
Retail Global
Banking Banking Global Inter-
and Wealth Commercial and Private segment c%
Management Banking Markets Banking Other elimination® Total E
US$m US$m US$m US$m US$m US$m US$m o
Profit/(loss) before tax O
Net interest income/(expense) .... 4,145 2,173 993 30 ?) 355) 6,984
Net fee income ........cccoeevveveennenns 873 622 207 33 - - 1,735
Trading income excluding
net interest income ................. 85 99 398 3 1 - 586 2
Net interest income on o)
trading activities ..................... — — 29 - 1 355 385 q>)
Net trading income’™ ................... 85 99 427 3 2 355 971 "‘_CU
Changes in fair value of long- g
term debt issued and related g
derivatives ........ccccccceeeenreennee - - - - - - - i
Net income from other financial o]
instruments designated at o
F2E VALUE oo 503 163 1 _ - - 667 =
©
Net income from financial o°
instruments designated at OQ'
fair value .......ccccoevvevievieeiinenen, 503 163 1 - - - 667
Gains less losses from
financial investments . 75 21 131 - - - 227
Dividend income ...................o..... 9 5 1 = = = 15 3
Net earned insurance premiums . 1,985 450 17 - - - 2,452 %
Other operating income/(expense) 309 9) 6 3 134 (190) 253 g
Total operating income ............ 7,984 3,524 1,783 69 134 (190) 13,304 8
)
Net insurance claims® ................ (1,875) (469) 9 - - - (2,353) o)
Net operating income®' ... 6,109 3,055 1,774 69 134 (190) 10,951 g
Q
Loan impairment charges and 5
other credit risk provisions ..... (1,541) (581) (13) 2) - - (2,137) O
Net operating income ............... 4,568 2,474 1,761 67 134 (190) 8,814
Total operating expenses ............ (3,960) (1,723) (608) “47) (282) 190 (6,430)
Operating profit/(loss) .............. 608 751 1,153 20 (148) - 2,384
n
Share of profit in associates %
and joint ventures ................... — — - - - - — £
[0)
Profit/(loss) before tax .............. 608 751 1,153 20 (148) — 2,384 ©
9p]
% % % % % % ©
Share of HSBC’s profit e
before tax .......cccoeeevveeeecnenn. 29 3.6 5.6 0.1 0.7) 11.6 =
Cost efficiency ratio ................... 64.8 56.4 34.3 68.1 210.4 58.7 i
Balance sheet data™
US$m US$m US$m US$m US$m US$m
Loans and advances to
customers (Net) ........c.cocoveevee. 17,236 25,379 10,903 91 - 53,609 S
Total aSSets .....ccoerevvreereuccrnreenenes 36,141 35,507 58,272 570 1,110 (323) 131,277 =
Customer accounts ...................... 28,688 20,834 12,604 4,430 - 66,556 e
9
5
o
el
[°)
<
<
©
<
9p]
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Profit/(loss) before tax and balance sheet data - Latin America (continued)

2011
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) .... 4,519 2,229 882 25 7 (692) 6,956
Net fee income .........ccceveereeenenn. 939 610 196 36 - - 1,781
Trading income/(expense)
excluding net interest income 68 106 372 5 7 - 544
Net interest income on
trading activities ...........coceeen. — — 134 — 8 692 834
Net trading income’™ .................. 68 106 506 5 1 692 1,378
Changes in fair value of long-
term debt issued and related
derivatives ........cccecevervreeenene - - - - - - -
Net income from other financial
instruments designated at
fair value ......cooveeenincninnnee 424 124 2 - - - 550

Net income from financial

instruments designated at

fair value .......ccccoevvevievieeiinenen, 424 124 2 - - - 550
Gains less losses from

financial investments . 11 1 124 1 - - 137
Dividend income ..........ccceeuennee 10 3 1 - - - 14
Net earned insurance premiums . 2,068 551 34 - - - 2,653
Other operating income .............. 265 57 32 2 222 (250) 328
Total operating income ............... 8,304 3,681 1,777 69 216 (250) 13,797
Net insurance claims® ................ (1,850) (478) (16) - — - (2,344)
Net operating income?' .....ocoo.n. 6,454 3,203 1,761 69 216 (250) 11,453
Loan impairment charges and

other credit risk provisions ..... (1,369) (501) (12) - @)) - (1,883)
Net operating income ................ 5,085 2,702 1,749 69 215 (250) 9,570
Total operating expenses ............ (4,382) (1,835) (700) (49) (539) 250 (7,255)
Operating profit/(loss) ................ 703 867 1,049 20 (324) - 2,315
Share of profit in associates

and joint ventures ................... — — — — — — —
Profit/(loss) before tax ................ 703 867 1,049 20 (324) — 2,315

% % % % % %
Share of HSBC’s profit

before tax .......cccoeoevveeeecnnn. 32 4.0 4.8 0.1 (1.5) 10.6
Cost efficiency ratio ................... 67.9 57.3 39.8 71.0 249.5 63.3
Balance sheet data™

US$m US$m US$m US$m US$m US$m
Loans and advances to

customers (Net) .......cooeveveuene. 19,025 25,834 11,011 62 6 55,938
Total asSets .....coveveverererenrerencncnes 39,231 38,410 66,241 1,660 417 (1,070) 144,889
Customer accounts ...................... 28,629 24,050 18,940 7,079 62 78,760

For footnotes, see page 120.
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Disposals, held for sale and run-off
portfolios

In implementing our strategy, we have sold or agreed
to sell a number of businesses and investments
across the Group. We expect these disposals to have
a significant effect on both the revenue and the
profitability of the geographical regions in the future.
In addition, significant portfolios are being run
down. We expect the losses on these portfolios to

Summary income statements for disposals, held for sale and run-off portfolios

continue to affect the geographical regions in the
future.

The table below presents the contribution of
these businesses and investments to the historical
results of geographical regions. We do not expect the
historical results to be indicative of future results
because of disposal or run-off. Fixed allocated costs,
included in total operating costs, will not necessarily
be removed upon disposal and have been separately
identified on page 53.

69,70

2012
Rest of North Latin
Europe Hong Kong  Asia-Pacific MENA America America
USSm US$Sm US$m USSm US$m US$Sm
Net interest inCOMe .......cccevveerverenene. (54) 15 40 31 4,051 372
Net fee income/(expense) .................. @) 45) (€)) 10 401 30
Net trading income/(expense) ........... 68 6) 5 54 (186) 27
Net income/(expense) from financial
instruments designated at
fair value .......ccoovevveevieiieiieens 10 - 5 - (785) 3
Gains less losses from financial
investments ... (70) - - - 26 7
Dividend income - - - - 3 -
Net earned insurance premiums ........ 1 229 133 - 190 192
Other operating income/(expense) .... (1) - 17 - 29 11
Total operating income/(expense) .. (50) 193 197 95 3,729 642
Net insurance claims incurred
and movement in liabilities
to policyholders .........cccoceeurrininnnne (1) (119) 95) - (138) 90)
Net operating income/(expense)’’ ... (51) 74 102 95 3,591 552
Loan impairment charges and
other credit risk provisions ........... (167) - - 2) (2,919) (64)
Net operating income/(expense) ..... (218) 74 102 93 672 488
Total operating eXpenses ................... (66) 37 (122) 47 (2,104) (371)
Operating profit/(loss) ................... (284) 37 20) 46 (1,432) 117
Share of profit in associates
and joint Ventures ...........c.coceeeeeene 2 9 772 - 2 1
Profit/(loss) before tax...................... (282) 46 752 46 (1,430) 118
By global business
Retail Banking and Wealth
Management ...........cccoceeveieieennne 2 27 612 10 (656) 41
Commercial Banking ...........ccccceveeene - 13 91 - 9 42
Global Banking and Markets (283) 6 57 36 2 54
Global Private Banking ............cc....... @ - @®) - - -
Other ..o - - - - (785) (19)
Profit/(loss) before tax .......cccccceeveeeee. (282) 46 752 46 (1,430) 118
Net gain/(loss) on sale ......c.coeeueunee. A3) 375 3,317 (85) 4,095 40

For footnotes, see page 120.
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Other information

Funds under management and assets held in
custody

Funds under management

2012 2011
US$bn US$bn
Funds under management
At 1 January ........ccceceeeineninne 847 925
Net NeW MONEY ....oveveeevevenienenene 5 2
Value change 49 (40)
Exchange and other 9 (40)
At 31 December .........ccccceeverenene. 910 847

At 31 December

2012 2011
US$bn USS$bn

Funds under management by

business

Global Asset Management ......... 425 396
Global Private Banking .............. 288 259
Affiliates .......ccovvececnennne 3 3
Other ..c.oovvviiicccieererccee 194 189
910 847

Funds under management (‘FuM’) at 31 December
2012 amounted to US$910bn, an increase of 7%
compared with 31 December 2011. Total fund
holdings increased in 2012, reflecting favourable
market movements, the inclusion of custody assets
in client assets in GPB and net new money inflows
from Global Asset Management.

Global Asset Management funds, including
emerging market funds, increased by 7% to
US$425bn compared with 31 December 2011,
driven by favourable global market movements and
net inflows of US$16bn, mainly from sales of long-
term funds, notably fixed income and multi-asset
products, in Rest of Asia-Pacific, Hong Kong and
Latin America.

GPB funds increased by 11% on 31 December
2011 to US$288bn, mainly due to the inclusion of
custody assets in client assets and favourable equity
market and foreign exchange movements. Negative
net new money was driven by net outflows in
Europe, primarily due to a programme to reposition
our client base towards higher net worth
international and domestic relationships, and a
review of certain client relationships with a view to
reducing control risk, largely offset by net inflows
originating from emerging markets.
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Other FuM increased by 3% to US$194bn,
primarily due to favourable equity market
movements partly offset by the disposal of the full
service retail brokerage business in Canada.

Assets held in custody and under
administration

Custody is the safekeeping and servicing of
securities and other financial assets on behalf of
clients. At 31 December 2012, we held assets as
custodian of US$6.0 trillion, 16% higher than

the US$5.2 trillion held at 31 December 2011. This
was mainly driven by favourable market movements
together with increased new business and favourable
movements in foreign exchange.

Our assets under administration business, which
includes the provision of various support function
activities including the valuation of portfolios of
securities and other financial assets on behalf of
clients, complements the custody business. At
31 December 2012, the value of assets held
under administration by the Group amounted to
US$2.9 trillion, compared with US$2.6 trillion
in2011.

Property

At 31 December 2012, we operated from some

8,650 operational properties worldwide, of which
approximately 2,150 were located in Europe, 2,600
in Hong Kong and Rest of Asia-Pacific, 550 in North
America, 2,950 in Latin America and 400 in the
Middle East and North Africa. These properties had
an area of approximately 59.7m square feet (2011:
65.7m square feet).

Our freehold and long leasehold properties,
together with all our leasehold land in Hong Kong,
were valued in 2012. The value of these properties
was US$9.7bn (2011: US$8.9bn) in excess of their
carrying amount in the consolidated balance sheet an
historical cost based measure. In addition, properties
with a net book value of US$1.3bn (2011:
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 initially at fair value.

Further details are included in Note 24 on the
Financial Statements.



Detailed list of disclosures in this report arising from EDTF recommendations

Type of risk Recommendation Disclosure Page
General 1 The risks to which the business is exposed. 124 to 126
2 Our risk appetite and stress testing. 126 to 128 3
o
3 Top and emerging risks, and the changes during the reporting period. 130 to 136 S
4 Discussion of future regulatory developments affecting our business °>3
model and Group profitability, and its implementation in Europe. 132 and 288 to 292 @)
Risk governance, risk 5 Group Risk Committee, and their activities. 323 to 328
Lﬁ?ﬁgg;nnigazllld 6 Risk culture and risk governance and ownership. 124
7 Diagram of the risk exposure by global business segment. 20
8 Stress testing and the underlying assumptions. 127 to 128
Capital adequacy and 9 Pillar 1 capital requirements, and the impact for global systemically 294 to 296 and 291 to ES
risk-weighted assets important banks. 292 .“;’
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 287 g
balance sheet. o
c
11 Flow statement of the movements in regulatory capital since the 285 iT
previous reporting period, including changes in core tier 1, tier 1 and 3
tier 2 capital. o
12 Discussion of targeted level of capital, and the plans on how to 288 E
establish this. g
13 Analysis of risk-weighted assets by risk type, global business and 282 to 283 Q
geographical region, and market risk RWAs. o
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. %
16 Flow statements reconciling the movements in risk-weighted assets 283 and 284 £
for each risk-weighted asset type. g
o
17 For discussion of Basel credit risk model performance, ©}
see pages 39 to 41 of the Pillar 3 Disclosures 2012 document. Q
Liquidity 18 Analysis of the Group’s liquid asset buffer. 206 to 207 g
Funding 19 Encumbered and unencumbered assets analysed by balance sheet 211to 214 =
category. 8
20 Consolidated total assets, liabilities and off-balance sheet 485 to 492
commitments analysed by remaining contractual maturity at the
balance sheet date.
21 Analysis of the Group’s sources of funding and a description of our 209 to 211
funding strategy. -
Market risk 22 Relationship between the market risk measures for trading and non- 218 to 219 %
trading portfolios and the balance sheet, by business segment. <
23 Discussion of significant trading and non-trading market risk factors. 220 to 223 %
24 VAR assumptions, limitations and validation. 266 to 267 n
25 Discussion of stress tests, reverse stress tests and stressed VAR. 267 .‘_g
Credit risk 26 Analysis of the aggregate credit risk exposures, including details of 139 to 141 S
both personal and wholesale lending. <
27 Discussion of the policies for identifying impaired loans, defining 162 and 254 to 259 -
impairments and renegotiated loans, and explaining loan forbearance
policies.
28 Reconciliations of the opening and closing balances of impaired loans 163 and 172
and impairment allowances during the year. -
29 Analysis of counterparty credit risk that arises from derivative 145 .g
transactions. g
30 Discussion of credit risk mitigation, including collateral held for all 163 to 168 5
sources of credit risk. =
Other risks 31 Quantified measures of the management of operational risk. 227 to 230 g
32 Discussion of publicly known risk events. 130 to 136 %
<
The 32 recommendations listed above are made in the report ‘Enhancing the Risk Disclosures of Banks’issued by the Enhanced Disclosure g
Task Force of the Financial Stability Board on 29 October 2012. c
9p]
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Footnotes

Footnotes to pages 3 to 119

Financial highlights

1 Dividends recorded in the financial statements are dividends per ordinary share declared in a year and are not dividends in respect of,
or for, that year. The third interim dividend for 2011 of US$0.09 was paid on 18 January 2012. The fourth interim dividend for 2011 of
US30.14 was paid on 2 May 2012. First, second and third interim dividends for 2012, each of US$0.09 per ordinary share, were paid
on 5 July 2012, 4 October 2012 and 12 December 2012, respectively. Note 10 on the Financial Statements provides more information
on the dividends declared in 2012. On 4 March 2013 the Directors declared a fourth interim dividend for 2012 of US$0.18 per ordinary
share in lieu of a final dividend, which will be payable to ordinary shareholders on 8 May 2013 in cash in US dollars, or in pounds
sterling or Hong Kong dollars at exchange rates to be determined on 29 April 2013, with a scrip dividend alternative. The reserves
available for distribution at 31 December 2012 were US$38,175m.
Quarterly dividends of US$15.50 per 6.2% non-cumulative Series A US dollar 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 US dollar preference share, were paid on
15 March 2012, 15 June 2012, 17 September 2012 and 17 December 2012.
Quarterly coupons of US$0.508 per security were paid with respect to 8.125% capital securities on 17 January 2012, 16 April 2012,
16 July 2012 and 15 October 2012.
Quarterly coupons of US$0.50 per security were paid with respect to 8% capital securities on 15 March 2012, 15 June 2012,
17 September 2012 and 17 December 2012.
The return on average ordinary shareholders’ equity is defined as profit attributable to ordinary shareholders of the parent company
divided by average ordinary shareholders’ equity.
Return on average invested capital is based on the profit attributable to ordinary shareholders. Average invested capital is measured
as average total shareholders’ equity after adding back goodwill previously amortised or written-off directly to reserves, deducting
average equity preference shares issued by HSBC Holdings and deducting/(adding) average reserves for unrealised gains/(losses) on
effective cash flow hedges and available-for-sale securities and property revaluation reserves. This measure reflects capital initially
invested and subsequent profit.
4 The cost efficiency ratio is defined as total operating expenses divided by net operating income before loan impairment charges and
other credit risk provisions.
Each American Depositary Share represents five ordinary shares.
Total shareholder return is defined as the growth in share value and declared dividend income during the relevant period.
The Financial Times Stock Exchange 100 Index.
The Morgan Stanley Capital International World Index.
The Morgan Stanley Capital International World Bank Index.
The core tier 1 capital ratio for 2012 and 2011 includes the effect of the Basel 2.5 rules.
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Business and operating models and KPIs

11 Based upon pro forma post-tax profits allocation. See page 349 for details.

12 Intermediation of securities, funds and insurance products, including Securities Services in GB&M.

13 Merger and acquisition, ECM, event and project financing, and co-investments in GPB.

14 Including Foreign Exchange, Rates, Credit and Equities.

15 Including portfolio management.

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

17 Including hedge funds, real estate and private equity.

18 Vehicle Finance was sold in 2010.

19 ‘Transactions’refers to the sale or closure of non-strategic businesses or non-core investment.

20 Hong Kong, Rest of Asia-Pacific, Middle East and North Africa, and Latin America.

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

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

23 For definitions of HSBC UK, HBAP and HSBC US, see footnotes 40 to 42, respectively, on page 249. Subsidiaries of these entities are
not included unless there is unrestricted transferability of liquidity between the subsidiaries and the parent. ‘Other entities’ (footnote 43
on page 249) comprise our other main banking subsidiaries and, as such, includes businesses spread across a range of locations, in
many of which we may require a higher ratio of net liquid assets to customer liabilities to reflect local market conditions.

Reconciliations of reported and underlying profit/(loss) before tax

24 ‘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:

25 Positive numbers are favourable: negative numbers are unfavourable.

26 Changes in fair value due to movements in own credit spread on long-term debt issued. This does not include the fair value changes
due to own credit spread on structured notes issued, derivatives and other hybrid instruments included within trading liabilities.

27 Other income in 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 claims incurred and movement in liabilities to policyholders.

28 Individual reconciliations by global businesses and geographical regions are available on www.hsbc.com.

29 Underlying performance eliminates the effects of acquisitions, disposals and changes of ownership levels of subsidiaries, associates
and businesses so we can view results on a like-for-like basis. We achieve this by eliminating gains and losses on disposal or dilution in
the year incurred and by removing material results of operations from all the years presented. For example, if a disposal was made in
the current year after four months of operations, the results of the disposed of business would be removed from the results of the current
year and the previous year as if the disposed of business did not exist in those years.

30 In addition, the operating results of these disposals were removed from underlying results.

31 The presentation of the ‘Reconciliation of reported and underlying profit/(loss) before tax’for 2011 compared with 2010 has not been
updated to reflect the change in presentation in 2012 splitting underlying reconciliations from the constant currency reconciliations.
The presentational change had no material impact on results.

32 These columns comprise the net increments or decrements in profits in the current year compared with the previous year which are
attributable to acquisitions or disposals, gains on the dilution of interests in associates and/or movements in fair value of own debt
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attributable to credit spread. The inclusion of acquisitions and disposals is determined in the light of events each year.
33 Excluding adjustments in 2010.

Financial summary

34 In 2008, an impairment charge of US$10,564m to fully write off goodwill in PFS in North America was reported in ‘Total operating
expenses’. This amount is excluded from ‘Total operating expenses’in calculating the ratio.

35 The effect of the bonus element of the rights issue in 2009 has been included within the basic and diluted earnings per share.

36 Dividends per ordinary share expressed as a percentage of basic earnings per share.

37 For full description of the Ping An forward contract, see page 470.

38 In 2011, ‘Deferred variable compensation awards-accelerated amortisation’was included as a notable cost item. In 2012, this item
recurs but is now considered part of our operating cost base and therefore has been excluded from notable items in both years.

39 Net interest income includes the cost of funding trading assets, while the related external revenues are reported in ‘Trading income’.
In our global business results, the cost of funding trading assets is included with GB&M s net trading income as interest expense.

40 Gross interest yield is the average annualised interest rate earned on average interest-earning assets (‘AIEA’).

41 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.

42 Net interest margin is net interest income expressed as an annualised percentage of AIEA.

43 In 2011, ‘Other interest-earning assets’includes the average assets of disposal groups held for sale. In prior years other interest-
earning assets included intercompany eliminations. In 2012, intercompany eliminations have been included in the relevant line item.

44 Interest income on trading assets is reported as ‘Net trading income’in the consolidated income statement.

45 Interest income on financial assets designated at fair value is reported as ‘Net income from financial instruments designated at fair
value’in the consolidated income statement.

46 Including interest-bearing bank deposits only.

47 Interest expense on financial liabilities designated at fair value is reported as ‘Net income on financial instruments designated at fair
value’in the consolidated income statement, other than interest on own debt which is reported in ‘Interest expense’.

48 Including interest-bearing customer accounts only.

49 The cost of internal funding of trading assets was US$511m (2011: US$1,161m; 2010: US3902m) and is excluded from the reported
‘Net trading income’ line and included in ‘Net interest income’. However, this cost is reinstated in ‘Net trading income’in our global
business reporting.

50 Net trading income includes a charge of US$629m (2011: income of US$458m; 2010: income of US323m), associated with changes in
the fair value of issued structured notes and other hybrid instrument liabilities derived from movements in HSBC issuance spreads.

51 Other changes in fair value include gains and losses arising from changes in the fair value of derivatives that are managed in
conjunction with HSBC's long-term debt issued.

52 Discretionary participation features.

53 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 notified claims. For life
business, the main element of claims is 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,
claims rise in line with increases in sales of savings-related business and with investment market growth.

Consolidated balance sheet

54 Net of impairment allowances.

55 The calculation of capital resources, capital ratios and risk-weighted assets for 2012 and 2011 is on a Basel 2.5 basis. All other
comparatives are on a Basel Il basis.

56 Capital resources are total regulatory capital, the calculation of which is set out on page 286.

57 Including perpetual preferred securities, details of which can be found in Note 33 on the Financial Statements.

58 The definition of net asset value per share is total shareholders’ equity, less non-cumulative preference shares and capital securities,
divided by the number of ordinary shares in issue.

59 ‘Currency translation 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.

60 See Note 26 on the Financial Statements.

61 France primarily comprises the domestic operations of HSBC France, HSBC Assurances Vie and the Paris branch of HSBC Bank plc.

62 The classification of customer accounts by country within Europe has changed from amounts formerly disclosed. Certain balances
which were previously presented within the country of domicile of the consolidating legal entity are now presented on the basis of the
country of account origination. The most significant effect of this change is on Switzerland, where the balance of US$45,283m
previously disclosed at 31 December 2011 has been restated as US$19,888m on the new basis.

Economic profit
63 Expressed as a percentage of average invested capital.
64 Average invested capital is measured as average total shareholders’ equity after:
— adding back the average balance of goodwill amortised pre-transition to IFRSs or subsequently written-off, directly to reserves (less
goodwill previously amortised in respect of the French regional banks sold in 2008);
— deducting the average balance of HSBC's revaluation surplus relating to property held for own use. This reserve was generated when
determining the deemed carrying cost of such properties on transition to IFRSs and will run down over time as the properties are sold;
— deducting average preference shares and other equity instruments issued by HSBC Holdings, and
— deducting average reserves for unrealised gains/(losses) on effective cash flow hedges and available-for-sale securities.
65 Return on invested capital is profit attributable to ordinary shareholders of the parent company, which can be found in Note 11 on the
Financial Statements on page 426.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Footnotes // Risk > Risk profile

Reconciliation of RORWA measures

66 Risk-weighted assets (‘RWA's) and pre-tax return on average risk-weighted assets (‘RoRWA’).

67 Underlying RORWA is calculated using underlying pre-tax return and reported average RWAs at constant currency and adjusted for the
effects of business disposals.

68 ‘Other’includes treasury services related to the US Consumer and Mortgage Lending business and commercial operations in run-off-
US CML includes loan portfolios within the run-off business that are designated held for sale.

Disposals, held for sale and run-off portfolios

69 The results of operations of disposed businesses are stated up to and including the date of disposal. The results of operations of
businesses held for sale and run-off portfolios are for 2012.

70 The summary income statements present the historical results of disposals, held-for-sale and run-off portfolios to provide information
on trends. The historical results are those which appear in the Group IFRS income statement and include fixed allocated costs which
will not necessarily be removed or reduced upon disposal or run-off. Fixed allocated costs included in total operating expenses are
disclosed separately on page 38. The results of disposed businesses exclude gains on sale and post disposal income and expenditure
items, for example, restructuring costs. The results of businesses held for sale exclude losses recognised upon reclassification to the
held-for-sale category. These losses are disclosed in Note 26 on the Financial Statements.

71 ‘US CML’includes non-real estate personal loans that were reclassified to ‘Assets held for sale’ during 2012. At 31 December 2012, the
carrying value of this portfolio, net of transferred impairment allowances, was US$3.4bn. The portfolio contributed interest income of
US$813m and loan impairment charges of US$347m to profit before tax in 2012. ‘Other’includes treasury services related to the US
Consumer and Mortgage Lending business and commercial operations in run-off-

72 ‘Reduction in RWAs on disposal’ for disposal and held-for-sale portfolios are shown exclusive of operational risk RWAs as these are not
immediately released on disposal. RWAs for held-for-sale and run-off portfolios are shown inclusive of operational risk RWAs.

Global businesses and geographical regions

73 The main items reported under ‘Other’ are certain property activities, unallocated investment activities, centrally held investment
companies, gains arising from the dilution of interests in associates and joint ventures, part of the movement in the fair value of our
long-term debt designated at fair value (the remainder of the Group s movement on own debt is included in GB&M) and HSBC's
holding company and financing operations. The results also include net interest earned on free capital held centrally, operating costs
incurred by the head office operations in providing stewardship and central management services to HSBC, and costs incurred by the
Group Service Centres and Shared Service Organisations and associated recoveries. In addition, fines and penalties as part of the
settlement of investigations into past inadequate compliance with anti-money laundering and sanctions laws together with the UK bank
levy are recorded in ‘Other’.

74 Assets by geographical region and global businesses include intra-HSBC items. These items are eliminated, where appropriate, under
the heading ‘Intra-HSBC items’ or ‘inter-segment elimination’, as appropriate.

75 For divested businesses, this includes the gain or loss on disposal and material results of operations as described on page 26.

76 Loan impairment charges and other credit risk provisions.

77 Share of profit in associates and joint ventures.

78 In the analysis of global businesses, net trading income comprises all gains and losses from changes in the fair value of financial assets
and financial liabilities classified as held for trading, together with related external and internal interest income and interest expense,
and dividends received; in the statutory presentation internal interest income and expense are eliminated.

79 In 2012, Global Markets included an adverse fair value movement of US$629m on the widening of credit spreads on structured
liabilities (2011: favourable fair value movement of US$458m; 2010: favourable fair value movement of US$23m).

80 Total income earned on payments and cash management products in the Group amounted to US$6.2bn (2011: US$5.6bn, 2010:
US$4.4bn), of which US$4.5bn was in CMB (2011: US$4.0bn; 2010: US$3.3bn) and US$1.7bn was in GB&M (2011: US$1.5bn; 2010:
US$1.1bn).

81 Total income earned on other transaction services in the Group amounted to US$3.6bn (2011: US$33.2bn; 2010: US$2.7bn), of which
US$2.8bn was in CMB relating to trade and receivables finance (2011: US32.6bn; 2010: US$2.1bn) and US$753m was in GB&M of
which US$738m related to trade and receivables finance (2011: US$601m; 2010: US8523m) and US$15m related to banknotes and
other (2011: US$33m; 2010: US$113m).

82 In each Group entity, Balance Sheet Management is responsible for managing liquidity and funding under the supervision of the local
Asset and Liability Management Committee. Balance Sheet Management also manages the non-trading interest rate positions of the
entity transferred to it within a Global Markets limit structure. Balance Sheet Management revenues include notional tax credits on
income earned from tax-exempt investments of US$116m in 2012, US$85m in 2011 and US$50m in 2010, which are offset within
‘Other .

83 ‘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’.

84 ‘Client assets’ are translated 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.

85 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.

86 Net insurance claims incurred and movement in liabilities to policyholders.

87 ‘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’.

88 RWAs are non-additive across geographical regions due to market risk diversification effects within the Group.

89 CMB results include US$128m (2011: US$110m) of net operating income and US$43m (2011: US$23m) of profit before tax, related to
low income housing tax credit investments in the US which are offset within the ‘Other’ segment.
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Risk

1 Appendix to Risk — risk policies and practices.
2 Unaudited. 3 Audited.

ot

%
§
v see the Appendix to Risk on page 252.
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4 Audited where indicated.

For details of HSBC's policies and practices
| regarding risk management and governance

Risk profile

(Unaudited)

Managing our risk profile

A strong balance sheet remains core to our
philosophy.

Our portfolios remain aligned to our risk appetite

and strategy.

Our risk management framework is supported by

strong forward-looking risk identification.

Maintaining capital strength and
strong liquidity position

Our core tier 1 capital ratio remains strong at
12.3%.

We have sustained our strong liquidity position
throughout 2012.

Our ratio of customer advances to deposits
remains below 90%.

Strong governance

Robust risk governance and accountability is
embedded across the Group.

The Board, advised by the Group Risk
Committee, approves our risk appetite.

The compliance control function is being
restructured and expanded to improve focus on
financial crime and regulatory compliance.

Our global risk operating model supports
adherence to globally consistent standards and
risk management policies across the Group.

Our top and emerging risks
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Macroeconomic and geopolitical risk.

Macro-prudential, regulatory and legal risk to our

business model.

Risks related to our business operations,
governance and internal control systems.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Risk > Managing risk

Managing risk

(Unaudited)
Risks faced by HSBC

All of our activities involve, to varying degrees, the
analysis, evaluation, acceptance and management of
risks or combinations of risks. These are described in
the table below.

Risk culture

All staff are required to identify, assess and
manage risk within the scope of their assigned
responsibilities. Our global standards set the tone
from the top and are central to our approach to
balancing risk and reward. Personal accountability
is reinforced by our HSBC Values, with staff
expected to act with courageous integrity in
conducting their duties and being:

e dependable, doing the right thing;

e open to different ideas and culture; and

e connected to our customers, regulators and each
other.

Staff are supported by a disclosure line which
enables them to raise concerns in a confidential
manner. We also have in place a suite of mandatory
training to ensure a clear and consistent attitude is
communicated to staff; our mandatory training not
only focuses on the technical aspects of risk but also

Description of risks

on our attitude towards risk and the behaviours
expected by our policies.

Our risk culture is reinforced by our approach to
remuneration, which is discussed in the Report of the
Remuneration Committee on page 347. Individual
awards are based on the achievement of both
financial and non-financial (relating to our values)
objectives which are aligned to our global strategy.

Risk governance and ownership

An established risk governance framework and
ownership structure ensures oversight of and
accountability for the effective management of risk
at Group, regional and global business levels. The
governance structure for the management of risk is
set out in the report of the Group Risk Committee on
page 323, with similar arrangements in place in
major operating subsidiaries. This structure has been
augmented by the establishment of the Financial
System Vulnerabilities Committee, details of which
are set out on page 328. Our risk management
framework fosters the continuous monitoring of the
risk environment and an integrated evaluation of
risks and their interactions. Integral to our risk
management framework are risk appetite, stress
testing and the identification of top and emerging
risks, all of which are discussed below.

Risks Arising from

Measurement, monitoring and management of risk

Credit risk

The risk of financial loss if 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 measured as the amount which could be lost if a customer 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;

is 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

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

Liguidity and funding risk

The risk that we do not have
sufficient financial resources
to meet our obligations as they
fall due or that we can only do
S0 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 measured using internal metrics including stressed operational cash
flow projections, coverage ratio and advances to core funding ratios;

is 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

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

Arising from

Measurement, monitoring and management of risk

Market risk

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

Exposure to market risk is
separated into two portfolios:

e 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
liabilities, financial
investments designated as
available for sale and held
to maturity, and exposures
arising from our insurance
operations

Market risk:

e is 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 movements in a set of financial variables;

¢ is 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 is 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’s legal entities.

Operational risk

The risk of loss resulting from
inadequate or failed internal
processes, people and systems
or from external 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

Operational risk:

o is 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;

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

e is primarily managed 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. The Global Operational Risk
and Internal Control function is responsible for the framework and for
overseeing the management of operational risks within businesses and
functions.

Compliance risk

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

Compliance risk 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,
conduct of business, counter-
terrorist financing and
sanctions compliance.

Compliance risk:

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

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

Insurance risk

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

Insurance risk arises from
mortality and morbidity
experience. Lapse and
surrender rates and if, the
policy has a savings element,
the performance of the assets
held to support the liabilities
also impact the cost of claims
and benefits. The performance
of assets supporting insurance
liabilities depends on financial
risks such as market, credit
and liquidity.

Insurance risk:

e is measured in terms of life insurance liabilities and non-life written
premiums for their respective contract types;

e is monitored by the Group Insurance Risk Management Committee,
which checks the risk profile of the insurance operations against a risk
appetite for insurance business agreed by the GMB; and

o is managed both centrally and locally using product design,
underwriting, reinsurance and claims-handling procedures.
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Risks

Arising from

Measurement, monitoring and management of risk

Fiduciary risk

The risk of breaching our
fiduciary duties.

Fiduciary risk arises from our
business activities where we
act in a fiduciary capacity as
Trustee, Investment Manager
or as mandated by law or
regulation.

Fiduciary risk:
e is measured by monitoring against risk appetite;
e is monitored through the use of key indicators; and

e is managed within the designated businesses via a comprehensive
policy framework.

Reputational risk

The risk 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

negative reaction not only to
activities which may be illegal
or against regulations, but also
to activities that may be
counter to societal standards,
values and expectations. It
arises from a wide 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.

Reputational risk:

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

e is monitored through a reputational risk management framework,
taking into account the results of the compliance risk monitoring
activity outlined above; and

e is managed by every member of staff and is covered by a number of
policies and guidelines. There is a clear structure of committees and
individuals charged with mitigating reputational risk, including the
Group Reputational Risk Policy Committee and regional/business
equivalents.

Pension risk

The risk 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
changes in interest rates or
inflation, or members living
longer than expected
(longevity risk).

Pension risk includes
operational risks listed above.

Pension risk:

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

o is monitored through the specific risk appetite that has been developed
at both Group and regional levels; and

o is managed locally through the appropriate pension risk governance
structure and globally through the Risk Management Meeting.

Sustainability risk

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:

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

e is monitored quarterly by the Risk Management Meeting and monthly
by Group Sustainability Risk management; and

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

Risk profile

Risks are assumed by our global businesses in
accordance with their risk appetite and are managed
at Group, global business and regional levels. All
risks are identified through our risk map process,
which sets out the Group’s risk profile in relation to
key risk categories in different regions and global
businesses. In addition to those listed above, risks
including model, financial management, capital,
Islamic finance and strategic risk are identified and
monitored through the risk map process.

These risks are then regularly assessed through
our risk appetite framework, subjected to stress
testing and considered for classification as top and

emerging risks. These processes are discussed in
further detail below.

Credit, market and operational risks are measured
using the Pillar 1 framework for regulatory capital
through the allocation of risk-weighted assets. We
measure other risks using our economic capital model
under Pillar 2 (as described in our Pillar 3 Disclosures
2012 report.)

Risk appetite

Risk appetite is set out in the Group’s Risk Appetite
Statement, which describes the types and levels of
risk that the Group is prepared to accept in executing
our strategy. It is approved by the Board on the
advice of the Group Risk Committee, and is a key
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component of our risk management framework. It
is central to the annual planning process, in which
global businesses, geographical regions and
functions are required to articulate their risk
appetite statements. These are aligned with Group
strategy, and provide a risk profile of each global
business, region or function in the context of the
risk categories discussed above.

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
it is aligned to risk appetite statements;

e informs risk-adjusted remuneration;

e enables the key underlying assumptions to 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,
monitored and presented to the Board monthly are
tabulated below:

Risk appetite metrics

Stress testing

Our stress testing and scenario analysis programme
is central to the monitoring of top and emerging risks.
We conduct a range of Group stress-testing scenarios
including, but not limited to, severe global economic
downturn, country, sector and counterparty failures
and a variety of projected major operational risk
events. The outcomes of the stress testing are used

to assess the potential demand for regulatory capital
under the various scenarios. We also participate,
where appropriate, in scenario analyses requested by
regulatory bodies.

In the course of 2012, we examined several
scenarios reflecting potential developments in the
eurozone and more widely. Those reported to senior
management during 2012 included an assessment of
the annual operating plan 2012 under two
macroeconomic stress scenarios, as described below.
The results of the two scenarios demonstrated that
HSBC would remain satisfactorily capitalised under
the mild and severe scenarios after taking account of
assumed management actions.

In addition to the suite of risk scenarios
considered for the Group, each major HSBC
subsidiary conducts regular macroeconomic and
event-driven scenario analyses specific to their region.

Stress testing is used across risk categories such
as market risk, liquidity and funding risk and credit

Target el risk to evaluate the potential impact of stress scenarios

Core tier 1 ratio ........... 9.5% to 10.5% 12.3% on portfolio values, structural long-term funding
Return on equity ......... 12% to 15% 8.4% positions, income or capital.
Return on RWAs ........ 1.8% to0 2.6% 1.8%
Dividend payout ratio . 40% to 60% 55.4%
Cost efficiency ratio ... 48% to 52% 62.8%
Advances to customer

accounts ratio.... Below 90% 74.4%
Cost of risk (LICs) Below 20% of

operating income 9.9%

Stress scenario assumptions
Scenario Mild scenario assumptions Severe scenario assumptions
Assumptions o the situation in Greece worsens and there is o a disorderly default in Greece, where the eurozone

an orderly default in Greece;

governments are unable to ring-fence peripheral

Greek banks also default and, with support from the
EU and the International Monetary Fund, are bailed
out;

increasing bond yields in Portugal, Ireland, Spain
and Italy trigger further fiscal austerity measures,
and governments strive to disassociate their
countries from Greece;

through financial and trade linkages, an orderly
default in Greece results in the spread of contagion
to the rest of the world;

the UK, US and emerging markets are adversely
affected, albeit to varying degrees; and

slower global demand curbs growth and increases
the risk premium on interest rates as well as
commodity prices.

countries and their banks;

default of Portugal and Ireland with increases in
bond yields for high debt countries;

the ensuing credit crunch together with declining
business and consumer confidence more than offset
any relief gained from the depreciation of the euro;
investors become increasingly uncomfortable with
the US and the UK’’s fiscal positions, with the severe
scenario resulting in a global slowdown; and
emerging economies are less affected by the
financial shock.
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Risk > Managing risk / Areas of special interest

We also conduct reverse stress testing.

Reverse stress testing is a process of working
backwards from the event of non-viability of the
business model to identification of a range of events
that could bring that event about. Non-viability
might occur before the bank’s capital is depleted,
and could result from a variety of events. These
include idiosyncratic, systemic or combinations of
events, and/or could imply failure of the Group’s
holding company or one of its major subsidiaries and
does not necessarily mean the simultaneous failure
of all the major subsidiaries.

We use reverse stress testing as part of our risk
management process to strengthen resilience by
helping to inform early-warning triggers,
management actions and contingency plans to
mitigate against potential stresses and vulnerabilities
which the Group might face.

Areas of special interest

(Unaudited)
Compliance

In 2012, we 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. Manifestation of these risks
included an appearance before the US Senate
Permanent Subcommittee on Investigations and the
Deferred Prosecution Agreement reached with US
authorities in relation to investigations regarding
inadequate compliance with anti-money laundering
and sanctions law, plus a related undertaking with
the FSA. We have also been involved in
investigations into the mis-selling of interest

rate derivative products to SMEs in the UK and
investigations and reviews related 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.

With a new senior leadership team and a new
strategy in place since 2011, we have already taken
significant steps to address these issues including
making changes to strengthen compliance, risk
management and culture. These steps, which should
also enhance our compliance risk management
capabilities, include the following:

e the creation of a new global structure which will
make HSBC easier to manage and control;

e simplifying our business through the ongoing
implementation of our organisational

effectiveness programme and our five economic
filters strategy;

e developing a sixth global risk filter which
should help to standardise our approach to
doing business in higher risk countries;

e substantially increasing resources, doubling
global expenditure and significantly
strengthening Compliance as a control
(rather than as an advisory) function;

e  continuing to roll out the HSBC Values
programme that defines the way everyone
in the Group should act;

e appointing a new Chief Legal Officer and Head
of Group Financial Crime Compliance with
particular expertise and experience in US law
and regulation;

e appointing a new Global Head of Regulatory
Compliance and starting to restructure the
Global Compliance function accordingly;

e designing and implementing new global
standards by which we conduct our businesses;
and

e enforcing a consistent global sanctions policy.

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 increase 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

Our exposure to commercial real estate lending
continued to be concentrated in Hong Kong, the UK,
Rest of Asia-Pacific and North America. The market
in Hong Kong and most other Asian markets in
which we conduct commercial real estate lending,
after relative buoyancy in 2011, began to stabilise

in 2012, partly due to initiatives taken by various
supervisory authorities. In the UK, many regions
were negatively affected by weak growth in the
economy, though London and the South East, where
more than 50% of our UK CRE lending is based,
continued to exhibit relative strength. In North
America, the market remained stable, in part
supported by the continued low levels of interest
rates.



Refinance risk, which is subject to close
scrutiny in key commercial real estate markets, is
the risk that a loan which is due to be repaid through
refinancing over the short term cannot, at maturity,
be refinanced on current market terms. Such cases
may either lead to the loan being treated as impaired
because the borrower’s ability to pay is considered
doubtful or, if refinanced by HSBC, may result in it
being treated as a renegotiated loan because of the
degree of forbearance required (see page 158 for
a description of renegotiated loans). In commercial
real estate markets, refinance risk can arise
particularly when a loan is serviced exclusively by
the property to which it relates, i.e. when the bank
does not, or is not able to, place principal reliance
on other cash flows available to the borrower.

We monitor the commercial real estate portfolio,
assessing those drivers that may indicate potential
issues with refinancing. The principal driver is the
vintage of the loan, where origination reflected
previous market norms which no longer apply in the
current market. Examples are higher loan-to-value
ratios and/or lower interest cover ratios. The range
of refinancing sources in the local market is also an
important consideration, with concern increasing
when this is restricted to banks and when bank
liquidity is limited. In addition, the quality of
underlying fundamentals such as tenant reliability,
ability to let, and the condition of the property itself
is also important, as it influences property value.
With the exception of the UK, in our material
commercial real estate portfolios globally, the
behaviour of the market and the quality of assets
does not cause undue concern. In the UK, the above
drivers combine to cause a concern regarding our
sensitivity to risks of refinance that warrant
enhanced management attention.

At 31 December 2012, the UK had US$24.5bn
of commercial real estate loans, of which US$7.4bn
were due to be refinanced within the next 12 months,
of which US$2.4bn were assessed as possessing
characteristics that indicated an increased risk of
refinancing difficulty. Such cases are monitored
closely with US$1.9bn already under special
management within our Loan Management Units.
US$0.9bn were disclosed as impaired with
impairment allowances of US$0.4bn. Where these
loans are not considered impaired it is because,
while they may possess characteristics that indicate a
potential issue with refinancing, as described above,
there is no evidence to indicate that all contractual
cash flows will not be recovered or that the loans
will need to be refinanced on terms we would
consider below market norms.
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The relevance of current market conditions to
impairment assessment is particularly relevant over
a 12-month period. Over a 12 to 24-month horizon,
US$3.3bn of UK commercial real estate and
other property-related lending loans are due to be
refinanced. Reviews of more sensitive assets due
between 12 and 24 months have been conducted
to ensure that there are no further cases currently
requiring special management or that should be
considered impaired.

Eurozone crisis

Eurozone countries are members of the EU and
part of the euro single currency bloc. The peripheral
eurozone countries are those that have exhibited
levels of market volatility that exceeded other
eurozone countries, demonstrating fiscal or political
uncertainty which may persist through the first half
0f 2013. In 2012, in spite of improvements through
austerity and structural reforms, 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, with Greece, Spain and Cyprus seeking
assistance.

Exposure to eurozone countries is analysed in
the table on page 193.

Risk reduction in 2012

At 31 December 2012, our net exposure to the
peripheral eurozone countries was US$38bn,
including net exposure to sovereign borrowers,
agencies and banks of US$12bn. During the year,
we continued to reduce our overall net exposure
to sovereigns, agencies and banks of peripheral
eurozone countries. In addition, we continued to
actively reduce exposures to counterparties
domiciled in other eurozone countries that had
exposures to sovereigns and/or banks in peripheral
eurozone countries of sufficient size to threaten their
on-going viability in the event of an unfavourable
conclusion to the current crisis.

This was undertaken through an analysis of
publicly available information, reviews of external
analyst reports and meetings with the counter-
parties’ officials. Vulnerable counterparties were
identified and subjected to enhanced monitoring, and
our exposure was managed in a similar manner to
the monitoring and management of direct exposures
to the peripheral eurozone countries. One of the
primary issues underpinning this process was the
management of our surplus liquidity, resulting in the
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placement of funds directly with central banks in the
most highly-rated countries.

Our businesses in peripheral eurozone countries
are funded from a mix of local deposits, local
wholesale funding and intra-Group loans 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 devaluation. A description of risks relating
to currency redenomination in the event of the exit
of a eurozone member is provided on page 131.

Risk management and contingency planning

There is an established 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
both in pre and in-crisis situations and ensures that
we have detailed operational plans in the event of
an adverse scenario materialising. It was deployed in
2011 and has continued to operate throughout 2012
to ensure that pre-crisis preparation remains apposite
and robust.

The main focus of preparation for eurozone exit
continues to be on Greece and Spain although, as the
eurozone situation has developed in 2012, we have
also considered other scenarios including contagion
risk to non-eurozone countries or the exit of a higher
impact eurozone member. Management actions
include regular meetings of a Eurozone Major
Incident Group and a tested regional eurozone
contingency plan covering all global businesses and
functions. The plan considers payments, legal, client
account, internal and external communication and
regulatory and compliance issues associated with
eurozone breakup.

Personal lending — US lending

The slight improvement in US economic conditions
continued throughout 2012. Real GDP grew by 2.2%
and consumer spending growth remained moderate.
Threats to economic growth remained, primarily
with the uncertainty in the housing market and
elevated unemployment levels, although both of
them demonstrated modest improvements during the
year.

We remained focused on managing the run-off
of balances in our HSBC Finance portfolio and
completed the sales of our US Card and Retail
Services business and 195 retail branches principally
in upstate New York in 2012. Total lending
balances, including loans held for sale, within HSBC
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Finance were US$43bn at 31 December 2012, a
decline of US$6.8bn compared with the end of 2011.
The rate at which balances in the CML portfolio are
declining continues to be affected by the lack of
refinancing opportunities available to customers and
the continued impact of the temporary suspension of
foreclosure activity in 2010. Foreclosure processing
has now resumed in substantially all states, although
there continues to be a backlog of loans which have
not yet been referred to foreclosure. In addition, our
loan modification programmes, which are designed
to improve cash collections and avoid foreclosure,
continued to slow repayment rates.

In the third quarter of 2012, we reclassified non-
real estate personal loan balances of US$3.7bn,
net of impairment allowances, from our consumer
finance portfolio to ‘Assets held for sale’ as we
actively marketed the portfolio. We also identified
real estate secured loan balances, with a carrying
amount of US$3.8bn which, as part of our strategy,
we have announced that we plan to actively market
in multiple transactions generally over the next two
years. At 31 December 2012, the carrying value of
the non-real estate and the real estate secured loans
which we intend to sell was approximately US$1bn
greater than their estimated fair value. We expect to
recognise a loss on sale for these loans over the next
few years, the actual amount of which will depend
on market conditions at the time of the sales.

Total mortgage lending in the US was US$55bn
at 31 December 2012, a decline of 7% compared
with the end of 2011, mainly due to the continued
run-off of the CML portfolio.

Top and emerging risks

(Unaudited)

Identifying and monitoring top and emerging risks
is integral to our approach to risk management. We
define a ‘top risk’ as being a current, emerged risk
which has arisen across any of our risk categories,
regions or global businesses and has the potential 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 a one-year horizon. We consider an
‘emerging risk’ to be one which has large uncertain
outcomes that may form beyond a one-year horizon
which, if they were to crystallise, could have a
material effect on our long-term strategy. Our top
and emerging risk framework enables us to focus
on current and forward looking aspects of our risk
exposures and ensure our risk profile remains in line
with our risk appetite and that our appetite remains
appropriate. Our current top and emerging risks are
as follows:



Macroeconomic and geopolitical risk

e Emerging market slowdown.

e Macroeconomic risks within developed
economies.

e Increased geopolitical risk in certain
regions.

Emerging market slowdown

World growth is slowing as demand in mature
economies is subdued and credit availability and
investment activity remain constrained. A number
of mature economies are implementing austerity
measures in order to reduce their deficits and public
debt. This is expected to help resolve the sovereign
and banking crisis in the medium term but, in the
short term, it is limiting growth, leaving labour
markets weak and thereby making fiscal
consolidation a bigger challenge. This is affecting
the rest of the world through lower trade, reduced
international financing as banks are deleveraging,
and the potential disruption to capital flows. In
addition, it makes emerging countries more
vulnerable to a slowdown in mature economies.

Potential impact on HSBC

e  Trade and capital flows may contract as a result
of lower world production, banks deleveraging,
the introduction of protectionist measures in
certain markets or the emergence of geopolitical
risks, which in turn might curtail profitability.

e A prolonged period of low interest rates due
to policy actions taken to address the economic
crisis in mature economies will constrain
through spread compression and low returns
on assets the interest income we earn from
investing our excess deposits.

e During 2012, we continued to reduce our
sovereign and financial institution counterparty
credit positions in peripheral eurozone
countries. In addition, we actively sought to
identify and reduce exposures to those
counterparties domiciled in core European
countries that had exposures to sovereigns
and/or banks in peripheral eurozone countries of
sufficient size to threaten their ongoing viability
in the event of an unfavourable conclusion to
the current situation.

Macroeconomic risks within developed
economies

There is still some risk of one or more countries
leaving the euro, although the situation improved
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in 2012. Even without a eurozone break-up,

the currency will remain vulnerable to market
perception. Banks in some countries remain very
fragile and the rest of the European banking industry
could be affected through its exposure to the weakest
countries. Banks are therefore expected to continue
to deleverage. In the current context of very low
growth due to austerity measures, this could further
aggravate the economic crisis and could push
European countries into a vicious circle of economic
crisis and sovereign difficulties. Although our
exposure to the peripheral eurozone countries is
relatively limited, we are exposed to counterparties
in the core European countries which could be
affected by any sovereign or currency crisis. Our
eurozone exposures are described in more detail on
page 192.

Potential impact on HSBC

¢  We could incur significant losses stemming
from the exit of one or more countries from
the eurozone and the redenomination of their
currencies.

e Our exposures to European banks may come
under stress, heightening the potential for credit
and market risk losses, if the sovereign debt and
banking system crisis in the region increases the
need to recapitalise parts of the sector.

e In the event of contagion from stress in the
peripheral eurozone sovereign and financial
sectors, our ability to borrow from other
financial institutions or to engage in funding
transactions may be adversely affected by
market dislocation and tightening liquidity.

e A sovereign default without co-ordinated
intervention to protect the rest of the eurozone
could trigger banking defaults in companies
with which we do business and have a knock-on
effect on the global banking system. We have
actively managed the risk of sovereign defaults
during 2012 by reducing exposures and other
measures.

¢ In seeking to manage and mitigate these risks,
we have prepared and tested detailed operational
contingency plans to deal with such a scenario.
However, such plans may not be adequate or
may not prove effective.

Increased geopolitical risk in certain regions

Weak global economic growth is exacerbating the
risk of protectionism and some countries may
impose restrictions on trade or on capital flows to
protect their domestic economies.
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In Egypt, the political process remains in
transition with a continuing risk of instability. In
addition, the fighting in Syria may disrupt global
international relations, with tensions between Israel
and Iran adding to the risks in the region.

Potential impact on HSBC

e Qur results are subject to the risk of loss from
unfavourable political developments, currency
fluctuations, social instability and changes in
government policies on matters such as
expropriation, authorisations, international
ownership, interest-rate caps, foreign exchange
transferability and tax in the jurisdictions in
which we operate. Actual conflict could bring
about loss of life among our staff and physical
damage to our assets.

e We have increased 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

e Regulatory developments affecting our
business model and Group profitability.

o Regulatory investigations, fines,
sanctions and requirements relating to
conduct of business and financial crime
negatively affecting our results and
brand.

e 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 financial institutions, together with
measures to reduce systemic risk, may significantly
alter the competitive landscape. These measures may
be introduced as formal requirements in a supra-
equivalent manner and to differing timetables across
regulatory regimes.
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Regulatory developments affecting our
business model and Group profitability

Several regulatory changes are likely to affect our
activities, both of the Group as a whole and of some
or all of our principal subsidiaries. These changes
include (i) the introduction of Basel III measures in
the EU through CRD IV and uncertainty on both the
timing and final form of implementation given that
certain areas, such as, the operation of capital buffers
have yet to be finalised and the technical guidance
from the European Banking Authority (‘EBA”)
across numerous areas has yet to be published, (ii) a
new regulatory structure within the UK comprising
the Financial Policy Committee (‘FPC’), Prudential
Regulatory Authority (‘PRA’) and Financial
Conduct Authority (‘FCA’) and, in particular, the
effects of the ability of the FPC to seek additional
capital for lending to sectors perceived as higher
risk, (iii) the designation of the Group by the
Financial Stability Board as a global systemically
important bank; (iv) proposed legislation in the UK
to give effect to the recommendations of the ICB in
relation to ‘ring-fencing’ of the UK retail banking
from wholesale banking activities, the structural
separation of other activities envisaged in legislative
proposals in the US (including the Volcker Rule
proposed under the Dodd-Frank Act) and in France
and, in the EU, considerations following the
Liikanen Group recommendations; (v) changes in
the regime for the operation of capital markets with
increasing standardisation, central clearing, reporting
and margin requirements; (vi) requirements flowing
from arrangements for the recovery and resolution of
the Group and its main operating entities; and (v)
changing standards for the conduct of business.
There is also continued risk of further changes to
regulation relating to remuneration and other taxes.

Potential impact on HSBC

e Proposed changes relating to capital and
liquidity requirements, remuneration and/or
taxes could increase the Group’s cost of doing
business, reducing future profitability.

e Proposed changes in and the implementation of
regulations for derivatives and central
counterparties, the ICB ring-fencing proposals,
recovery and resolution plans, the Volcker Rule
and the Foreign Account Tax Compliance Act
(‘FATCA’) may affect the manner in which we
conduct our activities and structure ourselves,
with the potential both to increase the costs of
doing business and curtail the types of business
we can carry out, with the risk of decreased
profitability as a result. Due to the fact that the
development and implementation of many of



these various regulations are in their early
stages, it is not possible to estimate the effect,
if any, on our operations.

We are closely engaged with the 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 allocation and liquidity
management disciplines have been expanded to
incorporate future increased capital and liquidity
requirements and drive appropriate risk management
and mitigating actions.

Regulatory investigations, fines, sanctions
and requirements relating to conduct of
business and financial crime negatively
affecting our results and brand

Financial service providers are at risk of regulatory
sanctions or fines related to conduct of business
and financial crime. The incidence of regulatory
proceedings and other adversarial proceedings
against financial service firms is increasing.

In December 2012, HSBC reached agreement
with US authorities in relation to investigations
regarding inadequate compliance with anti-money
laundering, the US Bank Secrecy Act and sanctions
law. This includes a DPA with the US Department of
Justice (‘DoJ’). We also reached agreement to
achieve a resolution with all other US government
agencies that have investigated our past conduct
related to these issues, and finalised an undertaking
with the FSA to comply with certain forward-
looking obligations with respect to anti-money
laundering and sanctions requirements over a five-
year term. Under these agreements, we made
payments totalling US$1,921m 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. Over the five-year term
of the agreement with the DoJ and the FSA, an
independent monitor (who will, for FSA purposes,
be a ‘skilled person’ under section 166 of the
Financial Services and Markets Act (FSMA)) will
evaluate and assess our progress in fully
implementing these and other measures it
recommends and will produce regular assessments of
the effectiveness of our Compliance function.

As reflected in the agreement entered into with
the Office of the Comptroller of the Currency
(‘OCC’) in December 2012 (the ‘GLBA
Agreement’), the OCC has determined that HSBC
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Bank USA is not 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 a financial
subsidiary. As a result, 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 a new activity in its existing financial
subsidiary, unless it receives prior approval from the
OCC.

In the UK, the FSA has continued to increase its
focus on ‘conduct risk’ including attention to sales
processes and incentives, product and investment
suitability and conduct of business concerns more
generally. These measures are concerned principally,
but not exclusively, with the conduct of business
with retail customers and in conjunction with this
focus, the UK regulators are 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,
potentially significant remedial work. Additionally,
the UK and other regulators increasingly take actions
in response to customer complaints either specific to
an institution or more generally in relation to a
particular product. We have seen recent examples of
this approach in the context of the mis-selling of
payment protection insurance and of interest rate
derivative products to SMEs.

The Group also continues to be subject to a
number of other regulatory proceedings, including
investigations and reviews by various regulators and
competition and enforcement authorities around the
world, including in the UK, the US, Canada, the
EU, Switzerland and Asia, who are conducting
investigations and reviews related 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 and foreign exchange rates.
As certain HSBC entities are members of such
panels, HSBC and/or its subsidiaries have been the
subject of regulatory demands for information and
are cooperating with those investigations and
reviews. In addition, HSBC and other panel banks
have been named as defendants in private lawsuits
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filed in the US with respect to the setting of Libor,
including putative class action lawsuits which have
been consolidated before the US District Court for
the Southern District of New York. The complaints
in those actions assert claims against HSBC and
other panel banks under various US laws including
US antitrust laws, the US Commodities Exchange
Act, and state law.

Potential impact on HSBC

e tis difficult to predict the outcome of the
regulatory proceedings involving our
businesses. Unfavourable outcomes may have
a material adverse effect on our reputation,
brand and results, including loss of business
and withdrawal of funding.

e Inrelation to the DPA, the Group has committed
to take or continue to adhere to a number of
remedial measures. Breach of the DPA at any
time during its term may allow the DoJ or the
New York County District Attorney’s Office to
prosecute HSBC in relation to the matters which
are the subject of the 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
Gramm-Leach Bliley Act (‘GLB Act’). Similar
consequences could result for subsidiaries of
HSBC Bank USA that engage in financial
activities in reliance on expanded powers
provided for in the GLB Act. Any such
divestiture or termination of activities would
have an adverse material effect on the
consolidated results and operation of HSBC.

e The UK and other regulators may identify future
industry-wide mis-selling or other issues that
could affect the Group. This may lead from
time to time to: (i) significant direct costs or
liabilities (including in relation to mis-selling);
and (ii) changes in the practices of such
businesses which benefit customers at a cost
to shareholders. Further, decisions taken in the
UK by the Financial Ombudsman Service in
relation to customer complaints (or any overseas
equivalent that has jurisdiction) could, if applied
to a wider class or grouping of customers, have
a material adverse effect on the operating
results, financial condition and prospects of
the Group.
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Steps to address many of the requirements of
the DPA 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
leadership 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 DPA or the GLBA Agreement.

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

Dispute risk gives rise to 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

e Regulatory commitments and consent
orders including under the Deferred
Prosecution Agreements.

e Challenges to achieving our strategy in
a downturn.

e Internet crime and fraud.

e Level of change creating operational
complexity and heightened operational
risk.

e Information security risk.

e Model risk.

Regulatory commitments and consent
orders including under the Deferred
Prosecution Agreements

There is a risk that we fail to meet our deadlines or
we are judged to have material gaps in our plans or
implementation compared with the requirements of
the DPAs and other orders. Further details of this
risk are provided on page 128.



Potential impact on HSBC

If, during the term of the DPA, HSBC is determined
to have breached the DPA, the Dol or the New York
County District Attorney’s Office may prosecute
HSBC in relation to the matters which are the
subject of the DPA. The FSA may, in similar vein,
take enforcement action against the Group as a result
of a breach of the DPA or of our related
undertakings to the FSA.

Challenges to achieving our strategy in a
downturn

The external environment remains challenging
and the structural changes which the financial
sector is going through are creating obstacles to
the achievement of strategic objectives. This,
combined with the prolonged global economic
slowdown, could affect the achievement of our
strategic targets for the Group as a whole and our
global businesses.

Potential impact on HSBC

e The slowdown may put pressure on our ability
to earn returns on equity in excess of our cost
of equity while operating within the overall
parameters of our risk appetite.

e  Through our strategic initiatives, which have
heightened the focus on capital allocation and
cost efficiency, we are actively seeking to
manage and mitigate this risk.

Internet crime and fraud

With the ever-growing acceptance of and demand
for internet and mobile services by customers, HSBC
is increasingly 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 the risk of breakdowns in
processes or procedures and systems failure or
unavailability, and our business is subject to
disruption from events that are wholly or partially
beyond our control, such as internet 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. The same threats apply equally when we
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rely on external suppliers or vendors to provide
services to us and our customers.

e We have increased 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 these
threats as they evolve and adapt our controls to
mitigate them.

Level of change creating operational
complexity and heightened operational risk

There are many drivers of change affecting HSBC
and the banking industry, including new banking
regulations, the increased globalisation of economic
and business activities, new products and delivery
channels and organisational change.

Operational complexity has the potential to
heighten all types of operational risk arising from
our activities. These risks include process errors,
systems failures and fraud. Complexity can also
increase operational costs.

The implementation of our strategy to simplify
our business, which involves withdrawing from
certain markets, presents disposal risks which
must be carefully managed. Implementing
organisational changes to support the Group’s
strategy also requires close management oversight.

Potential impact on HSBC

e The implementation of our strategy has involved
the re-organisation and clarification of
management accountabilities. There is
consequently a risk that issues are missed during
the transition. This change activity is being
monitored through a comprehensive review
programme and robust governance
arrangements.

e  (ritical systems failure and a prolonged loss of
service availability could cause serious damage
to our ability to serve our customers, breach
regulations under which we operate and cause
long-term damage to our business, reputation
and brand. Systems and controls could be
degraded as a result of organisational
effectiveness initiatives unless there is strong
governance and an oversight framework to
monitor the risk and control environment.

We seek to ensure that our critical systems
infrastructure, including IT services, essential
buildings, offshore processes and key vendors,
is constantly monitored and properly resourced
to mitigate against systems failures.
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We pro-actively review relevant external events
and assess the impact they may have on our
systems. Within HSBC, we have a strong focus
on industry best practices. We rigorously test
and review all planned updates to our systems
environment. All changes are risk-assessed, and
appropriate mitigating controls are required for
any planned changes classified as high risk.
During periods of heightened risk, comprehensive
change embargoes are imposed to minimise the
risk of customers being affected. Following the
systems outage at a major UK bank in 2012, we
assessed our own exposure to similar risks and
implemented appropriate steps in mitigation.
We also assessed the systems scheduling tools
used in the Group. There are controls in place to
manage inter-dependencies, report exceptions
and alert file data corruption. These additional
controls are intended to ensure that the effect of
any similar product failure at HSBC would be
limited. In addition, a continuity test of a similar
problem within our major datacentres in the UK
and Hong Kong was conducted in the second
half of 2012.

The potential effects of disposal risks include
regulatory breaches, industrial action, loss of
key personnel and interruption to systems and
processes during business transformation, and
they can have both financial and reputational
implications. Steps taken to manage these risks
proactively include maintaining a close dialogue
with regulators and customers and involving
HR, legal, compliance and other functional
experts. Some disposals also involve
Transitional Service Agreements where there
are ongoing risks, which are subject to close
management oversight.
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Information security risk

The security of our information and technology
infrastructure is crucial for maintaining our banking
applications and processes while protecting our
customers and the HSBC brand.

Potential impact on HSBC

e  These risks give rise to potential financial loss
and reputational damage which could adversely
affect customer and investor confidence. Loss
of customer data would also trigger regulatory
breaches which could result in fines and
penalties being incurred.

e We have invested significantly in addressing
this risk through increased training to raise staff
awareness of the requirements and enhanced
multi-layered controls protecting our
information and technical infrastructure.

Model risk

More stringent regulatory requirements governing
the development of parameters applied to and
controls around models used for measuring risk can
give rise to changes, including increases in capital
requirements. Furthermore, the changing external
economic and legislative environment and changes
in customer behaviour can lead to the assumptions
we have made in our models becoming invalid.

Potential impact on HSBC

e These model risks can result in a potentially
increased and volatile capital requirement.

e We continue to address these risks through
enhanced model development, independent
review and model oversight to ensure our
models remain fit for purpose.
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Credit risk is the risk of financial loss if a
customer or counterparty fails to meet an
obligation under a contract. It arises
principally from direct lending, trade finance
and leasing business, but also from certain
other products such as guarantees and credit
derivatives and from holding assets in the
form of debt securities.

There were no material changes to our policies and
practices for the management of credit risk in 2012.

A summary of our current policies and
practices regarding credit risk is provided in
the Appendix to Risk on page 252.

Summary of credit risk in 2012
(Unaudited)

Maximum exposure to credit risk
At 31 December

2012 2011
US$m US$m

367,177 309,449

Trading assets .......cocoecevereverereenenne
Financial assets designated at
fair value .......ccccccevvnnincccnenen 12,714 12,926

Derivatives .......cooeevveeveeveeeriieenens 357,450 346,379
Loans and advances held at
amortised COSt ........ocvvevvveeieennnn. 1,150,169 1,121,416
—t0 baNKS ..vevrieieee 152,546 180,987
— t0 CUStOMETS ....ooeevreereenreenreennenn 997,623 940,429
Financial investments .................... 415,312 392,834

Assets held for sale ...........ccocvnenn. 9,292 37,808
Other assets ...........cceenee. 203,561 192,024
Off-balance sheet exposures . 624,462 694,228
— financial guarantees and
similar contracts ................... 44,993 39,324

— loan and other credit-related
COMMItMENtS ...covvvevenenceeenes

579,469 654,904

3,140,137 3,107,064

In 2012, net loans and advances to customers
continued to represent our most significant exposure
to credit risk, making up 32% of total credit
exposure compared with 30% in 2011. Other
significant components of our credit exposures were
financial investments at 13%, unchanged from 2011,
trading assets at 12% (2011: 10%) and derivatives at
11% (unchanged from 2011). Loans and advances to
banks fell as a proportion of the Group’s credit
exposure from 6% in 2011 to 5% in 2012. Off-
balance sheet assets contributed 20% of our total
credit exposure, mainly relating to loan and other
credit-related commitments (2011: 22%).

Of our net loans and advances to customers,
corporate and commercial lending made up the
largest proportion at 51% (2011: 49%), with
significant exposures in Europe, Hong Kong and
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Rest of Asia-Pacific. First lien residential mortgages
represented 30% of total gross loans and advances,
mainly in the UK, the US and Hong Kong. Other
personal lending (including second lien residential
mortgages) made up the bulk of the remaining
exposure.

Loans and advances excluding held for sale: total
exposure, impairment allowances and charges
(Unaudited)
2012 2011
US$bn US$bn
At 31 December

Total gross loans and advances (A) 1,166.3 1,139.1
Impairment allowances ................... 16.2 17.6
—as a percentage of A ................ 1.39% 1.55%

Loans and advances net of
impairment allowances.................. 1,150.2 1,121.5

Year ended 31 December
Impairment charges ..........c.cccceevnene 8.2 11.5

The increase in corporate and commercial
lending stemmed mainly from Europe, due to a rise
in overdrafts which did not meet accounting criteria
for netting against corresponding current account
balances. Increases in North America reflected
CMB’s focus on target segments in the US, partly
offset by the continued decline in balances in the
run-off CML portfolio. In addition, during the year
we reclassified US$3.7bn of non-real estate personal
loan balances in the CML portfolio and US$2.2bn of
lending balances associated with certain operations
in Latin America, net of impairment allowances, to
‘Assets held for sale’. The disposal of the Card and
Retail Services business in the US during the year
did not contribute to the decline as the related
balances had been transferred to ‘Assets held for
sale’ during 2011.

The increase in first lien residential mortgages
reflected the success of marketing campaigns and
competitive pricing in the UK, the continued strength
of the property market in Hong Kong and distribution
network expansion in Rest of Asia-Pacific.

Within net loans and advances, loan impairment
allowances fell by US$1.4bn, driven by run-off in the
CML portfolio and the reclassification of non-real
estate personal loan balances to ‘Assets held for sale’.

Trading assets include debt securities
(principally government and government-related
securities), reverse repo and stock borrowing
balances. Balances recovered in 2012 from the
subdued levels seen at the end of 2011, when client
activity declined due to the eurozone debt concerns
dominating the global economy.

Loans and advances to banks fell, driven by a
reduction in reverse repo balances, in part reflecting
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the redeployment of liquidity in Europe to central
banks, together with maturities and repayments in
Hong Kong.

reduction in exposure in 2012 was largely driven by
the sale of Card and Retail Services in the US.

For a more detailed analysis of our maximum exposure

Loan and other credit-related commitments fo credit risk, see page 144,

declined from US$655bn to US$579bn. The

Personal lending

(Unaudited)
Rest of
Hong Asia- North Latin
Europe Kong Pacific MENA America America Total
US$m US$m US$m US$m US$m US$m US$m
2012
First lien residential mortgages
Gross amount (B) ...... 135,172 52,296 36,906 2,144 70,133 5,211 301,862
Impairment allowances 489 4 66 136 4,163 47 4,905
— asapercentage of B .......ccooeeiinniiciiinne 0.4% 0.0% 0.2% 6.3% 5.9% 0.9% 1.6%
Other personal lending'
Gross amount (C) ......eeueevereeeeueeerennerencrcnneerenenens 51,102 18,045 12,399 4,088 14,221 13,376 113,231
Impairment alloWances ............cccoceveeveeenrerenenens 977 57 143 189 684 1,257 3,307
— as apercentage of C ......ccoveeiinnneciinnnnee 1.9% 0.3% 1.2% 4.6% 4.8% 9.4% 2.9%
Total personal lending
Gross amount (D) .....ccccccvvieeiinniiccieeeee 186,274 70,341 49,305 6,232 84,354 18,587 415,093
Impairment allowances 1,466 61 209 325 4,847 1,304 8,212
—asapercentage of D ......c.ccooeiiiinniciinine 0.8% 0.1% 0.4% 5.2% 5.7% 7.0% 2.0%
2011
First lien residential mortgages
Gross amount (E) .....cccoeovveeininnnneccnneeenene 119,902 46,817 32,136 1,837 73,278 4,993 278,963
Impairment allowances ..........coccoeeveeerecreccnencns 441 12 58 126 4,578 106 5,321
— asapercentage Of E .....ccooevviiiieiiiinieieee, 0.4% 0.0% 0.2% 6.9% 6.2% 2.1% 1.9%
Other personal lending'
Gross amount (F) .....ccooveevieiveineieeieenee e 46,245 16,364 11,445 3,432 22,058 15,118 114,662
Impairment allowances ..........c.ccoeereeereenercnencns 1,111 52 138 198 1,768 1,172 4,439
— asapercentage of F .....ccoooviviiininiiineceee 2.4% 0.3% 1.2% 5.8% 8.0% 7.8% 3.9%
Total personal lending
Gross amount (G) ...c.cccceeevveereueeninneeeccnreeeneneas 166,147 63,181 43,581 5,269 95,336 20,111 393,625
Impairment allowances 1552 64 196 324 6,346 1,278 9,760
— as a percentage of G 0.9% 0.1% 0.4% 6.1% 6.7% 6.4% 2.5%

For footnote, see page 249.

Our personal lending balances increased from
US$394bn at 31 December 2011 to US$415bn at
31 December 2012. This was primarily due to
growth in residential mortgages in Europe, Hong
Kong and Rest of Asia-Pacific. In Europe, this was
due to successful marketing campaigns and
competitive pricing in the UK. The growth in
mortgage balances in Hong Kong was driven by the
low interest rate environment, and robust residential
property market. The latter was also a factor in Rest
of Asia-Pacific, most notably in Singapore, mainland
China, Australia and Malaysia. This growth in total
personal lending balances was partly offset by a
decline in North America, in part due to the run-off
of the CML portfolio and the reclassification of non-
real estate personal loan balances to ‘Assets held for
sale’. In Latin America personal lending decreased,
mainly reflecting the transfer of balances relating
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to the operations in Colombia, Peru and Paraguay to
‘Assets held for sale’ in the second quarter of 2012,
as well as lower balances in Brazil, where we
continued to manage down our exposure to non-
strategic portfolios.

Impairment allowances declined by 16%,
primarily in North America in the CML portfolio,
reflecting the reclassification of non-real estate
personal loan balances to ‘Assets held for sale’ and
the continued run-off. In Hong Kong and Rest of
Asia-Pacific, impairment allowances remained at
low levels throughout 2012. In Europe, in other
personal lending, impairment allowances as a
percentage of lending balances, declined from 2.4%
to 1.9% as we focused our lending growth on higher
quality assets.

For a more detailed analysis of our personal lending, see
page 147.



Wholesale lending

(Unaudited)
Rest of
Hong Asia- North Latin
Europe Kong Pacific MENA America America Total 2
US$m US$m US$m US$m US$m US$m US$m o
2012 2
Corporate and commercial 2
Gross amount (H) ....cccccvvirniicceennncccnen 226,755 99,199 85,305 22,452 48,083 35,590 517,384 o
Impairment alloWances ............ccccceveveeenreereenens 3,537 383 526 1,312 732 856 7,346
— asapercentage of H .......c.ooeiiiininciinnne 1.56% 0.39% 0.62% 5.84% 1.52% 2.41% 1.42%
Financial®
Gross amount (I) .....ceoevrrenicceerinrncccenens 101,052 28,046 48,847 10,394 27,400 18,122 233,861
Impairment allowances ..........c.ccceceveerecnernenens 358 29 11 174 37 2 611 2
— asapercentage of I .......cccccoevvniiiiciinnne 0.35% 0.10% 0.02% 1.67% 0.14% 0.01% 0.26% -OS)
&
2011 =
Corporate and commercial 'c
Gross amount (J) ..c.cceerrrnincccerenennne s 209,760 91,592 77,887 21,152 41,775 35,930 478,096 =
Impairment allowances ........c..ccoeceveerenreneenes 3,256 492 576 1,242 756 729 7,051 uE_
— as apercentage of J .....ccccocvvricinnnncices 1.55% 0.54% 0.74% 5.87% 1.81% 2.03% 1.47% &
o
Financial® =
Gross amount (K) ......ccccoevviivicciiiniccnee 118,077 38,632 50,492 9,739 27,648 22,743 267,331 ©
Impairment allowances ..........cccooeeereicueiicnieennes 484 26 11 166 135 3 825 =
— as apercentage of K ... 0.41% 0.07% 0.02% 1.70% 0.49% 0.01% 0.31% o

For footnote, see page 249.

®
At 31 December 2012, our corporate and redeployed to central banks, together with maturities %
commercial lending balances were US$517bn. The and repayments in Hong Kong and Rest of Asia- c
increase of 8% compared with the end of 2011 was Pacific. g
mainly in the international trade and services sector, . . (O]
. . . Impairment allowances remained at low levels o
largely in Europe despite muted demand for credit, . +=
. . . as a percentage of wholesale lending balances. In ©
and in Hong Kong, driven by growth in trade finance o . o
. . North America, impairment allowances as a o
volumes as we capitalised on trade and capital flows. . . . =
. . percentage of financial lending balances declined 2
In the manufacturing sector in Europe, balances . . O
. . from 0.49% to 0.14% reflecting a few large write-
increased due to growth in the UK of overdraft . . e
. offs in 2012. Lending balances in this category
balances and corresponding customer accounts . o
which did not, however, meet netting criteria under remained broadly unchanged. In Europe, impairment
accountin ruies ’ & allowances declined from US$484m to US$358m
& ' reflecting the disposal of a small number of g
Financial sector lending decreased from exposures. g
US$267bn at 31 Decembe_r 2011 tO_US$_234bn For a more detailed analysis of our wholesale lending, %
at 31 December 2012. This was mainly in Europe see page 152. o
due to a fall in reverse repo activity as liquidity was ©
e
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Report of the Directors: Operating and Financial Review (continued)
Risk > Credit risk > Summary in 2012

Credit quality of gross loans and advances

(Unaudited)
Rest of
Hong Asia- North Latin

Europe Kong Pacific MENA America America Total
US$m US$m US$m US$Sm US$m US$Sm US$Sm

2012
Neither past due nor impaired ...........ccccoeveereninenne 500,599 200,110 179,337 35,628 127,457 65,520 1,108,651
Of which renegotiated .........cocoeeevreieccnninieenens 3,871 275 199 1,300 6,061 1,109 12,815
Past due but not impaired . 2,339 1,311 2,974 975 7,721 3,591 18,911
Of which renegotiated .........coceeeevreieecnnnieeens 371 8 35 168 3104 133 3,819
IMPAITEd ...voveeiieieieeeiee e 11,145 477 1,147 2,474 20,345 3,188 38,776
Of which renegotiated .........coceeeevreieecnnnieeens 5,732 109 318 921 16,997 1516 25,593

2011
Neither past due nor impaired ...........ccceverrerenennne. 480,173 191,691 168,571 32,550 131,785 72,534 1,077,304
Of which renegotiated .........cocoeeinirieeecnrieeens 5,136 309 264 1,532 6,570 909 14,720
Past due but not impaired .........c.coceveeereenerrereenns 1,990 1,107 2,319 1,165 10,216 3,212 20,009
Of which renegotiated ..........ccooeoeevireeecnreeenns 282 4 47 311 4,061 168 4,873
Impaired .....cccooovvveererennene. 11,819 608 1,070 2,445 22,758 3,039 41,739
Of which renegotiated 6,046 134 137 812 17,844 1,399 26,372

At 31 December 2012, US$1,109bn of gross loans
and advances were classified as neither past due nor
impaired. This was an increase of 3%, mainly in
Europe and in Rest of Asia-Pacific.

At 31 December 2012, US$19bn of gross loans
and advances were classified as past due but not
impaired compared with US$20bn at the end of
2011. The largest concentration of these balances
was in HSBC Finance. The decline of 5% was
mainly in North America due to the reclassification
of non-real estate personal loan balances to ‘Assets
held for sale’, as well as the continued run-off of the
mortgage balances in the CML portfolio. This was
partly offset by an increase in Rest of Asia-Pacific
in the personal and corporate and commercial
sectors.

Gross loans and advances classified as impaired
decreased by 7%, mainly in North America due to
the continued run-off of the CML portfolio, as well
as the reclassification of non-real estate personal
loan balances to ‘Assets held for sale’ in our CML
portfolio.

142

Renegotiated loans totalled US$42bn at
31 December 2012, compared with US$46bn at
the end of 2011. North America accounted for the
largest volume of renegotiated loans which
amounted to US$26bn or 62% of total renegotiated
loans at 31 December 2012 (2011: US$28bn or
62%), most of which were first lien residential
mortgages held by HSBC Finance. Of the total
renegotiated loans in North America, US$17bn were
presented as impaired at 31 December 2012 (2011:
US$18bn). Of total renegotiated loans, US$3.8bn
were presented as past due but not impaired at
31 December 2012, down from US$4.9bn at 31
December 2011. This was mainly in North America
in the CML portfolio due to the reclassification of
non-real estate personal loan balances to ‘Assets
held for sale’ as well as the continued run-off of the
lending balances.

For a more detailed analysis of the credit quality of
financial instruments, see page 154.



Impairment of loans and advances
(Unaudited)

Loan impairment charges by geographical region

us$m
7500 1 m2012  m20M

6,000
4,500
3,000
1,500

0

Europe Hong Kong  Rest of MENA North Latin
Asia-Pacific America America

Loan impairment charges by industry
US$m
6,000 1 m2012 = 2011
5,000
4,000
3,000
2,000
1,000
0

First lien Other Corporate Commercial Financial
residential personal commercial real estate
mortgages lending

Loan impairment charges decreased from US$12bn
to US$8.2bn on a reported basis, a decline of 29%
compared with 2011. On a constant currency basis,
they were 27% lower.

The improvement in loan impairment charges
was most significant in RBWM in North America
due to the continued decline in the CML portfolio
that is in run-off and the sale of the Card and Retail
Services business.

This was in part reduced by higher loan
impairment charges in Latin America. In Brazil,
delinquencies in RBWM and CMB increased,
reflecting lower economic growth in 2012. In Rest
of Asia-Pacific, loan impairment charges increased
as a result of individually assessed impairments on a
single corporate exposure in Australia and a small
number of corporate exposures in other countries.

For a more detailed analysis of the impairment of loans
and advances, see page 168.

Assets held for sale

During 2012, the growth in gross loans and advances
was affected by a reclassification of certain lending
balances to ‘Assets held for sale’. Disclosures
relating to assets held for sale are provided in the
following credit risk management tables, primarily
where the disclosure is relevant to the measurement
of these financial assets:

e  Maximum exposure to credit risk (page 146);

e Distribution of financial instruments by credit
quality (page 155); and

e Ageing analysis of days past due but not
impaired gross financial instruments (page 157).

Although gross loans and advances and related
impairment allowances are reclassified from ‘Loans
and advances to customers’ and ‘Loans and
advances to banks’ in the balance sheet, there is no
equivalent income statement reclassification. As a
result, charges for loan impairment losses shown in
the credit risk disclosures include loan impairment
charges relating to financial assets classified as
‘Assets held for sale’.

Loans and advances to customers and banks measured at amortised cost

(Audited)

Reported in ‘Loans and advances to customers and banks’ ........

Reported in ‘Assets held for sale’

At 31 December 2012 At 31 December 2011
Impairment Impairment
Gross allowances Gross allowances
loans and on loans and loans and on loans and
advances advances advances advances
US$Sm US$m US$m US$m
1,166,338 16,169 1,139,052 17,636
7,350 718 37,273 1,614
1,173,688 16,887 1,176,325 19,250
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Risk > Credit risk > Summary in 2012 / Credit exposure

The lending balances in ‘Assets held for sale’
at the end of 2012 included non-real estate personal
loan balances from our CML portfolio in North
America and balances associated with the disposal
of our operations in Colombia, Paraguay and Peru,
net of impairment allowances. The lending balances
and impairment allowances reported in ‘Assets held
for sale’ at the end of 2011 included the US Card
and Retail Services portfolio which was disposed
of in 2012. As the latter was reclassified in 2011,
the disposal had no impact on the year-on-year
movement in loans and advances or impairment
allowances in 2012.

Lending balances held for sale continue to be
measured at amortised cost less allowances for
impairment; such carrying amounts may differ from
fair value. Any difference between the carrying
amount and the sales price, which is the fair value
at the time of sale, would be recognised as a gain or
loss. See Note 16 on the Financial Statements for the
carrying amount and the fair value at 31 December
2012 of loans and advances to banks and customers
classified as held for sale.

The table below analyses the amount of loan
impairment charges and other credit risk provisions
(‘LIC’s) arising from assets held for sale. They
primarily related to the non-real estate personal loans
reclassified to held-for-sale in the CML portfolio, as
well as to the US Card and Retail Services business
classified as such at 31 December 2011 which was
sold in 2012.

Loan impairment charges and other credit risk

provisions
(Unaudited)
2012
US$m
LICs arising from:
— disposals and assets held for sale ........ 766
— assets not held for sale ..........c..c.cene. 7,545

8,311

Credit exposure

Maximum exposure to credit risk
(Audited)

In 2012, our exposure to credit risk remained well
diversified across asset classes. We increased our
overall exposure to credit risk in 2012, largely from
increases in trading assets in Europe and North
America, driven by higher client trading activity.
Loans and advances to customers also rose, mainly
in the UK, Hong Kong and Rest of Asia-Pacific.
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‘Maximum exposure to credit risk’ table (page 146)

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

Loans and advances

Our maximum exposure to loans and advances
carried at amortised cost increased by 3% compared
with the end of 2011. The rise primarily reflected
growth in residential mortgage balances in the UK
following the continued focus on sales and
competitive pricing, the ongoing strength of the
property market in Hong Kong and in Rest of Asia-
Pacific, coupled with expansion of our distribution
network in the latter. Term and trade-related lending
rose in Europe despite muted demand for credit in
the UK and in Hong Kong and Rest of Asia-Pacific,
reflecting our focus on corporate and commercial
customers that trade internationally. Lending also
rose in Europe as overdraft balances that did not
meet netting criteria increased in the UK, with a
corresponding rise in related customer accounts. In
North America corporate and commercial lending
increased, reflecting our focus on target segments in
the US.

These increases were partly offset by a decline
in North America from repayments and write-offs
on the run-off CML portfolio. In addition, during
the year we reclassified US$3.7bn of non real estate
personal loan balances in the CML portfolio and
US$2.2bn of lending balances associated with
certain operations in Latin America, net of
impairment allowances, to ‘Assets held for sale’.
Reverse repo balances also declined, mainly in
Europe.

Our exposure to loans and advances to banks
decreased in Hong Kong and Rest of Asia-Pacific
due to maturities and repayments, and in Europe as
reverse repo balances declined due, in part, to the
redeployment of liquidity to central banks. Balances
also decreased in Latin America.

The loans and advances offset adjustment in the
table on page 146 primarily relates to customer loans
and deposits and balances arising from repo and
reverse repo transactions where there is a
legally enforceable right of offset in the event of
counterparty default and where, as a result, there is
a net exposure for credit risk management purposes.



However, as there is no intention to settle these
balances on a net basis under normal circumstances,
they do not qualify for net presentation for
accounting purposes.

Financial investments

Maximum exposure to financial investments
increased by 6% compared with the end of 2011.
This largely reflected the deployment of surplus
liquidity into available-for-sale investments, notably
treasury bills in Hong Kong and highly-rated debt
securities in North America.

Trading assets

In 2012, our exposure to trading assets rose by 19%
reflecting increased client activity compared with the
subdued levels seen in 2011. This resulted in higher
reverse repo balances in Europe and North America,
and higher securities borrowing balances in Rest of
Asia-Pacific and Europe, which vary in line with
levels of trading activity.

Cash and balances at central banks

The Group’s maximum exposure to cash and
balances at central banks increased by 9%, driven
by redeployment of excess liquidity in Europe and
Hong Kong to central banks. This reflected the
Group’s risk appetite coupled with growth in
customer deposit balances. In North America, we
reduced balances at the US Federal Reserve as
surplus liquidity was redeployed into highly-rated
financial investments.

Derivatives

Our maximum exposure to derivatives increased
slightly, primarily reflecting a rise in the fair value
of interest rate derivative contracts in Europe and,
to a lesser extent, in the US due to downward
movements in yield curves in major currencies.

This was partly offset by a decrease in the fair value
of credit derivative contracts, primarily in Europe
and the US, as credit spreads tightened. Nearly half
of all trades are exchange traded or otherwise settled
centrally, the majority of these being interest rate
derivatives.

The derivative offset amount in the table on
page 146 relates to exposures where the counterparty
has an offsetting derivative exposure with HSBC, a
master netting arrangement is in place and the credit
risk exposure is managed on a net basis, or the
position is specifically collateralised, normally in
the form of cash. At 31 December 2012, the total
amount of such offsets was US$311bn (2011:
US$306bn), of which US$270bn (2011: US$272bn)
were offsets under a master netting arrangement,
US$39bn (2011: US$33bn) was collateral received
in cash and US$1.8bn (2011: US$0.7bn) was other
collateral. These amounts do not qualify for net
presentation for accounting purposes as settlement
is not intended to be made on a net basis.

Other credit risk mitigants

While not disclosed as offset in the maximum
exposure to credit risk table on page 146, other
arrangements including short positions in securities
and financial assets held as part of linked insurance/
investment contracts where the risk is predominately
borne by the policyholder, reduce our maximum
exposure to credit risk. In addition, we hold
collateral in respect of individual loans and advances
(see page 163).

Loans and other credit-related commitments

Loans and other credit-related commitments remain
well diversified across geographical regions. For
more details, see page 146.

Counterparty analysis of notional contract amounts of derivatives by product type

(Unaudited)

At 31 December 2012

HSBC

Foreign eXChange .........cocoeueueerinnieieeirineiee s
Interest rate

Traded over the counter

Traded on Settled by Not settled
recognised central by central
exchanges counterparties counterparties Total
US$m US$m US$m US$m
27,869 11,156 4,413,532 4,452,557
837,604 12,316,673 8,459,665 21,613,942
225,452 = 270,216 495,668
- 73,281 828,226 901,507
19,006 = 61,213 80,219
1,109,931 12,401,110 14,032,852 27,543,893

The purpose for which HSBC uses derivatives is set out in Note 19 on the Financial Statements.
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)

Risk > Credit risk > Credit exposure / Personal lending

Maximum exposure to credit risk

(Audited)
At 31 December 2012 At 31 December 2011
Maximum Maximum
exposure Offset Net exposure Offset Net
US$m US$m US$m US$m US$m US$m
Cash and balances at central banks .................... 141,532 - 141,532 129,902 - 129,902
Items in the course of collection from other
DANKS ..o 7,303 - 7,303 8,208 - 8,208
Hong Kong Government certificates of
INdebtedness ......ccoevveeeeeeieieieieieceseee e 22,743 - 22,743 20,922 - 20,922
Trading @SSeS .....ceevevereevevereeriririeiereeereeeerenenens 367,177 (19,700) 347,477 309,449 (4,656) 304,793
Treasury and other eligible bills ..................... 26,282 - 26,282 34,309 - 34,309
Debt SECUTIHES ..ovevevenireeieeeeeieeieceieeeee e 144,677 - 144,677 130,487 - 130,487
Loans and advances to banks ......................... 78,271 - 78,271 75,525 - 75,525
Loans and advances to customers .................. 117,947 (19,700) 98,247 69,128 (4,656) 64,472
Financial assets designated at fair value ............ 12,714 - 12,714 12,926 — 12,926
Treasury and other eligible bills ..................... 54 - 54 123 - 123
Debt SECUTILIES ..oveviivievierieeieieieiecieereere e 12,551 - 12,551 11,834 - 11,834
Loans and advances to banks ..... 55 - 55 119 - 119
Loans and advances to customers 54 — 54 850 — 850
DETIVALIVES .oovvvieieeeieeeeeeeeeeeeeee e 357,450 (310,859) 46,591 346,379 (305,616) 40,763
Loans and advances held at amortised cost ........ 1,150,169 (95,578) 1,054,591 1,121,416 (87,978) 1,033,438
— 10 DANKS .o 152,546 (3,732) 148,814 180,987 (3,066) 177,921
— 10 CUSEOMIETS ..ot 997,623 (91,846) 905,777 940,429 (84,912) 855,517
Financial investments ...........c.ccccoevevveeieeiienens 415,312 - 415,312 392,834 — 392,834
Treasury and other similar bills ... 87,550 - 87,550 65,223 - 65,223
Debt SECUTIIES ...vovvvieieeiieeiieeiieieeeeeeeie 327,762 - 327,762 327,611 — 327,611
Assets held for sale .........ccoceeveeeriririeeeniieiennes 9,292 (164) 9,128 37,808 (204) 37,604
— disposal Groups ......ceceeveeeererererieereereeeeeenes 5,359 (164) 5,195 37,746 (204) 37,542
—non-current assets held for sale ................... 3,933 - 3,933 62 — 62
Oher @SSEtS ......ocveveeveveereieieierieereereiee e 31,983 — 31,983 32,992 - 32,992
Endorsements and acceptances ...................... 12,032 - 12,032 11,010 - 11,010
OhET oo 19,951 — 19,951 21,982 — 21,982
Financial guarantees and similar contracts ........ 44,993 - 44,993 39,324 - 39,324
Loan and other credit-related commitments® ..... 579,469 - 579,469 654,904 — 654,904
3,140,137 (426,301) 2,713,836 3,107,064 (398,454) 2,708,610
For footnote, see page 249.
Loan and other credit-related commitments
(Unaudited)
Asia Europe Americas Total
US$m US$m US$m US$m
At 31 December 2012
PISONAL......ccviieiiieiieceee s 79,021 80,596 31,566 191,183
Corporate and commercial ... 139,897 91,957 110,401 342,255
FINANCIAL ...ooviiiiiciccecceee e 10,330 15,080 20,621 46,031
229,248 187,633 162,588 579,469
At 31 December 2011
PerSONal.....c..coviiiiciiiiiciieiecieee et 76,901 76,658 139,458 293,017
Corporate and commercial ..........coooeevirereererineineeeeneeneene 122,618 84,797 101,861 309,276
FINANCIAL ..ottt 8,646 21,060 22,905 52,611
208,165 182,515 264,224 654,904

A description of loan and other credit related Cards business and US branch network in 2012. In

commitments is set out in Note 40 on the Financial
Statements. The reduction in the total amount from
2011 to 2012 is mainly due to the disposal of the US
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the table above, Asia includes amounts in Hong
Kong, Rest of Asia-Pacific and the Middle East and
North Africa.



Personal lending Personal lending includes advances to customers

(Unaudited) for asset purchases, such as residential property,

We provide a broad range of secured and unsecured where the loans are typically secured by the assets

personal lending products to meet customer needs. being acquired. We also offer loans secured on 2
Given the diverse nature of the markets in which existing assets, such as first and second liens on i
we operate, the range is not standard across residential property; unsecured lending products g
all countries but is tailored to meet the demands such as overdrafts, credit cards and payroll loans; 3
of individual markets. and debt consolidation loans which may be secured

or unsecured.

Total personal lending

(Unaudited)
Rest of S
Rest of Hong North Other _a;>
UK Europe Kong US'  America regions’ Total 61:9
USSm US$Sm US$Sm USSm US$m US$m US$Sm =
At 31 December 2012 'S
First lien residential mortgages ............ 127,024 8,148 52,296 49,417 20,716 44,261 301,862 %
Other personal lending ..........c.cccccuueee. 23,446 27,656 18,045 7,382 6,839 29,863 113,231 uE_
— motor vehicle finance .................... - 24 - - 20 3,871 3,915 &
—credit cards .....cocoeeeeinnieccninnee 11,369 3,060 5,930 821 735 8,881 30,796 o
—second lien residential mortgages . 508 - - 5,959 363 131 6,961 E
—Other ..o 11,569 24,572 12,115 602 5,721 16,980 71,559 g
Total personal lending (A) ........cccccoeeeee 150,470 35,804 70,341 56,799 27,555 74,124 415,093 OQ
Impairment allowances on personal
lending
First lien residential mortgages ........ (425) (64) @) 4,133) 30) (249) (4,905) =
Other personal lending .............c...... (576) (401) (57) (590) (L) (1,589) 3,307) =
— motor vehicle finance .................... - (€)) - - @ (144) (149) =
—credit cards .......occeceeeninnic (150) (184) (28) (40) 14) (385) (801) g
—second lien residential mortgages . 44) - - (542) 6) - (592) 8
—Other ... (382) (213) 29) 8) (73) (1,060) (1,765) Q
©
BT O (1,001) (465) (61) (4,723) (124) _ (1.838) (8,212) 9
—as a percentage of A ... 0.7% 1.3% 0.1% 8.3% 0.5% 2.5% 2.0% 8
At 31 December 2011
First lien residential mortgages ............ 111,224 8,678 46,817 52,484 20,794 38,966 278,963
Other personal lending ...........cccccc...... 22,218 24,027 16,364 14,087 7,971 29,995 114,662
— motor vehicle finance .................... - 24 - 20 29 4,494 4,567 "
—credit cards .......ocoeceeeiinnices 11,279 2,192 5,304 833 1,262 8,618 29,488 c
—second lien residential mortgages . 694 - - 7,063 468 233 8,458 g
= Other .o 10,245 21,811 11,060 6,171 6,212 16,650 72,149 o
©
Total personal lending (B) ........c.c......... 133,442 32,705 63,181 66,571 28,765 68,961 393,625 0
©
Impairment allowances on personal g
lending ©
First lien residential mortgages ........ (383) (58) (12) (4,551) 27 (290) (5,321) ic
Other personal lending . (745) (366) (52) (1,659) (109) (1,508) (4,439
— motor vehicle finance . - 4 - - - (164) (168)
—credit cards .......cocoeceeeiinnices 177 (148) (22) (46) 35) (406) (834)
—second lien residential mortgages . (42) (1) - (740) 9) - (792)
—0ther ... (526) (213) (30) (873) (65) (938) (2645) g
=
TOtAl oot (1,128) (424) (64) (6,210) (136) (1,798) (9,760) g
—as apercentage of B ........ooeeueeennne 0.8% 1.3% 0.1% 9.3% 0.5% 2.6% 2.5% g
For footnotes, see page 249. o
©
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HSBC HOLDINGS PLC

Report of the Directors: Operating and Financial Review (continued)
Risk > Credit risk > Personal lending

In 2012, the credit quality of the majority of
our personal lending portfolios improved, reflecting
the continued low levels of interest rates and strong
customer repayments in many markets, as well
as actions taken in previous years to tighten our
lending criteria and focus on higher quality and
secured assets.

In the US, the origination of new personal
lending was limited as