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Certain defined terms

This document comprises the Annual Report and Accounts 2010 for The Hongkong and Shanghai Banking
Corporation Limited (‘the Bank’) and its subsidiaries (together ‘the group’). References to ‘HSBC’, ‘the Group’ or ‘the
HSBC Group’ within this document mean HSBC Holdings plc together with its subsidiaries. Within this document the
Hong Kong Special Administrative Region of the People’s Republic of China is referred to as ‘Hong Kong’. The
abbreviations ‘HK$m’ and ‘HK$bn’ represent millions and billions (thousands of millions) of Hong Kong dollars
respectively.

Cautionary statement regarding forward-looking statements

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

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

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

Chinese translation

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

Financial Highlights

2010 2009

For the year HKS$m HKS$m
Restated!

Net operating income before loan impairment charges ............cccccceeevencnincncnennnn 131,566 117,998
Profit DEfOr€ tAX .uvviiiiieiiieiee e ettt 77,885 62,093
Profit attributable to SharehOlders ..........cceeiveviiiiiiiieeec e 57,597 45,396
At the year-end
Shareholders’ EQUILY ......cccerieriiiiiieni ettt ettt saee b ens 320,130 260,202
Total €qUILY .eovveveieierieieiereeeeee e 347,435 286,627
Total capital base 236,720 220,612
CUSLOIMET ACCOUINLS ....ceiiiiiieiieeeeeeciieeeeeeeeeee et eeeeeeee e e e e eeeeeatreeeeeeeeenaaaaeeeeeseeenrreeeeens 3,313,244 2,944,539
Total assets 5,039,918 4,360,748
Ratios % %
Return on average shareholders’ €qUILY .......cccceeverieiienienieie e 21.1 19.8
Post-tax return on average total ASSELS ........ccvecueeieriiecieiierieeiestieie et 1.33 1.14
Cost efficiency ratio 45.8 44.4
Net interest margin 1.83 1.92
Capital adequacy ratios
— core capital 11.7 12.2
— total capital 14.7 16.1

1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.

Established in Hong Kong and Shanghai in 1865, The Hongkong and Shanghai Banking Corporation Limited is the
founding member of the HSBC Group — one of the world’s largest banking and financial services organisations — and
its flagship in the Asia-Pacific region. It is the largest bank incorporated in Hong Kong and one of Hong Kong’s three
note-issuing banks.

Serving the financial and wealth management needs of an international customer base, the Bank and its subsidiaries
provide a complete range of personal, commercial and corporate banking and related financial services in 21 countries
and territories in Asia-Pacific — with the largest network of any international financial institution in the region — and in
six other countries around the world. Employing some 72,500 people, of whom 38,600 work for the Bank itself, the
Bank and its subsidiaries had consolidated assets at 31 December 2010 of HK$5,040bn.

The Hongkong and Shanghai Banking Corporation Limited is a wholly owned subsidiary of HSBC Holdings plc,
the holding company of the HSBC Group, which has an international network covering 87 countries and territories in
six geographical regions; Europe, Hong Kong, Rest of Asia-Pacific, the Middle East, North America and Latin
America.

The Hongkong and Shanghai Banking Corporation Limited

Incorporated in the Hong Kong SAR with limited liability

Registered Office and Head Office: HSBC Main Building, 1 Queen’s Road Central, Hong Kong

Telephone: (852) 2822 1111  Facsimile: (852) 2810 1112  Web: www.hsbc.com.hk Telex:73201 HKBG HX



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors

Board of Directors

Stuart T Gulliver, Chairman Dr Lo Ka Shui, GBS

Dr William Fung Kwok Lun, SBS, OBE, Deputy Chairman Zia Mody

Laura Cha May Lung, GBS, Deputy Chairman Christopher D Pratt

Peter Wong Tung Shun, Chief Executive Andreas Sohmen-Pao

Dr Raymond Ch’ien Kuo Fung, GBS, CBE T Brian Stevenson, SBS

Naina L Kidwai Dr Patrick Wang Shui Chung
Margaret Leung Ko May Yee Dr Rosanna Wong Yick-ming, DBE
Victor Li Tzar Kuoi Marjorie Yang Mun Tak

Principal Activities

The Hongkong and Shanghai Banking Corporation Limited and its subsidiaries and associates provide a
comprehensive range of domestic and international banking and related financial services, principally in the Asia-
Pacific region.

Financial Statements

The state of affairs of the Bank and the group, and the consolidated profit of the group, are shown on pages 27 to 192.

Reserves and dividends

Profits attributable to shareholders, before dividends, of HK$57,597m have been transferred to reserves. During the
year, a surplus of HK$7,513m, net of the related deferred taxation effect, arising from professional valuations of
premises and held by the Bank and the group was credited to reserves. Details of the movements in reserves, including
appropriations therefrom, are set out in the Consolidated Statement of Changes in Equity and note 39 to the financial
statements. The interim dividends paid in respect of 2010 are set out in note 9 to the financial statements. The
Directors do not recommend the payment of a final dividend.

Directors

The names of the Directors at the date of this report are set out above. All the Directors served throughout the year
save for N L Kidwai, who was appointed on 8 October 2010. V H C Cheng and S K Green resigned as Directors on
1 February and 3 December 2010 respectively. M F Geoghegan and A A Flockhart resigned as Directors on 31
December 2010. David Wei Zhe resigned as a Director on 22 February 2011. P A Thurston has been appointed as a
Director with effect from 1 March 2011, or such later date that approval is received from the Hong Kong Monetary
Authority.

Directors’ Interests in Contracts

No contracts of significance to which the Bank, its holding companies, its subsidiaries or any fellow subsidiary was a
party and in which a Director had a material interest subsisted at the end of the year or at any time during the year.

Directors’ Rights to Acquire Shares or Debentures

To help align the interests of employees with shareholders, certain Directors have been granted options and conditional
awards over HSBC Holdings plc ordinary shares by that company (being the ultimate holding company) pursuant to
the HSBC Holdings Executive Share Option Scheme (‘ESOS’), the HSBC Holdings Group Share Option Plan
(‘GSOP’), the HSBC Holdings Savings-Related Share Option Plan and the HSBC Share Plan, or acquired shares under
the HSBC Holdings UK Share Incentive Plan.

Under the ESOS and GSOP, discretionary awards of share options, with vesting subject to the attainment of a pre-
determined corporate performance condition, were made to employees at all levels of HSBC. The exercise price of
options granted under the ESOS was the market value of the ordinary shares on the business day prior to the grant of
the option. The exercise price of options granted under the GSOP is the higher of the average market value on the five
business days prior to the grant of the option, or the market value of the ordinary shares on the date of grant of the
option, or the nominal value of a share.

Under the HSBC Holdings Savings-Related Share Option Plan, eligible employees, including Directors, may be
granted options over HSBC Holdings plc ordinary shares at a price per share which is fixed at the average of the
middle market quotations of an ordinary share derived from the London Stock Exchange Daily Official List for the
five dealing days preceding the date of the invitation to participate in the plan, discounted by 20%. The vesting of
conditional awards of HSBC Holdings plc ordinary shares granted to Directors under the HSBC Share Plan is
generally subject to the individual remaining in service for a period and, for Performance Share awards, the attainment



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Report of the Directors (continued)

of corporate performance conditions. Under the HSBC Holdings UK Share Incentive Plan eligible employees,
including Directors, may make monthly contributions which are used to make market purchases of HSBC Holdings plc
ordinary shares.

During the year, V H C Cheng, A A Flockhart, M F Geoghegan, S K Green, S T Gulliver, N L Kidwai, MM Y
Leung and P T S Wong acquired shares in HSBC Holdings plc under the terms of the HSBC Share Plan.

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

Executive Committee

An Executive Committee meets regularly and operates as a general management committee under the direct authority
of the Board. Peter Wong Tung Shun is Chairman of the Committee and the current members of the Committee are:

Louisa Cheang Wai Wan (Regional Director, Personal Financial Services, Asia-Pacific), R H Cox (Chief Risk
Officer), S A Davis (Chief Executive Officer, India), N P Fretwell (Head of Human Resources, Asia-Pacific),
D L Fried (Group Head of Insurance), Anita Fung Yuen Mei (Head of Global Banking and Markets, Asia-Pacific),
G D Harvey-Samuel (Head of International), A C Hungate (Chief Executive Officer, Singapore), M M Hussain
(Chief Executive Officer, HSBC Bank Malaysia Berhad), S C Legg (Chief Financial Officer), M S McCombe (Chief
Executive Officer Hong Kong), C M Meares (Chief Executive Officer, Global Private Banking), E 1 Sinyak
(Chief Technology and Services Olfficer), Cindy Tang Hsin (Head of Group Communications, Asia-Pacific), Helen
Wong Pik Kuen (President and Chief Executive Officer, HSBC Bank (China) Company Limited).

Raymond Cheng Siu Hong (Chief Technology and Services Officer, Asia-Pacific with effect from 1 March 2011)
and Donna Wong Ka Yuk (Head of Human Resources, Asia-Pacific with effect from 1 March 2011) will succeed E 1
Sinyak and N P Fretwell respectively as members of the Executive Committee with effect from 1 March 2011. N P
Quinn (Head of Commercial Banking, Asia-Pacific with effect from 1 April 2011) will become a member of the
Executive Committee with effect from 1 April 2011.

Audit Committee

An Audit Committee, comprising three non-executive Directors, meets regularly with the group’s senior management
and the internal and external auditors to consider and review the group’s financial statements, the nature and scope of
audit reviews and the effectiveness of the systems of internal control, compliance and risk management. The members
of the Audit Committee are T B Stevenson (Chairman of the Committee), Dr Lo Ka Shui and Dr Patrick Wang Shui
Chung.

Remuneration Committee

The Board of the Bank's ultimate parent company, HSBC Holdings plc, has established a Remuneration Committee
comprising independent non-executive directors. Details of remuneration policy and principles are contained within
the Annual Report and Accounts 2010 and Capital and Risk Management Pillar 3 Disclosures as at 31 December 2010
of HSBC Holdings plc.

Donations

Donations made by the Bank and its subsidiaries during the year amounted to HK$102m.

Compliance with the Banking (Disclosure) Rules and Hong Kong Monetary Authority Supervisory
Policy Manual on Corporate Governance

The Directors are of the view that the Accounts and Supplementary Notes for the year ended 31 December 2010,
which will be published separately, fully comply with the Banking (Disclosure) Rules made under section 60A of the
Banking Ordinance and that the Bank complies with the Hong Kong Monetary Authority Supervisory Policy Manual
CG-1 ‘Corporate Governance of Locally Incorporated Authorised Institutions’.

Auditor

The Accounts have been audited by KPMG. A resolution to reappoint KPMG as auditor of the Bank will be proposed
at the forthcoming Annual General Meeting.

On behalf of the Board
Stuart T Gulliver, Chairman
28 February 2011
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Financial Review

Summary of Financial Performance

Group Profit

Profit attributable to shareholders for 2010 reported
by The Hongkong and Shanghai Banking Corporation
Limited (‘the Bank’) and its subsidiaries (‘the group’)
increased by HK$12,201m, or 26.9%, to HK$57,597m
in 2010. Profit before taxation increased by
HK$15,792m, or 25.4%, to HK$77,885m.

Profit before tax (HK$m)
100,000
77,885
80,000 -
62,093
oo mm
40,000
20,000 42,190 36,318
0
2010 2009

Hong Kong M Rest of Asia-Pacific

Geographical Regions

The group’s operating segments are organised into two
geographical regions, Hong Kong and Rest of Asia-
Pacific. Due to the nature of the group, the chief
operating decision-maker regularly reviews operating
activity on a number of bases, including by geography,
by customer group, and by retail businesses and global
businesses. Although the chief operating decision-
maker reviews information on a number of bases,
capital resources are allocated and performance
assessed primarily by geographical region and the
segmental analysis is presented on that basis. In
addition, the economic conditions of each
geographical region are highly influential in
determining performance across the different types of
business activity carried out in the region. Therefore,
the provision of segmental performance on a
geographical basis provides the most meaningful
information with which to understand the performance
of the business.

Geographical information is classified by the
location of the principal operations of the subsidiary
or, in the case of the Bank, by the location of the
branch responsible for reporting the results or
advancing the funds.

Information provided to the chief operating
decision maker of the group to make decisions about
allocating resources and assessing performance of
operating segments is measured in accordance with
Hong Kong Financial Reporting  Standards
(‘HKFRSs’). Due to the nature of the group’s structure,
the analysis of profits shown below includes
intra-segment items between geographical regions
with the elimination shown in a separate column. Such
transactions are conducted on an arm’s length basis.
Shared costs are included in segments on the basis of
actual recharges made.

Products and services

The group provides a comprehensive range of banking
and related financial services to its customers in its
two geographical regions. The products and services
offered to customers are organised by customer groups
and global businesses.

e Personal Financial Services (PFS) offers a broad
range of products and services to meet the
personal banking, consumer lending and wealth
management needs of individual customers.
Personal banking products typically include
current and savings accounts, mortgages and
personal loans, credit cards, insurance, wealth
management and local and international payment
services.

e Commercial Banking (CMB) product offerings
include the provision of financial services,
payments and cash management, international
trade finance, treasury and capital markets,
commercial cards, insurance, wealth management
and investment banking services.

e Global Banking and Markets (GB&M) provides
tailored financial solutions to major government,
corporate and institutional clients worldwide. The
client-focused business lines deliver a full range of
banking capabilities including investment banking
and financing solutions; a markets business that
provides services in credit, rates, foreign exchange,
money markets and securities services; global
asset management services and principal
investment activities.

e Private Banking (PB) provides a range of services
to meet the banking, investment and wealth
advisory needs of high net worth individuals.
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Financial Review (continued)

Geographical Regions (continued)

Profit before tax by geographical region

Intra-
Hong Rest of segment
Kong Asia-Pacific elimination Total
HK$m HK$m HK$m HKS$m
2010
Net INterest iNCOME .....cvevvivvierieriirierieeeeeeteeee et er e eae e 31,736 30,123 17 61,876
Net fee income ........... 21,080 14,203 - 35,283
Net trading income 8,099 12,034 an 20,716
Net income from financial instruments designated
At FAIT VAIUE oo 3,454 303 - 3,757
Gains less losses from financial investments ..............ccoceevvvenennene. 937 1,079 - 2,016
Dividend INCOME ....coocvevviirieiiiiiciieeeeeieie et 545 19 - 564
Net earned inSUrance Premitms ..........cceeerereereerereerereeerieereeeneenes 33,713 3,480 - 37,193
Other 0perating iNCOME .......cccovvueveueeeririnieieieireninieiereeere e reeseenes 12,714 2,282 (4,992) 10,004
Total Operating iNCOME .......cccvvvueveueeeriririerereiriniseeteeeeereeeereeeees 112,878 63,523 (4,992) 171,409
Net insurance claims incurred and movement in policyholders’
THADIIEIES .vovvevieveviicvcieeceeeee ettt (37,022) (2,821) - (39,843)
Net operating income before loan impairment charges
and other credit risk provisions ..........cccoceevereeeneeneenenenenens 75,856 60,702 (4,992) 131,566
Loan impairment charges and other credit risk provisions ........... (883) (3,736) — (4,619)
Net operating income 74,973 56,966 (4,992) 126,947
OPErating EXPEINSES ...vveuvevereerereereiereriesersesesseseeseseesesesessesessesesseses (33,053) (32,183) 4,992 (60,244)
OPerating Profit ......cccveevieerieirieirieireeree et 41,920 24,783 - 66,703
Share of profit in associates and joint venture 270 10,912 — 11,182
Profit DEOre taX ....cceoveverieeiieeieieiece s 42,190 35,695 — 77,885
2009
Net INterest iNCOME .....cvivvivvieuieriiietieieteeteete ettt ee s eae s 30,935 27,484 13 58,432
Net fE€ INCOME ....ocvvivvieiiiiiieiecectecteee et 19,119 11,159 - 30,278
Net trading INCOME .....coveueeveieieieeieeeeeeeteee et 8,427 12,112 (13) 20,526
Net income from financial instruments designated at fair value .. 6,391 868 - 7,259
Gains less losses from financial investments ............ccccocoeveveneenene. 117 (248) - (131)
Dividend iNCOME .....ceeviieeiieiiieiiieiieereeeeee e 245 119 - 364
Net earned iNSUraNCe PremMiums .........oeveveeeeveerreerereereneeenseennene 28,566 2,829 - 31,395
Other operating iNCOME ..........coeeruerirerieereeenieenreireseeeseeieeeiene 9,539 1,746 (4,279) 7,006
Total operating INCOME ........c.coveuerieirieririeririeerieieeeee e 103,339 56,069 (4,279) 155,129
Net insurance claims incurred and movement in policyholders’
HADIIHES .eveviveeieeeieiiteiceee ettt (34,070) (3,061) — (37,131)
Net operating income before loan impairment charges
and other credit risk Provisions ...........cccceevereeeneenerenercrenens 69,269 53,008 (4,279) 117,998
Loan impairment charges and other credit risk provisions ........... (3,875) (7,360) - (11,235)
Net Operating iNCOME ........coveuereererueririeerieireeeeteeerese e seenes 65,394 45,648 (4,279) 106,763
OPErating EXPENSES ..c..vvvememrreruererererirtnteseseseresssseseseseessesesesesenees (29,135) (27,555) 4,279 (52,411)
Operating Profit ......cocoveeveveirinriereieeireeei ettt 36,259 18,093 - 54,352
Share of profit in associates and joint venture ..............cccecevveneneen 59 7,682 — 7,741
Profit DEfOre taX ......ccccvevvievieiiiiceeeeeeee et 36,318 25,775 - 62,093




Geographical Regions (continued)
Hong Kong
Profit before tax (HK3m)
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Hong Kong reported pre-tax profits of HK$42,190m
compared with HK$36,318m in 2009, an increase of
16.2%, driven by strong insurance sales, increased fee
income and lower loan impairment charges.

Lending balances rose across customer groups,
with significant increases in both CMB and GB&M
following strong economic growth and a recovery in
trade flows. Revenue growth has in part been offset by
an increase in staff and IT costs driven by business
expansion to maintain our strong market position.
Loan impairment charges were significantly lower
than last year across all customer groups, reflecting an
improvement in credit conditions.

We have maintained our market leadership in
residential mortgages, credit cards, life insurance and
deposits. Premier customer numbers increased by 31%
compared with 31 December 2009 to more than
500,000 and the Advance proposition, which was
launched in early 2010 to capture the mid-market
segment, achieved a customer base of over 670,000 by
year end. Premier and Advance numbers include both
existing and new to bank customers. In life insurance,
we retained the number one market share position as
measured by new business annualised premium
equivalent. This was a result of strong customer
demand and a strategy targeted towards the high net
worth customer segment. We continued the
development of offshore renminbi-related products
and maintained our position as a market leader for
renminbi products in Hong Kong.

Net interest income increased by 2.6%, as strong
loan growth, most notably in CMB and GB&M, was
partly offset by lower spreads resulting from
competitive  pressures, the low interest rate
environment and loan growth being weighted towards
the latter part of the year.

Commercial lending growth was a result of the
recovery in trade volumes, our continuing support to
customers and the pursuit of our leading international
business bank strategy. Growth was most pronounced
in commercial, industrial and international trade-
related lending. To a lesser extent, growth was also
noted in commercial real estate and other property
related lending, supported by a buoyant property-
market. Personal lending balances were 18.4% higher,
driven by residential mortgage lending where we
continued to lend conservatively with an average loan-
to-value ratio of 55% on new mortgage drawdowns
and 38% on the overall portfolio.

Asset spreads narrowed in 2010 compared to 2009
as a result of competitive pressures particularly in
trade-related lending and HIBOR-linked residential
mortgages. In Balance Sheet Management, net interest
income decreased as yield curves flattened and
maturing higher yield positions were reinvested at
lower rates.

Customer deposits increased reflecting growth in
customer numbers in CMB as well as Premier in PFS.
The benefit of these deposits was reduced by narrow
deposit spreads as interest rates remained at
historically low levels.

Net fee income increased by 10.3%, with fees from
investment products growing as improved market
sentiment led to higher demand, particularly in unit
trusts, along with higher fees from funds under
management as a result of higher net inflows and
improved fund performance. There was growth in
trade-related fees and income from payments and cash
management as business volumes improved.
Underwriting fees rose as several significant initial
public offerings (IPOs) and loan syndications
concluded in 2010.

Net trading income was 3.2% higher than in 2009.
Increased holdings of trading debt securities led to an
increase in net interest income. Foreign exchange
revenues benefited from increased turnover on the
back of client demand. This was partly offset by lower
revenues from Credit trading following the strong
results achieved in 2009 as spreads recovered from
distressed levels and from Rates trading as market
volatility reduced in 2010.
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Financial Review (continued)

Geographical Regions (continued)

Net income from financial instruments designated
at fair value was HKS$3,454m compared with
HK$6,391m in 2009. The movement was primarily
due to lower revaluation gains in 2010 on assets held
to support linked insurance liabilities following the
strong rebound in stock markets in 2009. The value of
our liabilities to policyholders is determined in line
with the value of supporting assets, so to the extent
that these lower investment gains were attributed to
policyholders, there was a decrease in net insurance
claims incurred and movements in liabilities to
policyholders.

Net earned insurance premiums grew by 18.0% to
HKS$33,713m as successful sales campaigns drove
strong growth, particularly in deferred annuity and
unit-linked products. A life insurance product
designed for high net worth individuals also
performed well.

Net insurance claims incurred and movement in
liabilities to policyholders increased by 8.7% in 2010
to HK$37,022m as increases in liabilities to
policyholders arising from new business inflows were
partly offset by lower investment returns in 2010
compared to 2009, as noted above.

Gains less losses from financial investments
increased to HK$937m compared to HK$117m in
2009, mainly due to gains from the disposal of
available-for-sale investments in Balance Sheet
Management in the first half of 2010. In January 2010,
we increased our stake in Bao Viet Holdings from
10% to 18% and accounted for it as an associate from
then, leading to an accounting gain of HK$386m.

Other operating income increased by 33.3% to
HK$12,714m largely due to an increase in present
value of in-force business (‘PVIF’), reflecting higher
life insurance sales, as well as the gain recognised
following the sale of HSBC Private Equity (Asia)
Limited to its management, partly offset by the non-
recurrence of a gain on sale of a property in 2009.

Loan impairment charges and other credit
risk provisions decreased by 77.2% to HKS$883m,
reflecting the recovery in economic conditions. There
were fewer large specific impairments in CMB and
GB&M as credit conditions improved. Loan
impairment charges also fell in PFS, mainly on
unsecured lending as unemployment and bankruptcy
levels fell.

Operating expenses rose by 13.4% as the business
grew and the economy recovered. We continued to
hire both customer facing and support staff to meet
growing business demand. Marketing costs rose
notably in PFS due to the launch of several large
campaigns, including for Advance and credit cards,
and rising transaction volumes led to increased back
office and support costs.



Geographical Regions (continued)

Profit before tax by customer group and global business

Personal Global Intra- Hong
Financial Commercial Banking & Private segment Kong
Services Banking Markets Banking Other elimination Total
HK$m HKS$m HKS$m HK$m HK$m HK$m HKS$m
2010
Net interest income/(expense) ...... 20,332 8,595 7,101 - (3,597) (695) 31,736
Net fee income .........ccceevevenennen. 11,820 4,922 4,227 - 111 - 21,080
Net trading income/(expense) ...... 1,080 941 5,986 - @ 693 8,699
Net income/(loss) from financial
instruments designated at fair
ValUC oo 3,113 (74) 470 - (57) 2 3,454
Gains less losses from financial
INVEStMENES .vovveerereeeerienieienene ) - 451 - 488 - 937
Dividend income .........ccccoeveurneene - 10 80 - 455 - 545
Net earned insurance premiums ... 28,409 5,171 133 - - - 33,713
Other operating income ................ 3,907 525 1,281 - 8,938 (1,937) 12,714
Total operating income ................ 68,659 20,090 19,729 - 6,337 (1,937) 112,878
Net insurance claims incurred and
movement in policyholders’
lHabilities ....cocevevveerieereieieee (32,576) (4,346) (100) — - — (37,022)
Net operating income before loan
impairment charges and other
credit risk provisions ................ 36,083 15,744 19,629 - 6,337 (1,937) 75,856
Loan impairment charges and
other credit risk provisions ...... (585) (219) (80) — 1 — (883)
Net operating income ................... 35,498 15,525 19,549 — 6,338 (1,937) 74,973
Operating eXpenses .............coee.. (12,679) (5,077) (8,900) - (8,334) 1,937 (33,053)
Operating profit/(10ss) .......c.ccc.c.... 22,819 10,448 10,649 - (1,996) - 41,920
Share of profit/(loss) in associates
and joint ventures ............c........ 43 56 26 - 145 - 270
Profit/(loss) before tax ................. 22,862 10,504 10,675 — (1,851) — 42,190
2009
Net interest income/(expense) ...... 20,039 7,274 8,912 - (4,367) (923) 30,935
Net fee income ........ccceevevvveeennnene 10,933 4,106 3,760 - 320 - 19,119
Net trading income/(expense) ...... 1,091 718 6,226 - (529) 921 8,427
Net income/(loss) from financial
instruments designated at fair
ValUe ..o 5,650 (359) 1,072 - 26 2 6,391
Gains less losses from financial
INVESIMENTS ...ovevveeeieeiieecieeeas 623 136 (661) - 19 - 117
Dividend income ........cccevvervennnne 5 11 71 - 158 - 245
Net earned insurance premiums ... 24,512 3,926 128 - - - 28,566
Other operating income ................ 2,680 498 439 — 7,790 (1,868) 9,539
Total operating income/(expense) 65,533 16,310 19,947 - 3,417 (1,868) 103,339
Net insurance claims incurred and
movement in policyholders’
liabilities .....ooovevevverieieiereieiee (30,840) (3,142) (88) — — — (34,070)
Net operating income/(expense)
before loan impairment charges
and other credit risk provisions 34,693 13,168 19,859 - 3,417 (1,868) 69,269
Loan impairment charges and
other credit risk provisions ...... (1,575) (1,301) (1,004) - 5 - (3,875)
Net operating income/(expense) .. 33,118 11,867 18,855 - 3,422 (1,868) 65,394
Operating eXpenses ..........cooeweve. (12,138) (4,469) (7,361) — (7,035) 1,868 (29,135)
Operating profit/(10ss) .......c.cccecu... 20,980 7,398 11,494 - (3,613) - 36,259
Share of profit in associates and
JoInt Ventures ...........cceeeveveueeene. 40 10 11 - 2) - 59
Profit/(loss) before tax ................. 21,020 7,408 11,505 — (3,615) — 36,318




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Geographical Regions (continued)
Rest of Asia-Pacific

Profit before tax (HK3m)

40,000

35,695
30,000 7 25,775
20,000 T——— —
10,000 +——— —
0
2010 2009

Rest of Asia-Pacific reported pre-tax profits of
HK$35,695m compared with HK$25,775m in 2009,
an increase of 38.5%. The economic performance of
the region was reflected in a recovery in trade
volumes, an increase in our customers’ appetite for
investment-related products, strong growth in lending
balances and a significant decline in loan impairment
charges. There was also a significant increase in the
contribution from associates in mainland China. These
factors contributed to the increased profitability, offset
by a rise in operating expenses to support this growth.

During 2010 we continued to target growth
particularly in the key regional markets of mainland
China, India, Indonesia, Singapore, Malaysia and
Australia. We have consolidated our position as the
leading foreign bank in mainland China with 106
outlets in 27 cities, 16 rural bank outlets and 38 Hang
Seng outlets in 13 cities. We maintained our
leadership in the development of RMB products and
now have RMB settlement capability in 36 countries
covering all six continents. In July 2010 we agreed to
acquire a substantial part of The Royal Bank of
Scotland Group plc’s commercial and retail businesses
in India. In Malaysia, 4 additional Amanah branches
were opened and our first Amanah branch opened in
Bangladesh, further expanding our footprint in this
sector.

Net interest income increased by 9.6%, following
strong loan growth throughout the region as business
and consumer confidence increased, partly offset by
narrower asset spreads in the face of strong
competition. Higher lending balances resulted from
business growth in both GB&M and CMB across the
key regional markets of mainland China, Singapore,
India, Australia, Malaysia and Indonesia. This
reflected our targeted business strategy and the
recovery in trade volumes in the region. PFS lending
balances also rose, mainly in the mortgage book, most
notably in Singapore, Australia and Malaysia, as well
as in Taiwan and mainland China, supported by
successful marketing campaigns.
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Narrower asset spreads were also the result of a
shift to lower risk customers following the managed
reduction of certain unsecured lending portfolios,
most notably in India.

Customer deposits grew by 19.9% primarily in
mainland China, Australia and Singapore, as a result
of a targeted strategy to attract new customers in
higher value segments, coupled with improved
economic conditions in the region.

Balance Sheet Management income declined from
the very strong results in 2009 as higher yielding
trades matured, interest rates generally remained low
and yield curves flattened.

Net fee income was 27.3% higher, with particular
growth in GB&M following an increase in funds
under management driven by inflows and an
improvement in equity markets. There was also an
increase in trade-related fees, credit facilities and
payments and cash management in CMB as trade
activity recovered. In PFS fee income also rose from
the increased sales of investment and insurance
products.

Net trading income declined by 0.6%, as reduced
market volatility led to lower Credit and Rates trading
income. In India, Rates trading income fell as gains
achieved in 2009 from narrowing bond yields did not
recur. Lower trading revenues in South Korea
reflected a non-recurrence of one-off gains recognised
in 2009. This was partly offset by higher foreign
exchange income in mainland China, India and
Malaysia as a result of strong volumes on the back of
economic growth and increased client hedging
requirements. Interest income from trading activities
also increased, resulting from increased holdings of
debt securities.



Net income from financial instruments designated
at fair value was HK$303m, compared with
HK$868m in 2009. The movement was due to higher
revaluation gains in 2009 on assets held to support
insurance business liabilities as equity markets had
experienced a strong rebound. To the extent that the
lower investment gains in 2010 were attributed to
policyholders, there was a decrease in net insurance
in liabilities to

claims incurred and movement

policyholders.

Gains less losses from financial investments
recorded income of HK$1,079m compared to a loss of
HK$248m in 2009 as a result of a gain on disposal of
an equity investment in a Singaporean property
company, coupled with gains on sales of other
available-for-sale investments and the non-recurrence
of impairments reported in 2009.

Other operating income increased by 30.7% to
HK$2,282m. This was primarily due to an increase in
PVIF reflecting higher new life insurance sales in
Taiwan, mainland China and Malaysia, as well as
recoveries against initial fair values on loan portfolios
acquired with PT Bank Ekonomi Raharja Tbk in
Indonesia and from The Chinese Bank Co., Ltd in
Taiwan.

Net earned insurance premiums increased by 23%
to HK$3,480m, largely due to higher sales in Taiwan,
mainland China and Malaysia, primarily from
successful product launches and marketing campaigns.
Growth in the insurance business resulted in a related
increase
movement in liabilities to policyholders, which was
more than offset by the lower investment gains
reported above income from financial
instruments designated at fair value.

in net insurance claims incurred and

in net
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Loan impairment charges and other credit risk
provisions decreased by 49.2% to HK$3,736m. Loan
impairment charges fell in PFS, most notably in India
as certain unsecured and higher risk lending portfolios
were managed down, and as economic and credit
conditions improved across the region. Fewer specific
impairments were recognised in CMB as a result of
the recovery in the economic environment. These
were partly offset by certain specific impairment
charges in GB&M incurred in Singapore.

Operating expenses increased by 16.8% to
HK$32,183m in support of business growth and to
capitalise on the region’s economic recovery.
Examples were the ongoing expansion of the branch
network in mainland China and opening of the new
headquarters in Shanghai, as well as the local
incorporation and expansion of the Taiwan operations.
Staff numbers rose to support business expansion,
particularly in the key regional markets of mainland
China, Indonesia, Singapore and Australia. Higher
marketing costs were incurred in India, Australia,
Taiwan, Singapore and Malaysia and higher business
volumes led to increased intercompany processing
costs.

Share of profit from associates and joint ventures
in the region increased by 42.0% to HK$10,912m,
with a higher contribution from Bank of
Communications due to lending growth and higher net
fee income from cards, wealth management and
settlement activity. Growth in lending and an increase
in fee income led to a higher contribution from
Industrial Bank.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Profit before tax by customer group and global business

Rest of
Personal Global Intra- Asia-
Financial Commercial Banking & Private segment Pacific
Services Banking Markets Banking Other elimination Total
HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m
2010
Net interest income/(expense) ..... 12,281 7,281 12,165 127 390 (2,121) 30,123
Net fee income/(expense) ............ 5,197 3,432 5,529 144 99) - 14,203
Net trading income/(expense) ...... 630 1,003 8,572 48 (340) 2,121 12,034
Net income/(loss) from financial
instruments designated at fair
ValUe ..o 319 14 (@) - 23) - 303
Gains less losses from financial
INVEStmMents ..........ccoevevveereennnen. 8 21 388 - 662 - 1,079
Dividend income .........ccccevruneene. - - 3 - 16 - 19
Net earned insurance premiums ... 2,994 486 - - - - 3,480
Other operating income ............... 841 676 379 9 820 (443) 2,282
Total operating income ................ 22,270 12,913 27,029 328 1,426 (443) 63,523
Net insurance claims incurred and
movement in policyholders’
liabilities ......covveveeeirieieieeeenes (2,514) (307) - - - - (2,821)
Net operating income before loan
impairment charges and other
credit risk provisions ............... 19,756 12,606 27,029 328 1,426 (443) 60,702
Loan impairment charges and
other credit risk provisions ...... (2,315) (209) (1,209) (&) 2 - (3,736)
Net operating income .. 17,441 12,397 25,820 323 1,428 (443) 56,966
Operating eXpenses ...........c.eee.... (16,819) (6,207) (8,538) (348) (7114) 443 (32,183)
Operating profit/(10ss) ......c..ccce.... 622 6,190 17,282 (25) 714 - 24,783
Share of profit in associates and
joint ventures ..........ccoceeveveruenne 1,471 5,833 3,077 - 531 — 10,912
Profit/(loss) before tax ................. 2,093 12,023 20,359 (25) 1,245 — 35,695
2009
Net interest income/(expense) ..... 11,568 6,248 10,213 121 171 (837) 27,484
Net fee income/(expense) ............ 4,296 2,569 4,388 51 (145) - 11,159
Net trading income/(expense) ...... 613 1,040 9,412 98 112 837 12,112
Net income/(loss) from financial
instruments designated at fair
VAlUE oo 851 8 (13) - 22 - 868
Gains less losses from financial
INVESIMENtS ....ovevevenieieieieienene 41 18 (111) - (196) - (248)
Dividend income ..........ccceevenenne. 1 - 1 - 117 - 119
Net earned insurance premiums ... 2,613 216 — — - — 2,829
Other operating income ............... 519 514 254 16 682 (239) 1,746
Total operating income ................ 20,502 10,613 24,144 286 763 (239) 56,069
Net insurance claims incurred and
movement in policyholders’
Liabilities ......ovveveeeririeiereeeenes (2,947) (114) - - - - (3,061)
Net operating income before loan
impairment charges and other
credit risk provisions ............... 17,555 10,499 24,144 286 763 (239) 53,008
Loan impairment charges and
other credit risk provisions ...... (5,028) (2,150) (173) — 9) — (7,360)
Net operating income .. 12,527 8,349 23,971 286 754 (239) 45,648
Operating eXpenses ...........oceene (14,260) (4,934) (7,334) (358) (908) 239 (27,555)
Operating profit/(10ss) ........c....... (1,733) 3,415 16,637 (72) (154) - 18,093
Share of profit in associates and
joint ventures ..........ocoeeueuenne. 1,106 4,393 2,181 - 2 - 7,682
Profit/(loss) before tax ................ (627) 7,808 18,818 (72) (152) — 25,775
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Net interest income

Net interest income increased by HK$3,444m or
5.9% compared to 2009 on the back of strong loan
growth across customer groups, weighted towards the
second half of the year. Net interest income continued
to be affected by the compression of asset spreads and
the low interest rate environment constrained deposit
spreads.

Average interest-earning assets increased by
HK$341,291m or 11.2% compared to 2009. Loans
and advances to customers increased significantly as
the economy strengthened across the region. Loan
growth was most significant in CMB and GB&M,
notably in commercial, industrial and international
trade-related lending, and the buoyant property market
led to increased commercial real estate and mortgage
lending.

2010 2009
HKS$m HKS$m
Average interest-earning assets 3,388,861 3,047,570

Net interest margin decreased to 1.83%, a
reduction of nine basis points when compared to 2009.
The lower interest margin reflects the continued
pressure on asset spreads. Net interest spread declined
by 11 basis points to 1.75%. The contribution of net
free funds increased by two basis points to eight basis
points, reflecting the growth in the deposit base, offset
by margin pressure.

Net interest margin (%)

25
1.83 1.92
2 R — 006
1.5 1
LN 1.75 1.86
05 T—
(0]
2010 2009
Spread M Contribution from net free funds
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Net interest margin

2010 2009
% %

Hong Kong:
The Bank .......cccccovveeveuccnnne. 1.38 1.52
Hang Seng Bank ................ 1.91 2.11
Rest of Asia-Pacific ............... 2.04 2.19

In Hong Kong, the Bank recorded a drop in net
interest margin of 14 basis points to 1.38% for the
year. Asset yields remained wunder pressure,
particularly in HIBOR-linked residential mortgages
which were launched early in 2010 and accounted for
most new mortgage drawdowns by year end, as well
as in trade-related lending. The margin in the second
half improved to 1.40% from 1.35% in the first half,
as a greater proportion of the commercial surplus was
directed towards customer lending.

At Hang Seng Bank, the net interest margin
declined by 20 basis points to 1.91% while the net
interest spread also declined by 20 basis points to
1.86%. Strong growth in customer advances was
partly offset by the continuing compression of
margins, and the re-pricing of assets at lower market
rates reduced the contribution from Balance Sheet
Management.

In the Rest of Asia-Pacific, net interest margin
was 2.04%, 15 basis points lower than 2009. Net
interest spread narrowed by 10 basis points to 1.89%.
The lower margin reflected continued pressure on
asset spreads and the shift to lower risk customers.
Strong loan growth across the region, notably in
Singapore and mainland China, led to a 9.6% increase
in net interest income.



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Net fee income
Net fee income was HK$5,005m, or 16.5%, higher
than 2009.

Income from funds under management was 40.0%
higher than in 2009 as improved investor sentiment
led to fund inflows and equity markets continued to
perform strongly.

Fees from unit trusts rose by 87.2%, with notable
increases coming from Hong Kong, Taiwan, India and
Singapore. The launch of new products, marketing
campaigns and improved investor sentiment led to a
significant increase in business.

Fees from credit facilities increased by 30.5% as
demand for credit was strong and more syndicated
loans were arranged for large corporates, especially in
Hong Kong, India and Singapore. Fees from
remittances and trade finance were up 19.3% and
11.4% respectively, with higher transaction volumes
particularly in Hong Kong, mainland China and
Singapore.

Fee income from cards rose as transaction volumes
and overseas spending increased, notably in Hong
Kong and Indonesia, as well as an increase in card
issuance in Australia.

Other fee income rose by 19.4%, driven by higher
fees from the Mandatory Provident Fund, the
completion of several large project advisory
transactions in Hong Kong, Japan and Singapore,
along with fees generated from a number of equity
underwriting participations, notably in Hong Kong
and Singapore.

2010 2009
HK$m HK$m
Account Services .................... 2,314 2,181
Credit facilities ... 2,642 2,025
Import/export .. 4,171 3,744
Remittances .........cccocvveveeveenne 2,457 2,059
Securities/stockbroking .......... 8,744 8,628
Cards ..ooooevereieeienne 5,963 5,673
Insurance 626 478
Unit trusts 3,218 1,719
Funds under management ...... 4,658 3,327
Other ...oooveeeieiieieeeeeene 6,864 5,749
Fee income .........ccocovevevennnnne. 41,657 35,583
Fee eXpense ......coceevvveerveeennnne (6,374) (5,305)
Net fee income .........cccoeeveenen. 35,283 30,278

Net trading income
Net trading income increased by HK$190m, or 0.9%.

Dealing profits fell by 4.9% or HKS$791m,
reflecting the exceptional profit captured last year,
mainly from gains on held-for-trading investments as
well as Rates trading, which benefited from volatile
market conditions in 2009, especially in Hong Kong,
India and South Korea. In 2010, foreign exchange
income grew as economic growth led to increased
client demand, especially in Hong Kong, mainland
China, Japan, India and Malaysia. Client hedging
requirements also increased, notably in mainland
China and Malaysia.
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Interest on trading assets and liabilities rose by
HK$914m, or 23.7%, primarily due to an increase in
trading debt securities, notably in Hong Kong and
India.

2010 2009
HKS$m HK$m
Dealing profits .........c.ccceeneee 15,484 16,275

Loss from hedging activities .. (11) (23)

Net interest income ................ 4,767 3,853
Dividend income from

trading securities ................ 476 421
Net trading income ................. 20,716 20,526




Gains less losses from financial investments

Gains on disposal of available-for-sale securities 2010 2009
increased by HKS$1,174m. This was mainly ' ' HKSm HK$m
attributable to the sale of debt securities in Hong Kong Ga;szicl):b(ll:?grs-ifef
and an equity stake in a property company in SCQURItICS o 2,365 1,191
Singapore. There was also a gain on the Impairment of available-for-
reclassification of Bao Viet Holdings to an associate sale equity investments ...... (349) (1,322)
following the purchase of additional shares in January Gains less losses from
2010. The gain in 2009 included the disposal of Visa financial investments ....... 2,016 (3D
Inc. shares.
Impairment of  available-for-sale equity
investments decreased HK$973m in 2010 as improved
market conditions generally reduced the level of
write-downs of strategic investments in the year.
Other operating income
The movement in the present value of in-force 2010 2009
insurance business rtose substantially in 2010, , B HK$m
primarily due to an increase in sales of life insurance Re?;i;?;?;epfrgz rties 170 169
products in Hong Kong during the year. Movement in present
Gains on investment properties increased ivfslsreaﬁiénbi:ﬁ:ss ............. 4,106 2,888
reflecting the favourable property market conditions in Gains on investment
Hong Kong in 2010. The profit on disposal of PIOPETtiEs .....ovvverveerrerrienen. 483 262
property, plant and equipment, and assets held for sale Gains on disposal
was lower following the profit on sale of a property in of property, plant and
Hong Kong in 2009. equipment, and assets
held for sale ........ccecevveuenne 13 410
The gain on disposal of subsidiaries, associates Gasinﬁiosiszri";d;zls’gz:tzsf
X . . . ul ,
and b1.1s1ness por.tfollos mainly represe.anted gains and business portfolios ... 603 ©)
recognised following the sale of the private equity Surplus/(deficit) arising
businesses during the year. on property revaluation ...... 102 (109)
The increase in ‘Other’ largely comprises higher OMEE 4,527 3392
Other operating income .......... 10,004 7,006

recoveries of IT and other operating costs from shared
services activities incurred on behalf of fellow Group
companies. It also included recoveries against initial
fair value on loan portfolios acquired with Bank
Ekonomi in Indonesia and from The Chinese Bank in
Taiwan.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Insurance income

Net Interest Income increased 24.3% as funds under 2010 2009
management grew, including from the Mandatory HKS$m HK$m
Provident Funq (MPF) and Occupational Retl.rement Net interest income. ............. 5,832 4,691
Schemes Ordinance (ORSO). Net fee income Net fee income ... 1,070 768
. o . .
increased 39.3% from rising fund balanceg in both Net trading 108§ oo G) ®)
MPF and ORSO and favourable fund valuations from Net income from financial
improved equity market performance in 2010. instruments designated
] o ) at fair value ........ccoeeveennnns 3,371 6,150
Net income from financial instruments designated Gains less losses from
at fair value declined by 45.2% due to lower financial investments ......... 386 (7
revaluation gains on equities supporting unit-linked Dividend income ..........coeeeue... = 29
insurance funds. The larger revaluation gains in 2009 Net earned insurance 37193 31395
reflected the strong rebound in equity markets, PICIMUUIS ovvvvvvi s ’ ’
h in 2010 ket destly. To th Movement in present value
whereas in 2010 markets rose more modestly. To the of in-force business ... 4,106 2.888
extent that. gains on revalua.tlon are recognised here, Other operating income ......... 70 29
an offsetting movement is reported under ‘Net
52,023 45,935

insurance claims incurred and movements in

policyholders’ liabilities’ Net insurance claims incurred

and movement in

In January 2010 we increased our stake in Bao policyholder liabilities ....... (39,843) (37,131)
Viet Holdings, Vietnam's leading insurance and Net operating income ............ 12,180 8,804
financial services group, from 10% to 18% and treated
it as an associate from then. This led to the accounting
gain of HK$386m which is included in Gains less
losses from financial investments.

Net insurance premiums rose by 18.5%, mainly
from higher sales of the deferred annuity and unit-
linked products. Non-life premiums also increased
through improved sales on medical, accident and
health and general liability products.

The movement in present value of in-force
business increased by 42.2% reflecting higher new life
insurance sales during the year.
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Loan impairment charges and other credit risk
provisions

The net charge for loan impairment and other credit
risk provisions decreased by HK$6,616m or 58.9%
compared to 2009.

The net charge for individually assessed
allowances decreased HK$1,967m as a number of
large specific impairment charges recorded in 2009
did not recur, specifically for customers in Hong Kong,
India and the Private Equity business. The overall
decline was partly offset by an impairment charge
against a specific GB&M exposure.

The net charge for collectively assessed
impairment allowances fell by HK$4,024m, mainly
driven by a managed reduction in cards and unsecured
lending portfolios in India. Hong Kong has also
experienced lower impairment charges against credit
cards reflecting an improvement in delinquency rates.
The improved economic environment also contributed
to lower charges against corporate portfolios.

Net charge for other credit risk provisions fell
primarily due to lower impairment charges and some
impairment releases against asset-backed securities in
2010.
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Net charge for loan impairment provisions by region

2010 2009

HK$m HK$m

Hong Kong ........ccccooveiiinne 919 3,487
Rest of Asia-Pacific ............... 3,769 7,192
Total ..ooeeveeeeieeeeeeeeeeee 4,688 10,679

Net charge for loan impairment and other credit risk
provisions

2010 2009
HKS$m HK$m
Net charge for impairment
of customer advances
— Individually assessed
impairment allowances:
New allowances ................. 3,605 5,504
Releases .......cccccovereueeennee (1,069) (1,135)
ReCOVEries ....ccooeveveereeeenene. (322) (188)
2,214 4,181
— Net charge for collectively
assessed impairment
allowances ........cocecevveeenene 2,474 6,498
4,688 10,679
Net charge for other credit
risk provisions ..........c.ee.ee. (69) 556
Net charge for loan
impairment and other
credit risk provisions ......... 4,619 11,235




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Review (continued)

Operating Expenses

Total employee compensation and benefits rose by
HK$4,181m, or 14.6%. Wages and salaries were
HKS$3,898m higher, due to the annual salary
increment in early 2010 and higher performance
related pay reflecting the overall 2010 performance,
along with the increase in staff numbers in both
frontline and support functions.

Higher headcount in 2010 reflected the ongoing
expansion in a number of countries, including Hong
Kong, mainland China, Taiwan, Indonesia, Singapore
and Australia.

Charges in respect of premises and equipment
were up HK$306m, or 5.1%, with higher costs in
Hong Kong from rising property and IT network
rental charges. In the rest of Asia Pacific, increases in
mainland China and Malaysia mainly reflected
ongoing local business expansion through the opening
of new branches and country headquarters.

Other administrative expenses increased by
HK$1,886m, or 18.2%, on the back of increasing
recruitment, consultancy, business travel and
processing expenditure across the region to support
growing business activities. Meanwhile, marketing

Staff numbers by region* expenses were 22.8% or HK$723m higher, as more
2010 2009 marketing activity was carried out for propositions
such as Advance, Premier, Cards and wealth
?E:iiinagr; d wholly owned management. These activities were undertaken to
subsidiarics . 19,932 18,358 capitalise on the region’s continued economic strength.
Hang Seng Bank 2010 2009
Hong Kong .....ccccoevveenenene 7,960 7,834 % %
Total Hong Kong .......c.......... 27,892 26,192 Cost efficiency ratio ............... 45.8 44.4
Rest of Asia-Pacific: ]
Australia ........coceoeereineinne 1,843 1,599 Operating expenses (HKSm)
Mainland China 7,705 7,204 2010 2009
Malaysia ........... 4,948 5,024 HKS$Sm HK$m
India LA 8,337 Employee compensation
Is?ﬂOZeZli """""""""""""""""" g’zg‘; ; ’%i and benefits ... 32,766 28,585
TG 3,511 2,866 General and administrative
Sti Lanka ...cooooorere 1,735 1517 CXPEISES vovvvrerersvesee 22,389 19,487
OhETS oo 8,544 8.209 Depreciation of property
plant and equipment ........... 3,425 3,162
Total rest of Asia-Pacific ....... 44,675 42,582 Amortisation of intangible
Total 72,567 68,774 ASSELS .eevrenreiererieee e 1,664 1,177
Total oo 60,244 52,411
* Full time equivalent at 31 December 2010.
General and administrative expenses increased by
14.9%, or HK$2,902m in 2010.
Share of profit in associates and joint ventures
Share of profit in associates and joint ventures 2010 2009
principally included the group’s share of post-tax B HK$m
profits from Bank of Communications and Industrial Share of profit in associates
and joint ventures .............. 11,182 7,741

Bank, less the amortisation of intangible assets arising
on acquisition.
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Tax expense

The effective rate of tax for 2010 was 18.8% 2010 2009
compared with 19.1% in 2009. % %
Effective rate of tax (%) ......... 18.8 19.1
Assets
Total assets increased by HK$679bn, or 15.6%, since Assets 2010"
31 December 2009. HKSm %
Net advances to customers increased by Cash and short term funds ... 807,985 16.5
HK$540.4bn, or 40.0%, since the end of 2009. Placings with banks maturing
) ) after one month and
Net advances in Hong Kong increased by certificates of deposit ........ 222,804 4.5
HKS$312.0bn, or 41.9%, during 2010. The increase Trading assets ........cccovvveren. 390,208 8.0
was largely attributable to significant growth in Advances to customers ......... 1,891,060 38.7
Corporate and Commercial lending (up HK$244.3bn), Financial investments ........... 826,662 169
. . . . Other ....coceeeeiieeieieieee, 753,065 15.4
with increases in all sectors, reflecting higher demand
due to the general improvement in economic s 4,891,784 100.0
conditions. Personal lending increased by HK$63.9bn, .
largely driven by mortgage lending which increased Assets 2009
by HK$54.9bn. The growth in mortgages came from a HKSm %
t rt ket th f HIBOR-
buoyant property market and the success of HIBO Cash and short term funds ..... 892,175 211
linked mortgages V\-/thh accounted for the majority of Placings with banks maturing
new mortgage lending by year end. after one month and
. . certificates of deposit ......... 144,458 34
In the _Rest of Asia-Pacific, net advances to Trading ASSets —.oor.rroerren. 322731 76
customers increased by HK$228.4bn, or 37.7%, of Advances to customers .......... 1,350,644 32.0
which the impact of foreign exchange translation was Financial investments . . 882,689 20.9
HK$46.5bn. The underlying increase was mainly from OHher oo 632,637 15.0
Corporate and Commercial lending (up HK$148.0bn). ) R 4,225,334 100.0

Residential mortgages increased by HK$36.6bn, with
growth notably in Australia, Singapore, Malaysia,
Taiwan, and mainland China.
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Financial Review (continued)

Customer accounts
Customer accounts increased by HKS$368.7bn, or
12.5%, during 2010.

Customer accounts by region

4,000,000
3,000,000 1

959,667
2,000,000 606,618
1,000,000 7 1,378,254

o -

2010

2009

M Rest of Asia-Pacific/other
B Hang Seng Bank
B Hong Kong excluding Hang Seng

In Hong Kong, customer accounts increased by
HKS$177.9bn, or 9.0%, and in the Rest of Asia-Pacific
customer accounts increased by HK$190.8bn or
19.9% as compared to 2009.

The group’s advances-to-deposits ratio increased
to 57.1% at 31 December 2010, from 45.9% at 31
December 2009 as more of the commercial surplus
was deployed to customer lending.

2010
Advances: deposits ratio (%) 57.1

2009
459

Customer accounts

4,000,000

3,000,000 ~

816,838

2,000,000 -

1,591,351

643,850 - 536'350

2009

1,000,000 -

0 -
2010

M Currentaccounts M Savings accounts M Other deposit account

Equity

Equity increased by HKS$61lbn, or 21.2%, to
HKS$347bn. The increase came principally from
retained profits. In addition, increases in the value of
available-for-sale securities, largely from the group’s
investment in Ping An Insurance, as well as property
revaluation reserves and exchange differences, also
contributed to the increase.
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Capital Adequacy

The following tables show the components of the
capital base, risk weighted assets and capital adequacy
ratio as contained in the ‘Capital Adequacy Ratio’

The methods for calculating risk weighted assets
for each type of risk are discussed in note 52(f) to the
Financial Statements on page 188.

return required to be submitted to the Hong Kong
Monetary Authority (‘(HKMA”) by The Hongkong and
Shanghai Banking Corporation Limited on a
consolidated basis that is specified by the HKMA
under the requirement of section 98(2) of the Banking
Ordinance.

Capital structure at 31 December

There is no relevant capital shortfall in any of the
group’s subsidiaries that is not included in its
consolidation group for regulatory purposes.

2010 2009
HK$m HK$m
Core capital:
Share capital per balance SKEET ...........ccoeieiririieieeeeee ettt 22,494 22,494
Revaluation reserve capitaliSation ISSUE ..........cccecerieueueueueririnieieieieinereeieieseere e seses s sesesee s s s nenes (1,454) (1,454)
Paid-up ordinary Share Capital ..........cccooveiriiiiriiiiii e 21,040 21,040
Paid-up irredeemable non-cumulative preference shares ............coceceevveereinieineieneeeeeeeeeeenne 51,714 51,590
Reserves per Dalance SNEEL ...........ccvueiiiiiiiiiiee et 297,636 223,294
Proposed diVIAENA .......coooivieueiiiiiiiicice ettt sttt (12,000) (8,850)
Unconsolidated SUDSIAIATIES .......cveeieriieriietiriei ettt ettt ettt se et et ese s esessesesneneenes (26,320) (19,913)
Cash flow REdZING TESEIVE .......ccecuririiuiueiiiririeieieiitreee ettt ettt (106) (848)
REZUIALOTY TESETVE ...ttt ettt ettt ettt ettt b ettt ettt et b et ae e st sttt e e be e ebens (7,702) (6,413)
Reserves arising from revaluation of property and unrealised gains on
available-for-sale equities and debt SECUTIHIES ........c.ecvrveirieieieieieieeeeeeeee e (92,065) (56,661)
Unrealised gains on equities and debt securities designated at fair value .........c.ccccceceoeeineecccnnnnns (191) (75)
OWN CIEAIE SPIEAM ...ttt ettt b bbbttt sttt be b (231) (64)
Total reserves included in COTe CAPILAl ........c.evirirueueiiiririiieicicirri ettt 159,021 130,470
Non-controlling interests per balance SHEEt ............cccourveurueucerinirieicieireeeree e 27,305 24,939
Non-controlling interests in unconsolidated INVEStMENLS ..........ccecerieirieirienirenireeeeee e (2,574) (4,295)
Regulatory adjustments to non-controlling iNterests ..........cocoeeueeriririeieeririnirieieieerereeeereseeseseevenenenes (2,002) (1,742)
NON-CONIOLING INEEIESES ...cuvvevevienirieteietiiirieieietet ettt ettt ebesee et bebeb et st s s et et esebese e seaesesenennas 22,729 18,902
GoodWwill and INtANZIDIE ASSELS ....c.evveuireiuiriiietiietet ettt ettt b et sttt 19,977) (19,682)
50% of unconsolidated INVESIMENLS ..........cecieriieririeirieiriereeteeetee ettt e s e ese e ese e sesesessesens (44,946) (35,059)
50% of securitisation positions and other deductions ............cccoeverieeireirierieiieereeree e (192) (40)
DIEAUCLIONS ..ottt sttt ettt es e ene (65,115) (54,781)
Total COre CAPILAl .......coocoiiiiiiiiiiiii ettt sttt ettt 189,389 167,221
Supplementary capital:
Paid-up irredeemable cumulative preference Shares ............oceceveeirerirerieiieeeereeseeeee e 16,557 16,517
Perpetual subordinated debt ............c.ccciiririiiiiiiirece s 9,404 9,393
Paid-up term preference shares 33,035 32,956
Term subordinated debt ......... 17,957 14,406
Property revaluation TeSEIVES ........cocvvervrerierereererierenieerieesneneas 7,977 6,742
Unrealised gains on available-for-sale equities and debt SECUTIHIES” .........vveevveerrverrrrereresesies e 3,194 3,961
Unrealised gains on equities and debt securities designated at fair value ...........cccceeevennenncncens 86 34
REGUIALOTY TESEIVE® .....oeoeeoeeceeeee oo eeseee s ee e ee e 1,100 937
Collective impairment AllOWANCES® .............ovvevevereeeieieeeeeese s seesess s ssssessssseeens 625 858
Excess impairment allowances over expected 10SSES* ..........ovvuurvurvereeereeeseeeseeeseesesesseesseeseoan 2,534 2,686
Supplementary capital before dedUCtiONS ...........coviririririirieire e 92,469 88,490
50% of unconsolidated INVESIMENLS ..........ceriereiererieirieiriereetetete ettt e s et naeseneeseneesens (44,946) (35,059)
50% of securitisation positions and other dedUCtionS ............ccceiriririeeucinnieeccereeeeeeee e (192) (40)
DIEAUCHIONS ...ttt ettt ettt sttt s et e s a st e s et e s e st e es e e e b eses e s e e et eseseneateseseseseneneaseseee (45,138) (35,099)
Total supplementary Capital ..o e 47,331 53,391
Capital DASE’ ..ottt ettt ettt e et e et et ee et e e e e et et et e e e eetee et eeeeeeeeeeesreeeeeeeen 236,720 220,612
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Capital Adequacy (continued)

Risk weighted assets at 31 December

2010 2009
HK$m HK$m

Risk weighted assets
CTEAIE TISK ..ttt ettt bene 1,303,535 1,075,841
Counterparty CrEAIt TISK ....c..eerieirieirieiiteiete ettt ettt sttt b ettt s ees 56,451 48,733
IMEATKEE TISK .ttt ettt ettt ettt e et e et e ea e e e et e eaeeeaeeeaeeeaeeeaeeeaeesaeeseseeneesseesneesanenneans 35,251 31,848
OPETALIONAL TISK ...ttt ettt et ettt et et b et b e s b e e ese st et e e esensesensesessenessenesan 216,866 214,532
TOUAL oottt 1,612,103 1,370,954

The capital ratios on a consolidated basis calculated in accordance with the Banking (Capital) Rules are as follows:

2010 2009

COTE CAPILAL TALIO™ ...v.veveeeeeeveeeeee et es s en s seasnassasssensssansens 11.7% 12.2%

Capital AdEqUACY TALO” ........vveeveeeveoeeseiee et 14.7% 16.1%
Reserves and deductible items

2010 2009

HK$m HKS$m

PUDIISNEA TESEIVES ...ttt ettt ettt e ete et e ete e ete e e teeeteeeaeeeaeeeteeeaeeeseeeseeeseeeseeeseens 138,680 113,618

Profit and 10SS @CCOUNL ......ccveiiuiiieiiceie ettt ettt ea e et e et e e et e eeeeeaeesaeesaeeeteeseeesaeesanesaeens 20,341 16,852

Total reserves included in core CAPItal’..............cco.coovvorvvrierierierereeeee e 159,021 130,470

2010 2009

HK$m HK$m

Total of items deductible 50% from core capital and 50% from supplementary capital .............. 90,276 70,198

—_

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

accordance with the Banking (Capital) Rules issued by the HKMA.

2 Includes adjustments made in accordance with the Banking (Capital) Rules issued by the HKMA.

3 Total regulatory reserve and collective impairment allowances are apportioned between the standardised approach and internal
ratings-based approach in accordance with the Banking (Capital) Rules issued by the HKMA. Those apportioned to the standardised
approach are included in supplementary capital. Those apportioned to the internal ratings-based approach are excluded from
supplementary capital.

4 Excess impairment allowances over expected losses are applicable to non-securitisation exposures calculated by using the internal ratings
based approach.

5 The 2009 capital base, risk weighted assets and capital ratios have not been restated for the effects of HKAS 17 ‘Leases’.
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Non-bank mainland exposures

The analysis of non-bank mainland exposures is based HKMA return for non-bank mainland exposures,
on the categories of non-bank counterparties and the which includes the mainland exposures extended by
type of direct exposures defined by the HKMA under the Bank and its banking subsidiary in mainland China
the Banking (Disclosure) Rules with reference to the as at 31 December 2010 and as at 31 December 2009.

Non-bank mainland exposures

On-balance Off-balance Total Specific
sheet exposure  sheet exposure exposures provisions
HKS$m HKS$m HKS$m HKS$m
At 31 December 2010
Mainland eNtities .......ccovererueiereirieirerieeeeeese s 28,577 13,533 42,110 1
Companies and individuals outside the mainland
where the credit is granted for use in the mainland ............... 48,674 40,994 89,668 641
Other counterparties the exposures to whom are considered
by the Bank to be non-bank mainland exposures .................. 4,264 2,725 6,989 -
81,515 57,252 138,767 642
Mainland exposures of wholly owned mainland subsidiaries:
Loans and advances .............ccoceeieveeeieeeeeeeereeeeceeeeve e 111,146 2,995 114,141 36
Debt securities and other ...........ccoeeeveeiveineieeceeeeee 54,473 9,940 64,413 —
165,619 12,935 178,554 36
247,134 70,187 317,321 678
At 31 December 2009
Mainland entities ........ccveeeeeierierierierereeeee e 20,155 11,344 31,499 1
Companies and individuals outside the mainland where
the credit is granted for use in the mainland ..............cccco....... 36,844 36,997 73,841 810
Other counterparties the exposures to whom are considered
by the Bank to be non-bank mainland exposures .................. 155 3,207 3,362 -
57,154 51,548 108,702 811
Mainland exposures of wholly owned mainland subsidiaries:
Loans and advances ...........cccveveeueereeieriesieneesesieere e 76,607 2,689 79,296 47
Debt securities and other ...........c.ccocoeeieeiiiieiiecieceeeeeeieee, 51,080 9,763 60,843 —
127,687 12,452 140,139 47
184,841 64,000 248,841 858

Advances to customers by geographical area

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

Rest of
Asia-Pacific/
Hong Kong Other Total
HKS$m HKS$m HK$m
At 31 December 2010
Gross adVances tO CUSTOIMETS .........cceevieviereireereeriereeeeeteeteereereeseeseeseeaeesseseesesseeseeseaseas 889,862 1,014,192 1,904,054
At 31 December 2009
Gross adVances tO CUSLOIMETS ..........ceeueerieiereeieieresteesesteeseeseeseeseeseeseessesessessessessessens 683,553 681,371 1,364,924
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Cross-Border Exposure

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

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

Cross border exposure

The tables show claims on individual countries
and territories or areas, after recognised risk transfer,
amounting to 10% or more of the aggregate cross-
border claims.

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

Banks and
other Public
financial sector
institutions entities Others Total
HKS$m HKS$m HKS$m HK$m
As at 31 December 2010
Americas
UnNited SEAtES ...vecveeeeeeierieieieieee et 104,109 93,618 48,703 246,430
OLHETS .ottt sttt sbesae b 20,390 14,361 67,699 102,450
124,499 107,979 116,402 348,880
Europe
United Kingdom . . 151,629 1,364 12,543 165,536
ONETS ottt 128,561 58,372 21,594 208,527
280,190 59,736 34,137 374,063
Asia-Pacific excluding Hong Kong
CRINA ot be e eneas 156,972 9,782 64,089 230,843
Others . 95,700 132,909 211,971 440,580
252,672 142,691 276,060 671,423
As at 31 December 2009
Americas
UNItEd STALES ..vvvevievieieieieiiieretetetee st 124,438 89,352 48,777 262,567
ONETS oottt 20,249 10,595 45,805 76,649
144,687 99,947 94,582 339,216
Europe
United Kingdom .........ccoveeiiiniriieiieeeeeesee s 228,935 854 13,247 243,036
OLNETS ..ottt a e ebesneeneas 182,577 50,833 19,040 252,450
411,512 51,687 32,287 495,486
Asia-Pacific excluding Hong Kong .........ccceeevevevenvenenenennnes 197,633 92,634 178,339 468,606

Risk Management

All the group’s activities involve the analysis,
evaluation, acceptance and management of some
degree of risk or combination of risks. The principal
types of risk faced by the group are credit risk (which
includes country and cross-border risk), liquidity risk,
market risk, insurance risk, operational risk and
reputational risk.

The HSBC Group Head Office formulates high-
level risk management policies for the HSBC Group
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worldwide. The group’s risk management policies and
procedures are subject to a high degree of oversight
and guidance to ensure that all types of risk are
systematically identified, measured, analysed and
actively managed.

Credit risk, liquidity risk, market risk, operational
risk, insurance risk and capital management are
discussed in detail in Note 52 to the Financial
Statements on pages 159 to 188.



Market Risk Management

The nature of market risk and the principal tool used
to monitor and limit market risk exposure (value at
risk) are discussed in Note 52 on the Financial
Statements on pages 171 to 175.

The average daily revenue earned from market
risk-related treasury activities in 2010, including
accrual book net interest income and funding related
to dealing positions, was HK$100m compared with
HK$106m in 2009. The standard deviation of these
daily revenues was HK$49m (HK$62m for 2009).

Daily distribution of market risk revenues 2010
Number of days
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An analysis of the frequency distribution of daily
revenues shows that negative revenues occurred on 1
day in 2010. The most frequent result was a daily
revenue of between HK$80m and HK$120m with 95
occurrences. The highest daily revenue was HK$299m.
The most frequent result in 2009 was a daily revenue
of between HK$80m and HKS$120m with 82
occurrences. The highest daily revenue in 2009 was
HK$393m.

Daily distribution of market risk revenues 2009
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Reputational Risk Management

Reputational risks can arise from social, ethical or
environmental issues, or as a consequence of
operational risk events.

Reputational risks are considered and assessed by
senior management. Standards on all major aspects of
business are set by the HSBC Group Head Office.
These policies, which form an integral part of the
internal control systems, are communicated through
manuals and statements of policy and are promulgated
through internal communications and training. The
policies set out operational procedures in all areas of
reputational risk, including money laundering
deterrence, environmental impact, anti-corruption
measures and employee relations.

Internal controls are an integral part of how the
group conducts its business. HSBC’s manuals and
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statements of policy are the foundation of these
internal controls. There is a strong process in place to
ensure controls operate effectively. Any significant
failings are reported through the control mechanisms,
internal audit and compliance functions to the group’s
Audit Committee and senior management. In addition,
all businesses and major functions are required to
review their control procedures and to make regular
reports about any losses arising from operational risks.

Management in all operating entities is required to
establish a strong internal control structure to
minimise the risk of operational and financial failure,
and to ensure that a full appraisal of reputational
implications is made before strategic decisions are
taken. The HSBC Group’s internal audit function
monitors compliance with policies and standards.
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Consolidated income statement for the year ended 31 December 2010

Note
INEETESE INCOIME ..vvvieietiietiieeietet ettt ettt ettt e se s e e sseseeseseesessesessesesesesseseeseseseses 4(a)
INEETEST EXPEIISE ...vvvvevvveriereneeteiesereeseeteseetestetestetessesesteseeseseeseseesessesensesessesaesesaesensesensesesesensenen 4(b)
Net INLErESt INCOME .....o.viiiiiiiiiiiiciee et
FEE INCOMIE ...ttt
FEE EXPEIISE ..euviutiiiiiteeieeee ettt bbbt sttt ettt ettt e
INEt 8@ INCOME ...ttt ettt 4(c)
Net trading INCOME .....oveiiuiieiiieiieiei ettt ettt ettt bbbttt b e bt neene 4(d)
Net income from financial instruments designated at fair value 4(e)
Gains less losses from financial investments 4()
Dividend income ..........ccoeerveeneeneenennnne 4(2)
Net earned iNSUTANCE PIEMIUINS ...c..evirverieieriererieteseesetereseesesseseesesessesesessesessesessesessessesensesenes 5(b)
Other OPerating IMCOME .........c.eueueeriririeueieeirteieieteeere et ses et eae e seseesae e seaeseenenenene 4(h)
Total operating iNCOME ............ccoooiiiiiiiiiiiiiiicc e
Net insurance claims incurred and movement in policyholders’ liabilities ...........c.c.covueene. 5()
Net operating income before loan impairment charges
and other credit risk Provisions ............c...ccooiiiiiiii e
Loan impairment charges and other credit risk provisions ...........c.cocveeeeennereercnnneenene 4(i)
Net 0pPerating iNCOME ...........cc.oouiiiiriiiiiiiiee ettt ettt
Employee compensation and benefits ...........c.cccceveeueeiinnieieeireninetceeseeeeeseeeeeneaene 6(a)
General and adminiStrative EXPEISES .......ceruriruereueiriririeterierireeteseseerteteseseesesseseseseneseesenenens 40)
Depreciation of property, plant and eqUIPMENT ..........ccccveveveiriirieirieirieeree e 26
Amortisation and impairment of intangible assets ...........coceeiverirerireirenereere e 25(c)
Total 0Perating eXPeNSES .............cceiriiiriiiriiinieinietet ettt ettt eve s eae s
Operating Profit ..ot
Share of profit in associates and jOINt VENTUTES .........c.cccoervrueueueereninueueueinirienenereeseeeeneseseees
Profit before tax ...
TAX EXPEIISE ..eivinititetiieteteit ettt ettt ettt sttt ettt b et st sa ettt bt ae e st e st e nen 7
Profit for the YEar ...ttt
Profit attributable to shareholders ..o
Profit attributable to non-controlling iNEreStS ..........cceeeriririeverereniririeieeerirreieeerereenenene

1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.
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2010 2009
HK$m HKS$m
Restated'
85,523 82,550
(23,647) (24,118)
61,876 58,432
41,657 35,583
(6,374) (5,305)
35,283 30,278
20,716 20,526
3,757 7,259
2,016 (131)
564 364
37,193 31,395
10,004 7,006
171,409 155,129
(39,843) (37,131)
131,566 117,998
(4,619) (11,235)
126,947 106,763
(32,766) (28,585)
(22,389) (19,487)
(3,425) (3,162)
(1,664) (1,177)
(60,244) (52,411)
66,703 54,352
11,182 7,741
77,885 62,093
(14,608) (11,883)
63,277 50,210
57,597 45,396
5,680 4,814
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Consolidated statement of comprehensive income for the year ended 31 December 2010

2010 2009
HKS$m HK$m
Restated"
PrOfit fOI the YEAT ..oveuiieiiiieieieeiee ettt b et et et b s e se e eseneesensesenee 63,277 50,210
Other comprehensive income
Available-for-sale investments:
— fair value changes taken t0 EQUILY .......cccerieiriiirieireeeet ettt 18,252 31,250
— fair value changes transferred to the income statement on disposal ..........cocoeveeeerrrieccnnneecrinennne (2,076) (1,174)
—amounts derecognised on decONSOIAALION .........ccueivieiriiieiiieerieeseeee ettt (1,849) -
— amounts transferred to the income statement on IMPAITMENT ........c..ccerveirieirierirenireneeereeeeeeeeenaene 24) 472
— fair value changes transferred to the income statement on hedged items
due to hedged risk . . (500) 483
— INICOIME TAXES vnvuvenetineetitet ettt ettt ettt b bbbttt ee et ettt eb et e b et e st se e st et e st e b et e b et e bt st e st et st e bt n bt eben 330 (1,241)
Cash flow hedges:
— fair value changes taken to equity .......c..cccocecemerirennne 654 1,650
— fair value changes transferred to the income statement . (1,591) (3,026)
—AMICOIMNE TAXES .ueueereereueseniteteteuestt et ettt st st s bbb et st b s b sttt et et euesta et et b s ebea e s e et beseee st et bbb est ettt ebenenean 155 204
Property revaluation:
— fair value changes taken t0 EQUILY ......coceirieirieirieieieeeieetee ettt enens 9,936 4,588
— ATICOMMIC TAXES .veveverveeriereesteseestetessesessessesseeseeseeseeseensensensensessensansesseaseeseeseeseeseessensensensensensensessessesseeseasens (1,766) (639)
Share of changes in equity of associates and JOINt VENTUIES .......cccecvvveirreieririeeieerieeseeeeseeeseeeesnenens (66) 212
EXChange differeNCes ........coovvirieieuiiniieieicic ettt bbbttt 8,881 5,344
Actuarial (losses)/gains on post-employment benefits:
— DEFOTE INCOME TAXES ...veviveviererieiesietiietesteteteeeeteseetesteseseeseaeteseseeseseeseseesaseesensesessesessesesseseeseseesessesensesans (807) 3,606
—ANICOMIE TAXES vvveviueeuiieritesietestetestetestetestetesseseeteseeseseeseneesessesensesesesesseseeseseesensesensesessesesaeseeseseeseneeseneasans 149 (559)
Other comprehensive income for the year, net 0f taX .........ccveoririiiniiine e 29,678 41,170
Total comprehensive income for the year, net of tax ..............cccoceoiniiniiniiiiee 92,955 91,380
Total comprehensive income for the year attributable to:
Y 173 (<) 110) [ [ ¢ SO 86,473 84,133
— NON-CONLIOLIING INEETESES ...veuveviieuirienieieietiietetet ettt ettt esesae st eseseesessesesesessesesseseeseseesensesensesens 6,482 7,247
92,955 91,380

1 Restated for the ) of HKAS 17 ‘Leases’. See note 1 for further information.

28



Consolidated balance sheet at 31 December 2010

Note
ASSETS
Cash and Short-term fUNAS .........coccveieieiiiiiieeceee ettt ae s 11
Items in the course of collection from other banks ..
Placings with banks maturing after one month . . 12
Certificates of dePOSIt .......ccccvvvvueueueirreieeicrieeenne . 13
Hong Kong Government certificates of indebtedness ..........coccovevvenieincinenncnscneee 14
TTAINE ASSELS .o.veviveiieieiieteieteiete ettt tes et e e te st ese st e st st et e seseebe st ese e eseses e sesaseneeseneesensesesenen 15
Financial assets designated at fair ValUe ............cccccceeirieieciininieicciececce e 16
DIETIVALIVES ...viiiiiieeiieteiet ettt bbbttt ettt bt b et b et s et ns 17
AQVANCES 10 CUSTOIMETS .....cuvierviiuiineteteteattnteseteeereesseeterest e sesesenesensssesesestaesssaeseseseesaesenenens 18
Financial INVESIMENTS .........ccocuieviiiiieieeieeeieiei ettt ae e bessesaesbeeseeseessessessessensenns 21
Amounts due from Group companies ...
Interests in associates and joint ventures 24
Goodwill and intangible assets ........... . 25
Property, plant and eqUIPMENT ............ccvriiiiriiirieireee e 26
DEfErred taX ASSELS ...covevevevieirieieieieieirinteeet ettt ettt ettt ettt ettt neae 7
Retirement DENefit @SSELS ......cceeviiiiieieieieieiesie ettt e et sbesaeebeese e esaesseaessensenns 6
OLRET @SSELS ..veuviirteiieteiiet ettt ettt ettt bt b et b et b et bbb bt sbe e be e enes 28
TOtAL ASSEES ..ot
LIABILITIES
Hong Kong currency notes in circulation ............ . 14
Items in the course of transmission to other banks .. .
DEPOSILS DY DANKS ...ttt sttt ettt e e s nn
CUSTOIMET ACCOUNES ....eveuttiateiirteitetet ettt ettt ettt b et et sa et st e sttt eb et eb e e ese st eseseeseetenes 29
Trading HADILILIES ....evevieveeiiieiiieieieieiee ettt sttt e se e eneeseneesens 30
Financial liabilities designated at fair Value ............cccoocevciiniiciinieccre e 31
DIETIVALIVES ...eeiriiiieiieteiiet ettt bbbttt ettt b et b ettt ens 17
Debt SECUITHIES I ISSUE ...cuvuverviiiirieieietcierieteteteicet ettt ettt ettt sae st seeaeneneae 32
Retirement benefit liabilities .... 6
Amounts due to Group companies ..
Other liabilities and provisions ................... . 33
Liabilities under insurance contracts iSSUEA ..........ceeireeieiereeiierieriesieereeesreereeeeeeeseeseessessens 34
Current taxX HADIIILIES ......c.evveirieiriiietiiete ettt ettt 7
Deferred tax HabilitIes ........coceeoeriririeieiiiniinieecctret ettt neneee 7
Subordinated HADIIIIES ........cceeiviieieiiieiicieiei et sb e reeae e saeneenas 36
Preference ShAres .........coceoiirieirieiee ettt e 37
Total HabIlIties ............cccoooiiiiiiii et
EQUITY
SRATE CAPILAL ...ttt ettt 38
ONET TESEIVES ....cvuiniiiieiiirietetet ettt ettt ettt bttt ettt sa bt saebebeneae
REtAINEA PIOTILS ...ttt
Proposed fourth interim dividend ...........cccoovieiininiieiecc e 9

Total shareholders’ equity .
NON-CONTOIIING INLEIESES .....evieieeinietiieiiriecrte et ettt ettt et st ene e ete e beneene

TOTAL EQUILY -e.vveveieiieieteiei ettt ettt ettt ettt ettt bbb nene

Total equity and Habilities ... e
1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.

Directors

Stuart T Gulliver

Margaret K M Y Leung
Peter T S Wong
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2010 2009
HK$m HK$m

Restated'

807,985 892,175
16,878 15,528
149,557 107,070
73,247 37,388
148,134 135,414
390,208 322,731
54,604 48,087
302,622 235,171
1,891,060 1,350,644
826,662 882,689
137,633 134,511
75,568 53,683
29,690 25,069
72,347 58,810
2,515 2,668

301 292
60,907 58,818
5,039,918 4,360,748
148,134 135,414
26,495 22,960
167,827 111,206
3,313,244 2,944,539
151,534 154,366
40,327 36,709
309,838 232,846
59,283 43,396
4,713 3,922
83,128 50,842
70,946 55,982
177,970 144,928
4,419 4,119
11,913 10,503
21,254 21,181
101,458 101,208
4,692,483 4,074,121
22,494 22,494
124,382 89,603
161,254 139,255
12,000 8,850
320,130 260,202
27,305 26,425
347,435 286,627
5,039,918 4,360,748

Secretary
Paul A Stafford



BANKING CORPORATION LIMITED

THE HONGKONG AND SHANGHAI

Financial Statements (continued)
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Financial Statements (continued)

Consolidated statement of cash flows for the year ended 31 December 2010

Note 2010 2009
HKS$m HK$m
Operating activities
Cash (used in)/generated from OPErations ...........cccocovueueueirinieiereuereninieieieecere et seseseeenes 42 (107,924) 123,789
Interest received on financial INVESIMENTS ........c.ecvervirieiieeieieiieieeee ettt e e esaenes 12,711 15,420
Dividends received on financial investments 560 306
Dividends received from associates 2,768 2,565
TAXAtION PAIA ..evevitenieteeieteiee ettt ettt ettt et st ne et s et e e b et et et et et et et en et neenene s (13,269) (10,239)
Net cash (outflow)/inflow from operating activities ..................coccocoevninninninniniinenne (105,154) 131,841
Investing activities
Purchase of financial INVESIMENTS .........c.ccveieriirieniiniieeieee ettt enaees (475,669) (533,217)
Proceeds from sale or redemption of financial INVEStMENLS .......c.cccovvvvveveririniriereiccrireieenes 548,115 423,421
Purchase of property, plant and €qUIPIMENE ..........ccecieveieirieirieirieieieeeeeee e (6,165) (1,984)
Proceeds from sale of property, plant and equipment and assets held for sale . 63 1,848
Purchase of other intangible aSSEtS .........ccoerivieiieirririeiee et (1,373) (1,271)
Net cash (outflow)/inflow in respect of the acquisition of and
increased shareholding in SUDSIAIATIES .........cccvuereriirieiiriiiirieercre e 43 127) 15,271
Net cash outflow in respect of the sale of SUDSIAIATIES .......ccceoeviveeveiiinininiccirccce 43 (13) -
Net cash outflow in respect of the purchase of interests in associates and joint ventures ....... (10,676) (43)
Net cash inflow from the sale of interests in business portfolios ........c..cccoeovereineerccnencns 43 - 251
Proceeds from the sale of interests in ASSOCIALES ........ovevevereriririereueiriririeieseerere et 136 20
Net cash inflow/(outflow) from investing activities ..................cccocooveriiinninniinneeeee 54,291 (95,704)
Net cash (outflow)/inflow before financing .............c..cccoooviiiiiiniiiineeee (50,863) 36,137
Financing
Issue of preference Share Capital ..........ooeeireirieirieieeeee et - 8,282
Change in NoNn-coONtrolling INEEIESES .....cc.eerveuirueirieieieieiert sttt ettt 24) (160)
Repayment of subordinated liabilities (2,055) (659)
Issue of subordinated liabilities . 1,533 -
Ordinary dividends paid .......ccccccoeeererueuenene . 9 (26,850) (28,840)
Dividends paid to non-controlling interests ..........c.covueueueereririerereiririniereseereseerereseseseesenesesees (3,899) (4,830)
Interest paid on Preference SHares ...........cccoeoverieeieerieereeseee e 3,118) (4,034)
Interest paid on subordinated Habilities ............ccceeerireriririeireiric e (582) (741)
Net cash outflow from financing ..............cccocooieiieiineiiiiieeee e (34,995) (30,982)
(Decrease)/increase in cash and cash equivalents ...................ccocooiiiniiiniinnnieieee 43 (85,858) 5,155
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Bank balance sheet at 31 December 2010

Note
ASSETS
Cash and Short-term fUNAS .........coccveieieiiiiiieeceee ettt ae s 11
Items in the course of collection from other banks ..
Placings with banks maturing after one month . . 12
Certificates of dePOSit .......ccccuvvrueueueirreieicierieeenne . 13
Hong Kong Government certificates of indebtedness ..........coccovevvenieincinenncnscneee 14
TTAINE ASSELS .o.veviveiieieiieteieteiete ettt tes et e e te st ese st e st st et e seseebe st ese e eseses e sesaseneeseneesensesesenen 15
Financial assets designated at fair ValUe ............cccccceeirieieciininieicciececce e 16
DIETIVALIVES ...eiiiiieeiiteiet ettt ettt ettt ettt et b et e bt enes 17
AQVANCES 10 CUSTOIMETS .....cuvierviiuiineteteteattnteseteeereesseeterest e sesesenesensssesesestaesssaeseseseesaesenenens 18
Financial INVESIMENTS .........ccocuieviiiiieieeieeeieiei ettt ae e bessesaesbeeseeseessessessessensenns 21
Amounts due from group companies .
Investments in subsidiaries .............. 23
Interests in associates and joint ventures 24
Goodwill and INtaNGIDIE ASSELS ......c.ceveirueriruerieirieireeeete ettt 25
Property, plant and eqUIPMENT ..........c.ecveiieirieirieieeieeeee et senes 26
DEfErred taX ASSELS ...ieuiiuieeieieietiiteiteete ettt ettt et e et e e ae st se e e esae s e ss e beesesseebaeseeneensesenns 7
Retirement DENEfit @SSELS .......cc.eoirueiriiririiieierieere ettt 6
ORET ASSELS ...ttt ettt ettt ettt ettt b ettt sttt benene 28
TORAL ASSELS ..ottt sttt ettt et b ettt
LIABILITIES
Hong Kong currency notes in Circulation ...........cccocecieveieeieenieiinieinieieeeeeeeeeseeseseeeesens 14
Ttems in the course of transmission to other banks ...........ccccccceeievieiieriiieniciceceeeeeeeiee
DEPOSILS DY DANKS ..ottt
CUSTOMET ACCOUNLS ...eviniiiciiieiieeeeetete ettt ettt ettt st sttt a e eseene s ns 29
Trading HaDILIIES ......c.cciiririiieiiiirieecce ettt 30
Financial liabilities designated at fair Value ...........cccoceviiniiniinenicee e 31
DIETIVALIVES .ottt ettt ettt sttt ettt a ettt st b neae 17
Debt securities in issue ...... 32
Retirement benefit liabilities . 6
Amounts due to group companies
Other liabilities and PrOVISIONS ........c.cueueueeriririeieueiririeieieeere ettt e seneae 33
Current taxX HADIIITIES ......c.evueirieiriiietiiete ettt 7
Deferred tax HabilitIes ........coceeoeriririeieiiiniinieecctret ettt neneee 7
Subordinated HADIIIES ........cceeiiieieiiietieieieee ettt reese e saenaennas 36
Preference ShAres .........cociocirieirieieie ettt e 37
Total HabIlIties ............cccoooiiiiiiii et
EQUITY
SRATE CAPILAL ...ttt ettt 38
ONET TESEIVES ....cvuiniiiieiiirietetet ettt ettt ettt bttt ettt sa bt saebebeneae 39
REtAINEA PIOTILS ...ttt bttt 39
Proposed fourth interim dividend ...........cccoovieiiiniieiiiecc e 9

Total equity

Total equity and Habilities ...
1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.

Directors

Stuart T Gulliver

Margaret KM Y Leung
Peter T S Wong
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2010 2009
HK$m HK$m
Restated'
551,003 657,765
12,143 11,151
74,791 67,299
27,888 20,492
148,134 135,414
297,929 216,480
2,086 1,801
295,479 230,998
1,016,312 752,574
503,752 564,738
198,322 161,755
52,924 39,606
28,139 21,132
4,713 6,754
45,061 35,341
1,104 1,436
179 176
31,873 35,419
3,291,832 2,960,331
148,134 135,414
17,951 15,796
130,476 94,861
2,044,664 1,902,571
91,184 103,456
6,581 1,857
303,882 230,143
43,139 28,250
2,465 1,986
145,894 123,202
44,032 38,029
2,686 3,456
5,525 5,411
9,404 9,925
101,306 101,063
3,097,323 2,795,420
22,494 22,494
71,929 53,580
88,086 79,987
12,000 8,850
194,509 164911
3,291,832 2,960,331
Secretary
Paul A Stafford



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements

1 Basis of preparation

a The consolidated financial statements comprise the accounts of The Hongkong and Shanghai Banking Corporation
Limited (‘the Bank’) and its subsidiaries (‘the group’) as of 31 December 2010.

The consolidated financial statements have been prepared in accordance with all Hong Kong Financial Reporting
Standards (‘HKFRSs’), the provisions of the Hong Kong Companies Ordinance and accounting principles
generally accepted in Hong Kong. HKFRSs is a collective term which includes all applicable individual Hong
Kong Financial Reporting Standards, Hong Kong Accounting Standards (‘HKASs”) and Interpretations issued by
the Hong Kong Institute of Certified Public Accountants (‘“HKICPA”).

The consolidated financial statements have been prepared under the historical cost convention as modified by the
revaluation of certain financial assets and liabilities and premises.

b The consolidated financial statements include the attributable share of the results and reserves of associates and
joint ventures based on accounts prepared for dates not earlier than three months prior to 31 December 2010.

¢ During the year the group adopted the following HKFRSs and amendments to HKFRSs.

A revised HKFRS 3 ‘Business Combinations’ and an amended HKAS 27 ‘Consolidated and Separate Financial
Statements’. The main changes are:

e acquisition-related costs are recognised as expenses in the income statement in the period they are incurred;

e all consideration transferred, including contingent consideration, is recognised and measured at fair value at the
acquisition date;

e equity interests held prior to control being obtained are remeasured to fair value at the time control is obtained,
and any gain or loss is recognised in the income statement;

e changes in a parent’s ownership interest in a subsidiary that do not result in a change of control are treated as
transactions between equity holders and reported in equity; and

e an option is available, on a transaction-by-transaction basis, to measure any non-controlling interests
(previously referred to as minority interest) in the entity either at fair value, or at the non-controlling interest’s
proportionate share of the net identifiable assets of the entity acquired.

For the group, the revised HKFRS 3 and the amendments to HKAS 27 apply prospectively to acquisitions and
transactions taking place on or after 1 January 2010, and have no significant effect on these consolidated financial
statements.

In addition, the group also adopted a number of HKFRSs or amendments to HKFRSs which had an insignificant or
no effect on the consolidated financial statements. These are:

e Amendment to HKAS 39 ‘Financial Instruments: Recognition and Measurement’ - ‘Eligible Hedged Items’;
e Amendments to HKFRS 2 ‘Share-based Payment’ - ‘Group Cash-settled Share-based Payment Transactions’;
e Hong Kong (IFRIC) Interpretation 17 ‘Distributions of Non-cash Assets to Owners’;

e HKFRS 1 (Revised) ‘First-time Adoption of Hong Kong Financial Reporting Standards’;

e  Amendments to HKFRS 1 ‘First-time Adoption of Hong Kong Financial Reporting Standards’ - ‘Additional
Exemptions for First-time Adopters’;

e Amendment to HKFRS 1 ‘First-time Adoption of Hong Kong Financial Reporting Standards’ - ‘Limited
Exemption from Comparative HKFRS 7 Disclosures for First-time Adopters’;

e Hong Kong (IFRIC) Interpretation 18 ‘Transfers of Assets from Customers’;

e HK Interpretation 5 ‘Presentation of financial statements — classification by the borrower of a term loan that
contains a repayment on demand clause’; and

e Other amendments made under ‘Improvements to HKFRSs’ in May 2009, except the amendment to leases as
discussed below.
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Basis of preparation (continued)

The HKICPA issued two chapters in the first phase of updating the 'Conceptual Framework' in October 2010 which are
effective immediately upon issue — Chapter 1 The objective of financial reporting and Chapter 3 Qualitative
characteristics of useful financial information. The adoption of the Conceptual Framework did not have any
significant effect on the consolidated financial statements.

Hong Kong Accounting Standard 17, ‘Leases’ (HKAS 17) has been amended with effect from 1 January 2010 (“the
amendment”) as part of the ‘Improvements to HKFRS’ issued in May 2009. Since 2005, and prior to the amendment, a
number of significant interests in long-term leasehold land owned by the group were recorded as prepaid operating
leases, measured at historical cost less amortisation and included within ‘Other assets’ in the balance sheet. Following
the application of the amendment in 2010, such interests are reclassified as prepaid finance leases on the basis that
substantially all of the risks and rewards of ownership have been transferred to the group. They are included within
‘Property, plant and equipment’ in the balance sheet and carried at valuation (as discussed in note 3(0)). The
amendment has been applied retrospectively and the corresponding prior-year comparatives have been adjusted
accordingly.

The effects of the amendment to HKAS 17 on the position at 31 December 2008 are not shown as a separate column in
the primary financial statements in view of its immaterial impact on the balance sheet as a whole. The affected primary
statement lines are presented together as follows:

(i) For the group

As reported Adjustment Restated
HK$m HK$m HKS$m
Year ended 31 December 2009
Profit fOr the Year.......ccciiiiiircee e 50,644 (434) 50,210
Total comprehensive income ............ceueee . 88,614 2,766 91,380
Profit attributable to non-controlling interests ...........c..ceeveueererireerevereeerrreenene. 4,836 22) 4,814
As at 31 December 2009
Property, plant and @qUIPMENL..........cccoveueueiririnirieieeerreeiceeeee e, 36,327 22,483 58,810
OtNET ASSEES . .viiuvieeeeeie ettt ettt ettt ettt ettt et e ete e eteeeaeeereeereeereeereeereeeseeeaeen, 62,256 (3,438) 58,818
Deferred tax Habilities .........c.ovvevvivviriiirieiieceeereee ettt e, 7,358 3,145 10,503
OLhET TESEIVES ..uviuviviieeiieieetietiett ettt ae et se e e s e s e ssesessesseeseeseeseeseens 75,213 14,390 89,603
Retained Profits........cooveirieirieiirieiieeee e 139,231 24 139,255
NON-CONTOLING TNETESTS ..ottt e, 24,939 1,486 26,425
As at 31 December 2008
Property, plant and eqUIPIMENT........c.ccovieueueiiririnirieeeninirieeetceeeete e, 35,885 19,260 55,145
OthET @SSELS ...ueeuveiiiiiiiieteeie ettt ettt ettt st e st eeae e teeseeseeseesae s esessesessesaeesens 75,931 (3,527) 72,404
Deferred tax Habilities .......c.ccoviiiiiiieie ettt 4,433 2,599 7,032
OthET TESEIVES ..vveviviiteeteeee ettt ettt ettt ettt eae et eas et e s e s e eseeteeteeasereeneens 36,863 11,864 48,727
Retained profits............ . 123,085 5 123,090
NON-CONLIOIING INEETESES ....veuvvirviireenieteieieiet ettt 22,874 1,265 24,139
(i) For the Bank
As reported Adjustment Restated
HK$m HK$m HK$m
As at 31 December 2009
Property, plant and eqUIPMENt.............coeeirerireniriieeeeeere e, 20,182 15,159 35,341
OLhET @SSELS .....cuveviiiiietieie ettt ettt ettt ettt et e e te e teeteeaeessess et et esbesessesteas 37,891 (2,472) 35,419
Deferred tax Habilities ........cccevverierierierieeiiceceeeee e, 3,318 2,093 5,411
OtNET TESEIVES ...ttt ettt ettt ettt ettt et ete e e teeeteeereeeaaeeaeeeaeeeaeeeanen, 42,986 10,594 53,580
As at 31 December 2008
Property, plant and eqUIPMENt.............ccoeeireireniriieeeeeere e, 21,384 12,533 33,917
OLhET @SSELS .....cuveviiiiietieie ettt ettt ettt ettt et e e te e teeteeaeessess et et esbesessesteas 50,012 (2,489) 47,523
Deferred tax Habilities ........cccevverierierierieeieeceeeee e, 2,107 1,657 3,764
OtNET TESEIVES ...ttt ettt ettt et ettt ete ettt e e e eteeeteeeaeeeaeeeaeeeaaeeaeeeanen, 19,633 8,387 28,020
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Notes on the Financial Statements (continued)

2 Critical accounting estimates and judgements in applying accounting policies

The preparation of financial statements requires the group to make certain estimates and to form judgements about the
application of its accounting policies. The most significant areas where estimates and judgements have been made are
set out below.

Disclosures under HKFRS 4 and HKFRS 7 relating to the nature and extent of risks have been included in note 52
‘Risk management’.

Loan impairment

Application of the group’s methodology for assessing loan impairment, as set out in note 3(d), involves considerable
judgement and estimation.

For individually significant loans, judgement is required in determining first, whether there are indications that an
impairment loss may have already been incurred, and then estimating the amount and timing of expected cash flows,
which form the basis of the impairment loss that is recorded.

For collectively assessed loans, judgement is involved in selecting and applying the criteria for grouping together loans
with similar credit characteristics, as well as in selecting and applying the statistical and other models used to estimate
the losses incurred for each group of loans in the reporting period. The benchmarking of loss rates, the assessment of
the extent to which historical losses are representative of current conditions and the ongoing refinement of modelling
methodologies provide a means of identifying changes that may be required, but the process is inherently one of
estimation.

Valuation of financial instruments

The group’s accounting policy for valuation of financial instruments is included in note 3(f) and is discussed further
within note 17 ‘Derivatives’ and note 51 ‘Fair value of financial instruments’.

When fair values are determined by using valuation techniques which refer to observable market data because
independent prices are not available, management will consider the following when applying a valuation model:

e the likelihood and expected timing of future cash flows on the instrument. These cash flows are usually governed
by the terms of the instrument, although management judgement may be required when the ability of the
counterparty to service the instrument in accordance with the contractual terms is in doubt;

e an appropriate discount rate for the instrument. Management determines this rate based on its assessment of the
appropriate spread of the rate for the instrument over the 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 derivatives.

When valuing instruments by reference to comparable instruments, management takes into account the maturity,
structure and rating of the instrument with which the position held is being compared. When valuing instruments on a
model basis using the fair value of underlying components, management also considers the need for adjustments to
take account of factors such as bid-offer spread, credit profile and model uncertainty. These adjustments are based on
defined policies which are applied consistently across the group.

When unobservable market data have a significant impact on the valuation of derivatives, the entire initial change in
fair value indicated by the valuation model is recognised on one of the following bases: over the life of the transaction
on an appropriate basis; in the income statement when the inputs become observable; or when the transaction matures
or is closed out.

Financial instruments measured at fair value through profit or loss comprise financial instruments held for trading and
financial instruments designated at fair value. Changes in their fair value directly impact the group’s income statement
in the period in which they occur.
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2 Critical accounting estimates and judgements in applying accounting policies (continued)

A change in the fair value of a financial asset which is classified as ‘available-for sale’ is recorded directly in equity
until the financial asset is sold, when the cumulative change in fair value is charged or credited to the income statement.
When a decline in the fair value of an available-for sale financial asset has been recognised directly in equity and there
is objective evidence that the asset is impaired, the cumulative loss that had been recognised directly in equity is
removed from equity and recognised in the income statement, reducing the group’s operating profit.

Impairment of available-for-sale financial investments

Judgment is required in determining whether or not a decline in fair value of an available-for-sale financial investment
below its original cost is of such a nature as to constitute impairment, and thus whether an impairment loss needs to be
recognised under HKAS 39 ‘Financial Instruments: Recognition and Measurement’ (HKAS 39).

Liabilities under investment contracts

Estimating the liabilities for long-term investment contracts where the group has guaranteed a minimum return
involves the use of statistical techniques. The selection of these techniques and the assumptions used about future
interest rates and rates of return on equity, as well as behavioural and other future events, have a significant impact on
the amount recognised as a liability.

Insurance contracts
Classification

HKFRS 4 ‘Insurance Contracts’ (HKFRS 4) requires the group to determine whether an insurance contract that
transfers both insurance risk and financial risk is classified as an insurance contract, or as a financial instrument under
HKAS 39, or whether the insurance and non-insurance elements of the contract should be accounted for separately.
This process involves judgement and estimation of the amounts of different types of risks that are transferred or
assumed under a contract. The estimation of such risks often involves the use of assumptions about future events and is
thus subject to a degree of uncertainty.

Present value of in-force long-term insurance business (‘PVIF’)

The value of PVIF, which is recorded as an intangible asset, depends upon assumptions regarding future events. These
are described in more detail in note 25(b). The assumptions are reassessed at each reporting date and changes in the
estimates which affect the value of PVIF are reflected in the income statement.

Insurance liabilities

The estimation of insurance liabilities involves selecting statistical models and making assumptions about future
events which need to be frequently calibrated against experience and forecasts. The sensitivity of insurance liabilities
to potential changes in key assumptions is set out in note 52.

Held-to-maturity securities

As indicated in note 3(g), certain debt instruments within the ‘Financial investments’ category are classified as held-to-
maturity investments. In order to be able to use this classification, the group needs to exercise judgement upon initial
recognition of the investments as to whether it has the positive intention and ability to hold them until maturity. A
failure to hold these investments to maturity, in all but a limited number of circumstances, would result in the entire
held-to-maturity category being reclassified as ‘available-for-sale’. They would then be measured at fair value. The
carrying amount and the fair value of held-to-maturity securities at 31 December 2010 are disclosed in note 51.
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3 Summary of significant accounting policies

a

Interest income and expense

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

The effective interest rate is the rate that exactly discounts estimated future cash payments or receipts through the
expected life of the financial asset or financial liability to the net carrying amount of the financial asset or financial
liability. When calculating the effective interest rate, the group estimates cash flows considering all contractual
terms of the financial instrument but not future credit losses. The calculation includes all amounts paid or received
by the group that are an integral part of the effective interest rate, including transaction costs and all other
premiums or discounts. Such transaction costs (for example, mortgage rebates) are incremental to the group and
are directly attributable to a transaction.

Interest on impaired financial assets is recognised at the original effective interest rate of the financial asset applied
to the impaired carrying amount. The accounting policy for recognising impairment of loans and advances is set
out in note 3(d) below.

b

Non interest income
(i) Fee income

The group earns fee income from a diverse range of services it provides to its customers. Fee income is
accounted for as follows:

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

e if the income is earned as services are provided, it is recognised as revenue as the services are provided (for
example, asset management, portfolio and other management advisory and service fees); and

e if the income is an integral part of the effective interest rate of a financial instrument, it is recognised as an
adjustment to the effective interest rate (for example, loan commitment fees) and recorded in ‘Interest
income’ (see note 3(a)).
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3 Summary of significant accounting policies (continued)

(ii) Dividend income

Dividend income is recognised when the right to receive payment is established. This is the ex-dividend date
for listed equity securities.

(iii) Net income from financial instruments designated at fair value

Net income from financial instruments designated at fair value comprises all gains and losses from changes in
the fair value (net of accrued coupon) of such financial assets and financial liabilities, together with interest
income and expense and dividend income attributable to those financial instruments.

(iv) Net trading income

Net trading income comprises interest income and expense and dividend income attributable to trading
financial assets and liabilities, together with all gains and losses from changes in fair value of trading assets and
liabilities. Income and expenses arising from economic hedging activities which do not qualify for hedge
accounting under HKAS 39, as well as from the ineffective portion of qualifying hedges, are also included in
‘Net trading income’.

Cc

Advances to customers and placings with banks

Loans and advances to banks and customers include loans and advances originated by the group which are not
classified as either held for trading or designated at fair value. Loans and advances are recognised when cash is
advanced to borrowers. They are derecognised when borrowers repay their obligations, the loans are sold or
written off, or substantially all the risks and rewards of ownership are transferred. They are initially recorded at fair
value plus any directly attributable transaction costs and are subsequently measured at amortised cost using the
effective interest rate method, less impairment losses. Where loans and advances are hedged by derivatives
designated and qualifying as fair value hedges, the carrying value of the loans and advances so hedged includes a
fair value adjustment for the hedged risk only.

For certain leveraged finance and syndicated lending activities, the group may commit to underwrite loans on fixed
contractual terms for specified periods of time, where the drawdown of the loan is contingent upon certain future
events outside the control of the group. Where the loan arising from the lending commitment is expected to be held
for trading, the commitment to lend is recorded as a trading derivative and measured at fair value through profit or
loss. On drawdown, the loan is classified as held for trading and measured at fair value through profit or loss.
Where it is not the group’s intention to trade the loan, a provision on the loan commitment is only recorded where
it is probable that the group will incur a loss. This may occur, for example, where a loss of principal is probable or
the interest rate charged on the loan is lower than the cost of funding. On inception of the loan, the hold portion is
recorded at its fair value and subsequently measured at amortised cost using the effective interest method. However,
where the initial fair value is lower than the cash amount advanced (for example, due to the rate of interest charged
on the loan being below the market rate of interest), the write-down is charged to the income statement. The write-
down will be recovered over the life of the loan, through the recognition of interest income using the effective
interest method, unless the loan becomes impaired. The write-down is recorded as a reduction to other operating
income.

Loan impairment

It is the group’s policy to make provisions for impaired loans and advances promptly where there is objective
evidence that impairment of a loan or portfolio of loans has occurred.

Impairment losses are assessed for all credit exposures. Loans that are individually significant are assessed and
where impairment is identified, impairment losses are recognised. Loans that have been subject to individual
assessment, but for which no impairment has been identified are then assessed collectively to estimate the amount
of impairment at the reporting date, which has not been specifically identified. Loans which are not individually
significant, but which can be aggregated into groups of exposures sharing similar risk characteristics, are then
assessed collectively to identify and calculate impairment losses which have occurred by the reporting date. This
methodology is explained in greater detail below.
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3 Summary of significant accounting policies (continued)

Impairment losses are only recognised when there is evidence that they have been incurred prior to the reporting
date. Losses which may be expected as a result of future events, no matter how likely, are not recognised.

(i) Individually significant loans

Impairment losses on individually significant accounts are assessed by an evaluation of the exposures on a
case-by-case basis. The group assesses at each reporting date whether there is any objective evidence that a
loan is impaired. This procedure is applied to all accounts that are considered individually significant.

The criteria used by the group to determine that there is such objective evidence include, inter alia:

known cash flow difficulties experienced by the borrower;

past due contractual payments of either principal or interest;

breach of loan covenants or conditions;

the probability that the borrower will enter bankruptcy or other financial restructuring; and

a significant downgrading in credit rating by an external rating agency.

In determining the impairment losses on individually assessed accounts, the following factors are considered:

the group’s aggregate exposure to the customer;

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

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

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

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

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

the ability of the borrower to obtain and make payments in the relevant foreign currency if loans are not in
local currency; and

where available, the secondary market price for the debt.

The impairment loss is calculated by comparing the present value of the expected future cash flows, discounted
at the original effective interest rate of the loan, with its current carrying value and the amount of any loss is
charged to the income statement. The carrying amount of impaired loans is reduced through the use of an
allowance account.

(ii) Collectively assessed loans

Impairment losses are calculated on a collective basis in two different scenarios:

in respect of losses which have been incurred but have not yet been identified on loans subject to individual
assessment for impairment (see section (i) above); and

for homogeneous groups of loans that are not considered individually significant.
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3 Summary of significant accounting policies (continued)
Incurred but not yet identified impairment

Where loans have been individually assessed and no evidence of impairment has been identified, these loans
are grouped together on the basis of similar credit risk characteristics for the purpose of calculating a collective
impairment allowance. The impairment calculated by this method represents impairments that have occurred at
the balance sheet date but which will not be individually identified as such until some time in the future.

The collective impairment loss is determined after taking into account:

e historical loss experience in portfolios of similar risk characteristics (for example, by industry and
geographical sectors, loan grade or product);

e the estimated period between a loss occurring and the establishment of an allowance against the loss on an
individual loan; and

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

The estimated period between a loss occurring and its identification is determined by management for each
identified portfolio.

Homogeneous groups of loans

For homogeneous groups of loans that are not considered individually significant, two alternative methods are
used to calculate allowances on a portfolio basis.

e When appropriate empirical information is available, the group utilises a roll rate methodology. This
methodology utilises a statistical analysis of historical trends of the probability of default and amount of
consequential loss, assessed for each time period during which the customer’s contractual payments are
overdue. The amount of loss is based on the present value of expected future cash flows, discounted at the
original effective interest rate of the portfolio. Other historical data and an evaluation of current economic
conditions are also considered to calculate the appropriate level of impairment allowance based on inherent
loss.

e In other cases, when the portfolio size is small or when information is insufficient or not sufficiently
reliable to adopt a roll rate methodology, the group adopts a formulaic approach which allocates rolling
average loss rates over the outstanding receivable amount. Loss rates are based on the discounted expected
future cash flows from a portfolio.

Roll rates, loss rates and the expected timing of future recoveries are regularly benchmarked against actual
outcomes to ensure they remain appropriate.
(iii) Loan write-offs

Loans (and the related impairment allowance accounts) are normally written off, either partially or in full, when
there is no realistic prospect of recovery of these amounts and, for collateralised loans, when the proceeds from
the realisation of security have been received.

(iv) Reversals of impairment

If the amount of an impairment loss decreases in a subsequent period and the decrease can be related
objectively to an event occurring after the impairment was recognised, the previously recognised impairment
loss is reduced accordingly. The reduction of an impairment loss under these circumstances is recognised in the
income statement in the period in which it occurs.
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(v) Assets acquired in exchange for loans

Non-financial assets acquired in exchange for loans in order to achieve an orderly realisation are recorded as
assets held for sale and reported in ‘Other assets’. The asset acquired is recorded at the lower of its fair value
less costs to sell and the carrying amount of the loan, net of impairment allowance amounts, at the date of
exchange. No depreciation is provided in respect of assets held for sale. Any subsequent write-down of the
acquired asset to fair value less costs to sell is recorded as an impairment loss and included within ‘Other
operating income’ in the income statement. Any subsequent increase in the fair value less costs to sell, to the
extent this does not exceed the cumulative impairment loss, is recognised as a gain in ‘Other operating income’
in the income statement.

Debt securities or equities acquired in debt-to-debt/equity swaps are included in ‘Financial investments’ and
are classified as available-for-sale.

(vi) Renegotiated loans

Loans subject to collective impairment assessment whose terms have been renegotiated are no longer
considered past due once the minimum number of payments required under the new arrangements have been
received. Loans subject to individual impairment assessment, whose terms have been renegotiated, are subject
to ongoing review to determine whether they remain impaired. The carrying amount of loans that have been
classified as renegotiated retain this classification until maturity or derecognition.

e Trading assets and trading liabilities

Treasury bills, loans and advances to and from customers, loans and advances to and from banks, debt securities,
structured deposits, equity shares, own debt issued and short positions in securities which have been acquired or
incurred principally for the purpose of selling or repurchasing in the near term or are part of a portfolio of
identified financial instruments that are managed together and for which there is evidence of a recent actual pattern
of short-term profit-taking are classified as held for trading. This designation, once made, is irrevocable in respect
of the financial instruments to which it is made. Such financial assets or financial liabilities are recognised initially
at fair value, with transaction costs taken to the income statement, and are subsequently remeasured at fair value.
All subsequent gains and losses from changes in the fair value of these assets and liabilities, together with related
interest income and expense and dividends, are recognised in the income statement within ‘Net trading income’ as
they arise. Financial assets and financial liabilities are recognised using trade date accounting.

f  Financial instruments designated at fair value

A financial instrument, other than one held for trading, is classified in this category if it meets the criteria set out
below, and is so designated by management.

Financial assets and financial liabilities so designated are recognised initially at fair value, with transaction costs
taken directly to the income statement, and are subsequently remeasured at fair value. This designation, once made,
is irrevocable in respect of the financial instruments to which it is made. Financial assets and financial liabilities
are recognised using trade date accounting.

Gains and losses from changes in the fair value of such assets and liabilities are recognised in the income statement
as they arise, together with related interest income and expense and dividends, within ‘Net income from financial
instruments designated at fair value’ (except as noted below).

Gains and losses arising from the changes in fair value of derivatives that are managed in conjunction with
financial assets or financial liabilities designated at fair value are included in ‘Net income from financial
instruments designated at fair value’ (except as noted below).

Where issued debt has been designated at fair value and there is a related derivative, then the interest components
of the debt and the derivative are recognised in ‘Interest expense’.
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3 Summary of significant accounting policies (continued)
The group may designate financial instruments at fair value where the designation:

e climinates or significantly reduces a measurement or recognition inconsistency that would otherwise arise from
measuring financial assets or financial liabilities or recognising the gains and losses on them on different bases;
examples include unit-linked investment contracts, and certain portfolios of securities and debt issuances that
are managed in conjunction with financial assets or liabilities measured on a fair value basis;

e applies to a group of financial assets, financial liabilities, or both, that is managed and its performance
evaluated on a fair value basis, in accordance with a documented risk management or investment strategy, and
where information about that group of financial instruments is provided internally on that basis to key
management personnel; examples include financial assets held to back certain insurance contracts, and certain
asset-backed securities; or

e relates to financial instruments containing one or more embedded derivatives that significantly modify the cash
flows resulting from those financial instruments, and which would otherwise be required to be accounted for
separately; examples include certain debt issuances and debt securities held.

g Financial investments

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

Available-for-sale

Available-for-sale financial assets are initially measured at fair value plus direct and incremental transaction costs.
They are subsequently remeasured at fair value and changes therein are recognised in equity in the ‘Available-for-
sale investment reserve’ until the financial assets are either sold or become impaired. When available-for-sale
financial assets are sold, cumulative gains or losses previously recognised in equity are recognised in the income
statement as ‘Gains less losses from financial investments’.

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

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

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

Impairment losses for available-for-sale debt securities are recognised within ‘Loan impairment charges and other
credit risk provisions’ in the income statement and impairment losses for available-for-sale equity securities are
recognised within ‘Gains less losses from financial investments’ in the income statement.
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Once an impairment loss has been recognised on an available-for-sale financial asset, the subsequent accounting
treatment for changes in the fair value of that asset differs depending on the nature of the available-for-sale
financial asset concerned:

e for an available-for-sale debt security, a subsequent decline in the fair value of the instrument is recognised in
the income statement if, and only if, there is objective evidence of impairment. Objective evidence of
impairment occurs when, as a result of one or more loss events, the estimated future cash flows of the financial
asset are impacted and can be reliably measured. Where there is no objective evidence of impairment, the
decline in the fair value of the financial asset is recognised directly in equity. If the fair value of a debt security
increases in a subsequent period, and the increase can be objectively related to an event occurring after the
impairment loss was recognised in the income statement, the impairment loss is reversed through the income
statement to the extent of the increase in fair value;

e for an available-for-sale equity security, all subsequent increases in the fair value of the instrument are treated
as a revaluation and are recognised directly in equity. Impairment losses recognised on an equity security are
not reversed through the income statement. Subsequent decreases in the fair value of the available-for-sale
equity security are recognised in the income statement.

Held-to-maturity investments

Held-to-maturity investments are non-derivative financial assets with fixed or determinable payments and fixed
maturities that the group has the positive intention and ability to hold until maturity. Held-to-maturity investments
are initially recorded at fair value plus any directly attributable transaction costs, and are subsequently measured at
amortised cost using the effective interest rate method, less any impairment losses.

h  Determination of fair value

All financial instruments are recognised initially at fair value. The fair value of a financial instrument on initial
recognition is normally the transaction price, i.e. the fair value of the consideration given or received. In certain
circumstances, however, the initial fair value may be based on other observable current market transactions in the
same instrument, without modification or repackaging, or on a valuation technique whose variables include only
data from observable markets.

Subsequent to initial recognition, the fair values of financial instruments measured at fair value that are quoted in
active markets are based on bid prices for assets and offer prices for liabilities. When independent prices are not
available, fair values are determined by using valuation techniques which refer to observable market data. These
include comparison with similar instruments where market observable prices exist, discounted cash flow analysis,
option pricing models and other valuation techniques commonly used by market participants.

For certain investments, fair values may be determined in whole or in part using valuation techniques based on
assumptions that are not supported by prices from current market transactions or observable market data.

A number of factors such as bid-offer spread, credit profile, servicing costs of portfolios and model uncertainty are
taken into account, as appropriate, when values are calculated using valuation techniques.

When unobservable market data have a significant impact on the valuation of financial instruments, the entire
initial difference in fair value indicated by the valuation model from the transaction price is not recognised
immediately in the income statement but is recognised over the life of the transaction on an appropriate basis, or
when the inputs become observable, or the transaction matures or is closed out, or when group enters into an
offsetting transaction.

If the fair value of a financial asset measured at fair value becomes negative, it is recorded as a financial liability
until its fair value becomes positive, at which time it is recorded as a financial asset, or it is extinguished.
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i

Sale and repurchase agreements (including stock lending and borrowing)

Where securities are sold subject to a commitment to repurchase them at a predetermined price (‘repos’), they
remain on the balance sheet and a liability is recorded in respect of the consideration received. Securities purchased
under commitments to re-sell (‘reverse repos’) are not recognised on the balance sheet and the consideration paid is
recorded in ‘Advances to customers’ or ‘Placings with banks’ as appropriate. The difference between the sale and
repurchase price is treated as interest and recognised over the life of the agreement.

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

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

Derivative financial instruments and hedge accounting

Derivatives are initially recognised at fair value from the date a derivative contract is entered into and are
subsequently re-measured at their fair value at each reporting date.

Fair values are obtained from quoted market prices in active markets, or by using valuation techniques, including
recent market transactions, where an active market does not exist. Valuation techniques include discounted cash
flow models and option pricing models as appropriate. All derivatives are classified as assets when their fair value
is positive, or as liabilities when their fair value is negative.

In the normal course of business, the fair value of a derivative on initial recognition is considered to be the
transaction price (i.e. the fair value of the consideration given or received). However, in certain circumstances the
fair value of an instrument will be evidenced by comparison with other observable current market transactions in
the same instrument (i.e. without modification or repackaging) or based on a valuation technique whose variables
include only data from observable markets, including interest rate yield curves, option volatilities and currency
rates. When such evidence exists and results in a value which is different from the transaction price, the group
recognises a trading profit or loss on inception of the derivative.

Certain derivatives embedded in other financial instruments, such as the conversion option in a convertible bond,
are treated as separate derivatives when their economic characteristics and risks are not clearly and closely related
to those of the host contract, the terms of the embedded derivative are the same as those of a stand-alone derivative,
and the combined contract is not designated at fair value through profit and loss. These embedded derivatives are
measured at fair value with changes in fair value recognised in the income statement.

Derivative assets and liabilities from different transactions are only netted if the transactions are with the same
counterparty, a legal right of set-off exists, and the cash flows are intended to be settled either simultaneously or on
a net basis.

The method of recognising the resulting fair value gains or losses depends on whether the derivative is held for
trading, or is designated as a hedging instrument, and if so, the nature of the risk being hedged.

Where derivatives are designated as hedges, the group classifies them as either: (i) hedges of the change in fair
value of recognised assets or liabilities or firm commitments (‘fair value hedge’); (ii) hedges of the variability in
highly probable future cash flows attributable to a recognised asset or liability, or a forecast transaction (‘cash flow
hedge’); or (iii) hedges of net investments in a foreign operation (‘net investment hedge’). Hedge accounting is
applied for derivatives designated as hedging instruments in a fair value, cash flow or net investment hedge
provided certain criteria are met.
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3 Summary of significant accounting policies (continued)
Hedge accounting

It is the group’s policy to document, at the inception of a hedging relationship, the relationship between the
hedging instruments and hedged items, as well as its risk management objective and strategy for undertaking the
hedge. Such policies also require documentation of the assessment, both at hedge inception and on an ongoing
basis, of whether the derivatives that are used in hedging transactions are highly effective in offsetting changes in
fair values or cash flows of hedged items attributable to the hedged risks. Interest on designated qualifying hedges
where interest rate risk is hedged is included in ‘Net interest income’.

Fair value hedge

Changes in the fair value of derivatives (net of interest accrual) that are designated and qualify as fair value
hedging instruments are recorded as ‘Net trading income’ in the income statement, together with changes in the
fair value of the hedged asset or liability attributable to the hedged risk.

If the hedging relationship no longer meets the criteria for hedge accounting, the cumulative adjustment to the
carrying amount of a hedged item for which the effective interest rate method is used is amortised to the income
statement over the residual period to maturity in ‘Net interest income’. Where the adjustment relates to the carrying
amount of a hedged available-for-sale equity security, this remains in equity until the disposal of the equity
security.

Cash flow hedge

The effective portion of changes in the fair value of derivatives (net of interest accrual) that are designated and
qualify as cash flow hedges are recognised in shareholders’ equity. Any gain or loss relating to an ineffective
portion is recognised immediately in the income statement within ‘Net trading income’ along with accrued interest.

Amounts accumulated in shareholders’ equity are recycled to the income statement in the periods in which the
hedged item will affect profit or loss. However, when the forecast transaction that is hedged results in the
recognition of a non-financial asset or a non-financial liability, the gains and losses previously deferred in equity
are transferred from shareholders’ equity and included in the initial measurement of the cost of the asset or liability.

When a hedging instrument is sold, or when a hedge no longer meets the criteria for hedge accounting, any
cumulative gain or loss existing in shareholders’ equity at that time remains in shareholders’ equity until the
forecast transaction is ultimately recognised in the income statement. When a forecast transaction is no longer
expected to occur, the cumulative gain or loss that was reported in shareholders’ equity is immediately transferred
to the income statement.

Net investment hedge

Hedges of net investments in foreign operations are accounted for similarly to cash flow hedges. Any gain or loss
on the hedging instrument relating to the effective portion of the hedge is recognised in shareholders’ equity; the
gain or loss relating to the ineffective portion is recognised immediately in the income statement within ‘Net
trading income’. Gains and losses accumulated in equity are included in the income statement when the foreign
operation is disposed of.

Hedge effectiveness testing

To qualify for hedge accounting, HKAS 39 requires that at the inception of the hedge and throughout its life, each
hedge must be expected to be highly effective (prospective effectiveness). Actual effectiveness (retrospective
effectiveness) must also be demonstrated on an ongoing basis.

The documentation of each hedging relationship sets out how the effectiveness of the hedge is assessed. The
method adopted for assessing hedge effectiveness will depend on the risk management strategy.
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3 Summary of significant accounting policies (continued)
Derivatives that do not qualify for hedge accounting

All gains and losses from changes in the fair values of derivatives that do not qualify for hedge accounting are
recognised immediately in the income statement. These gains and losses are reported in ‘Net trading income’,
except where derivatives are managed in conjunction with financial instruments designated at fair value (other than
derivatives managed in conjunction with debt securities issued by the group), in which case gains and losses are
reported in ‘Net income from financial instruments designated at fair value’. The interest on derivatives managed
in conjunction with debt securities issued by the group which are designated at fair value is recognised in ‘Interest
expense’. All other gains and losses on these derivatives are reported in ‘Net income from financial instruments
designated at fair value’. For fair value hedge relationships, regression analysis is used to test hedge effectiveness.
For cash flow hedge relationships, effectiveness is tested by applying the change in variable cash flow method.

For prospective effectiveness, the hedging instrument must be expected to be highly effective in achieving
offsetting changes in fair value or cash flows attributable to the hedged risk during the period for which the hedge
is designated. For actual effectiveness, the changes in fair value or cash flows, at each reporting date or based on
recent history, must offset each other. The group considers that a hedge is highly effective when the offset is within
the range of 80% to 125%.

k Derecognition of financial assets and liabilities

Financial assets are derecognised when the rights to receive cash flows from the assets have expired; or where the
group has transferred its contractual rights to receive the cash flows of the financial assets and has transferred
substantially all the risks and rewards of ownership; or where both control and substantially all the risks and
rewards are not retained.

Financial liabilities are derecognised when they are extinguished, i.e. when the obligation is discharged or
cancelled or expires.

1 Offsetting financial assets and financial liabilities

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

m Subsidiaries, associates and joint ventures
The group

Subsidiaries are entities which the group, directly or indirectly, controls. Subsidiaries are controlled if the group
has the power to govern their financial and operating policies so as to obtain benefits from their activities. Control
exists where the group holds more than half of the issued share capital, controls more than half the voting power,
controls the composition of the board of directors, or equivalent body, or where control is provided by virtue of
contractual arrangements. Subsidiaries are consolidated in the group’s financial statements from the date on which
the group obtains control until control ceases.

Balances and transactions between entities that comprise the group, together with unrealised gains and losses
thereon, are eliminated in the consolidated financial statements. Non-controlling interests represent the portion of
the profit or loss and net assets of subsidiaries attributable to equity interests in those subsidiaries that are not held
by the group.

Associates are entities over which the group has significant influence but not control or joint control. Joint ventures
involve contractual arrangements whereby the group undertakes an economic activity with one or more parties and
that economic activity is subject to joint control. Investments in associates and joint ventures are recognised using
the equity method. Under this method, such investments are initially stated at cost, including attributable goodwill,
and are adjusted thereafter for the post-acquisition change in the group’s share of net assets.
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3 Summary of significant accounting policies (continued)
The Bank

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

n  Goodwill and intangible assets

(i) Goodwill arises on business combinations, including the acquisition of subsidiaries and interests in joint
ventures or associates when the cost of acquisition exceeds the fair value of the group’s share of the identifiable
assets, liabilities and contingent liabilities acquired. If the group’s interest in the fair value of the identifiable
assets, liabilities and contingent liabilities of an acquired business is greater than the cost of acquisition, the
excess is recognised immediately in the income statement.

Goodwill is allocated to cash-generating units (‘CGUs’) for the purpose of impairment testing, which is
undertaken at the lowest level at which goodwill is monitored for internal management purposes. Impairment
testing is performed at least annually, and whenever there is an indication that the CGU may be impaired, by
comparing the recoverable amount of a CGU with the carrying amount of its net assets, including attributable
goodwill. The recoverable amount of an asset is the higher of its fair value less cost to sell, and its value in use.
Value in use is the present value of the expected future cash flows from a CGU. If the recoverable amount of
the CGU is less than the carrying value, an impairment loss is charged to the income statement. Any write-off
in excess of the carrying value of goodwill is limited to the fair value of the individual assets and liabilities of
the CGU.

Goodwill is stated at cost less accumulated impairment losses, if any.

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

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

(i1) Intangible assets include the present value of in-force long-term insurance business, operating rights, computer
software and, when acquired in a business combination, trade names, customer relationships and core deposit
relationships. Intangible assets that have an indefinite useful life, or are not yet ready for use, are tested for
impairment annually.

Intangible assets that have a finite useful life, except for the present value of in-force long-term insurance
business, are stated at cost less amortisation and accumulated impairment losses and are amortised over their
estimated useful lives. Estimated useful life is the lower of legal duration and expected economic life.

Intangible assets are subject to impairment review if there are events or changes in circumstances that indicate
that the carrying amount may not be recoverable.

The accounting policy on the present value of in-force long-term insurance business is set out in note 3(w).

o Property, plant and equipment
(i) Land and buildings

The following land and buildings held for own use are carried at their revalued amount, being the fair value at
the date of the revaluation less any subsequent accumulated depreciation and impairment losses:

e frechold land and buildings;

e leasehold land and buildings where the value of the land cannot be reliably separated from the value of the
building at inception of the lease and the premises are not clearly held under an operating lease; and

e Jleasehold land and buildings where the value of the land can be reliably separated from the value of the
building at inception of the lease and the term of the lease is not less than 50 years since substantially all the
risk and rewards of ownership have been transferred to the group.
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3 Summary of significant accounting policies (continued)

Revaluations are performed by professional qualified valuers, on a market basis, with sufficient regularity to
ensure that the net carrying amount does not differ materially from the fair value. Surpluses arising on
revaluation are credited firstly to the income statement to the extent of any deficits arising on revaluation
previously charged to the income statement in respect of the same land and buildings, and are thereafter taken
to the ‘Property revaluation reserve’. Deficits arising on revaluation are first set off against any previous
revaluation surpluses included in the ‘Property revaluation reserve’ in respect of the same land and buildings,
and are thereafter recognised in the income statement.

Buildings held for own use which are situated on leasehold land where it is possible reliably to separate the
value of the building from the value of the leasehold land at inception of the lease are revalued by professional
qualified valuers, on a depreciated replacement cost basis or surrender value, with sufficient regularity to
ensure that the net carrying amount does not differ materially from the fair value.

Depreciation on land and buildings is calculated to write off the assets over their estimated useful lives as
follows:

e freehold land is not depreciated; and
e leasehold land is depreciated over the unexpired terms of the leases;

e buildings and improvements thereto are depreciated at the greater of 2% per annum on the straight line
basis or over the unexpired terms of the leases or over the remaining useful lives of the buildings.

(ii) Other plant and equipment

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

(iii) Investment properties

The group holds certain properties as investments to earn rentals, or for capital appreciation, or both.
Investment properties are stated at fair value with changes in fair value being recognised in ‘Other operating
income’. Fair values are determined by independent professional valuers, primarily on the basis of
capitalisation of net incomes with due allowance for outgoings and reversionary income potential. Property
interests which are held under operating leases to earn rentals, or for capital appreciation or, both, are classified
and accounted for as investment property on a property-by-property basis. Such property interests are
accounted for as if they were held under finance leases (see note 3(p)).

(iv) Leasehold land and land use rights

The Government of Hong Kong owns all the land in Hong Kong and permits its use under leasehold
arrangements. Similar arrangements exist in mainland China. At inception of the lease, where the cost of land
is known or can be reliably determined and the term of the lease is less than 50 years, the group records its
interest in leasehold land and land use rights separately as operating leases. These leases are recorded at
original cost and amortised over the term of the lease. Where the cost of the land is unknown, or cannot be
reliably determined, the land and buildings are accounted for together, as discussed above in 3(0)(i).

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

(@)

(i)

Assets leased to customers under agreements which transfer substantially all the risks and rewards associated
with ownership, other than legal title, are classified as finance leases. Where the group is a lessor under
finance leases the amounts due under the leases, after deduction of unearned charges, are included in
‘Advances to customers’ as appropriate. Finance income receivable is recognised over the periods of the leases
so as to give a constant rate of return on the net investment in the leases.

Where the group is a lessee under finance leases, the leased assets are capitalised and included in ‘Property,
plant and equipment’ and the corresponding liability to the lessor is included in ‘Other liabilities’. The finance
lease and corresponding liability are recognised initially at the fair value of the asset or, if lower, the present
value of the minimum lease payments. Finance charges payable are recognised over the periods of the leases
based on the interest rates implicit in the leases so as to give a constant rate of interest on the remaining
balance of the liability.

(iii) All other leases are classified as operating leases. Where the group is the lessor, the assets subject to the

operating leases are included in ‘Property, plant and equipment’ and accounted for accordingly. Impairment
losses are recognised to the extent that the carrying value of equipment is impaired through residual values not
being fully recoverable. Where the group is the lessee, the leased assets are not recognised on the balance
sheet.

(iv) Rentals payable and receivable under operating leases are accounted for on a straight-line basis over the period

™)

of the leases and are included in ‘General and administrative expenses’ and ‘Other operating income’
respectively.

There are no freehold interests in land in Hong Kong or mainland China. Leasehold land is included under
‘Other assets’ in the balance sheet if such land is considered to be held under operating leases (as described in
note 3(0)(iv) above) and is stated at cost less amortisation and impairment losses. Amortisation is calculated to
write off the cost of the land on a straight-line basis over the terms of the leases, which are generally below 50
years.

q

Income tax

(@)

(i)

Income tax for the year comprises current and deferred tax. Income tax is recognised in the income statement
except to the extent that it relates to items recognised directly in the statement of comprehensive income, in
which case it is recognised in the statement of comprehensive income.

Current tax is the expected tax payable on the taxable income for the year, calculated using tax rates enacted or
substantively enacted at the period end date, and any adjustment to tax payable in respect of previous years.
Current tax assets and liabilities are offset when the group intends to settle on a net basis and the legal right to
set off exists.

(iii) Deferred tax is recognised on temporary differences between the carrying amount of assets and liabilities in

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

Deferred tax is calculated using the tax rates that have been enacted or substantively enacted at the period end
date and are expected to apply in the periods in which the assets will be realised or the liabilities settled.
Deferred tax assets and liabilities are offset when they arise in the same tax reporting group, relate to income
taxes levied by the same taxation authority, and a legal right to set off exists in the entity.

Deferred tax relating to actuarial gains and losses arising from post-employment benefit plans which are
recognised in the statement of comprehensive income is also credited or charged to the statement of
comprehensive income.
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3 Summary of significant accounting policies (continued)

Deferred tax relating to changes in the fair value of available-for-sale investments and cash flow hedges, which
are charged or credited directly to the statement of comprehensive income, is also credited or charged directly
to the statement of comprehensive income and is recognised in the income statement when the fair value gain
or loss is recognised in the income statement.

r Pension and other post-retirement benefits
The group operates a number of pension plans which include both defined benefit and defined contribution plans.

Payments to defined contribution plans and state-managed retirement benefit plans, where the group’s obligations
under the plans are equivalent to a defined contribution plan, are charged as an expense as they fall due.

The costs recognised for funding defined benefit plans are determined using the projected unit credit method, with
annual actuarial valuations performed on each plan. Actuarial differences that arise are recognised in shareholders’
equity and presented in the statement of comprehensive income in the period they arise. Past service costs are
recognised immediately to the extent the benefits are vested, and are otherwise recognised on a straight-line basis
over the average period until the benefits are vested. The current service costs and any past service costs together
with the expected return on plan assets less the unwinding of the discount on the plan liabilities are charged to
‘Employee compensation and benefits’.

The net defined benefit asset or liability recognised in the balance sheet represents the difference between the fair
value of plan assets and the present value of the defined benefit obligations adjusted for unrecognised past service
costs. In the case of a defined benefit asset, it is limited to unrecognised past service costs plus the present value of
available refunds and reductions in future contributions to the plan.

s Share-based payments

The cost of share-based payment arrangements with employees is measured by reference to the fair value of equity
instruments on the date they are granted, and is recognised as an expense on a straight-line basis over the vesting
period, with a corresponding credit to ‘Other reserves’. The fair value of equity instruments that are made available
immediately, with no vesting period attached to the award, are expensed immediately.

Fair value is determined by using market prices or appropriate valuation models, taking into account the terms and
conditions upon which the equity instruments were granted. Market performance conditions are taken into account
when estimating the fair value of equity instruments at the date of grant, so that an award is treated as vesting
irrespective of whether the market performance condition is satisfied, provided all other conditions are satisfied.

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

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

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

Foreign currencies

(i) TItems included in each of the group’s entities are measured using the currency of the primary economic
environment in which the entity operates (the ‘functional currency’). The group’s financial statements are
presented in Hong Kong dollars which is the Bank’s functional and presentation currency.

(i) Transactions in foreign currencies are recorded in the functional currency at the rate of exchange prevailing on
the date of the transaction. Monetary assets and liabilities denominated in foreign currencies are translated into
the functional currency at the rate of exchange ruling at the balance sheet date. Any resulting exchange
differences are included in the income statement. Non-monetary assets and liabilities that are measured in
terms of historical cost in a foreign currency are translated into the functional currency using the rate of
exchange at the date of the initial transaction. Non-monetary assets and liabilities measured at fair value in a
foreign currency are translated into the functional currency using the rate of exchange at the date the fair value
was determined.

(iii) The results of branches, subsidiaries and associates not reporting in Hong Kong dollars are translated into
Hong Kong dollars at the average rates of exchange for the reporting period. Exchange differences arising
from the retranslation of opening foreign currency net investments and exchange differences arising from
retranslation of the result for the reporting period from the average rate to the exchange rate prevailing at the
period-end are accounted for in a separate foreign exchange reserve in the consolidated financial statements.
Exchange differences on a monetary item that is part of a net investment in a foreign operation are recognised
in the income statement of the separate subsidiary financial statements. In the consolidated financial
statements, these exchange differences are recognised in the foreign exchange reserve in shareholders’ equity.
On disposal of a foreign operation, exchange differences relating thereto and previously recognised in reserves
are recognised in the income statement.

u Provisions

Provisions for liabilities and charges are recognised when it is probable that an outflow of economic benefits will
be required to settle a present legal or constructive obligation arising from past events and a reliable estimate can
be made of the amount of the obligation.

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

\4

Financial guarantee contracts

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

Through its insurance subsidiaries, the group issues contracts to customers that contain insurance risk, financial
risk or a combination thereof. A contract under which the group accepts significant insurance risk from another
party, by agreeing to compensate that party on the occurrence of a specified uncertain future event, is classified as
an insurance contract. An insurance contract may also transfer financial risk, but is accounted for as an insurance
contract if the insurance risk is significant.

Insurance contracts are accounted for as follows:

Premiums

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

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

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

Present value of in-force long-term insurance business

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

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

Claims and reinsurance recoveries

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

Gross insurance claims for life insurance contracts reflect the total cost of claims arising during the year, including

claim handling costs and any policyholder bonuses allocated in anticipation of a bonus declaration. Claims arising
during the year include maturities, surrenders and death claims.

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

Reinsurance recoveries are accounted for in the same period as the related claim.
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Liabilities under insurance contracts

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

Liabilities under non-linked life insurance contracts are calculated by each life insurance operation based on local
actuarial principles. Some insurance contracts may contain discretionary participation features whereby the
policyholder is entitled to additional payments whose amount and/or timing is at the discretion of the issuer. The
discretionary element of these contracts is included in ‘Liabilities under insurance contracts issued’.

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

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

X

Investment contracts

Customer liabilities under linked and certain non-linked investment contracts without discretionary participation
features and the corresponding financial assets are designated at fair value. Movements in fair value are recognised
in ‘Net income from financial investments designated at fair value’. Deposits receivable and amounts withdrawn
are accounted for as increases or decreases in the liability recorded in respect of investment contracts.

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

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

Dividends

Dividends proposed or declared after the balance sheet date are disclosed as a separate component of shareholders’
equity.

Debt securities in issue and subordinated liabilities

Debt securities issued for trading purposes or designated at fair value are reported under the appropriate balance
sheet captions. Other debt securities in issue and subordinated liabilities are measured at amortised cost using the
effective interest rate method and are reported under ‘Debt securities in issue’ or ‘Subordinated liabilities’.

aa

Cash and cash equivalents

For the purpose of the cash flow statement, cash and cash equivalents include highly liquid investments that are
readily convertible to known amounts of cash and which are subject to an insignificant risk of change in value.
Such investments comprise cash and balances with banks maturing within one month, and treasury bills and
certificates of deposit with less than three months’ maturity from the date of acquisition.

ab

Share capital

Shares are classified as equity when the group has the unconditional right to avoid transferring cash or other
financial assets.
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4 Operating profit

The operating profit for the year is stated after taking account of:

a Interest income

2010 2009

HKS$m HK$m

Interest income 0N liSted SECUITLIES ......coviiiviiiiiiiriiciieeteeete ettt ettt ettt et e et e eaeeaeeeaeeeaeeenes 8,012 8,094
Interest income on unlisted securities . 15,878 16,849
Oher INTETESE INCOIMIE .......eveeiteiieteiieieieeeeet ettt ettt ettt ettt esesse st sses e et eneesessesessenessenessenesens 69,053 64,382
92,943 89,325
Less: interest income classified as ‘Net trading income’ (note 4(d)) .....cccooeveeverererinennennennns (7,366) (6,701)

Less: interest income classified as ‘Net income from financial instruments

designated at fair value’ (NOLE 4(€)) ....cvvvrueueuereeriririeicieinirieeetee sttt e (54) (74)
85,523 82,550

Included in the above is interest income accrued on impaired financial assets of HK$465m (2009: HK$480m),
including unwinding of discounts on loan impairment losses of HK$324m (2009: HK$297m).

b Interest expense

2010 2009
HK$m HK$m
Interest expense on subordinated liabilities, other debt securities in issue,
customer accounts and deposits by banks maturing after five years .........c.coceevvevvenecneennne. 704 964
Interest eXpense On Preference SHATES ..........cccivieirieirieireieee ettt ea e esens 2,659 3,937
Oher INTETESE EXPEIISE ....veuverirerirtenirieieteeeteeetetesestenessestssesteteseetessesesesessesesseneeseneeseneeseneenessesesenes 22,908 22,097
26,271 26,998
Less: interest expense classified as ‘Net trading income’ (n0te 4(d)) ....c.cccovvveereererrneercnnnnenes (2,599) (2,848)
Less: interest expense classified as ‘Net income from financial instruments
designated at fair value’ (NOLE 4(€)) ....ccvvvrveueueuireriririeieieinirieeetee sttt ee (25) (32)
23,647 24,118
¢ Net fee income
2010 2009
HK$m HK$m
Net fee income includes the following:
Net fee income, other than amounts included in determining the effective
interest rate, arising from financial assets or financial liabilities that are
not held for trading or designated at fair value
— FEE INCOIME .oiviiiiiiii ettt ettt et ettt et ettt et et e et et e eaeeteeaeeasersessensesensensensesens 13,172 11,844
— @ CXPEIISE eonvvireeieteiieieiete ettt ettt ettt ettt ettt b et et et e st s et et ennenentene (1,404) (1,225)
11,768 10,619
Net fee income on trust and other fiduciary activities where the group holds
or invests assets on behalf of its customers
— EE IMCOIMIE ..ouiiieieeeete ettt ettt ettt et s et ne s s et sb e st es e et eneenennene 8,717 6,711
= BE EXPEIISE ..ttt ettt be e ene (1,005) (761)
7,712 5,950
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4 Operating profit (continued)

d Net trading income

2010 2009
HK$m HK$m
DEAIING PrOFILS ...tttk b et b et 15,484 16,275
— FOrEIgN EXCRANJE ...ttt bbb b e 13,036 12,613
— Interest rate derivatives . 978 1,591
— Debt securities .............. 672 999
— EQUities and Other trading ..........cceeieriieieiiiee et 798 1,072
L0SS from hedging ACHIVITIES ........cvcueuiiirieieieiiise et (11) (23)
Fair value hedges
— Net gain / (loss) on hedged items attributable to the hedged risk ...........ccccooviiieiiinnnccnns 563 (413)
— Net (loss) / gain on hedging INSETUMENTS .........c.ceiiriririeieiiiretcee e (579) 375
Cash flow hedges
— NEthedging GAIN ......oieiiiieiiiiii bbb 5 15
Interest on trading assets and liabilities .. 4,767 3,853
— Interest income (note 4(a)) ............. 7,366 6,701
— Interest eXpense (NOLE 4(10)) ..o vt (2,599) (2,848)
Dividend income from trading SECUFTLIES ........ccovririieriiiriiisieicieisissstee e 476 421
— LiStEA INVESIMENLS .....viviiiiiie ittt 391 291
— UNHStEA INVESIMENES ...ttt ettt ettt nenene 85 130
20,716 20,526
e Net income from financial instruments designated at fair value
2010 2009
HK$m HK$m
Income on assets designated at fair value which back insurance and investment contracts ......... 4,509 9,100
Change in fair value of liabilities to customers under investment CONtracts ............ccocoeerecveeenne (1,217) (2,854)
3,292 6,246
Net change in fair value of other financial assets/liabilities designated at fair value® .................. 436 971
Interest on financial assets and liabilities designated at fair value
— INterest iNCOME (NOTE 4(A)) .v.vvrvrrererereririetei ettt sttt beneee 54 74
— Interest eXPense (NOLE 4(D)) .ivvvceeiiriceeee sttt ea s senens (25) (32)
3,757 7,259

1 Gains and losses from changes in the fair value of the group’s issued debt securities may arise from changes in the group’s own
credit risk. In 2010 the group recognised a HK$51m loss on changes in the fair value of these instruments arising from changes in
own credit risk (2009:HK$35m loss).

f Gains less losses from financial investments

2010 2009

HK$m HK$m

Gains on disposal of available-for-sale SECUNLIES ........cccviuririeiereiiririsreee e 2,365 1,191
Impairment of available-for-sale equity INVESIMENTS ...........ccccceiiiniiiiccece e (349) (1,322)
2,016 (131)

There are no gains or losses on the disposal of held-to-maturity investments in the year (2009: nil).
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4 Operating profit (continued)

g Dividend income

2010 2009
HK$m HK$m
LSEEA INVESIMENTS ...ttt ettt bbbttt bbb 418 228
UNIIStEA INVESIMENTS ....viiieicecieieteietss bbbt 146 136
564 364
h  Other operating income
2010 2009
HK$m HK$m
Restated*
Rental income from investment PrOPErtIES .........coovvriiiiiiiieeiinn e 170 169
Movement in present value of in-force insurance business 4,106 2,888
Gains on iNVEStMENE PrOPEITIES ......ccvrvirieeereiiriseete et sees 483 262
Gains on disposal of property, plant and equipment, and assets held for sale 13 410
Gain/(loss) on disposal of subsidiaries, associates and business portfolios .............cccoovvrecens 603 (6)
Surplus/(deficit) arising on property revaluation ............ccccoceceieiirisecieninisseeereesessee e 102 (109)
OENBE ettt s bbbt s bbbttt ntn 4,527 3,392
10,004 7,006

1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.

Included within ‘Other’ are recoveries against initial fair value on loan portfolios of HK$1,049m (2009:
HK$664m). There are no gains or losses on the disposal of financial liabilities measured at amortised cost during
the year (2009: nil).

i Loan impairment charges and other credit risk provisions

2010 2009
HK$m HK$m
Net charge for impairment of customer advances
— Individually assessed impairment allowances:
NEW AIIOWANCES ...ttt 3,605 5,504
REIBASES ...ttt bbbt b bbb (1,069) (1,135)
RECOVEIIES ...ttt ettt a et ettt e e ettt e b e s e s e e s et e s e ne e s (322) (188)
2,214 4,181
— Net charge for collectively assessed impairment alloWanCes ............coccveeeeieiinnneneccens 2,474 6,498
Net charge for other credit riSk ProVISIONS ........c.cccoviriiiiiei e (69) 556
Net charge for loan impairment and other credit risk proviSions ...........c.ccoeeevevneienennnceienenens 4,619 11,235

Included in the net charge for other credit risk provisions is an impairment release of HK$38m against available-
for-sale debt securities (2009: impairment charge of HK$365m). There are no impairment losses or provisions
relating to held-to-maturity investments (2009: nil).
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j  General and administrative expenses

2010 2009
HK$m HK$m
Restated*
Premises and equipment
— RENEAI BXPENSES ....vivieiiieieteiiisee ettt ettt et ettt ee bRt e bt n e ne et nerene 2,749 2,747
— Amortisation of prepaid operating 1€aSe PAYMENTS ..........ccceieririririreiriirriee e 18 18
— Other premises and EQUIPIMENT ....c.cviriiieueirerireeisieee st see s s sseseesessssssesnsens 3,496 3,192
6,263 5,957
Marketing and adVvertiSing EXPENSES .........iveueueririririeieiierisrsiet ettt b e nebeneee 3,891 3,168
Other admMiNiStrative EXPENSES ....cvvivreerereriirieierereesisestesesesesessssesesesessessesesessssssesesesessssesesesessnssseses 12,254 10,368
Litigation and Other PrOVISIONS ...........cccciiiiiiiicceiee e (19) (6)
22,389 19,487

1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.

Included in operating expenses are direct operating expenses of HK$20m (2009: HK$21m) arising from
investment properties that generated rental income during the year. Direct operating expenses arising from

investment properties that did not generate rental income amounted to HK$2m (2009: HK$1m).

Included in operating expenses are minimum lease payments under operating leases of HK$2,934m (2009:

HK$2,806m).

k Auditors’ remuneration

Auditors’ remuneration amounted to HK$76m (2009: HK$72m), of which HK$29m (2009: HK$29m) related to

the Bank.
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5

Insurance income

Included in the consolidated income statement are the following revenues earned by the insurance business:

a Insurance income
2010 2009
HK$m HK$m
NEL INEEIEST INCOME ...ttt bbb bbbt bbbttt b b eben 5,832 4,691
INEE FEE INCOME ..ttt bbbt bbbttt b bbb 1,070 768
NEE TFAAING 10SS ...vvevieiiiieietee ettt ettt e et s e et a et e e e e e e senan (5) (8)
Net income from financial instruments designated at fair value ... 3,371 6,150
Gains less losses from financial INVESIMENES ..o 386 ()]
Dividend iNCOME .......ccovvriiiciiciriisre - 29
Net earned insurance premiums (note 5(b)) 37,193 31,395
Movement in present value of in-force business .. 4,106 2,888
Other OPErating INCOME ......cviveueiiirieee ettt s et st et e s e se s e e e nenennen 70 29
52,023 45,935
Net insurance claims incurred and movement in policyholders’ liabilities (note 5(C))........cccccevun. (39,843) (37,131)
NEt OPEratiNg INCOME .....veeiiiiiieie ettt ettt ettt bttt et b e e s e bebenen 12,180 8,804
b Net earned insurance premiums
Investment
contracts with
Life Life discretionary
Non-life insurance insurance participation
insurance (non-linked) (linked) features Total
HK$m HK$m HK$m HK$m HK$m
2010
Gross written premiums ..........ccceenee. 3,166 30,729 4,224 - 38,119
Movement in unearned premiums ...... (235) - - - (235)
Gross earned premiums ...........cccee..... 2,931 30,729 4,224 - 37,884
Gross written premiums ceded
10 FEINSUTENS ..o (457) (267) (8) - (732)
Reinsurers’ share of movement
in unearned premiums ............c...... 41 - - - 41
Reinsurers’ share of gross
earned premiums .........ccccvvvrerenenes (416) (267) (8) - (691)
Net earned premiums.........cccecervrvreernes 2,515 30,462 4,216 - 37,193
2009
Gross written premiums ...........c...... 2,754 27,391 1,933 - 32,078
Movement in unearned premiums ...... (116) - - - (116)
Gross earned premiums .........ccoc...... 2,638 27,391 1,933 - 31,962
Gross written premiums ceded
10 TEINSUTENS ..o (394) (197) 9) - (600)
Reinsurers’ share of movement
in unearned premiums ...........c....... 33 - - - 33
Reinsurers’ share of gross
earned Premiums .......cccovvvveeenrnnnns (361) (197) (9) - (567)
Net earned premiums............cccoeevennnee 2,277 27,194 1,924 — 31,395
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Insurance income (continued)

¢ Netinsurance claims incurred and movement in policyholders’ liabilities

2010
Claims, benefits and surrenders paid ..
Movement in provision ...........c.c.c......

Gross claims incurred and movement
in policyholders’ liabilities .............

Reinsurers’ share of claims, benefits
and surrenders paid ...........c.coeevees
Reinsurers’ share of movement
iN Provision .........cccoevveecriinnnnns
Reinsurers’ share of claims incurred
and movement in policyholders’
liabilities ...cccooovveveveieceveee

Net insurance claims incurred and
movement in policyholders’
liabilities ......ocooveevcieiiecee

2009
Claims, benefits and surrenders paid ..
Movement in provision ..........c.c.ccceeee.

Gross claims incurred and movement
in policyholders’ liabilities .............

Reinsurers’ share of claims, benefits
and surrenders paid ..o
Reinsurers’ share of movement
iN Provision .........cccoevveecriinnnnns
Reinsurers’ share of claims incurred
and movement in policyholders’
liabilities ...ccooovveereeeeeeee

Net insurance claims incurred and
movement in policyholders’
liabilities ...cooveeerereceeeen

Investment
contracts with

Life Life discretionary
Non-life insurance insurance participation
insurance (non-linked) (linked) features Total
HK$m HK$m HK$m HK$m HK$m
1,290 4,030 2,330 122 7,772
(14) 28,866 2,672 (119) 31,405
1,276 32,896 5,002 3] 39,177
(160) (157) (298) - (615)
20 3 1,258 - 1,281
(140) (154) 960 - 666
1,136 32,742 5,962 3 39,843
1,227 3,001 884 2 5,114
(143) 25,293 5,706 - 30,856
1,084 28,294 6,590 2 35,970
(110) (149) (95) - (354)
18 92 1,405 - 1,515
(92) (57) 1,310 - 1,161
992 28,237 7,900 2 37,131
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6 Employee compensation and benefits

a Employee compensation and benefits

2010 2009

HK$m HK$m

WAGES QNG SAIAIIES ...t bbbttt 30,412 26,514

SOCIAl SECUIILY COSES .....vvvitiiiiesi ettt bbbt 736 698
Retirement benefit costs

— Defined contribULiIoN PIANS .......cooviiciiiiict e 920 811

— Defined DENefit PIANS .....c.cooiiiiiicce e 698 562

32,766 28,585

b Directors’ emoluments

The aggregate emoluments of the Directors of the Bank calculated in accordance with section 161 of the Hong
Kong Companies Ordinance of HK$117m (2009: HK$129m). This comprises fees of HK$7m (2009: HK$6m) and
other emoluments of HK$110m (2009: HK$123m) which includes pension benefits of HK$6m (2009: HK$5m).

¢ Retirement benefit pension plans

The group operates 77 (2009: 69) retirement benefit plans, with a total cost of HK$1,618m (2009: HK$1,373m), of
which HK$649m (2009: HK$532m) relates to overseas plans and HK$28m (2009: HK$35m) are sponsored by
HSBC Asia Holdings BV.

Progressively the HSBC Group has been moving to defined contribution plans for all new employees.

The group’s defined benefit plans, which cover 37% (2009: 39%) of employees, are predominantly funded plans
with assets which, in the case of the larger plans, are held either under insurance policies or in trust funds separate
from the group. The cost relating to the funded plans was HK$628m (2009: HK$533m) which was assessed in
accordance with the advice of qualified actuaries; the plans are reviewed at least on a triennial basis or in
accordance with local practice and regulations. The actuarial assumptions used to calculate the projected benefit
obligations of the group’s retirement benefits plans vary according to the economic conditions of the countries in
which they are situated.

(i) Defined benefit plan principal actuarial assumptions

The principal actuarial assumptions used to calculate the major defined benefit pension plans were:

2010 2009

% p.a. % p.a.
DISCOUNT FALE ...ttt bbb bbbt e et b e et etan 2.85 2.58
Expected rates of return on plan assets*
— equities 8.8 85
— bonds ...... 3.8 3.6
ORI bbb 5.1 0.9
Rate of pay increase
= JONG EBIM bbb bbbt bbbt b ettt 5.0 5.0
LY 1o 13V L] OO HKLT2001? HKLT2001?

1 The expected rates of return are weighted on the basis of the fair value of the plan assets.
2 HKLT2001 - Hong Kong Life Tables 2001.

The overall expected long-term rate of return on assets as at 31 December 2010 is 4.9% (2009: 5.8%). The
expected long-term rate of return is based on the portfolio as a whole and not on the sum of the returns on
individual asset categories. The return is based on historical market returns adjusted for additional factors such
as the current rate of inflation and interest rates.
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In Hong Kong, the HSBC Group Hong Kong Local Staff Retirement Benefit Scheme covers employees of The
Hongkong and Shanghai Banking Corporation Limited and certain other employees of the HSBC Group. The
latest actuarial valuation of the defined benefit plan was made at 31 December 2009, and was performed by
Estella Chiu, Fellow of the Society of Actuaries of the United States of America, of HSBC Insurance (Asia)
Limited, a subsidiary of The Hongkong and Shanghai Banking Corporation Limited. At the valuation date, the
market value of the defined benefit scheme’s assets was HK$8,436m. On an ongoing basis, the actuarial value
of the scheme’s assets represented 105% of the actuarial present value of the benefits accrued to members, after
allowing for expected future increases in salaries, and the resulting surplus amounted to HK$551m. On a wind-
up basis, the scheme’s assets represented 107% of the members’ vested benefits, based on current salaries, and
the resulting surplus amounted to HK$690m. The attained age method has been adopted for the valuation and
the major assumptions used in this valuation were a discount rate of 6% per annum and long-term salary
increases of 5% per annum.

(ii) Value recognised in the balance sheet

Group Bank

2010 2009 2010 2009

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

EQUILIES ©vvvviieiceeer e 3,144 2,285 1,416 996
BONGS .ot 9,626 9,995 6,625 6,855
Oher .o 2,117 2,038 1,818 1,776
Fair value of plan assets .........c.c.cccovriienens 14,887 14,318 9,859 9,627
Present value of funded obligations ............ 19,021 17,823 11,958 11,366
Present value of unfunded obligations ........ 287 125 198 71
Defined benefit obligations ...........c.c.cccceue. 19,308 17,948 12,156 11,437
Past service cost not recognised .................. 10 - 12 -
Effect of limit on plan surpluses ................. 1 - 1 -
Net defined benefit liability ..........ccccooeuenne (4,412) (3,630) (2,286) (1,810)
Reported as ‘“ASSELS” .....cccvevrereereeiereeeienens 301 292 179 176
Reported as ‘Liabilities” .........c.ccccoeonrinens (4,713) (3,922) (2,465) (1,986)
Net defined benefit liability ...........ccocoeenee (4,412) (3,630) (2,286) (1,810)

(iii) Changes in the present value of the defined benefit obligations

Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
At 1 JANUANY oo 17,948 20,954 11,437 12,841
Current service cost 979 1,153 626 721
INEEreSt COSE ....voveviirrreiciree e 508 307 334 207
Contributions by employees ...........c.ccc...... 2 2 - -
Actuarial (gains)/losses .... 808 (3,200) 712 (1,472)
Benefits paid .......ccovevvvveeeinrseeeeeeens (1,104) (1,299) (704) (842)
Past service cost — vested immediately ....... 56 - 47 -
Past service cost — unvested benefits ........... 12 - 15 -
Reduction in liabilities resulting from
CUNtIMENtS ..o - (48) - (48)
Exchange and other movements .................. 99 79 (311) 30
At 31 DECEMDET ..o 19,308 17,948 12,156 11,437
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6 Employee compensation and benefits (continued)

(iv)Changes in the fair value of plan assets

Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
At 1January ...... 14,318 13,588 9,627 9,379
Expected return 847 891 587 639
Contributions by the group ............ 705 736 479 484
Contributions by employees 2 2 - -
Actuarial gains/(I0SSes) .........cccvrvrvreerererernne 2 368 (59) 47
Benefits paid ... (1,052) (1,261) (672) (822)
Assets distributed on curtailments - (33) - (33)
Exchange and other movements .................. 65 27 (103) 27
At 31 DECEMDET ....covvvvririiriiccicieieeiias 14,887 14,318 9,859 9,627
The plan assets above included assets issued by entities within HSBC Group:
Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
EQUILIES ..o 427 418 366 369
OLNEIS .o 92 103 50 62
519 521 416 431

The group’s actual gain on plan assets for the year ended 31 December 2010 was HK$849m (2009:
HK$1,259m gain). The Bank’s actual gain on plan assets for the year ended 31 December 2010 was HK$528m
(2009: HK$592m gain).

The group expects to make HK$759m of contributions to defined benefit pension plans during the following
year (2009: HK$706m). Contributions to be made by the Bank are expected to be HK$472m (2009: HK$453m).

(v) Total expense recognised in the income statement in ‘Defined benefit plans’

2010 2009
HK$m HK$m
CUITENT SEIVICE COSE ...vviuieiieteteittsi sttt ettt b et b ettt 979 1,153
INEEIEST COSE ..ttt 508 307
Expected return 0N PIAN @SSELS ........ciiiiiiiricieie it (847) (891)
Past Service COStS .........ccocovrrneenes 58 -
Gains on curtailments - (7)
TOLAl NEL EXPENSE ...ttt 698 562

The total net actuarial loss recognised in total equity during 2010 in respect of defined benefit pension plans
was HK$807m (2009: HK$3,606m gain). After deduction of non-controlling interests, a loss of HK$810m
(2009: HK$2,893m gain) was recognised in total shareholders’ equity. Total net actuarial losses recognised
outside of the income statement to date are HK$6,779m (2009: HK$5,972m). After deduction of non-
controlling interests, the total net actuarial losses recognised in total shareholders’ equity to date are
HK$5,917m (2009: HK$5,107m).

Total net actuarial loss recognised in the Bank’s retained profits during 2010 in respect of defined benefit
pension plans were HK$772m (2009: HK$1,463m gain). Total net actuarial losses recognised outside of the
income statement to date are HK$4,261m (2009: HK$3,489m).
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The total effect of the limit on plan surpluses recognised within actuarial losses in equity for both the group and
the Bank during 2010 was HK$1m (2009: HK$38m, excluding exchange differences of HK$2m).

Expenses recognised in the income statement in respect of defined benefit schemes sponsored by the Bank’s
immediate holding company, HSBC Asia Holdings BV (“HABV”) were not included in the tables above as
these are reported as Defined Contribution Plans.

HABY recharges contributions to participating members of the HSBC International Staff Retirement Benefits
Scheme, a funded defined benefit scheme, in accordance with schedules determined by the Trustees following
consultation with qualified actuaries. There is no contractual agreement or stated policy for charging the net
defined benefit cost to the group.

The scheme is denominated in Sterling with the following details:

2010 2009
% p.a. % p.a.
Assumptions as at 31 December
Inflation ............. 3.70 3.70
Salary increases . 5.45 5.45
Pension increases 3.70 3.70
DISCOUNT FALE ...ttt ettt bbbt 5.40 5.70
Expected return on assets . B 5.51
MOFAIILY TADIE ......voveeeeeeeeee e ee e seensennes PNAO0YOB? PNAOOYOB?

1 The ‘PNAQO Year of Birth’ tables are based on the 2000 series of tables prepared by the Continuous Mortality Investigation
Bureau of the Institute and Faculty of Actuaries. The mortality rates (that is, the probability of death in a given year) in these
tables have been reduced by 20%. An allowance for future improvements in mortality after 2000 has been made in line with those
underlying the medium cohort improvements applicable to the series, subject to a minimum improvement of 1% per annum.
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6 Employee compensation and benefits (continued)

The International Staff Scheme

2010 2009
£m £m
Funded status at 31 December
PIAN GSSELS ..veieeeieteti ettt bbb bbbttt 686 604
Defined benefit 0bIIGAtioNS ..o (737) (693)
Net defined benefit HADIlILY .........cccooiiiiiii e (51) (89)
Categories of assets at 31 December
BONAS ...t 520 428
PIOPEITY .ttt bbb 33 18
(O] 1-] S TSSOSO ST TP ST PP T PR TPRPROO 133 158
Fair value Of Plan @SSELS .......ccccvieieiiiieieec e 686 604
Reconciliation of defined benefit obligations at 31 December
AL L JANUAEY oottt bbbttt b ettt 693 523
Current service cost 14 11
TNEEIESE COSE ...ttt ettt b bbbttt n et n e 39 34
Contributions DY EMPIOYEES ..o 1 1
Actuarial losses 19 154
BENETItS PAIA ....vveiiieeicte bbb (29) (30)
AL 3L DECEMDET ...ttt bbbttt bbbt bbbttt 737 693
Reconciliation of the fair value of plan assets at 31 December
AL L JANUAEY ittt b bbbtttk b bt enn 604 545
Expected return .......... 33 24
Actuarial gains/(losses) ..... 66 (45)
Contributions by the group ... 11 109
Contributions DY EMPIOYEES ..o 1 1
BENETILS PAIA ....cveveviiicieiceeri ettt et e e (29) (30)
AL 3L DECEMDET ...ttt ettt ettt 686 604
Estimated contributions in the following year
Estimated company contributions in the financial year ........c..cccococveerviivceicnnvceeeenesnns 11 12
Estimated employee contributions in the financial year ... 1 1
Estimated total contributions in the financial Year ... 12 13
(vi) Amounts for the current and previous years
Group Bank

2010 2009 2008 2007 2006 2010 2009 2008 2007 2006
HK$m HK$m HK$m HK$m HKSm HK$m HK$m HK$m HK$m HK$m
Defined benefit

obligations ............... 19,308 17,948 20,954 17,966 13,134 12,156 11,437 12,841 11,310 8,674
Plan assets ...........c.c...... 14,887 14,318 135588 16,572 14,860 9,859 9,627 9,379 10,506 9,500
Net (deficit)/surplus ...... (4,421) (3,630) (7,366) (1,394) 1,726  (2,297) (1,810) (3,462) (804) 826
Experience gains/(losses)

on plan liabilities ...... 214 (408) 132 790 420 175 (60) 363 585 384
Experience gains/(losses)

on plan assets ............ 2 368  (3,591) 948 953 (59) (47)  (1,400) 487 499
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7 Tax expense

a

The Bank and its subsidiaries in Hong Kong have provided for Hong Kong profits tax at the rate of 16.5% (2009:
16.5%) on the profits for the year assessable in Hong Kong. Overseas branches and subsidiaries have similarly
provided for tax in the countries in which they operate at the appropriate rates of tax ruling in 2010. Deferred
taxation is provided for in accordance with the group’s accounting policy in note 3(q).

The charge for taxation in the income statement comprises:

2010 2009
HK$m HK$m
Restated*
Current income tax
— Hong Kong profits tax — on current year Profit ...........cococeoeoiincieiiscenesseeeessesieees 6,378 6,010
— Hong Kong profits tax — adjustments in respect of Prior Years .........ccccvveeervrvrveeierereressennns 93 (171)
— Overseas taxation — on current year Profit ..o 7,470 6,397
— Overseas taxation — adjustments in respect Of Prior YEArsS ..........cccccevvvrreeieninnneere s 117 (222)
14,058 12,014
Deferred tax
— Origination and reversal of temporary differences ..o 710 (388)
— Adjustments in reSPeCt OF PrIOF YEAIS .......ccivririiieiriiirieisieiee ettt (160) 257
550 (131)
14,608 11,883
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7 Tax expense (continued)

b The components of deferred tax assets/liabilities recognised in the balance sheet and the movements during the
year are as follows:

(i) Deferred tax assets

Group
Accelerated
capital
allowances Impairment
and other short allowances
term timing Leasing on financial Revaluation
differences transactions assets of properties Others Total
HK$m HK$m HK$m HK$m HK$m HK$m
2010
At 1January ... 1,100 - 1,460 (447) 555 2,668
Exchange and other
adjustments ............... 85 - 40 (372) (5) (252)
Credit/(charge) to
income statement ...... 484 - (604) 9) 38 (91)
(Charge)/credit to
FESEIVES ....cveverirrerenes - - - (24) 214 190
At 31 December ............ 1,669 — 896 (852) 802 2,515
2009
AtlJanuary ... 355 - 1,197 (1,147) 1,294 1,699
Exchange and other
adjustments ............... 384 - 32 713 (914) 215
(Charge)/credit to
income statement ...... 364 - 224 3) (21) 564
(Charge)/credit to
FESEIVES ....cvevererreenens (3) - 7 (10) 196 190
At 31 December ............ 1,100 - 1,460 (447) 555 2,668
Bank
Accelerated
capital
allowances Impairment
and short allowances
term timing Leasing on financial Revaluation
differences transactions assets of properties Others Total
HK$m HK$m HK$m HK$m HK$m HK$m
2010
At 1January ............... 414 - 1,246 (452) 228 1,436
Exchange and other
adjustments ............... 115 - 42 (323) 47 (119)
Credit/(charge) to
income statement ...... 87 - (442) 9) (36) (400)
(Charge)/credit to
FESEIVES ...ocvevervrrerenes - - - (13) 200 187
At 31 December ............ 616 - 846 (797) 439 1,104
2009
At 1January ... 279 - 854 (389) 75 819
Exchange and other
adjustments ............... 4 - 67 (67) (16) (12)
Credit/(charge) to
income statement ...... 131 - 319 3) (94) 353
Charge to reserves ........ - — 6 7 263 276
At 31 December ............ 414 - 1,246 (452) 228 1,436
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7 Tax expense (continued)

(ii) Deferred tax liabilities

Group
Accelerated
capital
allowances Impairment
and short allowances
term timing Leasing on financial Revaluation
differences transactions assets of properties Others Total
HK$m HK$m HK$m HK$m HK$m HK$m
2010
At 1January ... 2,059 (32) (373) 6,085 2,764 10,503
Exchange and other
adjustments ............... 1,926 - (12) (315) (1,915) (316)
Charge/(credit) to
income statement ...... 693 1 90 (24) (311) 459
Charge/(credit) to
FESEIVES ...ooveveirreeees 2 - - 1,700 (435) 1,267
At 31 December ............ 4,680 (31) (295) 7,456 103 11,913
2009
As previously reported 2,306 (31) (265) 2,168 255 4,433
Restatement for
HKAS 17 ..., - - - 2,599 - 2,599
AtlJanuary ... 2,306 (31) (265) 4,767 255 7,032
Exchange and other
adjustments ............... 338 5 (155) 803 (413) 578
(Credit)/charge to
income statement ...... (585) (6) 42 (82) 1,064 433
Charge to reserves ........ — — 5 597 1,858 2,460
At 31 December ............ 2,059 (32) (373) 6,085 2,764 10,503
Bank
Accelerated
capital
allowances Impairment
and short allowances
term timing Leasing on financial Revaluation
differences transactions assets of properties Others Total
HK$m HK$m HK$m HK$m HK$m HK$m
2010
AtlJanuary ... 1,790 (32) (232) 3,343 542 5,411
Exchange and other
adjustments ............... (495) - - (263) 641 (117)
(Credit)/charge to
income statement ...... (171) 1 21 (39) (323) (511)
Charge/(credit) to
[ESEIVES ....coevvvirinees - - - 1,189 (447) 742
At 31 December ............ 1,124 (31) (211) 4,230 413 5,525
2009
As previously reported 2,172 (38) (267) 1,431 (1,191) 2,107
Restatement for
HKAS 17 ..o - - - 1,657 - 1,657
At 1January ......coo..... 2,172 (38) (267) 3,088 (1,191) 3,764
Exchange and other
adjustments ............... 64 6 9 1) 549 627
(Credit)/charge to
income statement ...... (446) - 21 (65) 160 (330)
Charge to reserves - - 5 321 1,024 1,350
At 31 December ............ 1,790 (32) (232) 3,343 542 5,411
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7 Tax expense (continued)

(iii) Net deferred tax liabilities

Group Bank
2010 2009 2008 2010 2009 2008
HK$m HK$m HK$m HK$m HK$m HK$m
Restated* Restated Restated* Restated
Deferred tax liabilities
recognised on the
balance sheet .......ccccccoevinne 11,913 10,503 7,032 5,525 5,411 3,764
Deferred tax assets recognised
on the balance sheet ............. (2,515) (2,668) (1,699) (1,104) (1,436) (819)
9,398 7,835 5,333 4,421 3,975 2,945

1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.

The amount of unused tax losses for which no deferred tax asset is recognised in the balance sheet is

HK$3,390m (2009: HK$3,410m). The losses do not expire under current tax legislation.

Deferred tax of HK$617m (2009: HK$443m) has been provided in respect of distributable reserves or post-

acquisition reserves of associates that, on distribution or sale, would attract withholding tax.

Deferred tax is not recognised in respect of the group's investments in subsidiaries and branches when
remittance is not contemplated, and for those associates and interests in joint ventures where it has been

determined that no additional tax will arise.

¢ Provisions for taxation

Group Bank

2010 2009 2010 2009

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

Restated* Restated*

Hong Kong profits tax ........ccccveeeeiennnecienneniseeene 981 722 366 368
OVerseas taxation ..........ccccoeoerrrrieeenininieeeeesssereenene 3,438 3,397 2,320 3,088
Current tax liabilities ... 4,419 4,119 2,686 3,456
Deferred tax liabilities ..........ccocoeeeiiiinneiciirnceee 11,913 10,503 5,525 5,411
16,332 14,622 8,211 8,867

d Reconciliation between taxation charge and accounting profit at applicable tax rates:

2010 2009

HK$m HK$m
Restated*

PrOFIt DETOIE 18X ...vivctieiieiie ettt bbb 77,885 62,093

Notional tax on profit before tax, calculated at the rates

applicable to profits in the countries concerned ............ccccceeurnnee. 14,880 11,730
Tax effect of non-taxable revenue (net of non-deductible expenses) (792) (120)
Tax effect of prior year’s tax losses utilised this year (net of unused tax losses not recognised) ... (94) (30)
Under / (OVEr) Provision iN PrIOF YEAIS ........cciiririeieieiiiresieieieie sttt be e senens 50 (136)
OBNEIS .ottt bbb bbb e bbb h bbbt R bRttt b ettt 564 439
14,608 11,883

1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.
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8 Profit attributable to shareholders

The consolidated profit attributable to shareholders includes a profit of HK$38,227m (2009 restated: HK$35,278m)
which has been dealt with in the accounts of the Bank.

9 Dividends
2010 2009
HK$ HK$
per share HK$m per share HK$m
Ordinary dividends paid
— fourth interim dividend in respect of the
previous financial year approved and
paid during the YEar .........cccccevvrvreeierennsesseere e 0.98 8,850 1.24 11,170
— first interim dividend paid ...........ccocccovveeiinnninces 0.67 6,000 0.65 5,890
— second interim dividend paid .... 0.67 6,000 0.65 5,890
— third interim dividend paid ..........ccccoevveeiiiinrreene 0.67 6,000 0.65 5,890
2.99 26,850 3.19 28,840

The Directors have declared a fourth interim dividend in respect of the financial year ending 31 December 2010 of
HK$12,000m (HK$1.33 per ordinary share).
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11

Cash and short-term funds

12

Group Bank

2010 2009 2010 2009

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

Cashinhand ... 13,001 11,761 7,086 6,854

Sight balances with central banks 68,380 79,014 47,069 78,967
Placings with banks with remaining maturity

of one Month Or 1€SS ......c.ccvevvevviivieiiieieiececeereee e 447,524 441,862 244,121 275,538

Treasury bills and other eligible bills ...........cccccvvreeennene. 279,080 359,538 252,727 296,406

807,985 892,175 551,003 657,765

As at 31 December 2010, included within notes 11 and 12, the total amount placed with central banks by the group,
including sight balances, amounted to HK$232,779m (2009: HK$256,074m). Placings with central banks made by the
Bank amounted to HK$135,453m (2009: HK$182,643m).

Treasury bills and other eligible bills are analysed as follows:

Group Bank
2010 2009 2010 2009
HKS$m HK$m HK$m HK$m
Treasury bills and other eligible bills — available-for-sale
— not subject to repledge or resale by counterparties ........ 279,080 359,538 252,727 296,406
279,080 359,538 252,727 296,406

Treasury bills and other eligible bills held for trading are included under ‘Trading assets’ (note 15). Treasury bills and

other eligible bills are largely unlisted.

Placings with banks maturing after one month

13

Group Bank
2010 2009 2010 2009
HKS$Sm HK$m HK$m HK$m
Gross placings with banks maturing after one month
but not more than one year ..........cccocecevveeeveerereeeeeennn 142,313 103,252 70,731 64,219
Gross placings with banks maturing after one year ........... 7,244 3,818 4,060 3,080
Total placings with banks .........ccccceevveeernnnccrcrnnennes 149,557 107,070 74,791 67,299

There were no rescheduled placings included in the above table. Details of overdue placings are included in note 52.

Certificates of deposit

14

Group Bank
2010 2009 2010 2009
HKS$m HK$m HKS$m HK$m
Held-to-maturity ......c.coccoverrerieiniireseseeeee e 6,290 4,458 - -
Available-for-sale .........cccoevirerieinieieree e 66,957 32,930 27,888 20,492
73,247 37,388 27,888 20,492

Certificates of deposit held are largely unlisted. There were no disposals of held-to-maturity certificates of deposit

during the year (2009: nil).

Hong Kong currency notes in circulation

Hong Kong currency notes in circulation are secured by the deposit of funds in respect of which the Hong Kong

Government certificates of indebtedness are held.
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15 Trading assets

Group Bank

2010 2009 2010 2009
HKS$m HK$m HK$m HK$m
DEbt SECUITLIES ...ttt 200,379 138,020 155,174 104,158
Equity Shares .........ccccccevririeieeiinirieieiecenne e 17,798 13,780 17,620 13,077
Treasury bills and other eligible bills . 140,873 145,676 112,602 82,680
OthET .ot 31,158 25,255 12,533 16,565
390,208 322,731 297,929 216,480

Trading assets
— which may be repledged or resold by counterparties ...... 5,619 921 5,619 711
— not subject to repledge or resale by counterparties ......... 384,589 321,810 292,310 215,769
390,208 322,731 297,929 216,480

The amount of listed treasury bills and other eligible bills amounted to HK$2,624m at both group and Bank level as at
31 December 2010 (2009: HK$23,819m). These related to treasury bills listed on the Korean Stock Exchange.

a Debt securities

Group Bank
2010 2009 2010 2009
HKS$Sm HK$m HKS$m HK$m
Listed
— listed in HONg KONg ...ooovvveviiiiiiirieeveceeeene 21,713 21,323 17,837 18,612
— listed outside Hong Kong ........cccccevvveveveiereieeinnne 81,496 48,654 81,228 48,497
103,209 69,977 99,065 67,109
UNBSEEd .vvivieiiieeieeee et 97,170 68,043 56,109 37,049
200,379 138,020 155,174 104,158
Issued by public bodies
— central governments and central banks ................... 143,684 96,713 103,286 70,330
— other public SeCtor entities ........c..cccoevererererenenennens 9,266 5,361 9,165 4,220
152,950 102,074 112,451 74,550
Issued by
— DANKS oo 26,424 20,934 25,380 16,330
— COTPOTAte ENLILIES ...evvveeeeieereieeerienerieeseeneeeeeereeeeens 21,005 15,012 17,343 13,278
200,379 138,020 155,174 104,158
b Equity shares
Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
Listed
— listed in Hong Kong ........ccccovieeicinnncccinneennee 3,711 3,106 3,702 3,100
— listed outside Hong Kong 10,910 8,851 10,910 8,333
14,621 11,957 14,612 11,433
UNBSEA vt 3,177 1,823 3,008 1,644
17,798 13,780 17,620 13,077
Issued by
B O N 1,287 1,270 1,287 1,270
— COIPOTAte ENHLIES ..eevvvereeerierieieieieeirieieieneereeeenenes 16,511 12,510 16,333 11,807
17,798 13,780 17,620 13,077
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16 Financial assets designated at fair value

Group Bank
2010 2009 2010 2009
HKS$m HK$m HK$m HK$m
DEDt SECUTIHIES ..ovvviveeiieieieieiieeteeteeeree et 17,299 18,300 2,086 1,801
Equity shares .... . 36,674 29,392 - -
ONET ettt 631 395 - —
54,604 48,087 2,086 1,801
a Debt securities
Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
Listed
— listed in Hong Kong ......cccoeevieneineinecncincne 1,909 1,409 826 802
— listed outside Hong Kong 4,297 2,939 1,111 770
6,206 4,348 1,937 1,572
UNLSEA v 11,093 13,952 149 229
17,299 18,300 2,086 1,801
Issued by public bodies
— central governments and central banks .........c.......... 2,266 3,134 593 587
— other public sector entities .........c.cccovveeereririenenene. 2,402 2,395 270 354
4,668 5,529 863 941
Issued by other bodies
— DANKS e 5,757 7,577 - -
— COIPOTate ENLItIES ...evvveeeeiieieieieriecreeeseeceieeeieeeaens 6,874 5,194 1,223 860
17,299 18,300 2,086 1,801
b Equity shares
Group Bank
2010 2009 2010 2009
HKS$m HK$m HKS$m HK$m
Listed
— listed in Hong Kong ......cccoeevieniiineinciniincne 4,299 2,883 - -
— listed outside Hong Kong .........cccceeevevreiecrininnnennee 13,907 11,165 - -
18,206 14,048 - -
UNBSEA v 18,468 15,344 - -
36,674 29,392 - -
Issued by
— DANKS oot 1,677 1,326 - -
— corporate entities 34,997 28,066 — -
36,674 29,392 — -
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17 Derivatives

Derivatives are financial instruments that derive their value from the price of an underlying item such as equities,
bonds, interest rates, foreign exchange rates, credit spreads, commodities and equity or other indices.

Derivatives are carried at fair value and shown in the balance sheet as separate totals of assets and liabilities. Asset and
liability values represent the cost or benefit to the group of replacing all transactions with positive or negative fair
value respectively, assuming that all the group’s relevant counterparties default at the same time, and that transactions
can be replaced instantaneously.

Derivative assets and liabilities on different transactions are only netted if the transactions are with the same
counterparty, a legal right of set-off exists and the cash flows are intended to be settled on a net basis. Changes in the
values of derivatives are recognised in accordance with the group’s accounting policy as described in note 3(j).

Use of derivatives

The group transacts derivatives for three primary purposes: to create risk management solutions for clients, for
proprietary trading purposes, and to manage and hedge the group’s own risks. For accounting purposes, derivative
instruments are classified as held either for trading or hedging. Derivatives that are held as hedging instruments are
formally designated as hedges as defined in HKAS 39. All other derivative instruments are classified as held for
trading.

The held for trading classification includes two types of derivative instruments. The first type are those used in sales
and trading activities, including those instruments that are used for risk management purposes but which for various
reasons do not meet the qualifying criteria for hedge accounting. The second type of held for trading category includes
derivatives managed in conjunction with financial instruments designated at fair value. These activities are described
more fully below.

The group’s derivative activities give rise to significant open positions in portfolios of derivatives. These positions are
managed constantly to ensure that they remain within acceptable risk levels, with offsetting deals being utilised to
achieve this where necessary. When entering into derivative transactions, the group employs the same credit risk
management procedures to assess and approve potential credit exposures as are used for traditional lending.

a  Trading derivatives

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

As mentioned above, other derivatives classified as held for trading include non-qualifying hedging derivatives and
ineffective hedging derivatives. Non-qualifying hedging derivatives are entered into for risk management purposes
but do not meet the criteria for hedge accounting. These include derivatives managed in conjunction with financial
instruments designated at fair value. Ineffective hedging derivatives were previously designated as hedges, but no
longer meet the criteria for hedge accounting.
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17 Derivatives (continued)

(i) Contract amounts of derivatives held for trading purposes by product type

2010 2009
Group Bank Group Bank
HKSm HK$m HK$m HK$m
EXChange rate .......c.ccceeeoenieurueeeeeineeeieeceeeeenes 8,834,664 8,077,649 5,398,523 4,796,545
Interest rate ... 15,574,450 15,328,936 10,150,894 9,998,057
Equities ..... 456,339 459,264 246,876 255,708
Credit derivatives .... 531,899 531,887 612,691 614,144
Commodity and Other ..........c.ccovveeerennnceeens 38,530 31,436 24,953 19,485
Total derivatives .......cccevevveerieirieiereieeeeereeeee 25,435,882 24,429,172 16,433,937 15,683,939

Other derivatives classified as held for trading include non-qualifying hedging derivatives, ineffective hedging
derivatives and the components of hedging derivatives that are excluded from assessing hedge ineffectiveness.
Non-qualifying hedging derivatives are entered into for risk management purposes and do not meet the criteria
for hedge accounting.

Included in the above table are the following contract amounts of derivatives managed in conjunction with
financial instruments designated at fair value that are included within trading derivatives:

2010 2009
Group Bank Group Bank
HKS$m HK$m HK$m HK$m
Exchange rate ........c.coccoveveeniencinenncencnene 19,483 684 3,182 546
Interest rate ... 8,105 5,780 1,167 1,007
Equities ............ - - 775 702
Credit derivatives ........cocveeeeeieeeeieieiesiene e - - - -
Commodity and Other ............ccceeevveevieerieereens - - - -
Total derivatives ........ccccceeveevieeeeeieieiecrecie s 27,588 6,464 5,124 2,255
(ii) Fair values of outstanding trading derivatives
Group
2010 2009
Assets Liabilities Assets Liabilities
HKS$m HK$m HK$m HK$m
EXChange rate .........cccoevvrveieerennnieiccereeieenens 159,083 166,848 89,770 88,031
Interest rate ... 120,077 118,474 114,110 111,864
Equities ............ 16,424 16,275 15,979 17,618
Credit derivatives .... 5,233 4,968 12,621 12,141
Commodity and Other ...........ocecvevvveevieerieeriennnns 487 660 566 430
Total derivatives ........ccccevveereeeeeeieieriesiesreseeeeens 301,304 307,225 233,046 230,084
Bank
2010 2009
Assets Liabilities Assets Liabilities
HKS$m HK$m HK$m HK$m
EXChange rate .........cceceevvrieveverenrinierereeeeeeeneneens 154,351 163,172 86,348 86,763
Interest rate ... 118,611 116,916 113,061 110,600
Equities ............ 16,242 16,509 16,872 17,848
Credit derivatives .... 5,296 5,119 12,624 12,584
Commodity and other ..........c.cccoovecvecinnniccens 239 649 447 428
Total derivatives ........ccccevveereeeeeeieieniesiesreseeeens 294,739 302,365 229,352 228,223
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17 Derivatives (continued)

(iii) Risk exposure by counterparty type

Banks

2010 2009
Group Bank Group Bank
% % % %
78 79 78 78
8 8 8 8
14 13 14 14
100 100 100 100

b Hedging instruments

The group uses derivatives (principally interest rate swaps) for hedging purposes in the management of its own
asset and liability portfolios and structural positions. This enables the group to mitigate the market risk which
would otherwise arise from imbalances in the maturity and other profiles of its assets and liabilities.

The accounting treatment of hedging transactions varies according to the nature of the instrument hedged and the
type of hedging transaction. Derivatives may qualify as hedges for accounting purposes if they are fair value

hedges, cash flow hedges, or net investment hedges.

(i) Contract amounts of derivatives held for hedging purposes by product type

Interest rate
At 31 December 2010 ...........ccooooeieienieieieenene
At 31 December 2009 ........ccoeveerieereereeeieiennes

(ii) Fair values of outstanding derivatives designated as fair value hedges

Interest rate
At 31 December 2010 ...........ccoooeeveieniiiiieeene
At 31 December 2009 .......c.ccoeveirerieerieinieierenns

(iii) Fair values of outstanding derivatives designated as cash flow hedges

Interest rate
At 31 December 2010 ...........ccooooeveieieieieenene
At 31 December 2009 .........ccoeveiireieenieerierieneennns
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Group Bank
Cash flow Fair value Cash flow Fair value
hedge hedge hedge hedge
HK$m HK$m HK$m HK$m
250,303 113,458 124,688 72,976
251,130 129,509 168,163 101,363
Group Bank
Assets Liabilities Assets Liabilities
HK$m HK$m HK$m HK$m
422 2,488 122 1,474
148 2,533 101 1,864
Group Bank
Assets Liabilities Assets Liabilities
HK$m HK$m HK$m HK$m
896 125 618 43
1,977 229 1,545 56



17 Derivatives (continued)
The cash flows of the above hedging derivatives are expected to affect the income statement in 2011 and beyond.

The group’s cash flow hedges consist principally of interest rate swaps that are used to protect against exposures to
variability in future interest cash flows on non-trading assets and liabilities which bear interest at variable rates or
which are expected to be re-funded or reinvested in the future. The amounts and timing of future cash flows,
representing both principal and interest flows, are projected for each portfolio of financial assets and liabilities on
the basis of their own contractual terms and other relevant factors, including estimates of prepayments and defaults.
The aggregate principal balances and interest cash flows across all portfolios over time form the basis for
identifying gains and losses on the effective portions of derivatives designated as cash flow hedges of forecast
transactions. Gains and losses are initially recognised directly in equity, in the cash flow hedging reserve, and are
transferred to the income statement when the forecast cash flows affect the income statement. During the year to 31
December 2010, the amount transferred to the income statement comprised HK$1,430m (2009: HK$2,689m)
included in net interest income.

The gains and losses on ineffective portions of such derivatives are recognised immediately in the income
statement. During the year to 31 December 2010, a gain of HK$5m (2009: gain of HK$15m) was recognised due
to hedge ineffectiveness and termination of forecast transactions.

The schedule of forecast principal balances on which the expected interest cash flows arise as at 31 December
2010 is as follows:

More than 3 5 years or less
3 months months but less but more than
or less than 1 year 1 year
HK$m HKS$m HKS$m
At 31 December 2010
Cash inflows from assets ...........ccceevveveeviiiieeieeeeeeeeeeeeeereene 177,416 96,529 31,841
Cash outflows from labilities ..........ccccevervevirieirieceireriseieene (4,301) (4,003) (2,574)
Net cash iNflOWS ...ococviveiiiiieiiicieeeeee e 173,115 92,526 29,267
At 31 December 2009
Cash inflows from assets ..........cccceeeieerieeieiieeieeeeeeeeeeereeereene 220,822 209,085 27,546
Cash outflows from liabilities ..........cccceeererirecereirerirerieeene (5,784) (5,783) (3,877)
Net cash INflOW ...c.ooveeiiieiriiieeeeeeee e 215,038 203,302 23,669
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17 Derivatives (continued)

¢ Unobservable inception profits

Any initial gain or loss on financial instruments, where the valuation is dependent on unobservable parameters is
deferred over the life of the contract or until the instrument is redeemed, transferred or sold or the fair value
becomes observable. All derivatives that are part of qualifying hedging relationships have valuations based on

observable market parameters.

The table below sets out the aggregate unobservable inception profit yet to be recognised in the income statement

at the beginning and end of the year with a reconciliation of the changes during the year.

Group
2010 2009
HKS$m HK$m
Balance at 1 JANUATY .....c.c.coooiiiiiiiiiiiiececcree ettt et 128 119
Deferrals on new transactions .. 94 82
Reduction due to amortisation .. (55) (37)
Reduction due to redemption/sales/transfers/improved observability/risk hedged .. (69) (48)
Exchange differences and Others ..........coccoeiiiiiiniinie e 3 12
Balance at 31 DECEMDET .......ccuecuiriiiiieiieiieiieiieietete ettt ettt ettt tesbesa e saesbesaeeseeseeneeneensensenns 101 128
Bank
2010 2009
HK$m HKS$m
Balance at 1 JANUATY .......ccooveirieiiieieieieieieteee ettt ettt ettt et sessenessene et ensesensens 124 119
Deferrals on new transactions .. 81 78
Reduction due to amortisation (55) (37)
Reduction due to redemption/sales/transfers/improved observability/risk hedged ...........c.cocu..... (62) (40)
Exchange differences and Others ............cocoeiieiiiiniiinci e 3 4
Balance at 31 DECEMDET .......ccuevuiriiiiieiieiieiieiieietete ettt ettt bebesaesaesbeeaesseeseeneeneensensenns 91 124
18 Advances to customers
a  Advances to customers
Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
Gross advances t0 CUSTOMETS .........ccceeeveeeueeereeereeeeeeneeens 1,904,054 1,364,924 1,025,285 762,425
Impairment allowances (note 19(a)) ......ccocevvvveveenieennnns (12,994) (14,280) (8,973) (9,851)
1,891,060 1,350,644 1,016,312 752,574
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18 Advances to customers (continued)
b Analysis of advances to customers based on categories used by the HSBC Group

The following analysis of advances to customers is based on the categories used by the HSBC Group, including
The Hongkong and Shanghai Banking Corporation Limited and its subsidiaries, to manage associated risks.

Group
Rest of
Hong Kong Asia-Pacific Total

2010 HKS$m HK$m HKS$m
Residential MOTTZAZES «....c.cvvveriruiririiieierieerte et 299,271 221,558 520,829
Hong Kong Government’s Home Ownership Scheme, Private Sector

Participation Scheme and Tenants Purchase Scheme mortgages ............. 27,496 - 27,496
Credit card adVANCES .......c..ccveeuieiuieeieeeieeeeeeeeeete ettt 37,351 34,287 71,638
Other PErSONAL .....cvvveuiiiiirieieiice ettt 47,874 37,779 85,653
TOtal PEISONAL ....cviieiiieiiieieieeeeee ettt es et eene 411,992 293,624 705,616
Commercial, industrial and international trade ............ccceevveveererirenireenenen 260,020 325,253 585,273
Commercial 182l SLALE .........ccueevueuirieirieieieiieteeteee et 150,142 67,804 217,946
Other property-related 1ending ..........cccoeoeovveeeinnnieinceceeeene 118,401 42,231 160,632
GOVEITIMENT ..eouviiiieeieitieciieetteettestee st esteesteesteesteesseesseesseesseesseesseesseesseesseenseenes 18,185 3,223 21,408
Other COMMETCIAL ......eiiiiieiiieiiieeeee e 78,676 93,569 172,245
Total corporate and cOMMErcial ..........coccoevveiiirireneinieirece e 625,424 532,080 1,157,504
Non-bank financial INSHIUIONS ........cceeirieieieieieieriesese e 21,952 16,486 38,438
SEttIEMENt ACCOUNLS ....vvevvevieeieeierieteeteeteere ettt r e et ere e eteere s enennenns 2,020 476 2,496
Total fINANCIAL ....c.oveviieiieieieieeeee et 23,972 16,962 40,934
Gross advances tO CUSLOMETS .........c.ecvevveereereereeriereeseesseseesestesreeseerseseeseesessens 1,061,388 842,666 1,904,054
Individually assessed impairment allowances ............cccoeeereererirenieennene (2,615) (5,644) (8,259)
Collectively assessed impairment allowances ...........ccececevveereeecnenenneeerenenes (2,178) (2,557) (4,735)
Net advances t0 CUSTOMETS .........cvevvevveeriereitiereeeeeeeeeeteeteereere e e ere e eeenenns 1,056,595 834,465 1,891,060
2009
Residential MOTTZAZES .......covevervreirieiiieiiieerecre ettt 244,328 169,016 413,344
Hong Kong Government’s Home Ownership Scheme, Private Sector

Participation Scheme and Tenants Purchase Scheme mortgages ............. 26,801 - 26,801
Credit card adVANCES .........cceeveeiirieirieieeieiieeet ettt a s ssesaesaeas 35,545 31,654 67,199
Oher PErSONAL ......c.coveuiriiiiieiiieieee et 41,384 35,550 76,934
TOtal PEISONAL .....ciiiiiiiiiiieieie ettt 348,058 236,220 584,278
Commercial, industrial and international trade ............ccceceeeveieerieerierenene. 137,461 219,631 357,092
Commercial real estate .............cccceevveeereenenes . 105,404 50,131 155,535
Other property-related lending . 78,028 30,030 108,058
Government ............cceeeveeunnnne . 3,416 4,615 8,031
Other COMMETCIAL .......ceeviiiiiiiiciecteete et 56,821 55,312 112,133
Total corporate and cOMMETCIal ...........ccceeerveireireeieiiieeeeree e 381,130 359,719 740,849
Non-bank financial inStItUIONS ........ccceevieieiieierierierieee e 19,088 17,976 37,064
SettleMENt ACCOUNTS ......ccviiiiiiiieiiceieeete ettt ettt ettt e et et eereeeaeeeeeeaae e eaes 2,437 296 2,733
Total fINANCIAL ....c.eoveivieeieiiieeeeeceeee ettt 21,525 18,272 39,797
Gross advances tO CUSTOMETS .........c.eeveeveereereerrereereeieesteeteeseereereeseereeseeseesenens 750,713 614,211 1,364,924
Individually assessed impairment allowances .. (3,724) (4,364) (8,088)
Collectively assessed impairment allowances (2,412) (3,780) (6,192)
Net advances t0 CUSIOIMETS .........ccvieuieeieeieeieeeeeeeeteeteeeeereeeeereeveereeanean 744,577 606,067 1,350,644

83



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

18 Advances to customers (continued)

Bank
Rest of
Hong Kong Asia-Pacific Total

2010 HKS$m HK$m HKS$m
Residential MOTTZAZES «....c.cvvveriruiririiieierieerte et 168,936 85,761 254,697
Hong Kong Government’s Home Ownership Scheme, Private Sector

Participation Scheme and Tenants Purchase Scheme mortgages ............. 12,663 - 12,663
Credit card adVANCES .......c..coeeeuiiiriecieeeieecieeeeeete ettt 21,616 14,942 36,558
Other PErSONAL .....cvvvveviiiiiieieice ettt 27,833 19,451 47,284
TOtal PEISONAL ....cviieiiieiiieieieeeeee ettt es et eene 231,048 120,154 351,202
Commercial, industrial and international trade ............c.ccoovevvieieeereceenennnn, 162,419 157,112 319,531
Commercial real estate ..........cccooceevrverereenenne. . 112,390 36,477 148,867
Other property-related lending . 26,686 19,513 46,199
Government ..........ccceeeuvennnne . 17,463 3,137 20,600
Other COMMETCIAL ......eviiiieiiieieieree e 53,106 54,494 107,600
Total corporate and cOMMErcial ..........occoeeveiiiriieneinieenec e 372,064 270,733 642,797
Non-bank financial iNSHIUtIONS ........c..coievvieviieieiiieie e 19,931 11,240 31,171
SEttIEMENt ACCOUNLS ..e.veviieerieieiietieietiieie ettt et ese s s sesesesseseeseneas — 115 115
Total fINANCIAL ....c.oveviieiieieieieee ettt 19,931 11,355 31,286
Gross advances tO CUSIOMETS .........c.ecveeveereereerrereereeeesseseesestesreeseeseeseeneesesnens 623,043 402,242 1,025,285
Individually assessed impairment allowances .. . 1,775) 4,171) (5,946)
Collectively assessed impairment allowances .......c...ccececcvveveeecrnnnererenenes (1,589) (1,438) (3,027)
Net advances t0 CUSTOMETS ........c.cveevevvieuieriitiereeeeeeeeeeteeteereete e ere e e enenenns 619,679 396,633 1,016,312
2009
Residential MOTTZAZES .......covevervreirieiiieiiieerecre ettt 132,426 87,732 220,158
Hong Kong Government’s Home Ownership Scheme, Private Sector

Participation Scheme and Tenants Purchase Scheme mortgages ............. 12,155 - 12,155
Credit card advances . 21,727 18,749 40,476
Oher PErSONAL ........coveuiriiiiieiiieieee et 24,037 20,959 44,996
TOtal PEISONAL .....ciiiiiiiiiiieieie ettt 190,345 127,440 317,785
Commercial, industrial and international trade .............cccocevvevirieerierenreenene. 91,703 110,668 202,371
Commercial real €STALE .........cccevueevieriiierieieieietece ettt a e 76,826 27,732 104,558
Other property-related [ending ..........ccoceoeeriineiineinineeeeee e 16,546 12,935 29,481
GOVEIMIMENT ....vviviiieiieiieeiieeeteetteeteeeteetveeteeaeebeeseebeesseeseesseeseesseesseesseenseenns 2,675 3,986 6,661
Other COMMETCIAL .......coevieieiiiiciectece et 37,194 33,147 70,341
Total corporate and cOMMETCIal ...........ccceeerveireireeieiiieeeeree e 224,944 188,468 413,412
Non-bank financial inStItUIONS ........cccveevieieiieierieriesieee e 16,233 14,930 31,163
SettleMEnt ACCOUNLES ...c.veveeieieieieeiieieeteete ettt ettt sae e ebeeseeneesneseenes — 65 65
Total fINANCIAL .....ooviieeiieiieieiieeeee et 16,233 14,995 31,228
Gross advances tO CUSTOMETS .........c.eeveeueereereerrereereeeeteeseeteereereeseeseeaseseesenens 431,522 330,903 762,425
Individually assessed impairment allowances ...........c.cocceeeeveveerieenieenenes (2,290) (3,081) (5,371)
Collectively assessed impairment alloWances ...........coccoeeeeeererereneeeennne (1,702) (2,778) (4,480)
Net advances t0 CUSTOIMETS ......c..ccveeuieeiieieeeeeeeeeeeteeteeeee e ereeeeereeee e 427,530 325,044 752,574

The geographical information shown above has been classified by the location of the principal operations of the
subsidiary or, in the case of the Bank, by the location of the branch responsible for advancing the funds.
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18 Advances to customers (continued)

¢ Analysis of advances to customers by industry sectors based on categories and definitions used by the Hong Kong
Monetary Authority

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

Group
Gross Advances Collateral and other security
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
Gross advances to customers for use in Hong Kong
Industrial, commercial and financial
Property development ...........cccoeueueereennnieuccninninnennes 83,565 50,034 21,771 15,140
Property inVestment ..........c.cocoveeeveeeenininienerencnennienenes 186,120 144,396 142,691 107,472
Financial concerns ..........c.cocoevveveeeeeevieieieceeeere e 12,346 9,442 2,362 2,203
StOCKDIOKETS ...eoueieiiieiiiee e 1,993 1,155 178 227
Wholesale and retail trade ...........c.ccoeveeveeeeieereenienenn, 68,403 46,145 17,921 14,199
Manufacturing ...........coceeveerveennnne 37,284 27,318 7,353 5,597
Transport and transport equipment .. 24,764 21,543 17,637 16,036
Recreational activities .................. 945 330 532 18
Information technology ........cccccoceevverirenierinieerieenne 5,844 5,336 13 33
OhETS .eveivieieiiere ettt 80,677 49,963 19,892 16,212
501,941 355,662 230,350 177,137
Individuals
Advances for the purchase of flats under the Hong
Kong Government’s Home Ownership Scheme,
Private Sector Participation Scheme
and Tenants Purchase Scheme ..........c.cccccoveeveenenne. 27,496 26,801 27,458 26,619
Advances for the purchase of other
residential Properties ..........cccveeererenerenenreneenees 267,133 217,626 267,089 217,187
Credit card advances ..........ccocoeveeeeeeeveeceeereeeeeeeenens 37,351 35,545 - -
OhETS .eveiieieiieire ettt 36,634 32,641 11,757 12,010
368,614 312,613 306,304 255,816
Gross advances to customers for use in Hong Kong ... 870,555 668,275 536,654 432,953
Trade fINance .........ccccoceveeiieiieiecieeeeeeeeeee e 135,650 54,015 27,332 17,297
Gross advances to customers for use outside Hong
Kong made by branches of the Bank and
subsidiaries in Hong Kong ........cccccceceviineninccnnne. 55,183 28,423 1,365 905
Gross advances to customers made by branches of
the Bank and subsidiaries in Hong Kong ................ 1,061,388 750,713 565,351 451,155
Gross advances to customers made by branches of
the Bank and subsidiaries outside Hong Kong ....... 842,666 614,211 353,358 274,986
Gross advances to CUStOMETS ..........ccoevvevvevveereereireerenns 1,904,054 1,364,924 918,709 726,141
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18 Advances to customers (continued)

Bank

Gross advances to customers for use in Hong Kong
Industrial, commercial and financial

Property development .
Property investment ....
Financial CONCeIns .........ocevvrverireirieinieceeieeieeseeeeen
StOCKDIOKETS ....cvviniiiciiicrie e
Wholesale and retail trade ..........ccccceeenvneeeninninnenne.
ManUfaCtUIINg ......c.eevevereeveveriririnieieieeenereere e
Transport and transport equipment ..
Recreational aCtiVities .........c.ceovereeerieereinieiserieees
Information technology .........ccccoceeeveriveneeenieinieene
ORETS ..o

Individuals

Advances for the purchase of flats under the Hong
Kong Government’s Home Ownership Scheme,
Private Sector Participation Scheme and Tenants
Purchase Scheme ...

Advances for the purchase of other residential
PIOPETLIES .eovenveieeniieiiienieteeeee sttt snene e

Credit card advances ............c.ccoccieininiccciiiincecne

OthETS ..o e

Gross advances to customers for use in Hong Kong ...

Trade finance ...
Gross advances to customers for use outside
Hong Kong made by branches of the Bank
N Hong Kong ......ccovveiveieiieiieceeee e
Gross advances to customers made by branches of
the Bank in Hong Kong .........cccocvevivinieineeniecne
Gross advances to customers made by branches of
the Bank outside Hong Kong .........cccoceevvevnennenne

Gross advances to CUStOMETS .........ceveverierierrenenreenens

Gross Advances

Collateral and other security

2010 2009 2010 2009
HK$m HK$m HKS$m HK$m
42,602 26,416 8,145 6,615
86,332 69,132 58,616 45,504

9,243 6,683 1,383 1,282

1,828 675 42 21
57,057 38,332 13,058 10,335
20,112 15,234 1,949 1,924
16,824 15,033 12,141 10,611

413 293 2 3
3,887 4,089 - 2
49,450 23,188 5,043 3,726
287,748 199,075 100,379 80,023
12,663 12,155 12,624 11,991
154,739 120,975 154,696 120,852
21,616 21,727 - -
22,847 20,626 7,489 6,543
211,865 175,483 174,809 139,386
499,613 374,558 275,188 219,409
71,990 34,800 15,698 10,451
51,440 22,164 675 225
623,043 431,522 291,561 230,085
402,242 330,903 144,280 141,611
1,025,285 762,425 435,841 371,696

The categories of advances, and the relevant definitions, used by the Hong Kong Monetary Authority differ from
those used for internal purposes by the HSBC Group, including The Hongkong and Shanghai Banking Corporation
Limited and its subsidiaries, as disclosed in note 18(b).

The geographical information shown above has been classified by the location of the principal operations of the

subsidiary or, in the case of the Bank, by the location of the branch responsible for advancing the funds.

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

d Advances to customers include equipment leased to customers under finance leases and hire purchase contracts
having the characteristics of finance leases:

Group
2010 2009
Present Present
value value
of the Unearned Total of the Unearned Total
minimum future minimum minimum future minimum
lease finance lease lease finance lease
payments income payments payments income payments
HK$m HK$m HK$m HK$m HK$m HK$m
Amounts receivable
— Within one year ........ccccccceeevennne. 2,947 562 3,509 3,086 576 3,662
— After one year but within
five years ......... 7,104 1,441 8,545 7,404 1,329 8,733
— After five years 13,071 2,034 15,105 9,754 1,441 11,195
23,122 4,037 27,159 20,244 3,346 23,590
Impairment allowances ................... (62) (68)
Net investment in finance leases
and hire purchase contracts ........ 23,060 20,176
Bank
2010 2009
Present Present
value value
of the Unearned Total of the Unearned Total
minimum future minimum minimum future minimum
lease finance lease lease finance lease
payments income payments payments income payments
HK$m HK$m HK$m HK$m HK$m HKS$m
Amounts receivable
— Within one year ........ccccccceeenennne. 1,803 247 2,050 1,826 277 2,103
— After one year but within
five years ......ccoceceveeeererenirens 4,045 644 4,689 4,158 693 4,851
— After five years .....c.coceeeeeennnnee 6,917 824 7,741 5,753 806 6,559
12,765 1,715 14,480 11,737 1,776 13,513
Impairment allowances ................... (21) (38)
Net investment in finance leases
and hire purchase contracts ........ 12,744 11,699
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19 Impairment allowances against advances to customers

a Impairment allowances against advances to customers

Group
Individually Collectively
assessed assessed
allowances allowances Total
2010 HK$m HK$m HK$m
AL L JANUAIY oot 8,088 6,192 14,280
Amounts written off ... (1,995) (5,326) (7,321)
Recoveries of advances written off in previous years .. 322 1,442 1,764
Net charge to income statement (note 4(i)) .............. 2,214 2,474 4,688
Unwinding of discount of loan impairment .. (81) (243) (324)
Exchange and other adjustments ..........cccocveirrnneiennneee e (289) 196 (93)
At 31 December (NOLE 18(A)) «...vovvevrrerererrreriereinrresieieee s 8,259 4,735 12,994
2009
AL L JANUANY <ottt sttt nn e nnen 5,033 5,925 10,958
Amounts written off (1,610) (7,761) (9,371)
Recoveries of advances written off in previous years ..........cc.cocoeeenerernnenn. 188 1,102 1,290
Net charge to income statement (NOte 4(i)) ...eovovrveveererirreeireereee e 4,181 6,498 10,679
Unwinding of discount of loan impairment .. (82) (215) (297)
Exchange and other adjustments ..........ccccceovrvrreeeiennnisseee e 378 643 1,021
At 31 December (NOte 18()) ....cveveverivrrririiiicirieieierisre e 8,088 6,192 14,280
Bank
Individually Collectively
assessed assessed
allowances allowances Total
2010 HK$m HK$m HK$m
AL L JANUAEY .ottt 5,371 4,480 9,851
Amounts Written off ... (1,220) (3,835) (5,055)
Recoveries of advances written off in previous years .. 119 968 1,087
Net charge to inCOMe StAtEMENT .........oouiieiiiriiiiece e 1,727 1,796 3,523
Unwinding of discount of loan impairment ...........cccoeveveieiennsscenneresennes 47) (190) (237)
Exchange and other adjuStments ..........cccoeoeoirnneeiennneee e (4) (192) (196)
At 31 December (NOtE 18()) «.vvveverrrererererrerereresireesereesesessesesesesssessesesesesesens 5,946 3,027 8,973
2009
AL L JANUAIY oottt 3,616 4,676 8,292
AMOUNES WITEEEN OFF ... (997) (6,261) (7,258)
Recoveries of advances written off in previous years ...........ccccveeeenerennnene. 112 839 951
Net charge to income statement 2,508 5,325 7,833
Unwinding of discount of loan impairment ..........ccccoovreinnnnccncnnns (50) (214) (264)
Exchange and other adjustments ..........ccccoeeennnniiccccee e 182 115 297
At 31 December (NOLE 18(A)) ..evrvevrrerererrreriereireresisieee st 5,371 4,480 9,851
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19 Impairment allowances against advances to customers (continued)

b Impaired advances to customers and allowances

Group
Rest of
Hong Kong Asia-Pacific Total
HK$m HK$m HK$m
2010
Advances to customers which are considered to be impaired are as follows:
Gross impaired adVANCEST ..........ovucvevreereesisseesseesessssees s sess s seenes 4,987 11,294 16,281
Individually assessed alloWaNCES ..........ccocoerirreinininirieee s (2,615) (5,644) (8,259)
2,372 5,650 8,022
Individually assessed allowances as a percentage of gross impaired
AAVANCES ...ttt bbbttt 52.4% 50.0% 50.7%
Gross impaired advances as a percentage of gross advances to customers ... 0.5% 1.3% 0.9%
2009
Advances to customers which are considered to be impaired are as follows:
Gross impaired a0VANCES® ............ocvurveecveeceeeeeeeceeeeeeeeseseessesses s 6,358 9,838 16,196
Individually assessed alloWaNCES .........ccccovrvrirreeeeiniiriseeee e (3,724) (4,364) (8,088)
2,634 5,474 8,108
Individually assessed allowances as a percentage of gross impaired
AAVANCES ..ttt ettt b ettt e e bt bene e 58.6% 44.4% 49.9%
Gross impaired advances as a percentage of gross advances to customers ... 0.8% 1.6% 1.2%
Bank
Rest of
Hong Kong Asia-Pacific Total
HK$m HK$m HK$m
2010
Advances to customers which are considered to be impaired are as follows:
Gross impaired a0VANCES® ...........ocoeveeveceeeereeeseeeseee e seessessseees 3,436 7,160 10,596
Individually assessed allowances (1,775) (4,171) (5,946)
1,661 2,989 4,650
Individually assessed allowances as a percentage of gross impaired
AOVANCES ..ottt bbbt 51.7% 58.3% 56.1%
Gross impaired advances as a percentage of gross advances to customers ... 0.6% 1.8% 1.0%
2009
Advances to customers which are considered to be impaired are as follows:
Gross iMPaired 0VANCES® ............ocuurvecveecreecseeeseesseee s seessesn s 3,737 6,324 10,061
Individually assessed alloWanCES ..........ccocveivevrieiinnininiccieees e (2,290) (3,081) (5,371)
1,447 3,243 4,690
Individually assessed allowances as a percentage of gross impaired
AAVANCES ...ttt bbbtttk 61.3% 48.7% 53.4%
Gross impaired advances as a percentage of gross advances to customers ... 0.9% 1.9% 1.3%

1 Please refer to note 52 for the group policy on the credit risk rating system.
Impaired advances to customers are those advances where objective evidence exists that full repayment of

principal or interest is considered unlikely. The individually assessed allowances are made after taking into account
the value of collateral in respect of such advances.
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19 Impairment allowances against advances to customers (continued)

c

Individually assessed impaired advances

Group

At 31 December 2010
Gross individually assessed impaired advances ... .
Individually assessed impairment allowances ..........c.ccccoeevvvrvreeiernsnsenenns

Gross individually assessed impaired advances as a percentage of gross
AAVANCES t0 CUSLOMENS ...ttt

Fair value of collateral which has been taken into account in respect of
individually assessed impaired advances to CUSIOMErS ........cccccovrrereeee.

At 31 December 2009
Gross individually assessed impaired advances .........cccocovevevrirerenierernnnns
Individually assessed impairment allowances ..........cccocoeeererneceienerninienes

Gross individually assessed impaired advances as a percentage of gross
AAVANCES t0 CUSLOMENS ...t

Fair value of collateral which has been taken into account in respect of
individually assessed impaired advances to CUStOMErS .........cccccevviineee

Bank

At 31 December 2010
Gross individually assessed impaired advances ............ccooverieiececerinnnene
Individually assessed impairment allowances ..

Gross individually assessed impaired advances as a percentage of gross
AAVANCES t0 CUSLOMENS ......ceieeiiiriec e

Fair value of collateral which has been taken into account in respect of
individually assessed impaired advances to CUStOMErS ...........c.covveveeninnne

At 31 December 2009
Gross individually assessed impaired adVances ...........ccocovreeerinenrineieneenns
Individually assessed impairment allowances ..........c.coccoceenvneceniennieenns

Gross individually assessed impaired advances as a percentage of gross
20dVANCES t0 CUSOMETS .....covverircieeeerreeee s

Fair value of collateral which has been taken into account in respect of
individually assessed impaired advances to CUStOMErS .........ccccovevvvevreenes
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Rest of
Hong Kong Asia-Pacific Total
HK$m HK$m HK$m
4,804 10,210 15,014
(2,615) (5,644) (8,259)
2,189 4,566 6,755
0.5% 1.2% 0.8%
1,463 2,887 4,350
6,222 8,330 14,552
(3,724) (4,364) (8,088)
2,498 3,966 6,464
0.8% 1.4% 1.1%
1,879 3,284 5,163
Rest of
Hong Kong Asia-Pacific Total
HK$m HK$m HK$m
3,359 6,521 9,880
(1,775) (4,171) (5,946)
1,584 2,350 3,934
0.5% 1.6% 1.0%
877 879 1,756
3,617 5,216 8,833
(2,290) (3,081) (5,371)
1,327 2,135 3,462
0.8% 1.6% 1.2%
1,093 1,620 2,713



19 Impairment allowances against advances to customers (continued)

For individually assessed customer advances where the industry sectors comprise more than 10% of total gross
advances to customers, the analysis of gross impaired advances and allowances by major industry sectors based on
categories and definitions used by the HSBC Group are as follows:

Group
Gross Individually  Collectively Net new Advances
Total gross impaired assessed assessed  impairment written-off
advances advances allowances allowances allowances in year
HK$m HK$m HK$m HK$m HK$m HK$m
At 31 December 2010
Residential mortgages ...........c........ 520,829 2,274 (375) (216) 4 78
Commercial, industrial and
international trade ...........c.cccc..... 585,273 8,445 (5,989) (1,898) 1,096 1,049
Commercial real estate .................. 217,946 893 (254) (54) 76 192
At 31 December 2009
Residential mortgages ...........c.cco..... 413,344 2,772 (323) (326) 43 76
Commercial, industrial and
international trade ...........ccccce..... 357,092 8,079 (5,766) (2,243) 2,973 1,275
Commercial real estate ................... 155,535 1,339 (560) (96) 662 12
Bank
Gross Individually  Collectively Net new Advances
Total gross impaired assessed assessed  impairment written-off
advances advances allowances allowances allowances in year
HK$m HK$m HK$m HK$m HK$m HK$m
At 31 December 2010
Residential mortgages ........c..co........ 254,697 585 (95) (98) (27) 43
Commercial, industrial and
international trade ...........cccce..... 319,531 6,173 (4,395) (1,198) 915 883
Commercial real estate ................... 148,867 349 (60) (22) 20 116
At 31 December 2009
Residential mortgages ...........c.ccceu.. 220,158 1,749 (160) (184) 35 61
Commercial, industrial and
international trade ............ccc.o.... 202,371 5,395 (4,146) (1,471) 2,172 801
Commercial real estate ...........c....... 104,558 242 (51) (62) (30) 12

Collectively assessed allowances refer to impairment allowances which are assessed on a collective basis for those
individually assessed advances where an individual impairment has not yet been identified.
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19 Impairment allowances against advances to customers (continued)

d Overdue advances to customers

Group

2010
Gross advances to customers
which have been overdue with
respect to either principal or
interest for periods of
— more than three months but
not more than six months .......
— more than six months but
not more than one year ...........
— more than one year .................

Individually assessed impairment
allowances made in respect of
such overdue advances ...............

Fair value of collateral held in
respect of overdue advances .......

2009
Gross advances to customers
which have been overdue with
respect to either principal or
interest for periods of
— more than three months but
not more than six months .......
— more than six months but
not more than one year ...........
— more than one year .................

Individually assessed impairment
allowances made in respect of
such overdue advances ...............

Fair value of collateral held in
respect of overdue advances .......

Hong Kong Rest of Asia-Pacific Total
HK$m % HK$m % HK$m %
341 0.0 1,906 0.2 2,247 0.1
974 0.1 825 0.1 1,799 0.1
2,234 0.2 4,345 0.5 6,579 0.4
3,549 0.3 7,076 0.8 10,625 0.6
(1,923) (3,824) (5,747)
823 2,044 2,867
583 0.1 2,728 0.4 3,311 0.2
1,206 0.1 1,888 0.3 3,094 0.2
1,963 0.3 2,865 0.5 4,828 0.4
3,752 0.5 7,481 1.2 11,233 0.8
(2,224) (2,957) (5,181)
959 2,123 3,082
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19 Impairment allowances against advances to customers (continued)

Bank
Hong Kong Rest of Asia-Pacific Total
HK$m % HK$m % HK$m %
2010
Gross advances to customers
which have been overdue with
respect to either principal or
interest for periods of
— more than three months but
not more than six months ....... 204 0.0 854 0.2 1,058 0.1
— more than six months but
not more than one year ........... 886 0.2 391 0.1 1,277 0.1
— more than one year ................. 1,330 0.2 2,574 0.6 3,904 0.4
2,420 0.4 3,819 0.9 6,239 0.6
Individually assessed impairment
allowances made in respect of
such overdue advances ............... (1,115) (2,496) (3,611)
Fair value of collateral held in
respect of overdue advances ....... 529 607 1,136
2009
Gross advances to customers
which have been overdue with
respect to either principal or
interest for periods of
— more than three months but
not more than six months ....... 362 0.1 1,780 0.5 2,142 0.3
— more than six months but
not more than one year ........... 865 0.2 1,293 0.4 2,158 0.3
— more than one year 1,421 0.3 1,544 0.5 2,965 0.4
2,648 0.6 4,617 1.4 7,265 1.0
Individually assessed impairment
allowances made in respect of
such overdue advances ............... (1,341) (1,828) (3,169)
Fair value of collateral held in
respect of overdue advances ....... 704 877 1,581
e Rescheduled advances to customers
Group
Hong Kong Rest of Asia-Pacific Total
HK$m % HK$m % HK$m %
891 0.1 2,793 0.3 3,684 0.2
2,379 0.3 2,671 0.4 5,050 0.4
Bank
Hong Kong Rest of Asia-Pacific Total
HK$m % HKS$m % HK$m %
20710 oo 772 0.1 1,251 0.3 2,023 0.2
2009 ..o 1,813 0.4 2,327 0.7 4,140 0.5

Rescheduled advances to customers are those advances which have been restructured or renegotiated because of a
deterioration in the financial position of the borrower or because of the inability of the borrower to meet the original
repayment schedule. Rescheduled advances to customers are stated net of any advances which have subsequently
become overdue for more than three months and which are included in ‘Overdue advances to customers’ (note
19(d)).
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20 Impairment allowances against advances to banks and other assets

There are no significant impaired or rescheduled advances to banks or overdue or rescheduled other assets as at
31 December 2010 and 31 December 2009. Information relating to overdue balances can be found in note 52.

21 Financial investments

Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
Debt securities
— held-to-Maturity .......cccovvrrecieir s 121,743 106,263 - -
— available-for-sale ... 632,084 718,195 442,336 515,923
Equity shares
— available-for-sale ..o 72,835 58,231 61,416 48,815
826,662 882,689 503,752 564,738
Financial investments
— which may be repledged or resold by counterparties .... 1,297 418 1,090 277
— not subject to repledge or resale by counterparties ........ 825,365 882,271 502,662 564,461
826,662 882,689 503,752 564,738
a Held-to-maturity debt securities
Group
Book value Fair value
2010 2009 2010 2009
HK$m HKS$m HK$m HKS$m
Listed
— listed in HONG KONG ...c.covviiiiiiiiiicciecieeene 2,496 1,688 2,733 1,671
— listed outside HONG KONQ ....covvvvvveveeeiiirieieeenns 30,013 16,836 30,941 17,178
32,509 18,524 33,674 18,849
UNBISEEA ... 89,234 87,739 92,737 89,864
121,743 106,263 126,411 108,713
Issued by public bodies
— central governments and central banks ................. 2,309 2,211 2,471 2,313
— other public sector entities ..........c.coccceeerrvrcicnenne 18,074 16,775 19,230 17,302
20,383 18,986 21,701 19,615
Issued by
— DANKS e 72,428 65,997 74,876 67,631
— COrporate entitiesS .........c.coveeverereecrinesseeeens 28,932 21,280 29,834 21,467
121,743 106,263 126,411 108,713
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21 Financial investments (continued)

b Available-for-sale debt securities

Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
Listed
— listed in HONG KONG ...vvevviiiiieceeeee e 9,519 7,581 1,337 1,311
— listed outside HONg KoNg ........covervvnireicnnininine 261,968 281,462 200,125 220,397
271,487 289,043 201,462 221,708
UNHSEEA oo 360,597 429,152 240,874 294,215
632,084 718,195 442,336 515,923
Issued by public bodies
— central governments and central banks ................. 263,426 246,206 199,397 188,703
— other public sector entities ..........ccccouvvereivrrrirnenen. 63,972 61,076 46,542 40,290
327,398 307,282 245,939 228,993
Issued by
= DANKS oo 257,408 360,112 159,631 247,796
— COrporate entities ........ccccceeerrreeennnreee e 47,278 50,801 36,766 39,134
632,084 718,195 442,336 515,923
¢ Available-for-sale equity shares
Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
Listed
— listed in HONG KONG ...oovevvviiiiecee e 53,867 43,253 53,224 41,772
— listed outside Hong Kong .........cccccovvervrieeieninininne 699 1,226 529 934
54,566 44,479 53,753 42,706
UNHSEEd .o 18,269 13,752 7,663 6,109
72,835 58,231 61,416 48,815
Issued by
= DANKS oo 11,376 8,848 4,957 4,221
— COrporate entitiesS .........cccoeevrrreeienirnreee e 61,459 49,383 56,459 44,594
72,835 58,231 61,416 48,815
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22 Transfers of financial assets not qualifying for derecognition

The group enters into transactions in the normal course of business by which it transfers recognised financial assets
directly to third parties or to special purpose entities. These transfers may give rise to full or partial derecognition of
the financial assets concerned.

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

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

The majority of transferred financial assets that do not qualify for derecognition are (i) debt securities held by
counterparties as collateral under repurchase agreements or (ii) securities lent under securities lending agreements. The
following table analyses the carrying amount of financial assets transferred to third parties that did not qualify for
derecognition during 2010 and 2009, and their associated financial liabilities:

Group
2010 2009
Carrying Carrying Carrying Carrying
amount of amount of amount of amount of
transferred associated transferred associated
assets liabilities assets liabilities
HK$m HK$m HK$m HK$m
Repurchase agreemMents .........cooveueeiereresereeseerenesessesesenens 14,652 14,210 879 898
Securities lending agreements ...........cocoveieceeinnnnneens 594 65 852 32
15,246 14,275 1,731 930
Bank
2010 2009

Carrying Carrying Carrying Carrying
amount of amount of amount of amount of
transferred associated transferred associated
assets liabilities assets liabilities
HK$m HKS$m HK$m HK$m
Repurchase agreements .........cccovevereierereseseeseereseseseesesenens 6,692 6,485 277 295
Securities lending agreements ...........cocoveiceeinnnnnenns 387 65 711 32
7,079 6,550 988 327

The carrying amount of assets transferred by the group to other HSBC Group entities under repurchase agreements is
HK$48m (2009: HK$474m) and by the Bank is HK$11,647m (2009: HK$10,126m). The associated liability assumed
by the group is HK$48m (2009: HK$472m) and by the Bank is HK$11,715m (2009: HK$10,122m).

The carrying amount of assets transferred under securities lending agreements to other HSBC Group entities is
HK$2,341m (2009: HK$514m) by both the group and the Bank. The associated liabilities assumed are HK$2,458m
(2009: HK$577m).
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23 Investments in subsidiaries

Bank
2010 2009
HK$m HK$m
Investments in subsidiaries:

UNLISTEA INVESIIMENTS ...ttt bbbttt b ettt 52,059 38,741
LISTE INVESTMENT .....vietieiiet bbbttt 865 865
52,924 39,606

The principal subsidiaries of the Bank are:
Group’s
Issued interest
Place of Principal equity in equity
incorporation activity capital capital
Hang Seng Bank Limited .........cccooovicicennnnes Hong Kong Banking HK$9,559m 62.14%
HSBC Bank (China) Company Limited ... PRC! Banking RMB8,000m 100%
HSBC Bank Malaysia Berhad .................. Malaysia Banking RM$115m 100%
HSBC Bank Australia Limited® .... Australia Banking A$751m 100%
HSBC Bank (Taiwan) Limited? ........ Taiwan Banking TWD30,000m 100%
HSBC Insurance (Asia) Limited? ........ Hong Kong Insurance HK$318m 100%
HSBC Life (International) Limited? ............cccooeervvnnce. Bermuda Retirement HK$421m 100%

benefits and
life insurance

1 People’s Republic of China
2 Held indirectly

The principal countries of operation are the same as the countries of incorporation except for HSBC Life (International)
Limited which operates mainly in Hong Kong.

All of the above companies are controlled subsidiaries and have been consolidated in the financial statements.

The principal subsidiaries are regulated banking and insurance entities and as such, are required to maintain certain
minimum levels of capital and liquid assets to support their operations. The effect of these regulatory requirements is
to limit the extent to which the subsidiaries may transfer funds to the Bank in the form of repayment of shareholder
loans or cash dividends.

Acquisitions

On 2 July 2010, the group entered into an agreement to acquire The Royal Bank of Scotland Group plc’s retail and
commercial banking businesses in India. The total consideration will comprise a premium of up to US$95m over the
net asset value of the businesses being acquired. The purchase price will be reduced in respect of 90% of any credit
losses incurred on the unsecured lending portfolio in the two years subsequent to completion. The initial consideration
paid will be reduced by an estimate of these losses with an adjustment to reflect the actual losses at the end of the two
year protection period. The acquisition is subject to regulatory approvals and is expected to complete in the first half of
2011.

Disposals

On 30 November 2010, the group completed the sale of an 80.1% interest in HSBC Private Equity (Asia) Limited
(‘HPEA’) to HPEA’s management. As a result, the group no longer controls The HSBC Private Equity Fund 3
(*“HPEF3’). The group previously consolidated HPEF3 by virtue of its control over HPEA, which in turn controlled
HPEF3. Upon deconsolidation, the group retains its 38.8% interest in HPEF3 as an available for sale investment.
HPEF3 has been renamed The Headland Private Equity Fund 3 Limited. HPEF3 generated net profits after tax of
HK$108m for the period to 30 November 2010. The group’s pre-tax gain on deconsolidation was HK$602m.

The following assets and liabilities of HPEF3 were deconsolidated: Financial assets designated at fair value
HK$2,390m; Financial investments HK$2,623m; Other assets HK$410m; and Deposits by banks HK$560m.

97



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

24 Interests in associates and joint ventures

Group

2010 2009

HK$m HK$m

SHATE OF NEE ASSELS .....vvuviiieeee ittt bbb 68,046 46,804
Goodwill ................ 5,405 4,842
Intangible assets ... 2,690 2,649
Deferred tax 0N iNtaNGibIE @SSELS .......cvceiiiririeieieiir ettt (573) (612)
75,568 53,683

At 31 December 2010, the group’s interests in associates amounted to HK$74,099m (2009: HK$52,473m).

Bank
2010 2009
HK$m HK$m
UNLISTEA INVESIMENTS ...voviiiiicieieiisisietee ettt st e b s e s e ss s s et e s se e e e esnsenennnnns 1,578 1,751
LIStEA INVESIMENTS ....cviiieictieicteicte ettt sttt ettt sttt e e bt et e s et et ebesaesesaese st eseebeseebensabenanens 26,561 19,381
28,139 21,132

Shareholdings in associates held by the Bank include listed investments of HK$26,561m (2009: HK$19,381m). As at
the balance sheet date, the fair value of these investments held by the group, based on quoted market prices, was
HK$108,458m (2009: HK$113,163m).

a Principal associates

The principal associates of the group are:

Group’s
Issued interest
Place of Principal equity in equity
incorporation activity capital capital
Listed
Bank of Communications Co., Ltd ..........c.ccconee. PRC! Banking RMB56,260m 19.03%
Industrial Bank Co., Ltd.® ....c.ooooommrrimnrrirnrrienenes PRC! Banking RMB5,992m 12.80%
Bao Viet HOldINGS® ........ovveveeeeeeseeee s Vietnam Insurance VNDG6,267bn 18.00%
Unlisted
Barrowgate Limited® .........co.ccooovrvveveeieeeseses Hong Kong Property investment -2 24.64%
OCLP Holdings, INC. ..c.cvveviieiiiiiiiiccceieens Philippines Property investment PHP1,342m 34.08%
Vietnam Technological and
Commercial Joint Stock Bank ............cccccvvvenee. Vietnam Banking VND6,932bn 19.79%
Yantai Bank Co., Limited® ............ccooovvrmrrierrnrrinnnn. PRC! Banking RMB2,000m 20.00%

1 People’s Republic of China
2 lssued equity capital is less than HK$1m
3 Held indirectly

The principal countries of operation are the same as the countries of incorporation.
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24 Interests in associates and joint ventures (continued)

Hang Seng Bank Limited holds a 12.80% stake in Industrial Bank Co., Ltd. and The Hongkong and Shanghai
Banking Corporation Limited holds a 19.03% interest in Bank of Communications Co., Ltd. These companies are
accounted for as associated companies, as the group has representation on the Board of Directors of each bank, and,
in accordance with the Technical Support and Assistance Agreements, the group is assisting in the development of
financial and operating policies. In respect of Bank of Communications Co., Ltd, a number of staff have been
seconded to assist in this process.

In respect of Industrial Bank Co., Ltd.,, Hang Seng Bank Limited also has representation on the executive
committee, whilst for Bank of Communications Co., Ltd, The Hongkong and Shanghai Banking Corporation
Limited has representation on the strategy committee.

In respect of the year ended 31 December 2010, Bank of Communications Co., Ltd and Industrial Bank Co., Ltd
were included in these financial statements based on financial statements drawn up to 30 September 2010, but
taking into account the financial effect of significant transactions or events in the subsequent period from 1
October 2010 to 31 December 2010. The group has taken advantage of the provision contained in Hong Kong
Accounting Standard 28 ‘Investments in Associates’ whereby it is permitted to include the attributable share of
associates’ results based on accounts drawn up to a non-coterminous period end where the difference is no greater
than three months.

On 19 January 2010 the group, through its subsidiary HSBC Insurance (Asia-Pacific) Holdings Limited, increased
its shareholding in Bao Viet Holdings to 18% from 10% through the purchase of additional shares for a
consideration of VND1,880bn. Bao Viet Holdings was accounted for as an associate from that date due to the
group’s representation on the Board of Directors and, in accordance with the Technical Support and Capability
Transfer Agreement, the group is assisting in the development of financial and operating policies.

In the first half of 2010, the group participated in Industrial Bank Co., Ltd’s rights issue. This increased the group’s
equity interest from 12.78% to 12.80%.

In July 2010, Vietnam Technological and Commercial Joint Stock Bank issued shares to its employees. This
reduced the group’s equity interest from 19.91% to 19.79%.

During 2010, Bank of Communications Co., Ltd completed its ‘A’ and “H’ share rights issues and the group took
up its rights in full. This increased the group’s equity interest from 19.01% to 19.03%.

Interests in associates include intangible assets recognised on acquisition with respect to customer relationships
and brand names which are amortised over a period of 10 years.

b Summarised aggregate financial information on associates and joint ventures

Assets Liabilities Equity Revenue Expenses Profit
HK$m HKS$m HKS$m HKS$m HK$m HKS$m
2010
10090 ..ot 6,754,826 6,368,911 385,915 175,768 110,321 65,447
Group’s effective interest® 1,053,418 991,097 62,321 29,268 18,717 10,551
2009
10090 .o 5,283,305 5,020,983 262,322 129,484 82,826 46,658
Group’s effective interest .............. 847,698 804,564 43,134 21,978 14,559 7,419

1 The group’s effective interest is stated net of non-controlling interests.

At 31 December 2010, the group’s share of associates and joint ventures’ contingent liabilities was HK$199,304m
(2009: HK$150,105m).
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C

Amounts due from/to associates and joint ventures

Group
2010 2009
Highest balance Balance at Highest balance Balance at
during the year 31 December! during the year® 31 December*
HK$m HK$m HK$m HKS$m
Amounts due from associates
— UNSUBOIAINALEd ......cvviieieieisee e 16,312 12,930 8,686 8,176
Amounts due from joint ventures
— SUDOAINALE ..o 39 39 - -
— UNSUDOTAINALEd .......c.cveviviiiiricc s 1,493 699 1,135 789
1,532 738 1,135 789
Amounts due t0 aSSOCIALES .........cceerererererreieirireririeiens 5,293 4,042 3,814 926
Amounts due to joiNt VENTUIES ........cccovvveeeeririrerieinnens 1,140 1,013 909 903
Bank
2010 2009
Highest balance Balance at Highest balance Balance at
during the year 31 December* during the year* 31 December*
HK$m HK$m HKS$m HKS$m
Amounts due from associates
—UNSUbOrdiNAted ..o 7,045 4,513 2,858 2,349
Amounts due from joint ventures
—unSUbOrdinNated ........c.cevivruierriiccee s 1,293 608 1,135 789
Amounts due t0 aSSOCIALES .........ceevrvrereerereirirenieienes 1,150 732 1,210 746
Amounts due to joiNt VENTUIES ........ccccovereeeirireririniens 1,139 1,013 908 902

1 The disclosure of the year-end balance and the highest balance during the year is considered the most meaningful information to
represent transactions during the year.

The above outstanding balances arose from the ordinary course of business and on substantially the same terms,
including interest rates and security, as for comparable transactions with third party counterparties.

The principal joint ventures of the group are:

Group’s
Issued interest
Place of Principal equity in equity
incorporation activity capital capital
Canara HSBC Oriental Bank of Commerce Life
Insurance Company Limited ........ccccoovvieninrininnes India Insurance INR7,000m 26.00%
manufacturing
Hana HSBC Life Insurance Co., Ltd ......cccccovvurenennne South Korea Insurance KRW60,201m 49.99%

manufacturing
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25 Goodwill and intangible assets

Goodwill and intangible assets includes goodwill arising on business combinations, the present value of in-force long-
term insurance business, and other intangible assets.

Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
GOOAWIIL . 7,891 7,519 1,167 1,104
Present value of in-force long-term insurance business...... 14,767 10,554 - -
Other intangible aSSets .......ccoveeivririreieiererirse s 7,032 6,996 3,546 5,650
29,690 25,069 4,713 6,754
a Goodwill
Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
COoSt At 1 JANUAIY ...cevreeeeieieeieeeseeee s 7,519 2,523 1,104 1,020
AdItions ........cooocviiiiee - 4,418 - -
Exchange and other movements ...........ccccccevvvvveveiennns 372 578 63 84
Net book value at 31 December .........c.cccovveveernnnee 7,891 7,519 1,167 1,104
Segmental analysis of goodwill
Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
Hong Kong — Personal Financial Services .........c.c....... 12 12 - -
Hong Kong — Commercial Banking ..........ccccoovvrnienne. 36 36 24 24
Hong Kong — Global Banking and Markets ................... 755 754 498 498
Rest of Asia-Pacific — Personal Financial Services ....... 1,598 1,530 78 77
Rest of Asia-Pacific — Commercial Banking ................. 4,358 4,148 - 4
Rest of Asia-Pacific — Global Banking and Markets ..... 1,132 1,039 567 501
7,891 7,519 1,167 1,104

During 2010 there was no impairment of goodwill (2009: nil). Impairment testing in respect of goodwill is
performed annually by comparing the recoverable amount of cash generating units (*CGUS’), determined at 1 July
2010 based on a value in use calculation, with the carrying amount of the CGUs. That calculation uses cash flow
estimates based on management’s cash flow projections, extrapolated in perpetuity using a nominal long-term
growth rate based on current Gross Domestic Product and inflation for the countries within which the CGU
operates. Cash flows are extrapolated in perpetuity due to the long-term perspective within the group of business
units making up the CGUs. The discount rate used is based on the cost of capital HSBC allocates to investments in
the countries in which the CGU operates.

The cost of capital assigned to an individual CGU and used to discount its future cash flows can have a significant
effect on its valuation. The cost of capital percentage is generally derived from an appropriate capital asset pricing
model, which itself depends on inputs reflecting a number of financial and economic variables including the risk-
free rate in the country concerned and a premium to reflect the inherent risk of the business being evaluated. These
variables are established on the basis of management judgement.
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25 Goodwill and intangible assets (continued)

Management judgement is required in estimating the future cash flows of the CGUs. These values are sensitive to
the cash flows projected for the periods for which detailed forecasts are available, and to assumptions regarding the
long term sustainable pattern of cash flows thereafter. While the acceptable range within which underlying
assumptions can be applied is governed by the requirement for resulting forecasts to be compared with actual
performance and verifiable economic data in future years, the cash flow forecasts necessarily and appropriately
reflect management’s view of future business prospects.

Two key assumptions upon which management has based its determination of the recoverable amount of the CGUs
are the discount rate and the nominal long-term growth rate. The discount rates used in the impairment test in 2010
were in the range of 10% to 11% (2009: 9% to 12%) across different CGUs. The nominal long-term growth rates
used in the impairment test in 2010 for Hong Kong and Rest of Asia-Pacific were 5.3% and 6.9% respectively
(2009: 4.7% and 6.5%).

The present value of in-force long-term insurance business (‘PVIF’)
(i) PVIF specific assumptions

The following are the key assumptions used in the computation of PVIF for Hong Kong, being the main life
insurance operation:

2010 2009
Risk free rate ........cccocovvvvinciiiciceenns 3.10% 2.58%
Risk adjusted discount rate ............c.coeve... 11.0% 11.0%
Expenses inflation ... 3.0% 3.0%
Lapse Fate .......ceceeeeirieieieeereee e 0%-20% for the first policy year 0%-17% for the first policy year
and 0%-15% for renewal years and 0%-15% for renewal years
(ii) Movement in the PVIF for the year ended 31 December

Group
2010 2009
HK$m HK$m
AL L JANUAEY oottt bbbt bbbttt 10,554 7,638
Addition from current year NEW DUSINESS .........ceeiriririreerirrieiee e 3,737 2,684
Movement from in-fOrce DBUSINESS .........ccccuiiiiiiiiiicice e 369 204
Exchange and other adjUSIMENTS ..........ooeeiiiiiieee et 107 28
AL L DECEIMDET ... 14,767 10,554
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25 Goodwill and intangible assets (continued)

¢ Other intangible assets

Group

Cost at 1 January 2010 ...
Additions ........coeeiniiirnes

Disposals/amounts written-off ...........
Exchange and other movements ........

At 31 December 2010 ........cccevverennene.

Accumulated amortisation and impairment

At 1January 2010 ...,

Amortisation charge for the year .
Impairment .......ccocovveeeervrrrienenns

Disposals/amounts written-off ...........
Exchange and other movements ........

At 31 December 2010 .....ccevevveeeenene.

Net book value at 31 December 2010

Cost at 1 January 2009 .........cccceevveenene
AItioNs ....coceiiceee
Disposals/amounts written-off ...........
Exchange and other movements ........

At 31 December 2009 ........c.ccccueueeneee.

Accumulated amortisation and impairment

At 1 January 2009 .......ccocoeerrereinnnne
Amortisation charge for the year .......
Disposals/amounts written-off ...........
Exchange and other movements ........

At 31 December 2009 ........c.ccccveuennene.

Net book value at 31 December 2009

Customer/
Computer merchant
software relationships Other? Total
HK$m HK$m HK$m HK$m
6,866 1,743 2,090 10,699
1,345 - 28 1,373
(82) - - (82)
79 162 200 441
8,208 1,905 2,318 12,431
3,203 479 21 3,703
1,374 195 10 1,579
85 - - 85
(82) - - (82)
60 53 1 114
4,640 727 32 5,399
3,568 1,178 2,286 7,032
Customer/
Computer merchant
software relationships Other* Total
HK$m HK$m HK$m HK$m
5,340 1,012 2,033 8,385
1,270 451 1 1,722
(61) - - (61)
317 280 56 653
6,866 1,743 2,090 10,699
2,094 264 7 2,365
1,008 156 13 1,177
(38) - - (38)
139 59 1 199
3,203 479 21 3,703
3,663 1,264 2,069 6,996
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Bank
Customer/
Computer merchant
software relationships Other? Total
HK$m HK$m HK$m HK$m

Cost at 1 January 2010 .......ccceevevvernereeereeseeesienens 5,557 1,135 1,975 8,667
AdAItIONS ..o 1,071 - 2 1,073
Disposals/amounts written-off ... (150) - - (150)
Exchange and other movements? .............cccccoevvevenn. (54) 134 (1,965) (1,885)
At 31 December 2010 ......covveerereeeereeineeeiseeeeeeeene 6,424 1,269 12 7,705
Accumulated amortisation and impairment ..............
At 1 January 2010 ......cccovveenene 2,648 361 8 3,017
Amortisation charge for the year . 1,115 95 - 1,210
Disposals/amounts written-off ... (70) - - (70)
Exchange and other movements ...........c.ccccevvvvveveennns (46) 47 1 2
At 31 December 2010 ......covvvereeeeireeineeeeeeeeeeeene 3,647 503 9 4,159
Net book value at 31 December 2010 ...........ccoconee. 2,777 766 3 3,546
Cost at 1 January 2009 ........ccccevreeeimnnereeennenenes 4,602 896 1,924 7,422
AIIONS ..o 964 - - 964
Disposals/amounts written-off ..o (18) - - (18)
Exchange and other movements ...........c.ccccoeennnienne 9 239 51 299
At 31 December 2009 ........coovverreieerneeneeerneeenens 5,557 1,135 1,975 8,667
Accumulated amortisation and impairment
At 1January 2009 ... 1,856 214 4 2,074
Amortisation charge for the year .........c.ccccovveevenne. 803 91 3 897
Disposals/amounts written-off ..... (18) - - (18)
Exchange and other movements 7 56 1 64
At 31 December 2009 .........coceeeiirirnieeeennseeees 2,648 361 8 3,017
Net book value at 31 December 2009 ...........ccccceueeene 2,909 774 1,967 5,650

1 *Other’ includes operating licenses which were recognised during the acquisition of the assets, liabilities and operations of The
Chinese Bank in Taiwan in 2008. These have an indefinite useful life as there are no economic or legal restrictions to limit their use.
The carrying value of this intangible asset was allocated to relevant business units in Taiwan.

2 Other intangible assets arising from the acquisition of the assets, liabilities and operations of The Chinese Bank in Taiwan were
transferred from Bank to Group following the local incorporation of HSBC Bank (Taiwan) Limited in 2010.

The above intangible assets are amortised over their finite useful lives as follows:

Computer software from 3 years to 5 years
Customer/merchant relationships from 3 years to 10 years
Other (excluding operating licenses) from 3 years to 10 years

An impairment test was carried out in respect of the operating licenses in Taiwan as at 1 July 2010. The result
confirmed that there was no impairment. The impairment test was performed by comparing the recoverable amount
of the relevant cash generating units (‘CGUs’), determined by a value in use calculation, with the carrying amounts
of the CGUs. The calculation uses cash flow estimates based on management’s cash flow projections, extrapolated
in perpetuity using a long-term growth rate applicable to the banking industry in Taiwan. The discount rate used is
based on the cost of capital the group allocates to Taiwan.
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25 Goodwill and intangible assets (continued)

The cost of capital used to discount its future cash flows can have a significant effect on its valuation. The cost of
capital percentage is derived from the capital asset pricing model which is the same model used to compute the
discount rate for goodwill impairment testing.

Management judgement is required in estimating the future cash flows of the CGUs. These values are sensitive to
the cash flows projected for the periods for which detailed forecasts are available and to assumptions regarding the
long-term sustainable pattern of cash flows thereafter. While the acceptable range within which underlying
assumptions can be applied is governed by the requirement for resulting forecasts to be compared with actual
performance and verifiable economic data in future years, the cash flow forecasts necessarily and appropriately
reflect management’s view of future business prospects.

Two key assumptions upon which management has based its determination of the recoverable amount of the CGUs
are the discount rate and the long-term growth rate. The discount rate used during 2010 was in the range of 11% to
12% (2009: 12%). The long-term growth rate used in the impairment testing during 2010 was 3% (2009: 3%).

26 Property, plant and equipment

a Property, plant and equipment

Group Bank
Land and Investment Land and Investment
buildings properties Equipment buildings properties Equipment
HK$m HK$m HK$m HK$m HK$m HK$m
Cost or valuation at 1 January
2010 oo 50,103 3,114 18,460 31,584 126 12,281
Exchange and other adjustments ..... 429 - 497 168 - (161)
AdItions ... 4,026 - 2,132 4,022 - 1,356
DisSPOSalS ....ccovrvrvrieieeiiisreeees (43) - (543) a7 - (316)
Elimination of accumulated
depreciation on revalued land
and buildings .......cccoeeeervrniienenns (1,285) - - (778) - -
Surplus on revaluation .. 10,038 483 - 6,444 - -
Reclassifications .........ccccoeevcriennene. (120) (94) (16) - - (11)
At 31 December 2010 .......ccccevenenee 63,148 3,503 20,530 41,423 126 13,149
Accumulated depreciation at
1 January 2010 ...ccccevviveniniiineen 11 - 12,856 - - 8,650
Exchange and other adjustments ..... 2 - 338 2 - (81)
Charge for the year ........c.cccoeeenenne 1,279 - 2,146 781 - 1,376
DiSp0Sals ......cccovvviiririirieeee (5) - (495) (5) - (298)
Elimination of accumulated
depreciation on revalued land
and buildings .......ccococeeeeiniinnnns (1,285) - - (778) - -
Reclassifications ......c..ccocoeeevrvrnnnn. - - (13) - — (10)
At 31 December 2010 ........c.ccvennee 2 — 14,832 — — 9,637
Net book value at 31 December
2010 e 63,146 3,503 5,698 41,423 126 3,512
Total at 31 December 2010 ............. 72,347 45,061
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Group Bank
Land and Investment Land and Investment
buildings properties Equipment buildings properties Equipment
HK$m HK$m HK$m HK$m HK$m HK$m
Restated* Restated*
Cost or valuation as previously
TEPOIted.....c.cvvvierieririreecee 27,376 2,824 16,385 17,269 125 11,497
Restatement for HKAS 17................ 19,260 = - 12,533 - -
Cost or valuation at 1 January
2009 ..o 46,636 2,824 16,385 29,802 125 11,497
Exchange and other adjustments ..... 120 15 382 90 1 134
AItions ..o 766 - 2,339 293 - 976
DiSPOSals ......cveveieiriniinr e (56) - (646) (56) - (326)
Elimination of accumulated
depreciation on revalued land
and buildings .......cccoceeeverinreienns (1,146) - - (678) - -
Surplus on revaluation .............cc.e.... 4,479 262 - 2,224 - -
Reclassifications ............cccccoecninines (696) 13 - (91) - -
At 31 December 2009 ..........cccoeneee. 50,103 3,114 18,460 31,584 126 12,281
Accumulated depreciation at
1 January 2009 ......ccceeereririenn. 7 - 10,693 - - 7,507
Exchange and other adjustments ..... 1) - 269 - - 97
Charge for the year ........c.cccoceeenenne 1,129 - 2,033 684 - 1,352
Acquisition of subsidiaries .............. 28 - 460 - - -
DiSpOSals .....cccvvrvrieiiniineee (5) - (599) (5) - (306)
Elimination of accumulated
depreciation on revalued land
and buildings ... (1,146) - - (678) - -
Reclassifications .........c.cccoveevnnene. (1) - - (1) - -
At 31 December 2009 .........cccovevnnee. 11 — 12,856 — — 8,650
Net book value at 31 December
2009 ..o 50,092 3,114 5,604 31,584 126 3,631
Total at 31 December 2009 ............. 58,810 35,341

b The carrying amount of land and buildings, had they been stated at cost less accumulated depreciation, would

have been as follows:

Group Bank
2010 2009 2008 2010 2009 2008
HK$m HKS$m HK$m HK$m HK$m HK$m
Restated* Restated* Restated* Restated*
Cost less accumulated depreciation.. 19,475 15,678 15,602 14,507 10,848 11,055

¢ An analysis of land and buildings carried at valuation or cost (before deduction of accumulated depreciation) is as

follows:
Group Bank
2010 2009 2008 2010 2009 2008
HK$m HK$m HK$m HK$m HK$m HK$m
Restated* Restated* Restated* Restated*
Land and buildings carried at
Valuation ......ccooeevneeninnienns 62,956 49,929 46,472 41,423 31,584 29,802
Other land and buildings stated at
COSE vt 192 174 164 - - -
Land and buildings before deduction
of accumulated depreciation ....... 63,148 50,103 46,636 41,423 31,584 29,802

1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.

106



26 Property, plant and equipment (continued)

d The net book value of land and buildings and investment properties comprises:

Group Bank
2010 2009 2008 2010 2009 2008
HK$m HK$m HK$m HK$m HK$m HK$m
Restated* Restated* Restated* Restated*
In Hong Kong:
Long leaseholds
(over fifty years) ......c.cccoeeenuene 28,263 26,757 24,323 24,626 21,088 19,223
Medium-term leaseholds
(between ten and fifty years).... 28,269 21,412 20,535 8,837 7,134 7,120
Short leaseholds
(less than ten years) ................ 136 106 111 100 106 111
56,668 48,275 44,969 33,563 28,328 26,454
Outside Hong Kong:
Freeholds ........ccocovevivnininiienn 4,287 3,741 3,394 3,361 3,126 3,213
Long leaseholds
(over fifty years) ........ccccceeennnne 125 118 102 82 65 61
Medium-term leaseholds
(between ten and fifty years) ... 5,527 972 958 4,501 154 169
Short leaseholds
(less than ten years) ........c....... 42 100 30 42 37 30
9,981 4,931 4,484 7,986 3,382 3,473
TOtal oo 66,649 53,206 49,453 41,549 31,710 29,927
Analysed as follows:
Land and buildings ..........cccceuene. 63,146 50,092 46,629 41,423 31,584 29,802
Investment properties .................. 3,503 3,114 2,824 126 126 125
66,649 53,206 49,453 41,549 31,710 29,927

1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.

The group’s land and buildings and investment properties were revalued at 30 November 2010 and updated for any
material changes at 31 December 2010. The basis of valuation for land and buildings and investment properties
was open market value, depreciated replacement cost or surrender value as noted in note 3(0). In determining the
open market value of investment properties, expected future cash flows have been discounted to their present
values. The net book value of ‘Land and buildings’ includes HK$8,931m (2009 restated: HK$7,935m) in respect of
properties which were valued using the depreciated replacement cost method or surrender value.

The surplus on property revaluation was HK$10,521m (2009 restated: HK$4,741m). Amounts of HK$7,513m
(2009 restated: HK$3,382m) and HK$585m (2009 restated: HK$153m) were credited to the property revaluation
reserve and the income statement respectively. The amount credited to the property revaluation reserve of
HK$7,513m (2009 restated: HK$3,382m) is stated after deduction of non-controlling interests of HK$796m (2009
restated: HK$558m) and deferred tax of HK$1,627m (2009 restated: HK$648m). The amount credited to the
income statement comprises the surplus of HK$483m (2009 restated: HK$262m) on revaluation of investment
properties, and HK$102m (2009 restated: HK$109m deficit) relating to the reversal of previous revaluation deficits
that arose when the value of certain land and buildings fell below depreciated historical cost or surrender value, or
when land and buildings were newly acquired with revaluation losses.

Land and buildings and investment properties in Hong Kong, the Macau SAR and mainland China, representing
95% by value of the group’s properties subject to valuation, were valued by DTZ Debenham Tie Leung Limited
who have recent experience in the location and type of properties. The valuations were carried out by qualified
valuers who are members of the Hong Kong Institute of Surveyors. Properties in eleven countries, which represent
5% by value of the group’s properties, were valued by different independent professionally qualified valuers.
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26 Property, plant and equipment (continued)
e Properties leased to customers

The group’s investment properties are rented out under operating leases. The leases typically run for a period of 2-
3 years and may contain an option to renew and the terms will then be renegotiated. During the current year,
HK$170m (2009: HK$169m) was recognised as rental income in the income statement in respect of operating
leases.

The total future minimum lease payments under non-cancellable operating leases receivable are as follows:

Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
WIithin ONe YEar ........coociiiiniciieee e 130 120 5 6
After one but within five years ..........c.ccccovvrecnnne. 93 62 — 5
223 182 5 11

27 Leasehold land and land use rights

The group’s interests in leasehold land and land use rights are accounted for as operating leases and their net book
value is analysed as follows:

Group Bank
2010 2009 2008 2010 2009 2008
HK$m HKS$m HK$m HK$m HK$m HK$m
Restated* Restated* Restated* Restated*
In Hong Kong:
Medium-term leaseholds (between
ten and fifty years)......ccoovvvveieinnnnne 348 366 370 79 82 84

1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.
The above amounts were included within ‘Prepayments and accrued income’ in ‘Other assets’ (note 28).

28 Other assets

Group Bank
2010 2009 2008 2010 2009 2008
HK$m HKS$m HK$m HK$m HK$m HK$m
Restated* Restated * Restated * Restated*
Current taxation recoverable ................. 335 889 1,371 208 706 1,210
Assets held for sale .........ccccooeveivieeinenne 257 228 338 6 123 123
Prepayments and accrued income .......... 3,218 2,564 3,030 1,468 1,173 2,602
Accrued interest receivable .................... 11,678 9,948 12,493 5,813 5,621 7,262
Acceptances and endorsements ............. 25,892 22,211 31,453 17,041 16,073 26,006
Other accouNnts .......cccccevveevieerieesieenns 19,527 22,978 23,719 7,337 11,723 10,320
60,907 58,818 72,404 31,873 35,419 47,523

1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.

Assets held for sale comprised assets acquired by repossession of collateral for realisation as well as own properties
held for sale.
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29 Customer accounts

Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HKS$m
CUITENE ACCOUNTS .t 643,850 536,350 376,925 352,151
Savings accounts ........ 1,765,835 1,591,351 1,204,293 1,068,952
Other depoSit BCCOUNLS ........covvvevrveiriirinieiereseeie e 903,559 816,838 463,446 481,468
3,313,244 2,944,539 2,044,664 1,902,571

30 Trading liabilities

Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HKS$m
Certificates of deposit in ISSUE ........cccvvrereririrrireieieirieies 2,694 2,545 1,667 2,453
Other debt SECUritIeS iN ISSUE .....ccoevrvvrvereeriririreeeessieeeeas 17,919 17,708 14,710 11,665
Short positions iN SECUNLIES .......cccovrvvvririrerirrree e 51,089 68,826 31,665 55,674
Deposits by banks ... 11,103 3,039 10,428 2,972
CUSLOMET ACCOUNLS ....veeieeeieeieceieee e 68,729 62,248 32,714 30,692
151,534 154,366 91,184 103,456

31 Financial liabilities designated at fair value

Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HKS$m
Deposits by banks ... 288 253 288 253
CUSLOMET ACCOUNES ...oviivieiieie it 1,688 1,604 1,688 1,604
Subordinated liabilities (Note 36) ........ccccccovvrveccienrnnnes - 1,003 - -
Debt Securities in iSSUE ........cccccevvevvrrereeriiererieesienns 4,605 - 4,605 -
Liabilities to customers under investment contracts .......... 33,746 33,849 - -
40,327 36,709 6,581 1,857

At 31 December 2010, the carrying amount of financial liabilities designated at fair value was HK$38m lower than the
contractual amount at maturity (2009: the carrying amount was HK$37m higher than the contractual amount). At 31
December 2010, the accumulated loss in fair value attributable to changes in credit risk was HK$5m (2009: the
accumulated gain was HK$46m).

32 Debt securities in issue

Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HKS$m
Certificates Of dEPOSIt ......c.coveeviviirirreere e 36,222 25,090 30,368 19,610
Other debt SECUMLIES .......coeveivieivieiccec e 23,061 18,306 12,771 8,640
59,283 43,396 43,139 28,250
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33 Other liabilities and provisions

Group Bank
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
Accruals and deferred iNCOME .......ccccoveviirrciininnneeee 22,502 18,209 13,757 11,836
Provisions for liabilities and charges (note 35) ........c..c.c.... 1,359 1,226 858 800
Acceptances and endorsements .......ccovveerererereeeerenerens 25,950 22,232 17,099 16,094
Share based payment liability to HSBC Holdings plc ....... 1,812 1,199 1,413 953
Other labilTieS .......ccovvrirreiriiceees s 19,323 13,116 10,905 8,346
70,946 55,982 44,032 38,029

34 Liabilities under insurance contracts issued

Gross Reinsurance Net
HK$m HK$m HK$m

2010
Non-life insurance liabilities

Unearned premiums ... 1,495 (158) 1,337
Notified claims ..........cccevrvrnneee. 1,008 (219) 789
Claims incurred but not reported . 295 (43) 252
OB e 122 - 122
2,920 (420) 2,500
Life insurance liabilities to policyholders
Life (NON-TINKEA) ..o 145,960 (161) 145,799
Investment contracts with discretionary participation features .. 170 - 170
Life (IINKEA) oo s 28,920 (5,567) 23,353
175,050 (5,728) 169,322
Total liabilities under iNSUrANCE CONIACES ......ccovvvevrveereriirisie e 177,970 (6,148) 171,822
2009
Non-life insurance liabilities
UNEANEd PreMIUMS ...c.ciiiieiiaiieeirieieie ettt sttt ebenas 1,233 (113) 1,120
Notified claims ..........cccovrvnnnee. 953 (235) 718
Claims incurred but not reported . 320 (38) 282
Provision for unexpired risk .... 8 - 8
ONEE e 119 (1) 118
2,633 (387) 2,246
Life insurance liabilities to policyholders
Life (NON-TINKEA) .....ooieiiiciiii e 116,180 (67) 116,113
Investment contracts with discretionary participation features ............c.cccovveuee 269 - 269
Life (TINKEA) 1o 25,846 (6,237) 19,609
142,295 (6,304) 135,991
Total liabilities under iNSUrANCE CONIACES .......cccovivrerieieriiririreee e 144,928 (6,691) 138,237

Amounts recoverable from reinsurance of liabilities under insurance contracts issued are included in the consolidated
balance sheet in ‘Other assets’.
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34 Liabilities under insurance contracts issued (continued)
a Movement of liabilities under insurance contracts

(i) Non-life insurance

Gross Reinsurance Net
HK$m HK$m HK$m
2010
Unearned premiums
AL L JANUAIY oot 1,233 (113) 1,120
GrosS WItten PremMilMmS ......cceiiereeueiereiresisiei et 3,166 (457) 2,709
Gross earned PremMiUMS .......ccvvrirerrerereeriseseesereeseseseeseseseesessesesesesenes (2,931) 416 (2,515)
Foreign exchange and other movements ............c.coccoevnnnneicnennnienns 27 (4) 23
At 31 DECEMDET ...t 1,495 (158) 1,337
Notified and incurred but not reported claims
AL L JANUAEY oottt 1,273 (273) 1,000
— Notified claims 953 (235) 718
— Claims incurred but NOt reported ...........c.cocevvenieicceisnnees 320 (38) 282
Claims paid in CUMTENt YEAr ........cccoiieirieiriiiricieee s (1,290) 160 (1,130)
ClaimS INCUITEA ... 1,276 (140) 1,136
Foreign exchange and other MOVEMENTS ..........cccovvvriceceerevennsneens 44 9) 35
At 31 December
— NOtIfied ClAIMS ..c.coviviceci s 1,008 (219) 789
— Claims incurred but not reported 295 (43) 252
Total at 31 DECEMDEN ......coiiiieiieieiiririe et 1,303 (262) 1,041
2009
Unearned premiums
AL L JANUANY .o 1,117 (78) 1,039
Gross WIitten Premilms .......cccocveiiiiiin s 2,754 (394) 2,360
Gross earned PreMiUMS ..o (2,638) 361 (2,277)
Foreign exchange and other MOVEMENTS .........ccccovviriceceereennnnneens - (2) &)
At 31 DECEMDET ... 1,233 (113) 1,120
Notified and incurred but not reported claims
AL T JANUEIY ..o s 1,413 (282) 1,131
— Notified ClaiMS .......ccooooiiiiiic s 1,024 (233) 791
— Claims incurred but not reported ............coocovevriennenneeneeees 389 (49) 340
Claims paid iN CUMTENT YEAT ......covieeureieerrireirereeeireeieeneressesee e (1,227) 110 (1,117)
ClaimS INCUITE ..o 1,084 (92) 992
Foreign exchange and other MOVEMENtS ............cccoveenicciiiincinenns 3 9) (6)
At 31 December
— Notified ClaIMS .....coeeeee e 953 (235) 718
— Claims incurred but not reported . 320 (38) 282
Total at 31 DECEMDET .....covvovieieiicicieiirir e 1,273 (273) 1,000
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34 Liabilities under insurance contracts issued (continued)

(ii) Life insurance liabilities to policyholders

Gross Reinsurance Net
HK$m HK$m HK$m
2010
Life (non-linked)
AL L JANUAIY oot 116,180 (67) 116,113
BeNefits PRI ......coviiiriiiiiceeee s (4,030) 157 (3,873)
Increase in liabilities to policyholders ...........cooevieririrveieierisseeens 32,896 (154) 32,742
Foreign exchange and other MOVEMENTS ..........cccovviricecenrennnnneens 914 97) 817
AL 3L DECEMDET ....vcviviicieieteiete ettt 145,960 (161) 145,799
Life (linked)
AL L JANUAIY oot 25,846 (6,237) 19,609
BeNefits PRI ......cciuiiriiiiiiceeicee s (2,330) 298 (2,032)
Increase in liabilities to policyholders.............cccoevnrininiiiinsne 5,002 960 5,962
Foreign exchange and other MOVEMENTS ...........ccovvvricecereinnnnncens 402 (588) (186)
At 31 DECEMDET ...t 28,920 (5,567) 23,353
Investment contracts with discretionary participation features
AL L JANUANY .ot 269 = 269
BeNefits PRI ....c.cveveieiiieiiiiiceee s (122) - (122)
Increase in liabilities to policyholders............ccovceiiinnecciiiiseee ) = 3
Foreign exchange and other MoVemMEeNts ..........ccccccceeervrerirsereresireennnns 20 - 20
AL 3L DECEMDET ...ttt 170 - 170
Total policyholders’ liabilities .........cccooeeiirinirneiireeee e 175,050 (5,728) 169,322
2009
Life (non-linked)
AL L JANUAIY oo 90,383 (144) 90,239
BeNEfitS PAId ....cvovevieiiisieceir e (3,001) 149 (2,852)
Increase in liabilities to policyholders.............cccoovvnniiciciiinnne 28,294 (57) 28,237
Foreign exchange and other movements ..........c.cccoccoevnrnseicnennnienns 504 (15) 489
At 31 DECEMDET ...ttt 116,180 (67) 116,113
Life (linked)
AL L JANUAIY oot s 20,044 (7,334) 12,710
Benefits PaId ......ccovoiriiriecieiriiee e (884) 95 (789)
Increase in liabilities to policyholders.........cccooveieierirveeieiinriseens 6,590 1,310 7,900
Foreign exchange and other movements ............c.ccoeoevenncienennnininnns 96 (308) (212)
At 3L DECEMDET ...ttt 25,846 (6,237) 19,609
Investment contracts with discretionary participation features
AL L JANUAIY ..o 260 - 260
Benefits Paid ........cceiiiiiieeeee e 2) - 2)
Increase in liabilities to policyholders..........oceevviiririrecisiiisseeenns 2 - 2
Foreign exchange and other MOVEMENTS ..........cccovvvriceceereinnnnncens 9 - 9
At 31 DECEMDET ...t 269 — 269
Total policyholders’ liabilities .........cocooeeiiiinriiiiiceeee 142,295 (6,304) 135,991
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35 Provisions for liabilities and charges

Provisions for liabilities and charges

Group Bank

2010 2009 2010 2009

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

AL L JANUANY .o 1,226 1,093 800 714
Additional provisions/increase in provisions ... 195 373 184 302
Provisions Utilised ..........ccccoevvnniniciinnnnins (114) (225) (96) (144)
AMOUNES TEVEISEA ...vevvviieieririirieiee e et sees (68) (103) (52) (93)
Exchange and other movements ...........ccccoveveeeniirnccnenns 120 88 22 21
At 31 DECEMDET ..ot 1,359 1,226 858 800

36 Subordinated liabilities

Subordinated liabilities consist of undated primary capital notes and other loan capital having an original term to
maturity of five years or more, raised by the group for the development and expansion of its business.

2010 2009
HK$m HK$m
Bank
US$1,200m Undated floating rate primary capital NOteS .........ccoviriciirinnrrc e 9,404 9,393
TW$330m Non-callable floating rate subordinated notes due 2010 ..........ccccovrvrvrverrieriririnnnns - 80
TW$1,865m Non-callable floating rate subordinated notes due 2010 ..........cccccvrrercrirnrinnne - 452
9,404 9,925
Group
A$200m Floating rate subordinated notes due 2016, callable from 2011° ...........c.cocoenee.e. 1,583 1,396
A$42m Floating rate subordinated notes due 2018, callable from 20132 .. 332 293
A$200m Floating rate subordinated notes due 2020, callable from 2015 ... 1,583 -
HK$1,500m Floating rate subordinated notes due 2015, callable from 2010.... - 1,499
US$450m Floating rate subordinated notes due 2016, callable from 2011° .. 3,495 3,483
US$300m Floating rate subordinated notes due 2017, callable from 2012° ......... 2,328 2,321
RM500m Fixed rate (4.35%) subordinated bonds due 2022, callable from 2017° . 1,263 1,136
RM500m Fixed rate (5.05%) subordinated bonds due 2027, callable from 2022 .............. 1,266 1,128
21,254 21,181

1 The interest rate on the A$200m callable subordinated floating rate notes 2016 will increase by 0.5% from May 2011.
2 The interest rate on the A$42m callable subordinated floating rate notes 2018 will increase by 0.5% from March 2013.
3 The interest rate on the US$450m callable subordinated floating rate notes 2016 will increase by 0.5% from July 2011.
4 The interest rate on the US$300m callable subordinated floating rate notes 2017 will increase by 0.5% from July 2012.
5 The interest rate on the 4.35% callable subordinated bonds due 2022 will increase by 1% from June 2017.

6 The interest rate on the 5.05% callable subordinated bonds due 2027 will increase by 1% from November 2022.

The following subordinated note was classified as ‘Financial liabilities designated at fair value’ (note 31):

Group
2010 2009
HKS$m HK$m
HK$1,000m Callable fixed rate (4.125%) subordinated notes due 2015...........cccoceneiricecunnnnns — 1,003
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37 Preference shares

Authorised

At 31 December 2010, the authorised preference share capital of the Bank was US$13,450,500,000 (2009:
US$13,450,500,000) comprising 3,750,500,000 cumulative redeemable preference shares of US$1 each,
7,500,000,000 non-cumulative irredeemable preference shares of US$1 each and 2,200,000,000 cumulative
irredeemable preference shares of US$1 each (2009: comprising 3,750,500,000 cumulative redeemable preference
shares of US$1 each, 7,500,000,000 non-cumulative irredeemable preference shares of US$1 each and 2,200,000,000
cumulative irredeemable preference shares of US$1 each).

At a group level, there was an additional Rs.900,000,000 (2009: Rs.900,000,000) of authorised preference share
capital comprising 9,000,000 compulsorily convertible preference shares of Rs.100 each in the share capital of a
subsidiary.

Group Bank

2010 2009 2010 2009
HK$m HK$m HK$m HK$m

Issued and fully paid
Redeemable preference shares 29,153 29,083 29,153 29,083
Irredeemable preference shares 68,422 68,252 68,270 68,107
Share Premilm ..o 3,883 3,873 3,883 3,873
101,458 101,208 101,306 101,063

500,000 cumulative redeemable preference shares were issued in 1997, which have a mandatory redemption date of
2 January 2019 but may be redeemed at the Bank’s option on or after 2 January 2003, subject to the consent of the
Hong Kong Monetary Authority. The shares are redeemable at the issue price of US$1,000 per share, comprising
nominal value of US$1 per share and premium on issue of US$999 per share. 550,000,000 cumulative redeemable
preference shares were issued in 2006, which have a mandatory redemption date of 21 December 2016 but may be
redeemed at the Bank’s option on or after 21 December 2011, subject to the consent of the Hong Kong Monetary
Authority. The shares are redeemable at the issue price of US$1 per share. 1,750,000,000 cumulative redeemable
preference shares were issued in 2007, which have mandatory redemption dates between 29 March and 24 November
2017 but may be redeemed at the Bank’s option on or after dates starting between 29 March and 24 November 2012,
subject to the consent of the Hong Kong Monetary Authority. The shares are redeemable at the issue price of US$1 per
share.

400,000,000 cumulative redeemable preferences shares were issued in 2008, which have a mandatory redemption date
of 29 March 2023 but may be redeemed at the Bank’s option on or after 29 March 2018, subject to the consent of the
Hong Kong Monetary Authority. The shares are redeemable at the issue price of US$1 per share. 1,050,000,000
cumulative redeemable preferences shares were issued in 2009, which have a mandatory redemption date of 2 January
2024 but may be redeemed at the Bank’s option on or after 2 January 2019, subject to the consent of the Hong Kong
Monetary Authority. The shares are redeemable at the issue price of US$1 per share. The total number of issued
cumulative redeemable preference shares at 31 December 2010 was 3,750,500,000 (2009: 3,750,500,000). No shares
were issued during the year (2009: 1,050,000,000).

The non-cumulative irredeemable preference shares were issued at nominal value, and may be redeemed subject to
30 days’ notice in writing to shareholders and with the prior consent of the Hong Kong Monetary Authority. On
redemption, holders of the shares shall be entitled to receive the issue price of US$1 per share held together with any
unpaid dividends for the period since the annual dividend payment date immediately preceding the date of redemption,
subject to the Bank having sufficient distributable profits. The number of issued non-cumulative irredeemable
preference shares at 31 December 2010 was 6,653,000,000 (2009: 6,653,000,000). No shares were issued during the
year (2009: nil).
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Preference shares (continued)

The cumulative irredeemable preference shares were issued at nominal value, and may be redeemed subject to
30 days’ notice in writing to shareholders and with the prior consent of the Hong Kong Monetary Authority. On
redemption, holders of the shares shall be entitled to receive the issue price of US$1 per share held together with any
unpaid dividends for the period since the annual dividend payment date immediately preceding the date of redemption,
subject to the Bank having sufficient distributable profits. The number of issued cumulative irredeemable preference
shares at 31 December 2010 was 2,130,000,000 (2009: 2,130,000,000). No shares were issued during the year (2009:
nil).

The holders of the preference shares are entitled to one vote per share at shareholder meetings of the Bank.

8,700,000 compulsorily convertible preference shares (CCPS) were issued by HSBC InvestDirect Securities (India)
Limited (“HSBC InvestDirect”) in 2009 at a nominal value of Rs.100 each. The shares are irredeemable and may be
converted into fully paid equity shares of HSBC InvestDirect at any time after three years from the date of allotment of
the CCPS by written notice. The conversion shall be made at par or premium as may be determined by the Board of
HSBC InvestDirect at the time of the conversion. The CCPS shall carry a fixed dividend of 0.001% of the face value
per annum. After ten years following the allotment of the CCPS all outstanding CCPS shall be converted at par or
premium as may be determined by the Board of HSBC InvestDirect at the time of the conversion.

Share capital

Authorised
The authorised ordinary share capital of the Bank at 31 December 2010 and 2009 was HK$30,000m divided into
12,000m ordinary shares of HK$2.50 each. No new shares were issued during 2010 (2009: nil).

Issued and fully paid
Bank and group

2010 2009
HK$m HK$m
Ordinary Share CaPITAl .........ccvoveeeiiiire ettt e et s et eenerens 22,494 22,494

The holders of the ordinary shares are entitled to receive dividends as declared from time to time, rank equally with
regard to the Bank’s residual assets and are entitled to one vote per share at shareholder meetings of the Bank.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

39 Analysis of changes in equity (continued)
Regulatory reserve

The Bank and its banking subsidiaries operate under regulatory jurisdictions which require the maintenance of
minimum impairment provisions in excess of those required under HKFRS.

The regulatory reserve is maintained to satisfy the provisions of the Banking Ordinance and local regulatory
requirements for prudential supervision purposes. Movements in the reserve are made directly through retained
earnings.

At 31 December 2010, the effect of this requirement is to restrict the amount of reserves which can be distributed to
shareholders by HK$7,702m (2009: HK$6,413m).

Retained profits

Retained profits are the cumulative net earnings of the group that have not been paid out as dividends, but retained to
be reinvested in the business.

Property revaluation reserve

The property revaluation reserve represents the difference between the current fair value of the property and its
depreciated cost.

Available-for-sale investment reserve

The available-for-sale investment reserve includes the cumulative net change in the fair value of available-for-sale
investments other than impairments which have been recognised in the income statement.

Cash flow hedge reserve

The cash flow hedge reserve comprises the effective portion of the cumulative net change in the fair value of cash flow
hedging instruments related to hedged transactions.

Foreign exchange reserve

The foreign exchange reserve comprises all foreign exchange differences arising from the translation of the financial
statements of foreign operations as well as from the translation of liabilities that hedge the Bank’s net investments in
foreign operations.

Other reserve

The other reserve mainly comprises the share-based payment reserve account and other non-distributable reserves. The
share-based payment reserve account is used to record the amount relating to share options granted to employees of the
group directly by HSBC Holdings plc.
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41 Analysis of cash flows payable under financial liabilities by remaining contractual maturities

Group
Due between Due between
On Due within 3 and 12 1 and 5 Due after
demand 3 months months years 5 years Total
HKS$m HKS$m HK$m HKS$m HKS$m HKS$m
At 31 December 2010
Hong Kong currency notes
in circulation ..........cccoceeeeveeeneennen. 148,134 - - - - 148,134
Items in the course of transmission
to other banks .......c.cccoverireinne. - 26,495 - - - 26,495
Deposits by banks .........ccccceeereenneeee 80,558 84,971 1,399 741 344 168,013
Customer accounts .. 2,528,174 614,212 165,007 14,834 486 3,322,713
Trading liabilities ..... 151,534 - - - - 151,534
Financial liabilities designated at
fair value ........cccoeeveevvieieinen 99 803 205 6,128 33,795 41,030
Derivatives ......cccecevveereeeneecnieennens 307,286 334 953 1,163 124 309,860
Debt securities in issue ................... 1,933 32,676 15,144 6,713 6,382 62,848
Amounts due to Group companies . 48,200 17,453 3,532 7,837 6,201 83,223
Other financial liabilities ................ 4,542 38,925 15,034 2,253 191 60,945
Subordinated liabilities .. - 211 5,508 6,475 16,078 28,272
Preference shares ...........cccceeveenaen. — 919 1,499 9,670 122,519 134,607
3,270,460 816,999 208,281 55,814 186,120 4,537,674
Loan commitments .........c.ccceceeenee 1,044,586 289,498 25,961 11,050 19 1,371,114
Financial guarantee contracts ......... 40,752 - — — — 40,752
4,355,798 1,106,497 234,242 66,864 186,139 5,949,540

At 31 December 2009
Hong Kong currency notes

in circulation ...........ccccceeveevienennns 135,414 - - - - 135,414
Items in the course of transmission

to other banks .........ccccccoeevienens - 22,960 - - - 22,960
Deposits by banks ... 57,404 49,295 3,215 1,244 211 111,369
Customer accounts .. 2,216,572 573,658 129,540 32,608 1,243 2,953,621
Trading liabilities .........ccccovreuenenne 154,366 - - - - 154,366
Financial liabilities designated at

fair value ......cccocevveenieeneeeene 129 220 1,080 1,408 33,955 36,792
Derivatives ......ccceevvveerieeeveiereinns 230,288 509 1,345 721 52 232,915
Debt securities in issue ................... 958 15,745 14,127 10,849 4,558 46,237
Amounts due to Group companies . 36,705 10,820 1,222 73 2,169 50,989
Other financial liabilities ................ 3,381 34,524 8,200 2,240 276 48,621
Subordinated liabilities ................... - 172 2,398 9,259 15,700 27,529
Preference shares ............cccoeveveveenene — 1,300 1,816 12,462 129,244 144,822

2,835,217 709,203 162,943 70,864 187,408 3,965,635
Loan commitments .............c..cc....... 908,223 213,095 7,102 7,055 - 1,135,475
Financial guarantee contracts ......... 37,261 18 209 — — 37,488
3,780,701 922,316 170,254 77,919 187,408 5,138,598
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41 Analysis of cash flows payable under financial liabilities by remaining contractual maturities (continued)

Bank
Due between  Due between
On Due within 3 and 12 1and 5 Due after
demand 3 months months years 5 years Total
HKS$m HKS$m HKS$m HKS$m HKS$m HK$m

At 31 December 2010
Hong Kong currency notes

in circulation ..........ccocceevevvevieenens 148,134 - - - - 148,134
Items in the course of transmission

to other banks .......c.ccceeirennenne - 17,951 - - - 17,951
Deposits by banks ..........cccoeeueeenene. 59,640 68,678 1,336 623 344 130,621
Customer acCoUNts ..........ceevevervevenenn 1,635,681 335,626 66,849 9,679 396 2,048,231
Trading liabilities ...........cccoeeueuenee. 91,184 - - - - 91,184
Financial liabilities designated at

fair value .......cccceovvevieenieiieins - 803 205 6,128 148 7,284
Derivatives .......ccceeveeeeereeeieienenns 302,368 210 583 586 145 303,892
Debt securities in issue ................... 1,933 29,392 8,993 1,541 2,142 44,001
Amounts due to Group companies . 56,328 65,001 10,187 8,091 6,404 146,011
Other financial liabilities ................ 2,708 25,256 8,398 1,660 158 38,180
Subordinated liabilities ................... - 120 205 1,298 12,573 14,196
Preference shares ............cccceeveeenne. - 919 1,499 9,670 122,368 134,456

2,297,976 543,956 98,255 39,276 144,678 3,124,141
Loan commitments ..............cc.cue.... 640,773 213,000 7,665 6,537 19 867,994
Financial guarantee contracts ......... 23,353 - — - - 23,353
2,962,102 756,956 105,920 45,813 144,697 4,015,488
At 31 December 2009
Hong Kong currency notes

in circulation ..........ccccoeeveeieenens 135,414 - - - - 135,414
Items in the course of transmission

to other banks .........ccccvevveeveenennnns - 15,796 - - - 15,796
Deposits by banks ..........ccceeeevruenene 44,230 46,773 3,152 603 211 94,969
Customer accounts .............ceeveenenee. 1,468,883 346,576 64,533 26,037 973 1,907,002
Trading liabilities ..........coveveeeenene. 103,456 - - - - 103,456
Financial liabilities designated at

fair value ......c..cooooevveveieiieeen, - 94 20 1,408 401 1,923
Derivatives .......ccceeeveeveeereeeenenenns 228,359 397 941 387 60 230,144
Debt securities in iSSU€ ................... 958 14,708 9,753 2,985 - 28,404
Amounts due to Group companies . 66,506 48,796 5,775 102 2,171 123,350
Other financial liabilities ................ 2,373 24,310 5,622 1,139 48 33,492
Subordinated liabilities ................... - 120 746 1,295 12,543 14,704
Preference shares .........c.cccoevvenean. - 1,300 1,816 12,462 129,099 144,677

2,050,179 498,870 92,358 46,418 145,506 2,833,331
Loan commitments .............c..c.c....... 621,718 148,314 2,146 2,429 - 774,607
Financial guarantee contracts ......... 25,607 18 209 — — 25,834
2,697,504 647,202 94,713 48,847 145,506 3,633,772

The balances in the above tables will not agree directly with the balances in the consolidated balance sheet as the table
incorporates, on an undiscounted basis, all cash flows relating to principal and future coupon payments (except for
trading liabilities and trading derivatives). In addition, loan commitments and financial guarantee contracts are
generally not recognised on the balance sheet. Trading liabilities and trading derivatives have been included in the ‘On
demand’ time bucket, and not by contractual maturity, because trading liabilities are typically held for short periods of
time. The undiscounted cash flows payable under hedging derivative liabilities are classified according to their
contractual maturity. The undiscounted cash flows potentially payable under loan commitments and financial guarantee
contracts are classified on the basis of the earliest date they can be called.

Cash flows payable in respect of customer accounts are primarily contractually repayable on demand or at short notice.
In practice, however, short-term deposit balances remain stable as inflows and outflows broadly match and a significant
portion of loan commitments and guarantee contracts expire without being drawn upon. The group’s approach to
managing liquidity risk is set out in note 52.
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42 Reconciliation of operating profit to cash (used in)/generated from operations

2010 2009
HKS$m HK$m
Restated"
OPErating Profit ..........cocooiiiiiiiiiee ettt et s s e 66,703 54,352
Net interest income .. . (61,876) (58,432)
Dividend income ................ . (564) (364)
Depreciation and amMOTHISATION ........coveueueueueririeueueseeerietetetetestee e teeeseeeeeetese e essseseseseneaseseseseseasesesesaneasaes 5,089 4,339
Amortisation of prepaid operating 1€ase PAYMENLS .........ccveververerieirieirieieierieteeeeseeeseesesseesseesseeesenees 18 18
Loan impairment charges and other credit riSk ProviSions ..........c.cceceeueeeeinirereuerenneeieeeereseeeveees 4,619 11,235
Advances written off Net Of TECOVETIES .....cviviiiuiieiiietiietiiee ettt esens (5,557) (8,081)
Other provisions for liabilities and charges . 161 116
Provisions utilised ..........cccccvvuereeinnnnenencncnes . (114) (225)
(Surplus)/Deficit arising on property revaluation .. . (102) 109
Gains ON INVEStMENT PIOPETLIES ....cveveuiveririerieieriiteieteiesetetetesestesesseseeseseesessesessesessesessesessesessesessensesenees (483) (262)
Profit on disposal of property, plant and equipment and assets held for sale ............c.coccccecnnicccnne. 13) (410)
(Profit)/Loss on disposal of subsidiaries, associates and business portfolios ............c.ccceeeerevcnernencne (603) 6
Gains less losses from financial INVESIMENTS ........ccceerieiiieiiieirieiseieeeee et (2,016) 131
Share based payments granted COSt fTEE ..........civirirurueuieririiieieiciieeccee ettt 1,427 1,105
TNEEIESE TECEIVEA ..vvivieieeieeeeeeeeeee ettt ettt ettt e et eeteeaeeteeteent et et eseeaeeteeseeaseseeseensensensenseseeens 70,449 68,481
TIEETESE PAIA ..vivvetiietieieiieieeetee ettt ettt ettt ettt s e ss e st et e st e s es e b e st e s et ene et ese b esebeneeneneeseneas (19,535) (22,117)
Operating profit before changes in working capital ................c..cocoiiiiinininee 57,603 50,001
Change in treasury bills with original term to maturity of more than three months ...........c.coovveenence. 56,186 (226,872)
Change in placings with banks maturing after one month (42,482) (49,381)
Change in certificates of deposit with original term to maturity of more than three months . (35,189) 14,664
Change in tradiNg ASSETS .......eueueueiririrueteiiirirteteies ettt ettt ettt sttt ettt b et st b sttt eeebeseseae s (94,985) 132,978
Change in trading labIlItIes ..........ccovveirieirieirieireeeeee ettt ettt st b b se e esenees (2,832) (61,745)
Change in financial assets designated as fair Value ...........ccooeeiiinnineicniinnccc e (6,517) (7,534)
Change in financial liabilities designated as fair Value .........co.occccoernirieeininnineicc e 3,618 (3,217)
Change in derivative assets ...........cccccoceveererecrernnenee . (67,451) 221,419
Change in derivative Habilities ..........coccccevieiririeeiciniriecceeeeecee e . 76,992 (235,528)
Change in financial investments held for backing liabilities to long-term policyholders . 18,682 (31,037)
Change in adVANCEeS t0 CUSLOIMETS ......cerverirueririeertetrteieseteteseesesesesseseeseseesessesessesessesesseseesesessessssensesenees (539,117) 5,811
Change in amounts due from Group COMPANIES .........c.cueueueriririeueueinirieieieieerereeteieseere e eseseaenes (3,045) 247,848
Change iN OhET ASSELS ....c.c.eoiririiueiiiiitetet ettt bttt ettt bttt st es (24,354) (125,686)
Change in depoSits DY DANKS ....c.ccveirieiiieiirieieieieieeeeeet ettt ettt b e b sse e eseneas 56,620 (88,548)
Change in CUSTOMET ACCOUNLS .....c.ccvrueueueuiirireeieuesiereeteieseee e tesesese et st st e s b e e e se s s seae s eaeseseseaees 368,701 264,655
Change in amounts due to GroUP COMPANIES .......c.erururveuereririririerererirtrietereseseressetesesesesseseseseaessssesesesenses 32,735 (3,313)
Change in debt securities in iSSUE ........cceververerveennens 15,887 (6,906)
Change in liabilities under insurance contracts issued . 33,042 31,497
Change in other liabilities ...........cccoeovnireercrcnnennes . (3,465) (10,784)
EXChange adjUSTIMENLS .........cevueirieiiieieiesieteieetete ettt ettt ese ettt s e s esesseseeseseeseseseseaseneeseneas (8,553) 5,467
Cash (used in)/generated from OPerations ..............c..ccccoeviiriiininiiiieieeeee et (107,924) 123,789

1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

43 Analysis of cash and cash equivalents

a  Change in cash and cash equivalents during the year

2010 2009

HK$m HK$m

Balance at 1 JANUATY .....ccooveiriiiiieiiieiictee ettt ettt sttt b et 675,234 650,885
Net cash (outflow)/inflow before the effect of foreign exchange movements .. (85,858) 5,155
Effect of foreign exchange MOVEMENTS ...........ccvuiiriiriiiirieinieireeeieet et 28,823 19,194
Balance at 31 DECEIMDET ......c.eieueuiriiieieieierieie sttt s ettt e e st e eebesenesneneas 618,199 675,234

b Analysis of balances of cash and cash equivalents in the consolidated balance sheet

2010 2009

HKS$m HK$m

Cash in hand and sight balances with central banks .........c.coccovveririniiniineineeeceeee 81,381 90,775
Items in the course of collection from other banks .............cccccvevieieievieiieriicececeee s 16,878 15,528
Placings With Danks ...........cccccoiiriiiiiiciiiecce ettt 472,774 461,645
TTEASULY DIIIS .ttt sttt bttt sttt b et ne e 60,149 108,736
Certificates Of AEPOSIE ..ouevveuirierieieiieteieteee ettt b et et et ese e et e st essenesseneas 12,331 20,206
Other eligible bills .......cocoeeueiriririeieirceeeeeeea 1,181 1,304
Less: items in the course of transmission to other banks ...........cccccecvevierierienenenieeieeeeeeees (26,495) (22,960)
618,199 675,234

¢ Analysis of net (outflow)/inflow of cash and cash equivalents in respect of the acquisition of and increased
shareholding in subsidiaries

2010 2009

HKS$m HKS$m
Cash CONSIACTALION ....c.veveivietiieiitietieiieieiet ettt sttt te ettt e st et et essesaesbebessesseeseeseeseeseeneeneensennenes (188) (13,927)
Cash and cash equivalents aCQUITEA ..........cocvecerieririeinieirieiceieeeee ettt 61 29,198
127) 15,271

d Analysis of net outflow of cash and cash equivalents in respect of the sale of subsidiaries

2010 2009

HKS$m HKS$m

SAIE PIOCEEAS ..vveviieiiieiieieiieteiete ettt ettt ettt e e sb e st e s et sese et e s et e b eneeseneeseneeseneesenene 7 -
Cash and cash equivalents transferred .............ccocoirieciiiiinncecieecc e (20) -
a3 -

e Analysis of net inflow of cash and cash equivalents in respect of the sale of interests in business portfolios

2010 2009

HK$m HKS$m

SALE PIOCEEAS ..ottt ettt - 251
Cash and cash equivalents transferred ... - -
— 251
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44 Contingent liabilities and commitments

a  Off-balance sheet contingent liabilities and commitments

Group Bank
2010 2009 2010 2009
HKS$m HKS$m HKS$m HK$m
Contingent liabilities and financial guarantee
contracts
Guarantees and irrevocable letters of credit pledged
as collateral SECUTItY .......cceoeererireereeieririnieeccene 164,145 142,469 118,568 110,053
Other contingent liabilities .........cccoceeeverrreecrcnnnnne 213 191 386 178
164,358 142,660 118,954 110,231
Commitments
Documentary credits and short-term trade-related
ELANSACLIONS .veveeveieenieeenieeeeeteteeeete e reeenene 45,572 32,079 33,476 21,004
Forward asset purchases and forward forward
deposits placed ........coveeciinnieeccceee 1,299 1,308 - 823
Undrawn formal standby facilities, credit lines and
other commitments to lend ...........cccoceveeneinennns 1,324,243 1,102,088 834,518 752,780
1,371,114 1,135,475 867,994 774,607

The above table discloses the nominal principal amounts of off-balance sheet transactions, the amounts relating to
other contingent liabilities and the nominal principal amounts relating to financial guarantee contracts. Contingent
liabilities and commitments are mainly credit-related instruments which include non-financial guarantees and
commitments to extend credit. Contractual amounts represent the amounts at risk should contracts be fully drawn
upon and clients default. Since a significant portion of guarantees and commitments are expected to expire without
being drawn upon, the total of the contractual amounts is not representative of future liquidity requirements.
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THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

44 Contingent liabilities and commitments (continued)
b Guarantees (including financial guarantee contracts)

The group provides guarantees and similar undertakings on behalf of both third party customers and other entities
within the group. These guarantees are generally provided in the normal course of the banking business. The
principal types of guarantees provided, and the maximum potential amount of future payments which the group
could be required to make at 31 December 2010, were as follows:

Group Bank
2010 2009 2010 2009
HKS$m HK$m HKS$m HK$m
Guarantees in favour of third parties
Financial guarantee contracts’ ............ccccoovevvverrnnnes 23,538 20,561 12,970 12,993
Standby letters of credit which are financial
guarantee COMTACES? oo eeeeesseeee 17,374 15,670 9,960 11,589
Other direct credit substitutes® ............coovvevverrennnnnne. 36,798 27,260 30,782 22,845
Performance bonds® .........c..ccooovrreerrerrereeeeeeeeans 46,116 41,105 35,479 31,086
Bid bonds® ........ooieeeeeeeee e 1,911 1,454 1,539 1,164
Standby letters of credit related to particular
transactions® ..........cooccoovoovveeeeeeeeeeeee e 8,653 3,699 4,872 2,343
Other transaction-related guarantees® 25,034 25,521 16,636 19,529
159,424 135,270 112,238 101,549
Guarantees in favour of
other HSBC Group entities...............cccooeeneinenne 4,721 7,199 6,330 8,504
164,145 142,469 118,568 110,053

—_—

Financial guarantees are contracts that require the issuer to make specified payments to reimburse the holder for a loss incurred

because a specified debtor fails to make payment when due in accordance with the original or modified terms of a debt instrument.

The amounts in the above table are nominal principal amounts.

2 Standby letters of credit which are financial guarantee contracts are irrevocable obligations on the part of the group to pay third
parties when customers fail to make payments when due.

3 Other direct credit substitutes include re-insurance letters of credit related to particular transactions and trade-related letters of
credit issued without provision for the issuing entity to retain title to the underlying shipment.

4 Performance bonds, bid bonds, standby letters of credit and other transaction-related guarantees are undertakings by which the

obligation on the group to make payment depends on the outcome of a future event.

The amounts disclosed in the above table reflect the group’s maximum exposure under a large number of
individual guarantee undertakings. The risks and exposures from guarantees are captured and managed in
accordance with HSBC’s overall credit risk management policies and procedures. Guarantees are subject to
HSBC’s annual credit review process.

¢ Contingencies

The group is named in and defending legal actions in a number of jurisdictions including Hong Kong, arising out
of its normal business operations. None of the actions is regarded as material litigation, and none is expected to
result in a significant adverse effect on the financial position of the group, either collectively or individually.
Management believes that adequate provisions have been made in respect of such litigation.
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45 Assets pledged as security for liabilities

Liabilities of the group amounting to HK$64,772m (2009: HK$52,888m) and of the Bank amounting to HK$45,264m
(2009: HK$45,668m) are secured by the deposit of assets, including assets pledged in respect of sale and repurchase
agreements, to cover short positions and to facilitate settlement processes with clearing houses. The amount of assets
pledged by the group to secure these liabilities is HK$73,002m (2009: HK$57,126m) and by the Bank is HK$54,890m
(2009: HK$39,915m). These assets comprise treasury bills, debt securities, equities, and deposits.

In respect of reverse repo and stock borrowing transactions, the fair value of collateral held by the group which was
permitted to be sold or repledged amounted to HK$151,012m (2009: HK$124,922m), and by the Bank of
HK$101,438m (2009: HK$106,365m). The fair value of such collateral actually sold or repledged by the group
amounted to HK$26,242m (2009: HK$7,944m) and by the Bank of HK$7,792m (2009: HK$7,028m).

These transactions are conducted under terms that are usual and customary to standard lending, and stock borrowing
and lending activities.

46 Capital commitments

Group Bank
2010 2009 2010 2009
HKS$m HK$m HKS$m HK$m
Expenditure contracted for ..........ccceevveviverieineenieinens 1,011 4,174 913 1,800
Expenditure authorised by the Directors but not
contracted fOr .......cceievierieriiiececeee e 42 360 — 354
1,053 4,534 913 2,154

The capital commitments mainly relate to the commitment to purchase premises and equipment.

47 Lease commitments

The group leases certain properties and equipment under operating leases. The leases normally run for a period of one
to ten years and may include an option to renew. Lease payments are usually adjusted annually to reflect market
rentals. None of the leases include contingent rentals. Future minimum lease payments under non-cancellable
operating leases are as follows:

Group Bank
2010 2009 2010 2009
HKS$m HK$m HKS$m HKS$m
Premises
Amounts payable within
— ONE YEAT OF I€SS ..ovvevirieeiieiiieiieieieie ettt 2,652 2,351 1,446 1,257
— five years or less but over one year .........c.cccceceevvenenennee 4,161 2,889 2,067 1,871
— OVET fIVE YAIS .eovviiniiiicicictiieete ettt 659 220 254 182
7,472 5,460 3,767 3,310
Equipment
Amounts payable within
— ONE YEAT OF I€SS ..evvevirieeiieiiieiieieieie ettt 67 51 4 25
— five years or less but OVer one year ...........cccccceeeeeueueuenns 113 43 2 34
180 94 6 59
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48 Segmental analysis

The group’s operating segments are organised into two geographical regions, Hong Kong and Rest of Asia-Pacific.
Due to the nature of the group, the chief operating decision-maker regularly reviews operating activity on a number of
bases, including by geography, by customer group, and by retail businesses and global businesses. Although the chief
operating decision-maker reviews information on a number of bases, capital resources are allocated and performance
assessed primarily by geographical region and the segmental analysis is presented on that basis. In addition, the
economic conditions of each geographical region are highly influential in determining performance across the different
types of business activity carried out in the region. Therefore, provision of segment performance on a geographical
basis provides the most meaningful information with which to understand the performance of the business.

Geographical information is classified by the location of the principal operations of the subsidiary or, in the case of the
Bank, by the location of the branch responsible for reporting the results or advancing the funds.

Information provided to the chief operating decision-maker of the group to make decisions about allocating resources
and assessing performance of operating segments is measured in accordance with HKFRSs. Due to the nature of the
group’s structure, the analysis of profits shown below includes intra-segment items between geographical regions with
the elimination shown in a separate column. Such transactions are conducted on an arm’s length basis. Shared costs are
included in segments on the basis of actual recharges made.

Products and services

The group provides a comprehensive range of banking and related financial services to its customers in its two
geographical regions. The products and services offered to customers are organised by customer groups and global
businesses:

o Personal Financial Services offers a broad range of products and services to meet the personal banking, consumer
lending and wealth management needs of individual customers. Personal banking products typically include
current and savings accounts, mortgages and personal loans, credit cards, insurance, wealth management and local
and international payment services;

o Commercial Banking product offerings include the provision of financial services, payments and cash management,
international trade finance, treasury and capital markets, commercial cards, insurance, wealth management and
investment banking services;

¢ Global Banking & Markets provides tailored financial solutions to major government, corporate and institutional
clients worldwide. The client-focused business lines deliver a full range of banking capabilities including
investment banking and financing solutions; a markets business that provides services in credit, rates, foreign
exchange, money markets and securities services; global asset management services and principal investment
activities; and

o Private Banking provides a range of services to meet the banking, investment and wealth advisory needs of high
net worth individuals.

134



48 Segmental analysis (continued)

Total assets:

2010 2009
HKS$m % HK$m %
Restated' Restated'
HONEG KON ..o 3,276,432 65.0 2,971,308 68.1
Rest of Asia-Pacific ......c.coceeoivnveeeinnicccreeccce 2,117,894 42.0 1,714,579 39.3
TEER FEEIOM wovevvrerrreeeeeeeeeeseeeeeeeeeeseeeeseeseseeeeesseseesesseses oo (354,408) (7.0) (325,139) (7.4)
5,039,918 100.0 4,360,748 100.0
Total liabilities:
2010 2009
HK$m % HK$m %
Restated" Restated"
Hong Kong .....c.ooviiiiiiiiiiiiciiccccececeeceee 3,130,937 66.7 2,833,184 69.6
Rest of ASIa-Pacific .....ocverieeieiiieiiecreeeeeeeseene 1,915,954 40.8 1,566,076 38.4
INEIa TEZION .ot (354,408) (7.5) (325,139) (8.0)
4,692,483 100.0 4,074,121 100.0
Interests in associates and joint ventures:
2010 2009
HKS$m % HK$m %
Hong Kong ....ooveviviiiiieieieeeeeeeee e 1,607 2.1 1,215 2.3
Rest of Asia-Pacific .......ccocveeieeiiiiiiiiciececeeeeeeeee 73,961 97.9 52,468 97.7
75,568 100.0 53,683 100.0
Credit commitments (contract amounts):
2010 2009
HK$m % HK$m %
HOoNng Kong .....c.ooviiiiiiiiiciiiicicicceceeeeeee 743,732 48.4 618,975 48.4
Rest of ASIa-Pacific .....coovevieerieiiieirierereeeeeeene 791,740 51.6 659,160 51.6
1,535,472 100.0 1,278,135 100.0
Property, plant and equipment, goodwill and intangible assets acquired in the year:
2010 2009
HK$m % HK$m %
HONG KON ..o 2,590 41.9 1,115 14.0
Rest of Asia-Pacific 3,596 58.1 6,859 86.0
6,186 100.0 7,974 100.0
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48 Segmental analysis (continued)

Consolidated income statement:

Rest of Intra-segment
Hong Kong Asia-Pacific elimination Total
HKS$Sm HKS$m HK$m HKS$Sm
2010
TNLEreSt INCOME .....ovivirieeieiieteeeieiee ettt 37,687 50,325 (2,489) 85,523
INtETESt EXPEINSE ..euvvereenireenieieieteieierte et (5,951) (20,202) 2,506 (23,647)
Net interest iNCOME .....ooveuerveuerieirieirierieeeeeteeeeieeiee e 31,736 30,123 17 61,876
FEe INCOME ....ooviiiiiiicieceeceeeceeeeee e 24,972 17,628 943) 41,657
FEE EXPENSE ..ottt (3,892) (3,425) 943 (6,374)
Net trading iNCOME ........oeeveueuiiririeieiiirireeeiceereee e 8,699 12,034 a7 20,716
Net income from financial instruments designated at
FAIr VAIUE ..ovvivivceecececceeee e 3,454 303 - 3,757
Gains less losses from financial investments ..................... 937 1,079 - 2,016
Dividend iNCOME ........coveuerieuinieinieirierieeeeeeeese e 545 19 - 564
Net earned insurance premiums 33,713 3,480 - 37,193
Other operating income ......... 12,714 2,282 (4,992) 10,004
Total operating income .................ccocooeviienneneeneinn 112,878 63,523 (4,992) 171,409
Net insurance claims incurred and movement in
policyholders’ Habilities ...........ccovevirereeerieirieerieerienas (37,022) (2,821) - (39,843)
Net operating income before loan impairment charges
and other credit risk provisions ...............c..coceecene 75,856 60,702 (4,992) 131,566
Loan impairment charges and other credit risk provisions (883) (3,736) - (4,619)
Net operating inCome ............c..ccceoevireneninienieieeeene 74,973 56,966 (4,992) 126,947
Operating exXpenses ............ccccoeverierereneneneneeeenenenaens (33,053) (32,183) 4,992 (60,244)
Operating profit ... 41,920 24,783 - 66,703
Share of profit in associates and joint ventures .................. 270 10,912 - 11,182
Profit before tax ................cccooooiiiiiiiiiiees 42,190 35,695 - 77,885
Tax expense (7,353) (7,255) - (14,608)
Profit for the year ............c..cccooiiinininiee 34,837 28,440 - 63,277
Profit attributable to sharcholders ...........c..cccooevieieeieennens 30,419 27,178 - 57,597
Profit attributable to non-controlling interests ................... 4,418 1,262 - 5,680
Net operating income
— EXEETNAL .t 68,348 57,499 - 125,847
— inter-company/inter-segment 6,625 (533) (4,992) 1,100
Depreciation and amortisation included in operating
EXPEIISES .evevvenrenrenreriertenteeseestestetensensessesbesseeseeseeseeneensensens (3,675) (1,414) - (5,089)
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48 Segmental analysis (continued)

Rest of Intra-segment
Hong Kong Asia-Pacific elimination Total
HK$m HK$m HK$m HK$m
Restated" Restated" Restated"
2009
INtEerest INCOME .....c.vevviieeiiceieeieeie e 39,291 45,667 (2,408) 82,550
Interest expense (8,356) (18,183) 2,421 (24,118)
Net Interest iNCOME ......cccvvvvrueeeueriririeieierirenireeieieerereeeeieneaens 30,935 27,484 13 58,432
Fee income 22,552 14,233 (1,202) 35,583
Fee expense (3,433) (3,074) 1,202 (5,305)
Net trading income 8,427 12,112 (13) 20,526
Net income from financial instruments designated at
FAIE VAIUC .oeiiiiecice e 6,391 868 - 7,259
Gains less losses from financial investments ..................... 117 (248) - (131)
Dividend iNCOME ......c.coevireirieirieiieieiirieieeeeeeeeieeeeeseeeiene 245 119 - 364
Net earned inSUrance Premiums .......oococeeeeeeereeeereerererennens 28,566 2,829 - 31,395
Other operating iNCOME ........ccveveveererereereeereririeeeiererereeeerenes 9,539 1,746 (4,279) 7,006
Total operating iNCOME .........cceevereererrieereierereeeesieeesieennens 103,339 56,069 (4,279) 155,129
Net insurance claims incurred and movement in
policyholders’ abilities .........cccoeveeuerinrerieeeenreenne (34,070) (3,061) - (37,131)
Net operating income before loan impairment charges and
other credit risk provisions ..........c.ceceeeeeeerecreeneneenene 69,269 53,008 (4,279) 117,998
Loan impairment charges and other credit risk provisions (3,875) (7,360) — (11,235)
Net operating iNCOME .........ccceueverereererierereeireeeereneeresseennens 65,394 45,648 (4,279) 106,763
OpErating EXPENSES ...vevevverereererrerireereereeeressesesseresseseeseneesenes (29,135) (27,555) 4,279 (52,411)
Operating Profit .......ccecevveerieierieireieeie e 36,259 18,093 - 54,352
Share of profit in associates and joint ventures .................. 59 7,682 — 7,741
Profit before taX ........ccoeveeieeiieieceeeeeeeeeeeeeee e 36,318 25,775 - 62,093
TaX EXPEISE .evuveveverinirireieiereaereeteeeteeestestetesese e sseeteseseneseees (6,365) (5,518) — (11,883)
Profit for the year ..o 29,953 20,257 - 50,210
Profit attributable to shareholders ............cccocoveereireeennne 25,991 19,405 - 45,396
Profit attributable to non-controlling interests 3,962 852 - 4814
Net operating income
— EXEETNAL .eeveiiii e 61,245 45,930 - 107,175
— inter-company/inter-seZMent ............ceeeeereeerereeereerennes 4,149 (282) (4,279) (412)
Depreciation and amortisation included in operating
EXPEIISES .vevververreriirieeriestententesessessensessesteeseestesensensensensenne (3,127) (1,212) - (4,339)
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Net operating income by customer group and global business

Personal Global
Financial Commercial Banking & Private Inter-
Services Banking Markets Banking Other Segment Total
HKS$m HKS$m HKS$Sm HKS$m HK$m HK$m HKS$m
Year ended 31 December 2010
External ........cocooeecieeeinnnneeee 43,394 25,910 54,783 (20) 1,780 - 125,847
Inter-segment ...........ccccccvvvreeenees 9,545 2,012 9,414) 343 5,986 (7,372) 1,100
Year ended 31 December 2009'
External ........ccococieiinnnninaes 35,552 19,582 51,739 (50) 352 - 107,175
Inter-segment ........c.coceveveuceernnnuenae 10,093 634 (8,913) 336 3,805 (6,367) (412)
Information by country
Net external operating income® Non-current assets’
2010 2009 2010 2009
HKS$m HK$m HK$m HK$m
Restated' Restated'
HONg KONE ..ottt 68,348 61,245 67,424 58,531
Mainland China ..........cocooveerieirieinieireseeeeeieeeseene 6,069 4,791 75,410 51,523
AUSTTALIA .o 6,020 4,283 1,652 1,532
INAIA et 8,445 5,665 2,901 2,659
INAONESIA ...t 4,045 2,981 5,532 5,327
Malaysia ... 5,784 4,450 982 800
Singapore .. 6,774 6,346 830 719
South Korea 4,320 4,429 1,487 1,296
TAIWAN. ... 3,165 2,706 2,619 2,292
VICNAM ...ttt 1,288 1,095 282 244
OLhT oot 11,589 9,184 5,989 3,940
TOtAL .ot 125,847 107,175 165,108 128,863

1 Restated for the amendment of HKAS 17 ‘Leases’. See note 1 for further information.

2 Net external operating income is attributable to countries based on the location of the principal operations of the subsidiary or branch.

3 Non-current assets consist of property, plant and equipment, goodwill, other intangible assets, interests in associates and joint ventures
and certain other assets expected to be recovered more than 12 months after the reporting date.
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49 Related-party transactions

a Immediate and ultimate holding company

The group is controlled by HSBC Asia Holdings BV (incorporated in the Netherlands) which owns 100% of the
ordinary shares. The ultimate parent of the group is HSBC Holdings plc (incorporated in England).

The group’s related parties include the parent, fellow subsidiaries, associates, joint ventures, post-employment
benefit plans for the benefit of the group’s employees, key management personnel, close family members of key
management personnel and entities which are controlled, jointly controlled or significantly influenced by key
management personnel or their close family members.

Transactions with the immediate holding company included the payment of interest on preference shares. As at 31
December 2010, the Bank has issued HK$101,306m of preference shares to its immediate holding company (2009:
HK$101,063m). These are classified as liabilities on the balance sheet.

Transactions with the ultimate holding company included the issuance of subordinated liabilities and the payment
of interest on subordinated liabilities. As at 31 December 2010, the Bank has issued HK$6,106m of subordinated
liabilities to its ultimate holding company (2009: HK$2,101m). These are classified as liabilities on the balance
sheet.

Income and expenses for the year

Immediate holding company Ultimate holding company
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
Interest expensel ........................................................ 2,659 3,937 23 31
Other operating iNCOME ........c.ccevereruerereerererrerercrerennes - - 252 62
Other Operating €Xpenses .........coceeeeereeereererverenennnns 28 33 1,341 1,450

1 Interest expense paid to the immediate holding company represents interest on preference shares. Interest expense paid to the
ultimate holding company represents interest on subordinated liabilities.

Information relating to preference shares can be found in the ‘Notes on the Financial Statements’ where the
following are disclosed: interest expense on preference shares (note 4(b)) and preference shares issued (note 37).

Balances at 31 December

Group
Immediate holding company Ultimate holding company
2010 2009 2010 2009
HK$m HK$m HK$m HKS$m
Amounts due from' .........cooccooveerveriereneeee e - - 319 -
Amounts due t0% ...........o.coovevvereereeeeeeeeeeeeeeeeeeeenne 102,669 102,889 6,351 2,464
Bank
Immediate holding company Ultimate holding company
2010 2009 2010 2009
HK$m HKS$m HK$m HKS$m
Amounts due from'...........cco.oevverrveerrverreessiereinenens - - 319 -
AMOUNES dUE 107 .vovvvveriviereeieeeiseeeieeeseseisssssseeens 102,669 102,889 6,287 2,390

1 Amounts due from the ultimate holding company are mainly IT cost recoveries.
2 Amounts due to the immediate holding company included preference shares of HK$101,306m (2009: HK$101,063m). Amounts due to
the ultimate holding company included subordinated liabilities of HK$6,106m (2009: HK$2,101m).

Guarantees made by the ultimate holding company to and on behalf of the group amounted to HK$353m (2009:
HK$5,646m).
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49 Related-party transactions (continued)
Share option and share award schemes

The group participates in various share option and share plans operated by HSBC Holdings plc whereby share
options or shares of HSBC Holdings plc are granted to employees of the group. As disclosed in note 50, the group
recognises an expense in respect of these share options and share awards. The cost borne by the ultimate holding
company in respect of these share options and share awards is treated as a capital contribution and is recorded
under ‘Other reserves’. The group recognises a liability due to the ultimate holding company and a corresponding
reduction in capital contribution on a straight-line basis over the vesting period for the amount of shares expected
to vest. The liability is measured at the fair value of the shares at each reporting date. The balances of the capital
contribution and the liability as at 31 December 2010 amounted to HK$2,223m and HK$1,812m respectively
(2009: HK$2,006m and HK$1,199m respectively).

b Subsidiaries and fellow subsidiaries

The group entered into transactions with its fellow subsidiaries in the normal course of business, including the
acceptance and placement of interbank deposits, correspondent banking transactions and off-balance sheet
transactions. The activities were on substantially the same terms, including interest rates and security, as for
comparable transactions with third party counterparties.

The group shared certain IT projects with its fellow subsidiaries and also used certain processing services of fellow
subsidiaries on a cost recovery basis. The Bank also acted as agent for the distribution of retail investment funds
for fellow subsidiaries and paid professional service fees on certain structured finance deals to a fellow subsidiary.
The commissions and fees in these transactions are priced on an ‘arm’s length’ basis.

The aggregate amount of income and expenses arising from these transactions during the year and the balances of

amounts due to and from the relevant parties at the year end are as follows:

Income and expenses for the year

Fellow subsidiaries

2010 2009

HK$m HK$m

INEEIEST INMCOIMIE ...ttt ettt ettt ettt et et e sae b e beeaeeteeseessessessessesesbesaeeseeseessessensensessessensesns 547 1,156
INEETEST EXPEIISE ..cuvvirvnitinietitetetet ettt ettt et b e ettt sttt s et et eb et ea et es e st e st et e st e st e be st ese e eneeens 488 364
Fee income 1,969 1,596
Fee expense . 1,065 862
Other OPEIatiNng INCOIMNE ...c.ceueieuiieiirieiirieiet ettt ettt ettt ettt e bttt es e se ettt be e e bt eae e eseeenes 2,576 1,925
Other Operating EXPENSES’ ...........ovvuerverueeceeeeeeeeeeeeeeeeeeesseesseesseesseessees s 4,002 3,443

1 2010 included payment of HK$3922m (2009: HK3810m) of software costs which were capitalised as intangible assets in the balance
sheet of the group.

Balances at 31 December

Group
Fellow subsidiaries
2010 2009
HKS$m HK$m
AMOUNTS AUE TTOIMN .ot e e et e et e eat e s e eatesaeeeaaeenaeeaeesaaesaseenneens 137,314 134,511
AMOUNTS QUE 0 ..ottt ettt ettt ettt ettt e et e e teeteeseessess e b e b e b e eseeaeeteeseensessensessessensenns 75,566 46,696
Bank
Subsidiaries Fellow subsidiaries
2010 2009 2010 2009
HK$m HK$m HK$m HK$m
Amounts due from .........ccceceeveiireiineeeeee 81,793 48,029 116,210 113,726
Amounts due to ... 85,736 76,438 52,508 42,547
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49 Related-party transactions (continued)
¢ Associates and joint ventures
Information relating to associates and joint venture can be found in note 24 where the following are disclosed:
— interests in associates and joint ventures;
— amounts due from/to associates and joint ventures; and
— principal associates.

The group has entered into Technical Support and Assistance Agreements with Bank of Communications
(‘BoCom’), Industrial Bank, Vietnam Technological and Commercial Joint Stock Bank, Bao Viet Holdings, Hana
HSBC Life Insurance and Canara HSBC Oriental Bank of Commerce Life Insurance to provide technical support
and assistance in relation to their banking and insurance business.

The transactions resulting in amounts to and from associates and joint ventures arose in the ordinary course of
business and on substantially the same terms, including interest rates and security, as for comparable transactions
with third party counterparties.

d Key management personnel

Key management personnel are defined as those persons having authority and responsibility for planning, directing
and controlling the activities of The Hongkong and Shanghai Banking Corporation Ltd and the group. It includes
members of the Board of Directors and Executive Committee of The Hongkong and Shanghai Banking
Corporation Ltd and the Board of Directors and Group Managing Directors of HSBC Holdings plc.

The following table shows the expense in respect of compensation for key management personnel of the Bank for
services rendered to the Bank:

2010 2009

HKS$m HK$m

Salaries and other Short term BENETIts .........co.eoiveiriiiiiiriiierec e 207 187
Retirement benefits

— Defined contribution PLANS ..........ccceiririiieicirinineecerieeceteee ettt 12 10

— Defined benefit plans 1 2

Share-based payments 118 79

338 278
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Transactions, arrangements and agreements involving key management personnel

Transactions, arrangements and agreements are entered into by the group with companies that may be directly or
indirectly influenced or controlled by certain directors of the group and their immediate relatives. These
transactions are primarily loans and deposits, the average balances of which during the year were:

2010 2009

HKS$m HK$m

AVEIAZE ASSELS ....oneiiiiiiiieiiiecie ettt 17,282 24,043
AVEIAZE HADIIILIES ...eviuiiinieieieie ettt ettt ettt sttt be e 24,206 17,893

The aggregate contribution to the group’s profit before tax from such transactions in 2010 was HK$439m (2009:
HK$460m). As at the balance sheet date, guarantees made on behalf of such companies were HK$2,487m (2009:
HK$1,224m).

The above transactions were entered into in the ordinary course of business and on substantially the same terms,
including interest rates and security, as comparable transactions with persons or companies of a similar standing or,
where applicable, with other employees. The transactions did not involve more than the normal risk of repayment
or present other unfavourable features.

The group adheres to Hong Kong Banking Ordinance Section 83 regarding lending to related parties; this includes
unsecured lending to key management personnel, their relatives and companies that may be directly or indirectly
influenced or controlled by such individuals.

No impairment losses have been recorded against balances outstanding during the year with key management
personnel, and there are no specific impairment allowances on balances with key management personnel at the
year end.

Loans to officers

Officers are defined as the Board of Directors, Executive Committee members and the Secretary of The Hongkong
and Shanghai Banking Corporation Ltd and the Boards of Directors of the ultimate holding company, HSBC
Holdings plc, and intermediate holding companies.

Particulars of loans to officers disclosed pursuant to section 161B of the Hong Kong Companies Ordinance:

Aggregate amount of loans Maximum aggregate amount of

outstanding at 31 December loans outstanding during the year
2010 2009 2010 2009
HKS$m HKS$m HKS$m HKS$m
By the Bank ........cccccooviiiiiiiiiiiicccceee 70 61 117 95
By SubSIidiaries ..........oeceveerenneneineeeeeee 4 1 22 2
74 62 139 97

e Pension funds

At 31 December 2010, HK$13.4bn (2009: HK$11.8bn) of pension fund assets were under management by group
companies. Total fees paid or payable by pension plans to group companies for providing fund management,
administrative and trustee services amounted to HK$49m for the year (2009: HK$42m).

50 Share-based payments

During 2010, HK$1,427m was charged to the income statement in respect of share-based payment transactions settled
in equity (2009: HK$1,105m). This expense, which was computed from the fair values of the share-based payment
transactions when contracted, arose under employee share awards made in accordance with the HSBC Group’s reward
structures.

In April 2009, HSBC Holdings completed a rights issue. The terms of the share plans have been adjusted based on the
theoretical ex-rights price, which was considered to be the most appropriate methodology to reflect the rights issue.
These adjustments are set out in the tables below.
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50 Share-based payments (continued)
Calculation of fair value
The fair value of services received in return for shares awarded is measured by reference to the fair value of the shares.

Fair values of share option awards, measured at the date of grant of the option award, are calculated using a binomial
lattice model methodology that is based on the underlying assumptions of the Black-Scholes model. When modelling
options with vesting dependent on HSBC’s Total Shareholder Return over a period, these performance targets are
incorporated into the model using Monte-Carlo simulation. Non-market conditions, such as HSBC Group meeting
earnings per share targets, are not incorporated into the calculation of fair value at grant date but are reflected in the
amount of compensation expense accrued over the vesting period.

The expected life of options depends on the behaviour of option holders, which is incorporated into the option model
consistent with historic observable data. The fair value calculated is inherently subjective and uncertain due to the
assumptions made and the limitations of the model used. Expected dividends are incorporated into the valuation model
for share options and awards where applicable.

The significant weighted average assumptions used to estimate the fair value of the options granted during the year
were as follows:

1-year 3-year 5-year
Savings- Savings- Savings-
Related Share Related Share Related Share
Option Option Option
Schemes Schemes Schemes
2010
RiSK-Free iNEreSt TAE! (0) wv.vvuveeeieeeeeeeeeeeeeeeseseeeeeeeesseeseess e sesses s sseesses s seesnans 0.7 1.9 2.9
Expected life? (years) ... 1 3 5
Expected volatility® (%) .... . 30 30 30
Share price at grant date (£) .....cocoevevererirririeeerinireeiecereeeiee e enenene 6.82 6.82 6.82
2009
Risk-free interest rate' (%) 0.7 2.1 2.4
Expected life? (years) ........ . 1 3 5
EXpected VOIAHIILY® (%6) w..vverveeeereeeeeeeeeeeeeeeeeeeeeeeeeeeee e eeee e er e 50 35 30
Share price at grant date (£) .....cocoeveveeririnirieierinireeiee e 4.65 4.65 4.65

1 The risk-free rate was determined from the UK gilts yield curve.

2 Expected life is not a single input parameter but a function of various behavioural assumptions.

3 Expected volatility is estimated by considering both historical average share price volatility and implied volatility derived from traded
options over HSBC shares of similar maturity to those of the employee options.

Share Option Schemes

The share option schemes include The HSBC Holdings Executive Share Option Scheme, Group Share Option Plan,
and Savings-Related Share Option Plans.

a  Executive Share Option Scheme and Group Share Option Plan

The Executive Share Option Scheme (‘ESOS’) and Group Share Option Plan (‘GSOP’) were long-term incentive
schemes under which certain HSBC employees were awarded share options between 1993 and 2005. The aim of
the plan was to align the interests of those employees assessed as higher-performing to the creation of shareholder
value. This was achieved by setting certain Total Shareholder Return targets which must normally be attained in
order for the awards to vest.

The ESOS ran from October 1993 until April 2000, after which it was replaced by the GSOP due to a change in
UK legislation. In broad terms, the ESOS and GSOP were similar, in that:

e options were granted as part of the annual review process in recognition of past performance and future
potential; and

e the options were normally exercisable between the third and tenth anniversaries of the date of grant, subject to
vesting conditions.
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The number of options, weighted average exercise price, and the weighted average remaining contractual life for
options outstanding at the balance sheet date, are as follows:

Group
2010 2009
Weighted Weighted
average average
exercise exercise
Number price Number price
(000s) £ (000s) £
Outstanding at 1 January ..........ccoceeevevveeeneeniereeenns 22,379 7.03 21,194 7.93
Exercised in the year ..........ccocoeeeennneccncnneccene. (1,226) 6.43 (302) 6.44
Transferred in the year ..........ccccovvecinnnnecncnnnee 47 6.92 1,040 7.83
Lapsed in the year ............. (1,305) 6.89 (2,836) 6.09
Adjustment for rights iSSUE ........c.ccccvrueueerirnreencncnes - - 3,283 7.93
Outstanding at 31 December ..........ccccoveneenecnenne 19,895 7.07 22,379 7.03
Exercisable at 31 December ...........cceevveeveeveenneenen. 19,895 7.07 22,379 7.03
Bank
2010 2009

Weighted Weighted
average average
exercise exercise
Number price Number price
(000s) £ (000s) £
Outstanding at 1 January .........cccoeceveevennneecnenennne 16,180 7.02 16,492 7.92
Exercised in the year ..........ccooeeevennneuccncnneccne. (893) 6.44 (171) 6.41
Transferred in the year 939) 7.01 (244) 7.24
Lapsed in the year ............. (869) 6.93 (2,290) 6.14
Adjustment for rights iSSUE ........ccccccevurreueerernreencane. - - 2,393 7.92
Outstanding at 31 December ...........cccccccevvveccecnnnne 13,479 7.08 16,180 7.02
Exercisable at 31 December .........ccccoceeeeereereniecnnenne 13,479 7.08 16,180 7.02

The options outstanding at the year end had an exercise price in the range of £6.02 to £7.96 (2009: £6.02 to £7.96),
and a weighted average remaining contractual life of 2.15 years (2009: 2.94 years).

The weighted average share price during the year was £6.65 (2009: £5.86). No awards have been made under this
plan since 2005. This plan was effectively superseded by the HSBC Share Plan.

b Savings-Related Share Option Schemes

The Savings-Related Share Option Schemes, which represent equity settled share based payment arrangements,
invite eligible employees to enter into savings contracts to save up to £250 per month, with the option to use the
savings to acquire shares. The aim of the plans is to align the interests of all employees with the creation of
shareholder value.

The options are generally exercisable within three months following the first anniversary of the commencement of
a one-year savings contract or within six months following either the third or the fifth anniversary of the
commencement of three-year or five-year savings contracts, respectively. The exercise price is set at a 20% (2009:
20%) discount to the market value immediately preceding the date of invitation, save for the US sub plan one year
savings contract where the discount to market value is 15% (2009: 15%).

The number of options, weighted average exercise price, and the weighted average remaining contractual life for
options outstanding at the balance sheet date, are as follows:
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50 Share-based payments (continued)

(i) Option Scheme with exercise price set in pounds sterling

Group
2010 2009
Weighted Weighted
average average
exercise exercise
Number price Number price
(000s) £ (000s) £
Outstanding at 1 January 16,151 3.67 8,193 6.82
Granted in the year ............ 3,755 5.46 14,318 331
Forfeited/expired in the year .........ccccocvvvvievrvenennnne. (1,734) 4.32 (8,315) 6.25
Exercised in the year ........ccocoeveoneinenncncenene. (2,859) 391 (764) 5.88
Transferred in the year ..........ccocvveevennnnccrcncnnn. 91 3.87 1,783 6.10
Adjustment for rights iSSUE .......coovevrveveierieirieeene - - 936 6.92
Outstanding at 31 December ...........ccccecevveererernenns 15,404 3.99 16,151 3.67
Exercisable at 31 December ...........cccoeevevevevveruennns 233 6.09 422 6.28
Bank
2010 2009

Weighted Weighted
average average
exercise exercise
Number price Number price
(000s) £ (000s) £
Outstanding at 1 January ..........c.cocceeveveeriecenerernennns 9,359 3.77 6,648 6.83
Granted in the Year .........ccccveevverieeneeneereeens 1,315 5.46 7,918 3.31
Forfeited/expired in the year ........cococeeeeevnnecncne 976) 4.59 (5,372) 6.21
Exercised in the year .........cccoeveveveneneeneeneenene (1,452) 4.10 (503) 5.89
Transferred in the year .. (2,091) 3.83 35 436
Adjustment for rights iSSUE .......ccccccevvreeenrneenene - - 633 6.91
Outstanding at 31 December .........c.ccceceeevrererecnne. 6,155 3.91 9,359 3.77
Exercisable at 31 December ..........cccovevrveerreeenennnn 161 6.07 330 6.28

The options outstanding at the year end had an exercise price in the range of £3.31 to £6.69 (2009: £3.31 to
£6.69), and a weighted average remaining contractual life of 2.45 years (2009: 3.06 years).

The weighted average share price at the date of exercise for share options exercised during the year was £6.53
(2009: £6.56). The weighted average fair value of options granted during the year was £1.48 (2009: £1.40).
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(ii) Option Scheme with exercise price set in Hong Kong dollars

Group
2010 2009
Weighted Weighted
average average
exercise exercise
Number price Number price
(000s) HKS$ (000s) HKS$
Outstanding at 1 January 48,513 38.49 14,404 106.14
Granted in the year ............ . 4,796 62.98 48,632 37.88
Forfeited/expired in the year .........ccccccvvevverennns 3,116) 44.10 (15,096) 97.42
Exercised in the year .........cccccovevveneencieneenns (4,847) 38.26 (19) 73.51
Transferred in the year .........cocoeeeevnnincnnene. (40) 49.10 (1) 63.47
Adjustment for rights iSSU€ ........ccecevveeirieinrennns - - 593 105.87
Outstanding at 31 December ..........cccceevveennne. 45,306 40.72 48,513 38.49
Exercisable at 31 December ..........ccccocevevnienenn 69 94.51 148 90.14
Bank
2010 2009

Weighted Weighted
average average
exercise exercise
Number price Number price
(000s) HKS$ (000s) HKS$
Outstanding at 1 January ...........cccoeevereeereenennn 33,017 38.47 9,242 106.10
Granted in the year ............ccceveeecccnnnceenene. 2,843 62.98 33,141 37.88
Forfeited/expired in the year ........c.c.cccccevevnuenee (2,054) 43.75 (9,773) 98.69
Exercised in the year .........cccoccevevvevenerenereniennns (2,754) 38.35 (13) 69.03
Transferred in the year .. . (54) 50.64 3 72.32
Adjustment for rights iSSU€ .......cccccovveerirnnnne - - 417 105.84
Outstanding at 31 December ...........ccccoevueunee. 30,998 40.36 33,017 38.47
Exercisable at 31 December ...........cccccovevueenee. 45 94.51 110 90.14

The options outstanding at the year end had an exercise price in the range of HK$37.88 to HK$94.51 (2009:
HK$37.88 to HK$94.51), and a weighted average remaining contractual life of 2.89 years (2009: 3.67 years).

The weighted average share price at the date of exercise for share options exercised during the year was
HK$79.38 (2009: HK$88.33).

The weighted average fair value of options granted during the year was HK$19.02 (2009: HK$15.65).

During the year, options granted for schemes with option prices set in euros and US dollars were insignificant.

HSBC Share Plan

The HSBC Share Plan was adopted by HSBC in 2005. Under this plan, Performance Share awards, Restricted
Share awards and Achievement Share awards may be made. The aim of the share plan is to align the interests
of executives to the creation of shareholder value and recognise individual performance and potential. Awards
are also made under this plan for recruitment and retention purposes.
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50 Share-based payments (continued)

¢ Performance Share Awards

Performance Shares are awarded to executive Directors and other senior executives after taking into account
individual performance in the previous year. For awards made prior to 2008, each award is divided into two equal
parts for testing attainment against pre-determined benchmarks. One half of the award is subject to a Total
Shareholder Return (‘TSR’) measure, based on HSBC’s ranking against a comparator group of major banks; the
other half is subject to an earnings per share target. For each element of the award, shares are released to the
employee on a sliding scale from 30 to 100% of the award, depending on the scale of achievement against the
benchmarks, providing that the minimum criteria for each performance measure has been met.

For awards made during 2008 and prospectively, each award is divided into three parts for testing attainment
against pre-determined benchmarks. 40% of the award is subject to a TSR measure, based on HSBC’s ranking
against a comparator group of major banks; 40% is subject to an economic profit measure, calculated as the
average annual difference between return on invested capital and HSBC’s benchmark cost of capital; and 20% is
subject to an earnings per share target. For the TSR and EPS elements of the awards, shares are released to the
employee on a sliding scale from 20 to 100% of the award, depending on the scale of achievement against the
benchmarks. For the economic profit element of the awards, shares are released to the employee on a sliding scale
from zero to 100%, depending on the scale of achievement against the benchmark. In all cases, shares are only
released when the minimum criteria for each performance measure has been met. The performance conditions are
measured over a three year performance period and awards forfeited to the extent they have not been met.

In addition to the performance conditions mentioned above, before an award can vest, the Remuneration
Committee needs to be satisfied that the HSBC Group has shown a sustained improvement in the period since the
award was made. In determining whether HSBC Holdings has achieved such sustained improvement the
Remuneration Committee will take account of all relevant factors, in particular, comparisons against the TSR
comparator group in areas such as revenue growth and mix, cost efficiency, credit performance as measured by
risk-adjusted revenues, cash return on cash invested, dividend performance and TSR.

Group Bank

2010 2009 2010 2009

Number Number Number Number
(000s) (000s) (000s) (000s)

Outstanding at 1 January .........cccoeceveevennneecnenennne 676 1,192 676 1,121
Additions during the year ..........ccccocvvevveirieenecenenne 17 31 13 30
Released in the year ..........coccoveeneiinennenncnccee (140) (179) (140) (157)
Transferred in the year 37 28 197) 14
Lapsed in the year ............. (233) (566) (233) (492)
Adjustment for rights iSSUE ........ccoecereenenineniicnene - 170 - 160
Outstanding at 31 December ..........cccccveveenecnennne 283 676 119 676

The weighted average remaining vesting period was 0.23 years (2009: 0.70 years).

No shares were granted in 2010. Additions during the year comprised reinvested scrip dividends.
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d Restricted Share Awards

Restricted share awards are made to eligible employees for recruitment purposes or as part of deferral of annual
bonus. The awards vest over a period of up to three years from the date of the award.

Group Bank

2010 2009 2010 2009

Number Number Number Number
(000s) (000s) (000s) (000s)

Outstanding at 1 January ..........coeceeevennneecnenennns 21,759 9,997 19,426 8,433
Additions during the year ..........ccccocveveirieerieceniennne 23,912 15,459 19,888 13,693
Released in the year .......... (4,554) (4,411) (3,588) (3,657)
Transferred in the year ... 340 (18) 2,071) 77)
Lapsed in the year ............. (2,981) (2,145) (2,903) (1,465)
Adjustment for rights iSSUE ........ccoecireeneninerccnienene - 2,877 - 2,499
Outstanding at 31 December ..........cccccveveenecnenne 38,476 21,759 30,752 19,426

The weighted average remaining vesting period as at year end was 1.30 years (2009: 1.82 years). The closing price
of HSBC Holdings shares on 31 December 2010 was £6.51 (31 December 2009: £7.09).

e Achievement Share Awards

Achievement shares, a type of Restricted Share Award, were launched in 2005 and were utilised to promote
widespread interest in HSBC shares amongst employees and are awarded to eligible employees after taking into
account the employee’s performance in the prior year. High-performing and/or high-potential senior and middle
managers are normally eligible to receive achievement shares as part of the annual pay review process. Shares are
awarded without corporate performance conditions and are released to employees after three years provided the
employees have remained employed by the HSBC Group for this period.

Additional awards are made during the 3-year vesting period. At the end of three years, the original award together
with the additional share awards will be released.

Group Bank

2010 2009 2010 2009

Number Number Number Number
(000s) (000s) (000s) (000s)

Outstanding at 1 January .........ccoceecevevveceneeniereeenns 5,203 5,532 3,864 4,466
Additions during the year ..........ccccooeeeeeennncenene. 123 423 84 315
Released in the Year ........c.coveeeerennnieecnnineecenes (2,103) (1,452) (1,499) (1,216)
Transferred in the year (50) 404 (389) 86
Lapsed in the year ...... (262) (557) (147) (425)
Adjustment for rights iSSUE ........cccceoevveeerineneeencnes - 853 - 638
Outstanding at 31 December ........c.ccccceoeverreecnenenne 2,911 5,203 1,913 3,864

The weighted average remaining vesting period as at year end was 0.25 years (2009: 0.67 years).

51 Fair value of financial instruments

Fair value is the amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing
parties in an arm’s length transaction.

Financial instruments measured at fair value on an ongoing basis include trading assets and liabilities, instruments
designated at fair value through profit or loss, derivatives, and financial instruments classified as available-for-sale
(including treasury and other eligible bills, debt securities and equity securities).
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51 Fair value of financial instruments (continued)
Control framework

Fair values are subject to a control framework that aims to ensure that they are either determined, or validated, by a
function independent of the risk taker. To this end, ultimate responsibility for the determination of fair values lies
within the Finance function, which reports functionally to the group Chief Financial Officer. Finance establishes the
accounting policies and procedures governing valuation, and is responsible for ensuring that these comply with all
relevant accounting standards.

For fair values determined using a valuation model, the control framework may include, as applicable, independent
development or validation of valuation models, independent determination or validation of valuation model inputs,
independent determination or validation of any adjustments required outside of the valuation model, and, where
possible, independent validation of model outputs. For fair values determined without a valuation model, there is
independent price determination or validation. The results of independent validation processes are reported to senior
management, and adjustments to the fair values made as appropriate.

Determination of fair value of financial instruments carried at fair value
Fair values are determined according to the following hierarchy:
(a) Quoted market price — Level 1

Financial instruments with quoted prices for identical instruments in active markets.

(b) Valuation technique using observable inputs — Level 2

Financial instruments with quoted prices for similar instruments in active markets or quoted prices for identical or
similar instruments in inactive markets and financial instruments valued using models where all significant inputs
are observable.

(c) Valuation technique with significant non-observable inputs — Level 3

Financial instruments valued using models where one or more significant inputs are not observable.

The best evidence of fair value is a quoted price 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 feature one or more significant market inputs that are
not observable. For these instruments, the fair value measurement derived is more judgemental. ‘Not observable’ in
this context means that there is little or no current market data available from which to determine the level at which an
arm’s length transaction would likely occur, but it generally does not mean that there is absolutely no market data
available upon which to base a determination of fair value (historical data may, for example, be used). Furthermore,
the assessment of hierarchy level is based on the lowest level of input that is significant to the fair value of the
financial instrument. Consequently, the level of uncertainty in the determination of the unobservable inputs will
generally give rise to valuation uncertainty that is less than the fair value itself.

In certain circumstances, the group applies the fair value option to own debt in issue. Where available, the fair value
will be based upon quoted prices in an active market for the specific instrument concerned. Where not available, the
fair value will either be based upon quoted prices in an inactive market for the specific instrument concerned, or
estimated by comparison with quoted prices in an active market for similar instruments. The fair value of these
instruments therefore includes the effect of own credit spread. Gains and losses arising from changes in the credit
spread of liabilities issued by the group reverse over the contractual life of the debt.

Issued structured notes and certain other hybrid instrument liabilities are included within trading liabilities, and marked
at fair value. The credit spread applied to these instruments is derived from the spreads at which the group issues
structured notes. Gains and losses arising from changes in the credit spread of liabilities issued by the group reverse
over the contractual life of the debt, provided that the debt is not repaid at a premium or a discount.
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All net positions in non-derivative financial instruments, and all derivative portfolios, are valued at bid or offer price as
appropriate. Long positions are marked at bid price; short positions are marked at offer price.

The fair values of large holdings of non-derivative financial instruments are based on a multiple of the value of a
single instrument, and do not include block adjustments for the size of the holding.

The valuation models used where quoted market prices are not available incorporate certain assumptions that the group
anticipates would be used by a market participant to establish fair value. Where the group anticipates that there are
additional considerations not included within the valuation model, adjustments may be adopted outside the model.

Examples of such adjustments are:
e Credit risk adjustment: an adjustment to reflect the credit worthiness of over-the-counter derivative counterparties.

e Market data/model uncertainty: an adjustment to reflect uncertainties in fair values based on uncertain market data
inputs (e.g. as a result of illiquidity) or in areas where the choice of valuation model is particularly subjective.

e Inception profit (‘day 1 P&L reserves’): for financial instruments valued, at inception, on the basis of one or more
significant unobservable inputs, the difference between transaction price and model value (as adjusted) at inception
is not recognised in the consolidated income statement, but is deferred and included as part of the fair value.

Transaction costs are not included in the fair value calculation. Trade origination costs such as brokerage, fee expense,
and post-trade costs are included in operating expenses. The future cost of administering the over-the-counter
derivative portfolio is also not included in fair value, but is expensed as incurred.

The approach used to calculate the fair value of each type of financial instrument is as follows:

Loans

Loans are valued from broker quotes and/or market data consensus providers where available. Where unavailable, fair
value will be determined based on an appropriate credit spread derived from other market instruments issued by the
same or comparable entities.

Debt securities, Treasury and eligible bills, and Equities

These instruments are valued based on quoted market prices from an exchange, dealer, broker, industry group or
pricing service, where available. Where unavailable, fair value is determined by reference to quoted market prices for
similar instruments or, in the case of certain mortgage-backed securities and unquoted equities, valuation techniques
using inputs determined from observable and unobservable market data.

Derivatives

Over-the-counter (i.e. non-exchange traded) derivatives are valued using valuation models. Valuation models calculate
the present value of expected future cash flows, based upon ‘no-arbitrage’ principles. For many vanilla derivative
products, such as interest rate swaps and European options, the modelling approaches used are standard across the
industry. For more complex derivative products, there may be some discrepancy in practice. Inputs to valuation models
are determined from observable market data wherever possible, including prices available from exchanges, dealers,
brokers or providers of consensus pricing. Certain inputs may not be observable in the market directly, but can be
determined from observable prices via model calibration procedures. Finally, some inputs are not observable, but can
generally be estimated from historic data or other sources. Examples of inputs that are generally observable include
foreign exchange spot and forward rates, benchmark interest rate curves and volatility surfaces for commonly traded
option products. Examples of inputs that may be unobservable include volatility surfaces, in whole or in part, for less
commonly traded option products, and correlations between market factors.
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51 Fair value of financial instruments (continued)
Analysis of fair value determination

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

Group
Valuation techniques
with
significant Amounts
Quoted using non- Third with
market observable observable party HSBC
price inputs inputs total entities Total
HKSm HK$m HKS$m HKS$Sm HKS$Sm HK$m
At 31 December 2010
Assets
Trading assets .........ccccccevvvverenees 263,579 124,594 2,035 390,208 - 390,208
Financial assets designated at fair
VaAIUE oo 38,300 13,867 2,437 54,604 - 54,604
Derivatives ........cccccocevereireccenen 2,533 236,479 1,372 240,384 62,238 302,622
Available-for-sale investments' ...... 494,178 534,623 22,155 1,050,956 - 1,050,956
Liabilities
Trading liabilities ...........ccccccovvvuneee 56,846 80,174 14,514 151,534 - 151,534
Financial liabilities designated
at fair value ......c..cccoeeveincnnnne. - 40,327 - 40,327 - 40,327
Derivatives ........cccccoeevereieccecunnen 2,617 234,996 1,612 239,225 70,613 309,838
At 31 December 2009
Assets
Trading assets ......c...ccccceeeverveerencecns 237,253 82,887 2,591 322,731 - 322,731
Financial assets designated
at fair value ..o 31,185 11,012 5,890 48,087 - 48,087
Derivatives ........cccceevveerecrenenuenencnes 1,877 182,463 1,891 186,231 48,940 235,171
Available-for-sale investments' ...... 560,980 583,753 24,161 1,168,894 - 1,168,894
Liabilities
Trading liabilities ..........cccccceeuenne. 72,870 70,139 11,357 154,366 - 154,366
Financial liabilities designated
at fair value ........ccocoevvevvevneerennne, - 36,709 - 36,709 - 36,709
DErivatives .......coeeveveeeeecereerenennenns 1,838 177,084 2,981 181,903 50,943 232,846
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Bank

Quoted
market
price
HKS$m
At 31 December 2010
Assets
Trading assets ........cococeeeeerreerenencns 230,705
Financial assets designated at fair
ValUe oo -
Derivatives .......cccoeeveveveevieeieeieeenn, 1,753
Available-for-sale investments' ...... 449,296
Liabilities
Trading liabilities ...........ccccevevveeennne 37,123
Financial liabilities designated
at fair value .........cccoeevveiereinene -
Derivatives .......cccoeveeeeeevieeieeieeenns 2,332
At 31 December 2009
Assets
Trading assets .......cocccveereererennene 160,998
Financial assets designated
at fair value .......cccoevvveieiennne. -
Derivatives ........ccceevvevveennnn. 1,356
Available-for-sale investments' ...... 471,682
Liabilities
Trading liabilities ..........c.cocveeeennne 59,676
Financial liabilities designated
at fair value .. -
Derivatives ......cccceevevveeeveireeneenene, 1,727

Valuation techniques

using
observable
inputs
HKS$m

65,256
1,974
227,519
317,363
46,270

6,581
226,901

53,749
1,634
175,846
388,243

38,921

1,857
172,561

with
significant
non-
observable
inputs
HKS$m

1,968
112
1,075
17,708
7,791

1,495

1,733
167

1,759
21,711

4,859

2,911

Third
party

total
HKS$m
297,929
2,086
230,347
784,367

91,184

6,581
230,728

216,480

1,801
178,961
881,636

103,456

1,857
177,199

1 An analysis of available-for-sale investments across balance sheet lines can be found in note 10.
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Amounts
with
HSBC
entities
HKSm

65,132

73,154

Total
HKS$m
297,929
2,086
295,479
784,367

91,184

6,581
303,882

216,480

1,801
230,998
881,636

103,456

1,857
230,143



51 Fair value of financial instruments (continued)
Reconciliation of fair value measurements in Level 3 of the fair value hierarchy

The following table provides a reconciliation of the movement between opening and closing balances of Level 3

financial instruments, measured at fair value using a valuation technique with significant unobservable inputs:

Group
Assets Liabilities
Designated Designated
at fair value at fair value
through through
Available-  Held for profit Held for profit
for-sale trading or loss  Derivatives trading or loss  Derivatives
HK$m HK$m HKS$m HK$m HK$m HKS$m HK$m
At 1 January 2010 ................... 24,161 2,591 5,890 1,891 11,357 - 2,981
Total gains or losses recognised
in profit or 108s ......ccccoveenee 308 371 492 184 35 - (192)
Total gains or losses recognised
in other comprehensive
INCOME . 1,878 15 12 34 506 - 16
Purchases ........cccevevveeveveeveenenns 3,367 279 460 - - - -
ISSUES oo, - - - - 2,827 - -
Sales .o (1,347) (2,045) (216) - - - -
Settlements ... (539) 475 (170) 1,421 127 - 772
Transfers out . (17,961) (2,171) (5,423) (2,462) (2,952) - (2,351)
Transfers in .......cccccoeevuvenenene. 12,288 2,520 1,392 304 2,614 — 386
At 31 December 2010 ............. 22,155 2,035 2,437 1,372 14,514 — 1,612
Total gains or losses recognised
in profit or loss relating to
those assets and liabilities
held at the end of the
reporting period®...........cocoo...... 63 58 190 97 (114) - (78)
At 1 January 2009 ..o 14,461 6,300 1,971 4,642 12,152 - 5,410
Total gains or losses recognised
in profit or l0SS ......ccccceevvereenenee (1,049) 368 755 (448) 1,056 - 3
Total gains or losses recognised
in other comprehensive
INCOME ..ot 1,064 (60) 3 1 217 - 18
Purchases ... 6,076 658 564 - - - -
Issues ...... - - - - 797 - -
SalES v (652) (4,185) (59) - - - -
Settlements .......cc.ccoeeececucueuennenn. (3,866) 79) (46) (450) (1,267) - (516)
Transfers out ........cccevvevevececnnnnnn (8,734) (1,795) (1) (2,850) (2,817) - (2,717)
Transfers in ........ccccceeeeveeeeeueeennnns 16,861 1,384 2,703 996 1,219 — 783
At 31 December 2009 .................. 24,161 2,591 5,890 1,891 11,357 — 2,981
Total gains or losses recognised
in profit or loss relating to
those assets and liabilities
held at the end of the
reporting period®.............c........ (732) 169 782 (240) 25 - (161)
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Bank
Assets Liabilities
Designated Designated
at fair value at fair value
through through
Available-  Held for profit Held for profit
for-sale trading or loss  Derivatives trading or loss  Derivatives
HK$m HK$m HKS$m HK$m HK$m HKS$m HK$m
At 1 January 2010 .....coeueecnnee. 21,711 1,733 167 1,759 4,859 - 2,911
Total gains or losses recognised
in profit or 108s ......ccccoeevvenenncne 640 2 21 77 119 - (300)
Total gains or losses recognised
in other comprehensive
income .. 1,025 13 - 33 93 - 15
Purchases ... 2,959 278 - - - - -
ISSUCS evveveeiieeieeee e - - - - 2,220 - -
SAlES it (1,338) (1,445) - - - - -
Settlements ........cocoeeeernirieenennns (241) 475 - 1,283 708 - 786
Transfers out ......c.cooceeecvenreencncne. (16,800) (1,542) (76) (2,381) (862) - (2,303)
Transfers in .......cccccoeeevveeieeeeennenn, 9,752 2,454 - 304 654 - 386
At 31 December 2010 .......cccceueee 17,708 1,968 112 1,075 7,791 — 1,495
Total gains or losses recognised
in profit or loss relating to
those assets and liabilities
held at the end of the
reporting period”...........c.coo...... 140 58 21 52 (60) - 34
At 1 January 2009 .......cccocovveeenene 11,485 4,605 225 4,372 5,406 - 5,410
Total gains or losses recognised
in profit or 108 ......ccevvevvverernene 8 190 18 (249) 720 - (84)
Total gains or losses recognised
in other comprehensive
INCOME ..o 744 1 - 1 98 - 16
Purchases .......ccocoeveeveevecieeieen, 5,781 590 - - - - -
ISSULS v - - - - 791 - -
SaleS o (566) (3,630) (38) - - - -
Settlements .... (3,781) (72) (38) (450) (591) - (512)
Transfers out . (8,734) (725) - (2,808) (1,681) - (2,686)
Transfers in ........cccceeveveevieereenennens 16,774 774 — 893 116 — 767
At 31 December 2009 ................. 21,711 1,733 167 1,759 4,859 — 2,911
Total gains or losses recognised
in profit or loss relating to
those assets and liabilities
held at the end of the
reporting period®.............cc........ 273 109 22 (281) 48 - (72)

2 The amount has been reported on a net basis, after taking into consideration the total gains or losses arising from
where the risk has been backed out to other HSBC entities.
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51 Fair value of financial instruments (continued)

For available-for sale securities, the unobservability of valuations of certain equity shares resulted in these assets being
transferred into level 3 during the year. Transfers out of level 3 occurred in respect of certain debt securities as
valuations in these assets becoming observable during the year.

For held-for-trading assets, the unobservability of valuations of certain debt securities resulted in these assets being
transferred into level 3 during the year. Transfers out of level 3 also occurred in respect of certain debt securities as
valuations in these assets became observable during the year.

For assets designated at fair value through profit or loss, the observability of valuations of certain debt securities and
the deconsolidation of The HSBC Private Equity Fund 3 resulted in certain assets being transferred out of level 3
during the year. Transferred into level 3 resulted from the valuations of certain debt securities becoming unobservable
during the year.

For derivative assets and liabilities, an increase in the observability of equity volatilities and correlations during the
year resulted in transfers out of level 3. In addition, the unobservability of specific asset prices underlying derivative
structures resulted in derivative liabilities being transferred into level 3.

For held-for-trading liabilities, transfers into level 3 were primarily due to a reduction in the observability of
volatilities and gap risk parameters. Transfers out of level 3 resulted from an increase in the observability of equity
correlation.

For assets and liabilities classified as held for trading, realised and unrealised gains and losses are presented in the
income statement under ‘Net trading income”’.

Fair value changes on assets and liabilities designated at fair value are presented in the income statement under ‘Net
income/(loss) from financial instruments designated at fair value’.

Realised gains and losses from available-for-sale securities are presented under ‘Gains less losses from financial
investments’ in the income statement while unrealised gains and losses are presented in ‘Fair value changes taken to
equity’ within ‘Available-for-sale investments’ in other comprehensive income.

Effects of changes in significant non-observable assumptions to reasonably possible alternatives:

As discussed above, the fair value of financial instruments are, in certain circumstances, measured using valuation
models that incorporate assumptions that are not supported by prices from observable current market transactions in
the same instrument and are not based on observable market data. The following table shows the sensitivity of fair
values to reasonably possible alternative assumptions.
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Group
Reflected in income statement Reflected in equity
Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
HKS$m HKS$Sm HKS$m HK$m
At 31 December 2010
Derivatives/trading assets/trading liabilities ...........c..c...... 492 (494) - -
Financial assets/liabilities designated at fair value 234 (234) - -
Financial investments: available-for-sale ..............c.c......... - - 2,073 (2,073)
At 31 December 2009
Derivatives/trading assets/trading liabilities .............c....... 413 (408) - -
Financial assets/liabilities designated at fair value ............ 573 (573) - -
Financial investments: available-for-sale ...............cccen.. - - 964 (958)
Bank
Reflected in income statement Reflected in equity
Favourable Unfavourable Favourable Unfavourable
changes changes changes changes
HKS$m HKS$m HKS$m HK$m
At 31 December 2010
Derivatives/trading assets/trading liabilities .................... 444 (445) - -
Financial assets/liabilities designated at fair value 2 ?2) - -
Financial investments: available-for-sale ............cccccueu..... - - 1,632 (1,632)
At 31 December 2009
Derivatives/trading assets/trading liabilities ...........c......... 277 (272) - -
Financial assets/liabilities designated at fair value ............ - - - -
Financial investments: available-for-sale ..............c............ - - 719 (719)

Changes in fair value recorded in the income statement

The following table details changes in fair values recognised in the income statement during the period, where the fair
value is estimated using valuation techniques that incorporate significant assumptions that are not supported by prices
from observable current market transactions in the same instrument, and are not based on observable market data:

e the table details the total change in fair value of these instruments; it does not isolate that component of the change
that is attributable to the non-observable component;

e instruments valued with significant non-observable inputs are frequently dynamically hedged with instruments
valued using observable inputs; the table does not include any changes in fair value of these hedges; and

e there were significant assets and liabilities valued using observable inputs at 31 December 2009 that became
valued with significant unobservable inputs during 2010; the table reflects the full change in fair value of those
instruments during 2010, not just that element arising following the category change.

Group
Recorded in the income statement
2010 2009
HKS$m HK$m
At 31 December
Derivatives/trading assets/trading labilities ............cceoeviririeieerinninieieeireee e 37 (207)
Financial assets/liabilities designated at fair Value ............ccocoveinieiineiiieieeceeceee e 190 782
Bank
Recorded in the income statement
2010 2009
HKS$m HK$m
At 31 December
Derivatives/trading assets/trading labilities ...........coecereirieiirieinieiieer e 84 (196)
Financial assets/liabilities designated at fair Value ...........cccoevevieirieinieirececeeeeee e 21 22
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51 Fair value of financial instruments (continued)
Fair value of financial instruments not carried at fair value

The fair values of financial instruments that are not recognised at fair value on the balance sheet are calculated as
described below.

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

The following types of financial instruments are measured at amortised cost unless they are held for trading or
designated at fair value through profit or loss. Where assets or liabilities are hedged by derivatives designated and
qualifying as fair value hedges, the carrying value of the assets or liabilities so hedged includes a fair value adjustment
for the hedged risk only. Fair values at the balance sheet date of the assets and liabilities set out below are estimated
for the purpose of disclosure as follows:

Advances to customers

The fair value of advances to customers is estimated using discounted cash flow models using an estimate of the
discount rate that a market participant would use in valuing instruments with similar maturity, repricing and credit risk
characteristics.

The fair value of a loan portfolio reflects both loan impairments at the balance sheet date and estimates of market
participants’ expectations of credit losses over the life of the loans.
Financial investments

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

Deposits and customer accounts

The fair value of deposits and customer accounts is estimated using discounted cash flows, applying current rates
offered for deposits of similar remaining maturities. The fair value of deposits repayable on demand is assumed to be
the amount payable on demand at the balance sheet date.

Debt securities in issue and subordinated liabilities

The fair value of debt securities in issue and subordinated liabilities is based on quoted market prices for the same or
similar instruments at the balance sheet date.

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

For all classes of financial instruments, fair value represents the product of the value of a single instrument, multiplied
by the number of instruments held. No block discount or premium adjustments are made.

The fair values of intangible assets, such as values placed on portfolios of core deposits, credit card and customer
relationships, are not included above because they are not financial instruments.
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The following table lists those financial instruments for which their carrying amounts are a reasonable approximation
of fair values because, for example, they are short term in nature or reprice to current market rates frequently:

Assets Liabilities

Cash and balances at central banks Items in the course of transmission to other banks
Items in the course of collection from other banks Endorsements and acceptances

Endorsements and acceptances Short-term payables within ‘Other liabilities’
Short-term receivables within ‘Other assets’ Accruals

Accrued income

The following table provides an analysis of the fair value of financial instruments not measured at fair value in the
balance sheet. For all other instruments the fair value is equal to the carrying value:

Group
31 December 2010 31 December 2009
Carrying value Fair value Carrying value Fair value
HKS$m HKS$m HK$m HK$m
Assets
Placings with Danks ..........ccceeeevievirenenenieieeeesenne 597,081 597,144 548,932 549,009
Loans and advances to customers . 1,891,060 1,889,974 1,350,644 1,352,528
Dbt SECUIIEIES .uvevevviniiiieicieiriieie e 128,033 132,832 110,721 113,288
Liabilities
Deposits by banks .......c.cceeeeerniiieccnininieecineeene 167,827 167,832 111,206 111,205
CUSLOMET ACCOUNLES ...vveeevienreenieeieeieeieeveesreeseesseeseennes 3,313,244 3,313,148 2,944,539 2,944,629
Debt securities in iSSUE .......cooveerveereererieireeeeieerenens 59,283 59,343 43,396 43,433
Subordinated Liabilities ...........cccovrrereereninrereenineneene 21,254 19,771 21,181 19,124
Preference shares ...........cccceevevvevievieeeieceeeceeeeee 101,458 93,232 101,208 89,482
Bank
31 December 2010 31 December 2009
Carrying value Fair value Carrying value Fair value
HK$m HKSm HK$m HK$m

Assets
Placings with banks ..........ccccovrieiiinnneeieeeene 318,912 318,983 342,837 342,904
Loans and advances to CUStOMETS ...........c.cceeueeveereennennn. 1,016,312 1,015,787 752,574 752,589
Liabilities
Deposits by DanKS .........ccoeveirieinierinerieeieeeeeesenn 130,476 130,475 94,861 94,862
CUSLOMET ACCOUNLS ...vevneeneeeeniereiereeeeeseeneseeneeseneeeenene 2,044,664 2,044,807 1,902,571 1,902,672
Debt Securities in ISSUE .........cceevveeereecveevreeereeereeereeereenns 43,139 43,160 28,250 28,275
Subordinated liabilities ............cccccevvevrieeieeriereeeeeeiens 9,404 7,992 9,925 8,054
Preference Shares ...........ccoeceveeereninennenieeeeeesenene 101,306 93,081 101,063 89,338
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52 Risk Management

The group’s activities involve the analysis, evaluation, acceptance and management of financial risks. The principal
financial risks are:

o credit risk;

e liquidity risk;

e market risk (including foreign exchange, interest rate and equity price risks);

e operational risk;

e insurance risk; and

e capital management

The HSBC Group Head Office formulates high-level risk management policies for the HSBC Group worldwide. The
group’s risk management policies and procedures are subject to a high degree of oversight and guidance to ensure that
all types of risk are systematically identified, measured, analysed and actively managed. In addition, internal audit is
responsible for the independent review of risk management and the control environment.

a  Credit risk

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 lending, trade finance, treasury and leasing business, but also from off-balance sheet
products such as guarantees and credit derivatives, and from the group’s holding of debt securities. The group has
standards, policies and procedures dedicated to controlling and monitoring risk from all such activities. The
group’s principal credit risk management procedures and policies, which follow policies established by HSBC
Group Head Office, include the following:

Formulating credit policies and documenting these in detail in dedicated manuals.

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

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

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

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

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

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

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

Maintaining and developing risk ratings in order to categorise exposures meaningfully and facilitate focused
management of the attendant risks. Rating methodology is based upon a wide range of financial analytics
together with market data-based tools which are core inputs to the assessment of counterparty risk. Although
automated risk-rating processes are increasingly used for the larger facilities, ultimate responsibility for setting
risk grades rests in each case with the final approving executive. Risk grades are reviewed frequently and
amendments, where necessary, are implemented promptly.
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Both the HSBC Group Head Office and the group’s Risk Management Committee (‘RMC’) receive regular reports
on credit exposures. These include information on large credit exposures, concentrations, industry exposures,
levels of impairment provisioning and country exposures.

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

EXCO and RMC are supported by a dedicated group risk function headed by the Chief Risk Officer, who is a
member of both EXCO and RMC and reports to the Chief Executive.

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

Credit quality

The group’s credit risk rating system differentiates exposures in order to highlight those with greater risk factors
and higher potential severity of loss.

The group’s credit rating system is based on a sophisticated and granular methodology, using probability of default
and loss estimates, which is compliant with an internal ratings based (‘IRB’) approach required to support the
Basel II framework for calculating the group’s minimum capital requirement. The integration of this framework
into the group’s reporting structure enables reporting to internal management in accordance with the group’s IRB
obligations.

Collateral and other credit enhancements

Loans and advances

The group has guidelines on the acceptability of specific classes of collateral or credit risk mitigation, and the
determination of valuation parameters. Such parameters are expected to be conservative, reviewed regularly and
supported by empirical evidence. The principal collateral types are as follows:

e in the personal sector, mortgages over residential properties;
e in the commercial and industrial sector, charges over business assets such as premises, stock and debtors;
e in the commercial real estate sector, charges over the properties being financed; and

e in the financial sector, charges over financial instruments such as debt securities and equities in support of
trading facilities.
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52 Risk Management (continued)

The group obtained assets by taking possession of collateral held as security, or calling other credit enhancements.

The carrying amount outstanding as at the year end was as follows:

Group Bank
2010 2009 2010 2009
HK$m HKS$m HK$m HK$m
Residential properties ...........cooverveereeerierererereennnes 37 116 4 23
Commercial and industrial properties ..........cc.cocvvuenee 12 24 2 15
Other @SSELS ....cvevvevieirierieieeiieieeerie e 2 3 — -
51 143 6 38

Repossessed assets are non-financial assets acquired in exchange for loans in order to achieve an orderly
realisation, and are reported in the balance sheet within ‘Other assets’ at the lower of fair value (less costs to sell)
and the carrying amount of the loan (net of any impairment allowance). If excess funds arise after the debt has been
repaid, they are made available either to repay other secured lenders with lower priority or are returned to the
customer. The group does not generally occupy repossessed properties for its own business use.

Other financial assets

Collateral held as security for financial assets other than loans and advances is determined by the nature of the
instrument. Debt securities, treasury and other eligible bills are generally unsecured with the exception of asset-
backed securities and similar instruments, which are secured by pools of financial assets.

The ISDA Master Agreement is the group’s preferred agreement for documenting derivatives activity. It provides
the contractual framework within which dealing activity across a full range of over-the-counter (‘OTC’) products is
conducted and contractually binds both parties to apply close-out netting across all outstanding transactions
covered by an agreement, if either party defaults or other pre-agreed termination events occur. It is also common,
and the group’s preferred practice, for the parties to execute a Credit Support Annex (‘CSA’) in conjunction with
the ISDA Master Agreement. Under a CSA, collateral is passed between the parties to mitigate the market
contingent counterparty risk inherent in the outstanding positions.

Daily Settlement Limits are established for each counterparty, to cover the aggregate of all settlement risk arising
from the group’s investment banking and markets transactions on any single day. Settlement risk on many
transactions, particularly those involving securities and equities, is substantially mitigated when effected via
Assured Payment Systems, or on a delivery versus payment basis.
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Maximum exposure to credit risk

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

Group
2010 2009
HK$m HK$m
Cash and short-term funds ..........c..ccoeceeieieeennnns 807,985 892,175
Items in the course of collection from Other Banks ............c.cccoeveevieieieieriesiecieeeee e 16,878 15,528
Placings with banks maturing after one Month ...........ccccoeveirieiiienirireeeeee s 149,557 107,070
Certificates Of AEPOSIL .....ocveueueuiiiirieicicei ettt 73,247 37,388
Hong Kong Government certificates of indebtedness ..........coceoverrinieinieeninienerceeceene 148,134 135,414
TTAQINE ASSELS ...veuireneteteiiiistetetei ettt ettt b ettt bbbtttk bttt be sttt st ettt t et b s e e eaenes 372,410 308,951
DIEDE SECUTTLIES ..vovvivieiitietieiieeiett ettt ettt et ettt et ee e b e b et e st e beesesbeebeeseesaessessensessensensensensenns 200,379 138,020
Treasury bills and other eligible bills.. 140,873 145,676
ORET .ttt ettt ettt et a et s ettt et e s e sttt et a et e s en et s b sen et st senene s 31,158 25,255
Financial assets designated at fair ValUE ...........ccoeiiriiiiiiriiinerccce et 17,930 18,695
DEDE SECUITLIES ...vivvvieeiieeieceie et ettt ettt e et e et e et e et eeteeteeaeeveenseenseeseenseenseeaneens 17,299 18,300
ONET .ttt bbbttt b ettt b ettt b ettt b et es 631 395
DIEIIVALIVES ..ocvviuiiiiiiiitieteete ettt ettt sttt et ettt et e e b e s e s be et e eseeaeesaessessesbessessebeeseeasessensensessensenns 302,622 235,171
AVANCES 10 CUSTOMIETS ....veivieviieiiiiritieteeteeteeseeseessestesteeseeseeteeteeseessessessessessessessesseeseessessessessessesenns 1,891,060 1,350,644
Financial investments: Debt securities ... 753,827 824,458
Amounts due from Group companies . 137,633 134,511
Other assets .....ccoocvevvvvveveveeeennnns 56,452 54,744
Acceptances and eNAOTSEMENLS ..........ccveveieriieririeirieieeetetesieteeeestesesteseeseaesesesesesessenesseneesenes 25,892 22,211
ORET .ttt ettt ettt ettt ettt st ee 30,560 32,533
Financial guarantees and other credit-related contingent liabilities ............ccccovecveinnncccennne. 104,927 93,636
Loan commitments and other credit-related cOMMItMENtS ...........ccoerireieerieereireeeeeeeeene 1,543,697 1,295,126
AL 31 DECEIMDET ..ottt ettt sae ettt s e b et s s et eseneeteneeneneene 6,376,359 5,503,511

Bank

2010 2009
HK$m HK$m
Cash and Short-term fUNAS ..........cooiiiiiiiiiice ettt ettt enes 551,003 657,765
Items in the course of collection from other Banks ...........ccccoeiiviiiiiiiiiiicieceeee s 12,143 11,151
Placings with banks maturing after one month .........c.cocoeeevnniieiirnnneceece s 74,791 67,299
Certificates Of AEPOSIE ....evivveeieieieieieeieeet ettt ettt s ettt s se st enessenesens 27,888 20,492
Hong Kong Government certificates of indebtedness ...........cocoeeeerernieiecvcninnnccinneeeeeeenes 148,134 135,414
TTAAING ASSELS .veuveiieiirtet ettt ettt ettt b ettt st s e et s bt e b et e bt st bbbt et be st ene e esetens 280,309 203,403
DIEDE SECUTILIES ..ovvivieiieietictieee ettt ettt ettt et ettt ee et et e ae st e eaeeaeeteeseessessessensensensesenseserenns 155,174 104,158
Treasury bills and other eligible DIlls .......c.cooviriiiiiinirieiiicc s 112,602 82,680
OMheT ..ottt 12,533 16,565
Financial assets designated at fair value: debt SECUTILIES ........c.ccvvueueucuiiririeieciircecicee e 2,086 1,801
DIETIVALIVES ...ttt ettt ettt ettt ettt et sttt e et et es et e st sse st ssene et eneebenseb et enesseneeseneetensenensene 295,479 230,998
Advances to customers 1,016,312 752,574
Financial investments: Debt SECUITIES .......c.ccvivieieieiiiiieiecieeteere ettt ettt e ens e saeeaeens 442,336 515,923
Amounts due from group COMPANIES ......c.eevererrererreriereieriierisieesteseeseseesesesensesessesesseseesassesessesessens 198,322 161,755
ONET ASSELS ....euveveeteuitenietei ettt ettt ettt ettt et st e st et e s et e st e b e e es e s eneesen e s es e beneese s enensenesenn 28,980 32,469
Acceptances and ENAOTSEIMENLS ........c..c.erteirieirieririeieteetertee sttt ettt eb et ste e seese et e beseesenaene 17,041 16,073
OINET .ttt ettt sttt ettt s et b ettt e b s sttt et b s ettt be s st ee 11,939 16,396
Financial guarantees and other credit-related contingent liabilities ............cccovveueerinnireeccnene. 72,938 72,006
Loan commitments and other credit-related commitments .............c.ccoevevveveneeieeeeeeeeeeeeee e 948,987 846,106
AL 31 DECEIMDET ...ttt ettt 4,099,708 3,709,156

Note 18(b) shows the analysis of advances to customers by industry sector and by geographical region.
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52 Risk Management (continued)
Credit quality of financial instruments

Four broad classifications describe the credit quality of the group’s lending and debt securities portfolios. These
classifications each encompass a range of more granular, internal credit rating grades assigned to wholesale and
retail lending business, as well as the external ratings attributed by external agencies to debt securities.

There is no direct correlation between the internal and external ratings at the granular level, except insofar as both
fall within one of the four classifications.

Quality Classification Wholesale lending and Derivatives Retail lending Debt securities/other
SEIONE oot CRR 1to CRR 2 EL 1toEL2 A—and above

Medium .....ccoeeveeevieieeeceeeee e CRR 3to CRR 5 EL3toELS B+ to BBB+, and unrated
Sub-standard CRR 6to CRR 8 EL 6 to EL 8 B and below

Impaired ......coooeeveeereireeeeeeee CRR 9 to CRR 10 EL 9to EL 10 Impaired

Quality classification definitions

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

e Medium: Exposures require closer monitoring, with low to moderate default risk. Retail accounts typically
show only short periods of delinquency, with losses expected to be minimal following the adoption of recovery
processes.

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

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

The group’s policy in respect of impairment on loans and advances and debt securities is set out in notes 3(d) and
3(g) on the Financial Statements. Analysis of impairment allowances as at 31 December 2010 and the movement
of such allowances during the year are disclosed in note 19.

Granular risk rating scales

The CRR (‘Customer Risk Rating’) 10-grade scale maps to a more granular underlying 23-grade scale of obligor
probability of default. These scales are used Group-wide for all individually significant customers, depending on
which Basel II approach is adopted for the assets in question. The EL 10-grade scale for retail business summarises
a more granular 29-grade scale combining obligor and facility/product risk factors in a composite measure, used
Group-wide. The external ratings cited above have for clarity of reporting been assigned to the quality
classifications defined for internally-rated exposures.

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

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

163



THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

52 Risk Management (continued)

Distribution of financial instruments by credit quality

Group
Neither past due nor impaired
Past
Sub- due not Impairment
Strong Medium' standard impaired Impaired allowances Total

31 December 2010 HK$m HKS$m HKS$m HK$m HKS$m HKS$m HK$m
Items in the course of

collection from other

banks .....ocooeirrierriiniennns 15,294 1,584 = = = = 16,878
Trading assets ..........c......... 319,851 51,858 701 — — — 372,410
— treasury and other

eligible bills ........cceueee 133,799 7,074 - - - - 140,873
— debt securities ................ 160,916 39,306 157 - - - 200,379
— loans and advances to

banks .....ccoceeveveieiiierenns 24,140 1,509 471 - - - 26,120
— loans and advances to

CUStOMETS ..o 996 3,969 73 - - — 5,038
Financial assets designated

at fair value .................. 15,994 1,936 — — — — 17,930
— debt securities ................ 15,363 1,936 - - - - 17,299
— loans and advances to

CUStOIMETS ...oovveereerennnenn 631 — — — — — 631
Derivatives ........ccceevevevennns 264,605 37,114 903 - - - 302,622
Loans and advances held at

amortised COSt ... 1,577,126 847,090 35,382 25,256 16,281 (12,994) 2,488,141
— loans and advances to

banks .....c.oceevvveieiiieienns 537,729 56,777 1,739 836 - - 597,081
— loans and advances to

CUSEOMETS ..oeveveeeeniinenene 1,039,397 790,313 33,643 24,420 16,281 (12,994) 1,891,060
Financial investments ........ 1,017,926 87,053 993 121 61 — 1,106,154
— treasury and other

eligible bills .......ccoeueee 259,134 19,946 - - - - 279,080
— debt securities”................ 758,792 67,107 993 121 61 - 827,074
Other assets ...........cccoeveneene. 18,565 36,409 903 501 74 — 56,452
— endorsements and

acceptances ........c..oo.o..... 6,481 18,617 694 41 59 - 25,892
— Other ..coccovvvevireiiieeenee 12,084 17,792 209 460 15 — 30,560

1 Includes HK878,778m (31 December 2009: HK$362,029m) of treasury and eligible bills and debt securities that have been classified
as BBB— to BBB+ using the ratings of Standard & Poor’s.
2 Includes HK$26m of impaired debt securities overdue for between 6 months and 1 year.
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Neither past due nor impaired

Past
Sub- due not Impairment
Strong Medium' standard impaired Impaired  allowances Total

31 December 2009 HK$m HK$m HK$m HK$m HK$m HK$m HK$m
Items in the course of

collection from other

DanKS .oevevieieieeine 13,831 1,696 1 - - - 15,528
Trading assets ...........c.co..... 276,294 30,076 2,581 — — — 308,951
— treasury and other

eligible bills .......c.oeueeee 142,907 1,880 889 - - - 145,676
— debt securities 114,097 23,349 574 - - - 138,020
— loans and advances to

banks .....c.oceevvveieiiierenns 18,272 1,076 1,118 - - - 20,466
— loans and advances to

CUStOMETS ....oovveenreeneennnenn 1,018 3,771 — — — — 4,789
Financial assets designated

at fair value ........cco....... 17,387 1,288 20 — — — 18,695
— debt securities ................ 16,992 1,288 20 - - - 18,300
— loans and advances to

CUStOMETS ...oovveereerennnenn 395 — — — — — 395
Derivatives ........cocoeveverennnns 179,579 53,212 2,380 - - - 235,171
Loans and advances held at

amortised COSt .....covune. 1,154,942 680,483 37,734 24,501 16,196 (14,280) 1,899,576
— loans and advances to

banks .....ccoeeeeieirieiienns 452,387 94,425 2,027 93 - - 548,932
— loans and advances to

CUStOMETS ...oovvrveerrneene 702,555 586,058 35,707 24,408 16,196 (14,280) 1,350,644
Financial investments ........ 1,135,488 84,012 1,838 — 46 — 1,221,384
— treasury and other

eligible bills .......ccceunee 344,172 14,297 1,069 - - - 359,538
— debt securities ................ 791,316 69,715 769 — 46 — 861,846
Other assets ...........coueueeee. 15,438 37,379 1,544 296 87 — 54,744
— endorsements and

acceptances ................... 3,788 17,097 1,258 14 54 - 22,211
— Other ..cccovvveeereicieiee 11,650 20,282 286 282 33 — 32,533

165




THE HONGKONG AND SHANGHAI BANKING CORPORATION LIMITED

Notes on the Financial Statements (continued)

52 Risk Management (continued)

Bank
Neither past due nor impaired
Past
Sub- due not Impairment
Strong Medium' standard impaired Impaired allowances Total

31 December 2010 HK$m HKS$m HKS$m HK$m HKS$m HKS$m HK$m
Items in the course of

collection from other

banks .....ocooeirrierriiniennns 10,649 1,494 - - - - 12,143
Trading assets .................... 235,598 44,010 701 — — — 280,309
— treasury and other

eligible bills ........cceueee 105,596 7,006 - - - - 112,602
— debt securities ................ 122,531 32,486 157 - - - 155,174
— loans and advances to

banks .....c.oceevvveieiiierenns 6,500 1,509 471 - - - 8,480
— loans and advances to

CUStOMETS ..o 971 3,009 73 - - - 4,053
Financial assets designated

at fair value: debt

SECUTIIES ..voovveeeveereerenns 863 1,223 — - — — 2,086
Derivatives ........ccceeevevenne 260,596 34,171 712 - - - 295,479
Loans and advances held at

amortised cost ................ 858,392 449,484 14,290 11,435 10,596 (8,973) 1,335,224
— loans and advances to

banks .......ccccoeveieriierinns 296,100 21,119 860 833 - - 318,912
— loans and advances to

CUStOMETS ..vovvevrvenrerennene 562,292 428,365 13,430 10,602 10,596 (8,973) 1,016,312
Financial investments ........ 647,365 74,411 993 121 61 - 722,951
— treasury and other

eligible bills ................... 234,567 18,160 - - - - 252,727
— debt securities ................ 412,798 56,251 993 121 61 — 470,224
Other assets ........cccccevevenene. 9,563 18,495 796 58 68 — 28,980
— endorsements and

acceptances ... 4,478 11,831 632 41 59 - 17,041
— Other ..coceveeeiieiiieeiene 5,085 6,064 164 17 9 — 11,939

1 Includes HK872,641m (31 December 2009: HK$56,784m) of treasury and eligible bills and debt securities that have been classified
as BBB- to BBB+ using the ratings of Standard & Poor’s.
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Neither past due nor impaired

Past
Sub- due not Impairment
Strong Medium' standard impaired Impaired allowances Total

31 December 2009 HK$m HK$m HK$m HK$m HK$m HK$m HK$m
Items in the course of

collection from other

banks .....occoerveierriininnnns 9,456 1,694 1 - - - 11,151
Trading assets ...........c.co..... 177,847 24,131 1,425 — — — 203,403
— treasury and other

eligible bills ......c.cceueee 80,010 1,781 889 - - - 82,680
— debt securities 85,524 18,313 321 - - - 104,158
— loans and advances to

banks .....c.oceevvveieiiierenns 11,316 629 215 - - - 12,160
— loans and advances to -

CUStOIMETS ...oevvvenereerennnenn 997 3,408 — — — 4,405
Financial assets designated

at fair value: debt

SECUTIHIES c.vovvenveveeeeeeenens 941 860 - - - - 1,801
Derivatives .......cocoveevereenne 177,542 51,109 2,347 - - - 230,998
Loans and advances held at

amortised cost ................ 646,717 416,030 19,172 13,282 10,061 (9,851) 1,095,411
— loans and advances to

DANKS eveoeeereeeeeeee e, 260,225 81,409 1,110 93 - - 342,837
— loans and advances to

CUSTOMETS ...evenverererenee 386,492 334,621 18,062 13,189 10,061 (9,851) 752,574
Financial investments ........ 765,917 65,032 1,838 — 34 — 832,821
— treasury and other

eligible bills ................... 286,580 8,757 1,069 - - - 296,406
— debt securities ................ 479,337 56,275 769 — 34 — 536,415
Other assets ..........cceevenene. 9,002 22,057 1,292 37 81 — 32,469
— endorsements and

aCCePtances .........ceewe... 2,792 12,129 1,090 8 54 - 16,073
— Other ..cocoevveeiieiieeeee 6,210 9,928 202 29 27 — 16,396
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Financial instruments which were past due but not impaired ageing analysis

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

counterparty.
Group
Up to 30-59 60-89 90-180 Over
29 days days days days 180 days Total
HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m
31 December 2010
Loans and advances held at amortised
COSE wavirreriierereeeteseeseeete et e e eseseenas 20,264 3,305 1,324 298 65 25,256
— loans and advances to banks ............. 836 - - - - 836
— loans and advances to customers' ...... 19,428 3,305 1,324 298 65 24,420
Financial investments ............c..cccveueene.. 121 - — — — 121
— treasury and other eligible bills ......... - - - - - -
— debt securities .......ccvvevereeeeeeieienns 121 - — — — 121
Other assets .......ccevvererrenereeeeieeeeeeens 144 111 123 57 66 501
20,529 3,416 1,447 355 131 25,878
31 December 2009
Loans and advances held at amortised
COSE 1avenrerenietenieterteneseeseeteseetene e eseneenas 18,610 3,961 1,618 186 126 24,501
— loans and advances to banks ............. 93 - - - - 93
— loans and advances to customers' ..... 18,517 3,961 1,618 186 126 24,408
Other assets ......ccevvevierierereeeeieeeienns 84 96 54 31 31 296
18,694 4,057 1,672 217 157 24,797
Bank
Up to 30-59 60-89 90-180 Over
29 days days days days 180 days Total
HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m
31 December 2010
Loans and advances held at amortised
COSE wevinreriniereienesteneeteeeteeetee e eesesaenas 9,341 1,386 586 107 15 11,435
— loans and advances to banks ............. 833 - - - - 833
— loans and advances to customers' ...... 8,508 1,386 586 107 15 10,602
Financial investments ..........c.cccccecveeenee. 121 - — — — 121
— treasury and other eligible bills ......... - - - - - -
— debt Securities .......cccovverereeeeeeienens 121 - — — — 121
Other aSSets ......ccevevveerreereriererieeerenans 52 4 1 — 1 58
9,514 1,390 587 107 16 11,614
31 December 2009
Loans and advances held at amortised
COSE 1ttt ettt 9,910 2211 925 145 91 13,282
— loans and advances to banks ... 93 - - - - 93
— loans and advances to customers' ..... 9,817 2,211 925 145 91 13,189
Other assets .......ccevvvveerrerererieririeeerenane 24 7 4 1 1 37
9,934 2,218 929 146 92 13,319

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

The group’s policy for recognising and measuring impairment allowances on both individually assessed advances
and those which are collectively assessed on a portfolio basis is described in note 3(d).

Analyses of impairment allowances at 31 December 2010 and the movement of such allowances during the year
are disclosed in note 19.

b

Liquidity risk

Liquidity relates to the ability of a company to meet its obligations as they fall due. The group maintains a stable
and diversified funding base of core retail and corporate customer deposits as well as portfolios of highly liquid
assets. The objective of the group’s liquidity and funding management is to ensure that all foreseeable funding
commitments and deposit withdrawals can be met when due.

Liquidity risk is the risk that we do not have sufficient financial resources to meet our obligations as they fall due,
or will have to do so at an excessive cost. This risk arises from mismatches in the timing of cash flows. Funding
risk (a form of liquidity risk) arises when the liquidity needed to fund illiquid asset positions cannot be obtained at
the expected terms and when required.

The objective of our liquidity and funding management framework is to ensure that all foreseeable funding
commitments can be met when due, and that access to the wholesale markets is co-ordinated and cost-effective. To
this end, we maintain a diversified funding base comprising core retail and corporate customer deposits and
institutional balances. We augment this with wholesale funding and portfolios of highly liquid assets diversified by
currency and maturity which are held to enable us to respond quickly and smoothly to unforeseen liquidity
requirements.

Operating entities are required to maintain strong liquidity positions and to manage the liquidity profiles of their
assets, liabilities and commitments with the objective of ensuring that their cash flows are balanced appropriately
and that all their anticipated obligations can be met when due.

We adapt our liquidity and funding risk management framework in response to changes in the mix of business that
we undertake, and to changes in the nature of the markets in which we operate. We also seek to continuously
evolve and strengthen our liquidity and funding risk management framework. As part of this on-going process, the
Group has refined the way in which it characterises core deposits. The characterisation takes into account our
activities and operating environment in the entity originating the deposit, the nature of the customer and the size
and pricing of the deposit. This exercise has resulted in a revised internal calculation of advances to core funding
ratio (discussed more fully below), and comparatives have been restated accordingly.

We employ a number of measures to monitor liquidity risk. The emphasis on the ratio of net liquid assets to
customer deposits, as reported in the Annual Report and Accounts 2009, has been reduced and a “stressed one
month coverage ratio”, an extension of our projected cash flow scenario analysis, is now used by the group as a
simple and more useful metric to express liquidity risk.

It is the responsibility of local management to ensure compliance with local regulatory requirements and limits set
by the HSBC Group/regional head office. Liquidity is managed on a daily basis by local treasury functions, with
the larger treasury sites providing support to smaller entities where required.
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Compliance with liquidity and funding requirements is monitored by local Asset and Liability Management
Committees (‘ALCO”) which report to the group’s Head Office on a regular basis. This process includes:

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

e monitoring balance sheet liquidity and advances to core funding ratios against internal and regulatory
requirements;

e maintaining a diverse range of funding sources with adequate back-up facilities;

e managing the concentration and profile of debt maturities;

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

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

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

Current accounts and savings deposits payable on demand or at short notice form a significant part of our funding,
and we place considerable importance on maintaining their stability. For deposits, stability depends upon
preserving depositor confidence in our capital strength and liquidity, and on competitive and transparent pricing.
Professional markets are accessed for the purposes of providing additional funding, maintaining a presence in local
money markets and optimising asset and liability maturities.

A maturity analysis of assets and liabilities is disclosed in note 40, while an analysis of possible cash flows under
contractual terms is disclosed in note 41.

Advances to core funding ratio

The group emphasises the importance of core customer deposits as a source of funds to finance lending to
customers, and discourages reliance on short-term professional funding. This is achieved by placing limits on
group banking entities which restrict their ability to increase loans and advances to customers without
corresponding growth in core customer deposits or long term debt funding. This measure is referred to as the
‘advances to core funding’ ratio (previously referred to as the ‘advances to deposits’ ratio).

The ratio describes 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. Loans and advances to customers which are part
of reverse repurchase arrangements, and where the group receives securities which are deemed to be liquid, are
excluded from the advances to core funding ratio. The distinction between core and and non-core deposits
generally means that the group’s measure of advances to core funding is more restrictive than that which can be
inferred from the published financial statements.

Projected cash flow scenario analysis

The group uses a number of standard projected cash flow scenarios designed to model both group-specific and
market-wide liquidity crises, in which the rate and timing of deposit withdrawals and drawdowns on committed
lending facilities are varied, and the ability to access interbank funding and term debt markets and to generate
funds from asset portfolios is restricted. The scenarios are modelled by all group banking entities. The
appropriateness of the assumptions under each scenario is regularly reviewed. In addition to the group’s standard
projected cash flows scenarios, individual entities are required to design their own scenarios to reflect specific local
market conditions, products and funding bases.
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Stressed one month coverage ratio

The stressed one month coverage ratios tabulated below are derived from these scenario analyses, and express the
stressed cash inflows as a percentage of stressed cash outflows over a one month time horizon. Group sites are
required to target a ratio of 100% or greater.

Advances to core funding ratios and the stressed one month coverage ratios for the Bank are provided in the
following table based on month end figures:

Advances to core funding ratio Stressed one month coverage ratio

2010 2009 2010 2009

% % % %

Year-end ......cooeviuiiiiiiiccci s 70.3 55.5 144.6 153.2
IMAXIMIUI <ot 70.3 62.0 165.4 153.2
MINIMUM <t 55.5 55.5 132.6 1343
AVEIALE .ottt 63.6 57.5 148.8 144.8

Contingent liquidity risk

In the normal course of business, group entities provide customers with committed facilities and standby facilities
to corporate customers. These facilities increase the funding requirements of the group when customers choose to
raise drawdown levels over and above their normal utilisation rates. The liquidity risk consequences of increased
levels of drawdown are analysed in the form of projected cash flows under different stress scenarios. Limits are set
for non-cancellable contingent funding commitments by group after due consideration of each entity’s ability to
fund them. The limits are split according to the borrower and the size of the committed line.

Liquidity ratio under the Hong Kong Banking Ordinance

The Hong Kong Banking Ordinance also requires banks operating in Hong Kong to maintain a minimum liquidity
ratio. The requirement applies separately to the Hong Kong branches of the Bank and to those subsidiaries which
are Authorised Institutions under the Banking Ordinance in Hong Kong.

¢ Market risk

Market risk is the risk that movements in foreign exchange rates, interest rates, credit spreads, or equity and
commodity prices will result in profits or losses to the group. Market risk arises on financial instruments which are
measured at fair value and those which are measured at amortised cost. The objective of market risk management
is to control market risk exposures to achieve an optimal return while maintaining risk at acceptable levels.

The group monitors market risk separately for trading portfolios and non-trading portfolios. Trading portfolios
include positions arising from market-making in exchange rate, interest rate, credit and equity derivative
instruments, as well as in debt and equity securities. Trading risks arise either from customer-related business or
from proprietary position-taking.

The management of market risk is principally undertaken in Global Markets through risk limits approved by the
group’s Executive Committee. Traded Credit and Market Risk, an independent unit within the Risk function,
develops risk management policies and measurement techniques.

Risk limits are determined for each location and, within location, for each portfolio. Limits are set by product and
risk type with market liquidity being a principal factor in determining the level of limits set. Limits are set using a
combination of risk measurement techniques, including position limits, sensitivity limits, as well as value at risk
limits at a portfolio level. Similarly, option risks are controlled through full revaluation limits in conjunction with
limits on the underlying variables that determine each option’s value.
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Value at risk (‘VAR’)

One of the principal tools used by the group to monitor and limit market risk exposure is VAR. VAR is a technique
which estimates the potential losses that could occur on risk positions taken due to movements in market rates and
prices over a specified time horizon and to a given level of confidence (99% for the group). VAR is calculated
daily.

The group uses a historical simulation model which derives plausible future scenarios from historical market data.
Potential movements in market prices are calculated with reference to market data from the last two years. The
model used assumes a 1-day holding period, as this reflects the way the risk positions are managed.

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

e the use of historical data as a proxy for estimating future events may not encompass all potential events,
particularly those which are extreme in nature;

e the use of a 1-day holding period assumes that all positions can be liquidated or hedged in one day. This may
not fully reflect the market risk arising at times of severe illiquidity, when a 1-day holding period may be
insufficient to liquidate or hedge all positions fully;

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

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

The group recognises these limitations by augmenting the VAR limits with other position and sensitivity limit
structures, as well as with stress testing, both on individual portfolios and on a consolidated basis. The group’s
stress testing regime provides senior management with an assessment of the impact of extreme events on the
market risk exposures of the group.

Trading

The group’s control of market risk is based on restricting individual operations to trading within a list of
permissible instruments authorised for each site by Traded Credit and Market Risk, and enforcing rigorous new
product approval procedures. In particular, trading in the more complex derivative products is concentrated in
offices with appropriate levels of product expertise and robust control systems.

In addition, at both portfolio and position levels, market risk in trading portfolios is monitored and controlled using
a complementary set of techniques such as VAR and present value of a basis point, together with stress and
sensitivity testing and concentration limits. These techniques quantify the impact on capital of defined market
movements.
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The total VAR for Global Markets was as follows:

Group Bank
2010 2009 2010 2009
HKS$m HK$m HKS$m HK$m
Total VAR
Year €nd ....ccveevivveeiieieeiieiieieee e 433 296 331 248
AVETAZE ..ttt 466 245 377 226
MAXIMUIT oottt se e eanas 596 339 528 298
IMINTMUIN Lo 271 184 230 171
Total interest rate VAR
Year €nd ....ccveevevveeiieieeiieeieeeeee e 174 258 158 235
AVETAZE ..ottt 264 230 249 214
MAXIMUIN vt se e eneas 350 312 332 282
MINIMUIMN Lo 139 160 144 166
Total foreign exchange VAR
Year €nd ....ocveeviveieiieieieieeeee e 68 28 58 35
AVEIAZE ..ttt 44 36 45 34
MAXIMUIN ot se e ennas 116 82 115 74
IMINTMUIN Lo 19 15 15 14
Total credit spread VAR?
Year €nd ....ocveevieeieiieieieieeeee e 264 68 173 60
AVETAZE ..ottt 335 84 245 80
MAXIMUIN vt se e eneas 464 137 347 137
MINIMUIN Lo 188 50 149 48
Total trading VAR
Year €nd ....ocveeveeeieiieiieieieeeee e 136 172 122 187
AVETAZE ..ovvenveeivieieeieeeete ettt 169 139 170 137
MAEAXIMUIN oot 255 213 242 222
MINIMUIMN Lo 84 92 76 87
Interest rate trading VAR
Year €nd ....ccveevieeieiieiieieieeeee e 79 127 68 133
AVETAZE ..ottt 148 127 150 128
MAEAXIMUIN oot 208 173 227 176
MINIMUIN o 76 82 67 81
Foreign exchange trading VAR
Year €nd ....ooveeviieieiieieieieeeee e 64 31 53 41
Average ..... . 41 33 43 32
Maximum . 118 72 122 81
Minimum 15 13 14 14
Credit spread trading VAR
Year €nd ....ocveevieeieiieieieiieeeee e 47 68 42 60
AVETAZE ..ottt 66 84 62 80
MAEAXIMUIN oot 103 137 97 137
MINIMUI oo 39 50 37 48
Equity trading VAR'
Yearend .... . 9 26 9 26
Average ..... 15 36 15 34
Maximum .... . 45 104 45 104
MINIMUI oo 3 10 3 10

—

In addition to equity trading positions managed by Global Markets, the group also has exposure to changes in equity prices and
interest rates relating to guarantees given to customers who purchase certain HSBC investment contracts. As at 31 December 2010, a
10% decrease in equity prices would reduce profit before tax and net assets by HK$119m (2009: HK$123m) and a 100 basis points
decrease in interest rates would reduce profit before tax and net assets by HK$27m (2009: HK$31m).
2 Total credit spread VAR includes credit spread VAR for the accrual book from March 2010 onwards.
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Non-trading portfolios

Market risk in non-trading portfolios arises principally from mismatches between the future yield on assets and
their funding cost as a result of interest rate changes. Analysis of this risk is complicated by having to make
assumptions on optionality in certain product areas, for example mortgage prepayments, and from behavioural
assumptions regarding the economic duration of liabilities which are contractually repayable on demand, for
example current accounts. In order to manage this risk optimally, market risk in non-trading portfolios is
transferred to Global Markets or to separate books managed under the supervision of the local Asset and Liability
Management Committee (‘ALCO”).

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

As noted above, in certain cases, the non-linear characteristics of products cannot be adequately captured by the
risk transfer process. For example, both the flow from customer deposit accounts to alternative investment products
and the precise prepayment speeds of mortgages will vary at different interest rate levels. In such circumstances,
simulation modelling is used to identify the impact of varying scenarios on valuations and net interest income.

Once market risk has been consolidated in Global Markets or ALCO-managed books, the net exposure is typically
managed through the use of interest rate swaps within agreed limits.

Within the group, banking entities also monitor the sensitivity of projected net interest income under varying
interest rate scenarios. The group aims, through its management of market risk in non-trading portfolios, to
mitigate the impact of prospective interest rate movements which could reduce future net interest income, whilst
balancing the cost of such hedging activities on the current net revenue stream.

A large part of the group’s exposure to changes in net interest income arising from movements in interest rates
relates to its core deposit franchise. The group’s core deposit franchise is exposed to changes in the value of the
deposits raised and spreads against wholesale funds. The value of core deposits increases as interest rates rise and
decreases as interest rates fall. This risk is, however, asymmetrical in a very low interest rate environment as there
is limited room to lower deposit pricing in the event of interest rate reductions.
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Structural foreign exchange exposure

The group’s gross structural foreign exchange exposure is represented by the net asset value of the group’s foreign
currency investments in subsidiaries, branches and associates, and the fair value of the group’s long-term foreign
currency equity investments.

The group’s structural foreign currency exposures are managed by the group’s ALCO with the primary objective
of ensuring, where practical, that the group’s and the Bank’s capital ratios are protected from the effect of changes
in exchange rates. The group considers hedging structural foreign currency exposures only in limited
circumstances to protect the capital ratios or the value of capital invested. Such hedging would be undertaken using
foreign exchange contracts or by financing with borrowings in the same currencies as the functional currencies
involved.

Foreign currency investments amounted to the foreign currency equivalent of HK$272,883m (85% of
shareholders’ funds) at 31 December 2010, an increase of HKS$63,452m from HK$209,431m (80% of
shareholders’ funds) at 31 December 2009. Gains or losses on structural foreign currency exposures are taken to
reserves.

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

Group Bank

LCYm HKS$m LCYm HKS$m
At 31 December 2010
Chinese renminbi ........cccocvevevevereeieirieieieieseesese s 122,017 143,909 52,598 62,035
INAIAN TUPEES ....vveeveneeieeieieiceei e 179,314 31,178 127,064 22,093
At 31 December 2009
Chinese renminbi ...........ccoeevveereeierieieeeeeieeeeseerens 95,389 108,347 40,088 45,534
INAIAN TUPEES ...voveeiieviieiiieiceieee e 150,789 25,073 108,625 18,062
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d Operational risk

Operational risk is the risk of loss arising from fraud, unauthorised activities, error, omission, inefficiency, systems
failure or external events. It is inherent in every business organisation and covers a wide spectrum of issues.

The group manages this risk through a controls-based environment in which processes are documented,
authorisation is independent and transactions are reconciled and monitored. This is supported by an independent
programme of periodic reviews undertaken by internal audit, and by monitoring external operational risk events,
which ensure that the group stays in line with industry best practice and takes account of lessons learnt from
publicised operational failures within the financial services industry.

The HSBC Group has codified its operational risk management process by issuing a high level standard,
supplemented by more detailed formal guidance. This explains how the group manages operational risk by
identifying, assessing, monitoring, controlling and mitigating the risk, rectifying operational risk events, and
implementing any additional procedures required for compliance with local regulatory requirements. The standard
covers the following:

e operational risk management responsibility is assigned to senior management within the business operation;

e information systems are used to record the identification and assessment of operational risks and to generate
appropriate, regular management reporting;

e assessments are undertaken of the operational risks facing each business and the risks inherent in its processes,
activities and products. Risk assessment incorporates a regular review of identified risks to monitor significant
changes;

e operational risk loss data is collected and reported to senior management. Aggregate operational risk losses are
recorded and details of incidents above a materiality threshold are reported to the HSBC Group’s Audit
Committee; and

e risk mitigation, including insurance, is considered where this is cost-effective.
The group maintains and tests contingency facilities to support operations in the event of disasters.

Additional reviews and tests are conducted in the event that any HSBC office is affected by a business disruption
event, to incorporate lessons learnt in the operational recovery from those circumstances. Plans have been prepared
for the continued operation of the group’s business, with reduced staffing levels, should a flu pandemic occur.

e

Insurance risk

The group is exposed to the uncertainty surrounding the timing and severity of claims under insurance contracts.
The principal insurance risk faced by the group is that, over time, the combined cost of claims, benefits,
administration and acquisition of the contract may exceed the aggregate amount of premiums received and
investment income. The cost of a claim can be influenced by many factors, including mortality and morbidity
experience, lapse and surrender rates and, if the policy has a savings element the performance of the assets held to
support the liabilities. Contracts under which the transfer of insurance risk from the policyholder to the group is not
significant are classified as investment contracts or service contracts.

The group manages its insurance risk through underwriting limits, approval procedures for transactions that
involve new products or that exceed set limits, risk diversification, pricing guidelines, reinsurance and monitoring
of emerging issues.

All insurance products, whether internally manufactured or provided by a third party manufacturer, are reviewed
by a product and pricing committee. Several methods are used to assess and monitor insurance risk exposures both
for individual types of risks insured and overall risks. These methods include internal risk measurement models,
sensitivity analyses, scenario analyses and stress testing.
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The theory of probability is applied to the pricing and provisioning for a portfolio of insurance contracts. Insurance
events are, by their nature, random, and the actual number of events during any one year may vary from those
estimated using established statistical techniques.

Asset/liability management

A principal tool used by the group to manage its exposure to insurance risk, in particular for life insurance
contracts, is asset and liability matching. The group actively manages its assets using an approach that considers
asset quality, diversification, asset/liability matching, liquidity, volatility and target investment return. The goal of
the investment process is to achieve the target level of investment return with minimum volatility. The Markets and
Liquidity Risk Committee reviews and approves target portfolios on a periodic basis, establishes investment
guidelines and limits, and provides oversight of the asset/liability management process.

The group establishes target asset portfolios for each major insurance product category consistent with local
regulatory requirements. The investment strategy and asset allocations consider yield, duration, sensitivity, market
risk, volatility, liquidity, asset concentration, foreign exchange and credit quality.

The following table shows the composition of assets and liabilities for each major insurance product category. 93%
of both assets and liabilities are derived from Hong Kong.

Statement of financial position of insurance subsidiaries by type of contract

Life
Life linked non-linked Non-life Other
contracts' contracts’ insurance assets’ Total
HKS$m HKS$m HKS$m HKS$m HK$m
At 31 December 2010
Financial assets:
— financial assets designated at
fair value ........ccoceevevennenene. 28,652 21,753 417 917 51,739
— derivatives .......cccoeerverereenns - 474 3 3 480
— financial investments ........... - 127,213 1,280 7,896 136,389
— other financial assets ........... 2,296 24,132 1,369 705 28,502
Total financial assets ............... 30,948 173,572 3,069 9,521 217,110
Reinsurance assets ................... 5,567 161 420 89 6,237
PVIF* ...... = = = 14,767 14,767
Other assets .........coceeveveevveenenns 4 1,923 190 3,766 5,883
Total asSets ...ccoovevererveerieienenas 36,519 175,656 3,679 28,143 243,997
Liabilities under investment
contracts designated at
fair value ........cccoveeveeneieenenns 7,478 26,268 - - 33,746
Liabilities under insurance
CONLACES .vvveerereieriiereereiins 28,920 146,130 2,920 - 177,970
Deferred tax ......cooevvveeverenennne - 121 1 2,497 2,619
Other liabilities ..........cc.cocvene... — — - 2,705 2,705
Total liabilities ...........cc.cccvene.e. 36,398 172,519 2,921 5,202 217,040
Total equity .....cccoceevvevererrreenne - - - 26,957 26,957
Total equity and liabilities ....... 36,398 172,519 2,921 32,159 243,997
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Life
Life linked non-linked Non-life Other
contracts' contracts’ insurance assets’ Total
HK$m HK$m HK$m HK$m HK$m
At 31 December 2009
Financial assets:
— financial assets designated at
fair value ........ccocevvevenenene. 23,689 16,996 274 2,741 43,700
— derivatives 9 154 - - 163
— financial investments ........... - 107,550 1,498 6,528 115,576
— other financial assets ........... 2,889 18,892 1,021 1,277 24,079
Total financial assets ............... 26,587 143,592 2,793 10,546 183,518
Reinsurance assets ................... 6,237 67 387 87 6,778
PVIE? .o - - - 10,554 10,554
Other assets ......ccoeeeveeecveecneennes 5 1,647 168 2,146 3,966
Total aSSets ....cveverereeerrerrereneae 32,829 145,306 3,348 23,333 204,816
Liabilities under investment
contracts designated at
fair value .......cccccoeveeveeneenenen, 6,898 26,951 - - 33,849
Liabilities under insurance
contacts ..... 25,846 116,449 2,633 - 144,928
Deferred tax 1 69 - 1,842 1,912
Other liabilities .............cccvene... — - — 2,621 2,621
Total liabilities .........c..cccoeunee.. 32,745 143,469 2,633 4,463 183,310
Total equity ...ccecevveereeeerenenee — — — 21,506 21,506
Total equity and liabilities ....... 32,745 143,469 2,633 25,969 204,816

1 Comprises life linked insurance contracts and linked investment contracts.

2 Comprises life non-linked insurance contracts and non-linked investment contracts.
3 Comprises shareholder assets.

4 Present value of in-force long-term insurance contracts.

Underwriting strategy

The group’s underwriting strategy seeks diversity to ensure a balanced portfolio and is based on a large portfolio of
similar risks over a number of years and, as such, it is believed that this reduces the variability of the outcome.

Reinsurance strategy

The group reinsures a portion of the insurance risks it underwrites in order to control its exposures to losses and
protect capital resources. The group buys a combination of proportionate and non-proportionate reinsurance to
reduce the retained sum assured so that it falls within specified insurance risk appetite. The group also utilises
reinsurance to transfer out financial risk arising from guaranteeing minimum investment performance under a
specific unit-linked insurance product, and uses reinsurance agreements with non-affiliated reinsurers to control its
exposure to losses resulting from certain catastrophes.

Ceded reinsurance contains credit risk, and to minimise such risk, only those reinsurers meeting the group’s credit
rating standard, either assessed from public rating information or from internal investigations, will be used.
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Nature of risks covered
The following gives an assessment of the nature of risks inherent in the group’s main products:
(i) Insurance contracts — non-linked products

The basic feature of non-linked insurance business is to provide guaranteed death benefit determined at the
time of policy issue. For non-linked insurance products with a savings element, guaranteed surrender benefit,
guaranteed maturity benefit, crediting rate guarantees and/or non-lapse guarantee features may be provided.
Discretionary participation features allow policyholders to participate in the profits of the life fund by means
of annual bonuses. The group has complete contractual discretion on the bonuses declared. It is the group’s
goal to maintain a smooth dividend scale based on the long-term rate of return. Annual reviews are performed
to confirm whether the current dividend scale is supportable.

(i) Insurance contracts — unit-linked products

The group writes unit-linked life insurance policies, which typically provide policyholders with life insurance
protection and choice of investment in a variety of funds. Premiums received are deposited into the chosen
funds after deduction of premium fees. Other charges for the cost of insurance and administration are deducted
from the funds accumulated. Where there is a performance guarantee, the risk is managed through product
design and, when permitted by regulation, reinsurance.

(iii) Investment contracts — retirement funds with guaranteed returns

The group underwrites retirement fund business which gives rise to contracts that are classified as investment
contracts. Under each retirement scheme, employers and employees are given a choice of funds to place their
contributions, on which the group provides an investment return guarantee for some specific funds. Investment
strategy is set with the objective of providing a return that is sufficient to meet at least the minimum guarantee.

(iv) Investment contracts — retirement funds without guaranteed returns

The group underwrites retirement fund business which gives rise to contracts that are classified as investment
contracts. Under each retirement scheme, employers and employees are given a choice of funds in which to
place their contributions. Those funds with guarantees are covered by (iii) above; for the remainder, the group
bears no risk.

(v) Non-life insurance contracts

The group assumes the risk of loss from persons and organisations relating to property, liability, life, accident,
health, financial or other perils that may arise from an insurable event. The group manages the risk through
underwriting limits, approval procedures for transactions that involve new products or that exceed set authority
limits, risk diversification, underwriting guidelines, reinsurance and centralised management of reinsurance
and monitoring of emerging issues.

Concentrations of insurance risks

Within the insurance process, concentrations of risk may arise where a particular event or series of events could
impact heavily upon the group’s liabilities. Such concentrations may arise from a single insurance contract or
through a small number of related contracts, and relate to circumstances where significant liabilities could arise.

The group is subject to concentration risk arising from accidents relating to common carriers, conflagration,
epidemics, earthquakes and other natural disasters that affect the properties, physical conditions and lives of the
policyholders insured by the group. To mitigate these risks, excess of loss and catastrophe reinsurance
arrangements have been made by the group.

The policyholders of the insurance contracts issued by the group, its associates and joint ventures, are mainly
residents of Hong Kong, Macau, mainland China, Taiwan, Singapore, Malaysia, Vietnam, India and South Korea,
where the majority is Hong Kong.
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To determine the concentration of insurance risks and the reinsurance coverage required, scenario analyses are
performed to investigate the potential financial impact on the group. Total loss is estimated based on the chosen
stress level. Details of the group’s reinsurance strategy are disclosed on page 178.

Life business tends to be longer-term in nature than non-life business and frequently involves an element of
savings and investment in the contract. An analysis of life insurance liabilities is therefore the best available overall
measure of insurance exposure, because provisions for life contracts are typically set by reference to expected
future cash outflows relating to the underlying policies. The liabilities for non-linked contracts are set by reference
to a range of assumptions which mainly include interest rate and mortality levels. The process used to determine
the assumptions is intended to result in stable and prudent estimates of future outcomes. This is achieved by
adopting relatively conservative assumptions which can withstand a reasonable range of fluctuation of actual
experience. An annual review of the relevant experience is performed to ensure a margin exists between the
assumptions adopted and the most likely estimate of future outcome. By definition, the group is not exposed to
insurance risk on investment contracts, so they have not been included in the insurance risk management analysis.
Details of the analysis of life insurance liabilities are disclosed in note 34. By contrast for analysis of non-life
insurance risk, written premiums represent the best available measure of risk exposure as shown in the following
table.

. . . . . . . 1
Analysis of non-life insurance risk — net written insurance premiums

2010 2009

HKS$m HK$m

Accident and NEAItN ...........ccooiiiiiiiiiiiecceee ettt ettt ae s 1,411 1,291
Fire and other damage 306 235
IMOTOT ettt ettt ettt ettt bt ea ettt b et bttt et ettt e bt ene 332 262
LAADIIILY .ottt bbbttt 180 141
Marine, aviation and transport .. 111 96
Other (MON-LIER) ..cueuveiiiiiiiirictcce ettt 369 335
Total net Written INSUTANCE PIEIMIUINS ......c..e.erterirtemirrerieiertesereeseeteseeteesteseeseseesesseseeseseeseneeseneesessenes 2,709 2,360

1 Net written insurance premiums represent gross written premiums less gross written premiums ceded to reinsurers.

Financial risks

Transactions in financial instruments may result in the group assuming financial risks. These include market risk,
credit risk and liquidity risk. Each of these financial risks is described below, together with a summary of the ways
in which the group manages these risks arising from underwriting insurance business.

The group is also exposed to investment return guarantee risk for certain investment contracts issued to
policyholders for its long-term insurance business. The risk is that the yield on the assets held by the group to meet
these guarantees may fall short of the guaranteed return. The framework for the management of this risk is to adopt
a matching approach whereby assets held are managed to meet the liability to policyholders. An additional
provision is established where analysis indicates that, over the life of the contracts, the returns from the designated
assets may not be adequate to cover the related liabilities.

The following table analyses the assets held in the group’s insurance underwriting subsidiaries at 31 December
2010 by type of liability, and provides a view of the exposure to financial risk:
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Financial assets held by insurance manufacturing operations

At 31 December 2010

Life non-
Life linked linked Non-life
contracts contracts insurance Other assets Total
HK$m HKS$m HK$m HKS$m HK$m
Financial assets designated
at fair value
— Debt securities ........ccoceveevverieriennens 506 13,226 417 917 15,066
— Equity securities 28,146 8,527 - - 36,673
28,652 21,753 417 917 51,739
Financial investments
Held-to-maturity:
— Debt securities ........ccoceveevverieriennens - 119,791 1,186 7,057 128,034
- 119,791 1,186 7,057 128,034
Available-for-sale:
— Treasury bills ......ccccoeoevenirennenne. - - - - -
— Debt securiti€s .........ccccovvevvevrevreenenns - 7,418 94 808 8,320
— Equity securities .........ccccceeereeuennene - 4 - 31 35
- 7,422 94 839 8,355
Derivatives ........c.cccovvviviiiiiniiieene, - 474 3 3 480
Other financial assets ....................... 2,296 24,132 1,369 705 28,502
30,948 173,572 3,069 9,521 217,110

At 31 December 2009

Life non-
Life linked linked Non-life
contracts contracts insurance Other assets Total
HK$m HK$m HK$m HK$m HK$m
Financial assets designated
at fair value
— Debt SeCUrities .......c.cccverrereerennene 277 13,032 274 2,741 16,324
— Equity securities ..........c.cccceveienee 23,412 3,964 — — 27376
23,689 16,996 274 2,741 43,700
Financial investments
Held-to-maturity:
— Debt securiti€s .........cocevvevvevvevieenens - 104,086 1,441 5,196 110,723
— 104,086 1,441 5,196 110,723
Available-for-sale:
— Treasury bills ......ccccecevevivreccninnnnee - - - - -
— Debt securiti€s .........cceevveeevveeennen. — 3,464 57 555 4,076
— Equity securities .........cccccoeereeneene. — — — 777 777
- 3,464 57 1,332 4,853
DErivatives .....cceevvveeeereereieesieeenennn 9 154 - - 163
Other financial assets ............ccccoceveune. 2,889 18,892 1,021 1,277 24,079
26,587 143,592 2,793 10,546 183,518

The table demonstrates that for linked contracts, the group typically designates assets at fair value. For non-linked
contracts, the classification of the assets is driven by the nature of the underlying contract. The assets held to
support life linked liabilities represented 14.3% of the total financial assets of the group’s insurance manufacturing
subsidiaries at the end of 2010 (2009: 14.5%). The table also shows that approximately 69.7% of financial assets
were invested in debt securities at 31 December 2010 (2009: 71.4%) with 16.9% (2009: 15.3%) invested in equity
securities.

Market risk

Market risk can be further sub-categorised into interest rate risk, equity risk and foreign currency risk. Each of
these categories is discussed further below.
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Interest rate risk

The group’s exposure to interest rate risk arises mainly from its debt securities holdings and the uncertainty of the
achievable interest rate when reinvesting the future net cash flows. The held-to-maturity strategy accounts for a
significant portion of the debt securities holdings and is managed to match expected liability payments. The group
monitors this exposure through periodic reviews of its asset and liability positions. Estimates of cash flows, as well
as the impact of interest rate fluctuations relating to the investment portfolio and insurance reserves, are modelled
and reviewed regularly. The overall objective of these strategies is to limit the net changes in the value of assets
and liabilities arising from interest rate movements.

For participating products, interest rate risk related to non-linked policies can also be mitigated through sharing of
risk with policyholders under the discretionary participation mechanism.

A shift in interest yield curves as at 31 December 2010 in all territories in which the group’s insurance subsidiaries
operate would have the following impact on the profit for the year and net assets at that date:

31 December 2010 31 December 2009
Impact on Impact on
profit for Impact on profit for Impact on
the year net assets the year net assets
HK$m HK$m HK$m HK$m
+ 100 basis points shift in yield curves ..........ccco...... 515 (194) 385 78
— 100 basis points shift in yield curves ..........c......... (556) 173 (349) (35

The interest rate sensitivities set out above are illustrative only and employ simplified scenarios. It should be noted
that the effects may not be linear and therefore the results cannot be extrapolated. The sensitivities do not
incorporate actions that could be taken by management to mitigate the effect of the interest rate movements, nor do
they take account of any resultant changes in policyholder behaviour.

Equity risk

The portfolio of marketable equity securities, which the group carries on the balance sheet at fair value, has
exposure to price risk. This risk is defined as the potential loss in market value resulting from an adverse change in
prices. The risk is mainly mitigated through dynamic asset allocation and sharing the risk with policyholders
through the discretionary participation feature. Portfolio characteristics are analysed regularly and equity price risk
is regularly reviewed. The group’s investment portfolios are diversified across industries, and concentrations in any
one company or industry are limited by parameters established by senior management, as well as by statutory
requirements.

The following table illustrates the impact on the aggregated profit for the year and net assets of a reasonably
possible 10% variance in equity prices:

31 December 2010 31 December 2009
Impact on Impact on
profit for Impact on profit for Impact on
the year net assets the year net assets
HK$m HK$m HK$m HK$m
10% increase in €quity PriCes ............cccovrereverererunnns 473 474 67 141
10% decrease in €quity Prices ...........cccovvereveererennns 471) @71) 67) (141)

These equity sensitivities are illustrative only and employ simplified scenarios. It should be noted that the effects
may not be linear and, therefore, the results cannot be extrapolated. They do not allow for the effect of
management actions which may mitigate the equity price decline, nor for any resultant changes, such as in
policyholder behaviour, that might accompany such a fall.

Foreign currency risk

Substantial amounts of the assets and liabilities are denominated in two main currencies, United States dollar and
Hong Kong dollar. The group adopts a policy of predominantly matching the assets with liabilities in the same
currency, effectively reducing the foreign currency exchange rate exposure. Limits are set to ensure that the net
foreign currency exposure is kept to an acceptable level. The group uses forward exchange contracts and swaps to
manage its foreign currency risk.
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Credit risk

The group’s portfolio of fixed income securities, and to a lesser extent short-term and other investments are subject
to credit risk. This risk is defined as the potential loss in market value resulting from adverse changes in a
borrower’s ability to repay the debt. The group’s objective is to earn competitive relative returns by investing in a
diversified portfolio of securities. Management has a credit policy in place and limits are established to manage
credit quality and concentration risk. The following table presents the analysis of the treasury bills, other eligible
bills and debt securities within the group’s insurance business. The definition of the four credit quality
classifications is included on page 163. Only assets supporting non-linked liabilities are included in the table as
financial risk on assets supporting linked liabilities is predominantly borne by the policyholders. 96.5% (2009:
98.4%) of the assets included in the table are invested in investments rated as ‘Strong’.

Neither past due nor impaired

Past
Sub- due not Impairment
Strong Medium standard impaired Impaired allowances Total
HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m HKS$m
31 December 2010
Supporting liabilities
under life non-linked
and non-life insurance
contracts
Financial assets designated
at fair value .................. 13,087 556 - - - - 13,643
— treasury and other
eligible bills ................... - -
— debt securities ................ 13,087 556 — — — — 13,643

Financial investments ........ 123,893 4,596 — - — — 128,489

— treasury and other
eligible bills .......c.c..c...... - - -

— debt securities ................ 123,893 4,596 - - - - 128,489

Supporting shareholders
funds'
Financial assets designated
at fair value .................. 898 19 - - - - 917
— treasury and other
eligible bills ................... - - - - - - -
— debt securities ................ 898 19 — — — — 917

Financial investments ........ 7,755 110 — - — — 7,865

— treasury and other
eligible bills .......c...c...... - -

— debt securities ................ 7,755 110 - - - - 7,865

Total
Financial assets designated
at fair value ................... 13,985 575 — — — — 14,560
— treasury and other
eligible bills ................... - - - - - - -
— debt securities ................ 13,985 575 — — — — 14,560

Financial investments ........ 131,648 4,706 — - — — 136,354
— treasury and other

eligible bills .......ccoeueee - - - - - - -
— debt securities ................ 131,648 4,706 — - — — 136,354
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Neither past due nor impaired

Past
Sub- due not Impairment
Strong Medium standard impaired Impaired allowances Total

31 December 2009 HK$m HK$m HK$m HK$m HK$m HK$m HKS$m
Supporting liabilities under

life non-linked and non-

life insurance contracts
Financial assets designated at

fair value ........coccceeeuenne. 12,959 327 20 — — — 13,306
— treasury and other

eligible bills .......cccoveuneee. - - - - - - -
— debt securities ................... 12,959 327 20 — — — 13,306

Financial investments ........... 107,316 1,732 — — — — 109,048
— treasury and other

eligible bills ......cccceueunee. - - - - - - -
— debt securities ................... 107,316 1,732 — — — — 109,048

Supporting shareholders
funds'
Financial assets designated at
fair value ........cccoevvevvennenen. 2,733 8 - - - - 2,741
— treasury and other
eligible bills ........ccoveuenenne. - - - - - - -
— debt securities ................... 2,733 8 — — — — 2,741

Financial investments ........... 5,744 7 — — — — 5,751
— treasury and other

eligible bills ......cccceueunee. - - - - - - -
— debt securities 5,744 7 - - — — 5,751

Total
Financial assets designated at
fair value ..o 15,692 335 20 — — — 16,047
— treasury and other
eligible bills .....
— debt securities

15,692 335 20 - - - 16,047

Financial investments ........... 113,060 1,739 — — — — 114,799
— treasury and other

eligible bills ......cccoevevennne. - - - - - - -
— debt securities ................... 113,060 1,739 — — — — 114,799

1 Shareholders’ funds comprise solvency and unencumbered assets.

The group also has insurance and other receivable amounts subject to credit risk. The most significant of these are
reinsurance recoveries. To mitigate the risk of the counterparties not paying the amounts due, the group has
established certain business and financial guidelines for reinsurer approval, incorporating ratings by major agencies
and considering currently available market information. The group also periodically reviews the financial stability
of reinsurers and the settlement trend of amounts due from reinsurers. The split of liabilities ceded to reinsurers and
outstanding reinsurance recoveries was as follows:
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Reinsurers’ share of liabilities under insurance contracts

Neither past due nor impaired

Past
Sub- due not Impairment
Strong Medium standard impaired Impaired  allowances Total
HK$m HK$m HK$m HK$m HK$m HK$m HK$m
31 December 2010
Linked insurance
CONLTACES ..ovvveereereeiieeerenns 1 5,566 - - - - 5,567
Non-linked insurance
CONLIacts ....ooveververvenrenenne 444 66 - 71 — — 581
Total .oveeeeeiereieeeeeee 445 5,632 - 71 - - 6,148
Reinsurance debtors.............. 35 8 - 46 - - 89
31 December 2009
Linked insurance
[610) 118 ¢ o1 - SRR 4 6,233 — — — — 6,237
Non-linked insurance
CONLIACES ..vvevvenreeeieieenne 412 42 — — — — 454
Total cveveeeereeeeeeeee 416 6,275 - - - - 6,691
Reinsurance debtors ............. 15 11 - 61 - - 87

The group has sold a unit-linked life insurance product which provides guaranteed minimum death benefits and
guaranteed minimum accumulated benefits which are underwritten by the group but reinsured by a third party. The
group has a credit risk exposure in respect of this third party’s ability to meet its reinsurance obligation. At
31 December 2010, the exposure to the third party was HK$5,566m (2009: HK$6,231m).

Liquidity risk

There are three components of liquidity risk. The first of these arises in normal market conditions and is referred to
as funding liquidity risk, specifically, the capacity to raise sufficient cash when needed to meet payment
obligations. Secondly, there is market liquidity risk where the size of a particular holding may be sufficiently large

that a sale cannot be completed at or around the market price. Finally, there is standby liquidity risk which refers to
the capacity to meet payment conditions in abnormal conditions.

The group has to meet daily calls on its cash resources, notably from claims arising on its insurance and investment
contracts and early surrender of policies for surrender value. There is therefore a risk that cash will not be available
to settle liabilities when due at a reasonable cost. The group manages this risk by monitoring and setting an
appropriate level of operating funds to settle these liabilities. Investment portfolios are also structured with regard
to the liquidity requirement of each underlying fund, and early surrender penalties and market adjustment clauses
are used to defray costs of unexpected cash requirements.
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The following table shows the expected maturity of insurance contract liabilities at 31 December 2010:

Expected maturity of insurance contract liabilities

Expected cash flows (undiscounted)

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

At 31 December 2010
Non-life insurance ................... 1,736 875 256 54 2,921
Life insurance (non-linked) ..... 11,752 76,103 128,920 141,714 358,489
Life insurance (linked) ............. 1,562 10,338 25,126 66,725 103,751
15,050 87,316 154,302 208,493 465,161

At 31 December 2009
Non-life insurance ................... 1,573 720 276 64 2,633
Life insurance (non-linked) ..... 9,151 62,212 115,826 115,823 303,012
Life insurance (linked) ............. 1,733 9,752 14,296 37,705 63,486
12,457 72,684 130,398 153,592 369,131

Remaining contractual maturity of investment contract liabilities

Linked Non-linked Investment
investment investment contracts
contracts contracts with DPF Total
At 31 December 2010 HKS$m HKS$m HKS$m HK$m
Remaining contractual maturity
— due within 1 year .......ccccecvvevieerieereereeeeeeeeenes 41 58 84 183
— due between 1 and 5 years ... - - 86 86
— due between 5 and 10 years .........cccccceeevvereecncnnne 316 - - 316
— due after 10 years .......cococvevveerieerieenieereeeeeenenes - - - -
— undated’ ... 7,121 26,210 - 33,331
7,478 26,268 170 33,916
At 31 December 2009
Remaining contractual maturity
— due within 1 year ... 94 201 112 407
— due between 1 and 5 years ........ccccccceveverveereecnennnne - - 157 157
— due between 5 and 10 years ........ccceceveeerevrreennnne 345 - - 345
— due after 10 years .......cccceeveereeneineineeeene - - - -
—UNdated’ ..o 6,459 26,750 — 33,209
6,898 26,951 269 34,118

1 In most cases, policyholders have the option to terminate their contracts at any time and receive the surrender values of their policies.
The surrender values may be significantly lower than the amounts shown above.
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Present value of in-force long-term insurance business (PVIF)

The group’s life insurance business is accounted for using the embedded value approach, which, inter alia,
provides a comprehensive framework for the evaluation of insurance and related risks. The value of the PVIF asset
at 31 December 2010 was HK$14,767m (2009: HK$10,554m). The present value of the shareholders’ interest in
the profits expected to emerge from the book of in-force policies at 31 December 2010 can be stress-tested to
assess the sensitivity of the value of life business to adverse movement of different risk factors.

The following table shows the effect on the PVIF as at 31 December 2010 of reasonably possible changes in the
main economic and business assumptions:

Impact on results

2010 2009

HK$m HK$m

+ 100 basis points shift in riSK-free Tate ........cooeeiriririeiiiirricc e 1,613 1,296
— 100 basis points shift in FiSK-IEe TALE .........coeirreiieeireieeeee e (1,218) (773)
+ 100 basis points shift in risk diSCOUNE TALE ........c.evrviirieieiirieirieereee e (820) (640)
— 100 basis points shift in risk diSCOUNE TALE .......coveueueuiiririiieiiiirieeceeee e 942 734
+ 100 basis points shift in expenses inflation ... 45) (35)

— 100 basis points shift in expenses inflation 39 31
+ 100 basis points shift in lapse rate .......... . 1,185 1,444
— 100 basis points Shift in 1APSE TALE ......cceeerieirieirieiieieieeiee et eeas (1,044) (1,221)

The effects on PVIF shown above are illustrative only and employ simplified scenarios. They do not incorporate
actions that could be taken by management to mitigate effects nor do they take account of consequential changes in
policyholder behaviour.

Non-economic assumptions

Non-economic assumptions including, for non-life manufacturers, claims costs and expense rates and, for life
manufacturers, mortality and/or morbidity, lapse rates and expense rates, are also used for the determination of the
policyholder liabilities and PVIF. The sensitivity of profit for the year and net assets to reasonably possible
changes in these non-economic assumptions at 31 December 2010 across all insurance underwriting subsidiaries is

as follows:
Impact on 2010 results Impact on 2009 results
Profit after tax Net assets Profit after tax Net assets
HKS$m HKS$m HK$m HKS$m
20% increase in claims COStS .......cceverererueuereererereenenes (183) (183) 177) (177)
20% decrease in claims costs 183 183 177 177
10% increase in mortality and/or morbidity rates ....... (176) (176) (137) (137)
10% decrease in mortality and/or morbidity rates ...... 167 167 130 130
50% increase in lapse rates ............ccoevecciieiiiciccnnnne 351 351 586 586
50% decrease in 1apse rates ..........cocoevvereerenirierereeens (58) (58) (422) (422)
10% increase in eXpense rates ...........ccoceeeereeecereruennes (171) 171) (112) (112)
10% decrease in eXPense rates .............cooccveeeeeerueunes 171 171 112 112
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f Capital management

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

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

Our capital management process is articulated in our annual group capital plan which is approved by the Board.
The plan is drawn up with the objective of maintaining both an appropriate amount of capital and an optimal mix
between the different components of capital. The group raises non-equity core capital and subordinated debt in
accordance with HSBC Group’s guidelines on market and investor concentration, cost, market conditions, timing,
effect on composition and maturity profile. Each subsidiary manages its own capital to support its planned business
growth and meet its local regulatory requirements within the context of the approved annual group capital plan. In
accordance with HSBC Group’s Capital Management Framework, capital generated by subsidiaries in excess of
planned requirements is returned to the Bank, normally by way of dividends.

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

The principal forms of capital are included in the following balances on the consolidated balance sheet: share
capital, retained profits, other reserves, preference shares and subordinated liabilities. Capital also includes the
collective impairment allowances held in respect of loans and advances.

Externally imposed capital requirements

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

From 1 January 2009, the group migrated to the advanced internal ratings-based approach to calculate its credit risk
for the majority of its non-securitisation exposures. The group continued to use the internal ratings-based
(securitisation) approach to determine credit risk for its securitisation exposures. For market risk, the group used an
internal models approach to calculate its general market risk and market risk relating to equity options. From 30
March 2009, the group adopted an internal models approach to calculate its market risk in respect of specific risk
for the interest rate risk category. The group continued to use the standardised (market risk) approach for
calculating other market risk positions and the standardised (operational risk) approach to calculate its operational
risk.

During the year, the individual entities within the group and the group itself complied with all of the externally
imposed capital requirements of the Hong Kong Monetary Authority.
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53 Analysis of selected exposures

a  Holdings of asset-backed securities

The group has holdings of asset-backed securities (‘ABSs’), including those represented by mortgage-backed
securities (‘MBSs’) and by collateralised debt obligations (‘CDOs”).

The table below shows the group’s exposure to ABSs issued by entities which are not consolidated by any HSBC
Group entities. The carrying amounts of these exposures are measured at fair value.

Group
31 December 2010 31 December 2009
Gross and net
principal Carrying Gross Carrying
exposure' amount’ principal' amount?
HKS$m HKS$m HKS$m HK$m
2010
Sub-prime residential mortgage related assets
MBSs and MBS CDOs
— high grade (AA or AAA rated) ... 46 38 54 45
— CtoArated ....cocovvviiiiiiicc 550 111 562 74
596 149 616 119
US government-sponsored enterprises’ mortgage
related assets
MBSs
— high grade (AA or AAA rated) ......coceovvevvinicennnn. 6,016 6,024 4,071 4,071
Other residential mortgage-related assets
MBSs
— high grade (AA or AAA rated) ......ccccceeevveeucenne. 2,541 2,413 3,366 3,142
— CtoArated ...oocciiiiiiciccc e - - 1 1
— not publicly rated 8 8 8 8
2,549 2,421 3,375 3,151
Commercial property mortgage-related assets
MBSs
— high grade (AA or AAA rated) ....occoovveerveineenennne. - - 705 636
— CoO ATAted .oeoveieeeieieee e 806 296 785 140
806 296 1,490 776
Leveraged finance-related assets
ABSs and ABS CDOs
— high grade (AA or AAA rated) ......ccccceeevvevicuccennn. 147 132 145 127
Student loan-related assets
ABSs and ABS CDOs
— high grade (AA or AAA rated) .....ccoovveerveinnennnnne. 989 987 1,515 1,508
Other assets
ABSs and ABS CDOs
— high grade (AA or AAA rated) ......cccccceevvecucennnn. 840 826 955 935
= COATAtEd ..o 50 16 249 18
890 842 1,204 953
11,993 10,851 12,416 10,705
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54

Analysis of selected exposures (continued)

The table below shows the geographic distribution of the group’s exposures to ABSs shown above.

31 December 2010 31 December 2009
Gross and Net
Principal Carrying Gross Carrying
exposure' Amount’ Principal' Amount?
HKS$m HK$m HK$m HK$m
2010
US ettt 8,566 7,574 7,249 5,982
UK ottt 923 814 1,105 918
Rest of the World .......coooeveeiveirieiee e 2,504 2,463 4,062 3,805
11,993 10,851 12,416 10,705

1 The gross principal exposure is the redemption amount on maturity or, in the case of an amortising instrument, the sum of the future
redemption amounts through the residual life of the security. Net principal exposure is the gross principal amount of assets that is not
protected by CDSs. It includes assets that benefit from monoline protection, except where this protection is purchased with a CDS.

2 Carrying amount of the net principal exposure.

3 At 31 December 2010, the group has no principal exposure to monoline insurers. At 31 December 2009,CDS gross protection of
HK8190m was in place for an ABS holding included under other assets. The ABS matured during 2010.

b Leveraged finance commitments

Leveraged finance commitments held by the group were HK$1,509m at 31 December 2010 (2009: HK$712m), of
which HK$130m (2009: HK$545m) was funded.

¢ Other involvement with SPEs

The group enters into certain transactions with customers in the ordinary course of business that involve the
establishment of SPEs. The purposes for which the SPEs are established include facilitating the raising of funding
for customers’ business activities or to effect a lease. The use of SPEs is not a significant part of the group’s
activities and the group is not reliant on SPEs for any material part of its business operations or profitability.

Ultimate holding company

55

The ultimate holding company of the Bank is HSBC Holdings plc, which is incorporated in England.

The largest group in which the accounts of the Bank are consolidated is that headed by HSBC Holdings plc. The
consolidated accounts of HSBC Holdings plc are available to the public on the HSBC Group’s web site at
www.hsbc.com or may be obtained from 8 Canada Square, London E14 SHQ, United Kingdom.

Nature of business

56

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

Events after the balance sheet date

57

There have been no events after the balance sheet date that would require disclosure in these financial statements.

Approval of accounts

The accounts were approved and authorised for issue by the Board of Directors on 28 February 2011.
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58 Accounting standards issued but not yet effective

The HKICPA has issued a number of amendments to HKFRSs and Interpretations which are not yet effective for the
year ended 31 December 2010 and which have not been adopted in these financial statements.

HKFRS 9 ‘Financial Instruments’ (‘HKFRS 9°) was issued in November 2009 and establishes new principles for the
classification and measurement of financial assets. In November 2010, the HKICPA issued additions to HKFRS 9
dealing with financial liabilities. The main changes from the requirements of HKAS 39 are summarised below.

e All financial assets are classified into two measurement categories: amortised cost or fair value. These two
categories replace the four categories under the current HKAS 39 ‘Financial Instruments: Recognition and
Measurement’.

e Financial assets are measured at fair value through profit or loss if they do not meet the criteria specified for
measurement at amortised cost or if doing so significantly reduces or eliminates an accounting mismatch. An entity
has the option to designate changes in fair value of an equity instrument not held for trading at fair value through
other comprehensive income with no recycling of gains or losses to the income statement.

e HKFRS 9 retains all the existing requirements for derecognition of financial instruments and most of the
requirements for financial liabilities, except that for financial liabilities designated under the fair value option other
than loan commitments and financial guarantee contracts, fair value changes attributable to changes in own credit
risk are to be presented in the statement of other comprehensive income, and are not subsequently reclassified to
income statement.

HKFRS 9 is mandatory for annual periods beginning on or after 1 January 2013 with earlier application permitted. It is
required to be applied retrospectively, but if adopted prior to 1 January 2012, an entity will be exempt from the
requirement to restate prior period comparative information. The group is presently studying the implications of
applying HKFRS 9. It is impracticable to quantify the impact of HKFRS 9 as at the date of publication of these
financial statements.

The HKICPA issued an amendment to HKFRS 7 ‘Financial Instruments: Disclosures’ in October 2010 which requires
additional disclosures for risk exposures arising from transferred financial assets. The amendment will be effective for
annual periods beginning on or after 1 July 2011, with earlier application permitted. No disclosures are required for
prior periods. The group is presently studying the implications of applying this amendment to HKFRS 7.

The HKICPA issued an amendment to HKAS 12 'Income Taxes' in December 2010, whereby deferred taxes on
investment property, carried under the fair value model in HKAS 40, will be measured on the presumption that an
investment property is recovered entirely through sale. The presumption is rebutted if the investment property is held
within a business whose objective is to consume substantially all of the economic benefits embodied in the investment
property over time, rather than through sale. The amendment will be effective for annual periods beginning on or after
1 January 2012 with earlier application permitted. The group is currently assessing the financial impact of this
amendment.

A number of other amendments to HKFRSs have been issued but are not yet effective and are not expected to have a
significant effect on the group’s financial statements:

e HKAS 24 (Revised 2009) ‘Related Party Disclosures’
e Hong Kong (IFRIC) Interpretation 19 ‘Extinguishing Financial Liabilities with Equity Instruments’

e Amendment to Hong Kong (IFRIC) Interpretation 14 ‘HKAS 19 The Limit on a Defined Benefit Asset, Minimum
Funding Requirements and their Interaction’

e ‘Improvements to HKFRSs’ issued in May 2010

e  Amendments to HKFRS 1 ‘First-time Adoption of Hong Kong Financial Reporting Standards’
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Independent auditor’s report to the shareholders of The Hongkong and
Shanghai Banking Corporation Limited (incorporated in Hong Kong with limited liability)

We have audited the consolidated financial statements
of The Hongkong and Shanghai Banking Corporation
Limited set out on pages 27 to 191, which comprise
the consolidated and the Bank’s balance sheets as at
31 December 2010, the consolidated income statement,
the consolidated statement of comprehensive income,
the consolidated statement of changes in equity and
the consolidated cash flow statement for the year then
ended and a summary of significant accounting
policies and other explanatory information.

Directors’ responsibility for the consolidated
financial statements

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

Auditor’s responsibility

Our responsibility is to express an opinion on these
consolidated financial statements based on our audit.
This report is made solely to you, as a body, in
accordance with section 141 of the Hong Kong
Companies Ordinance, and for no other purpose. We
do not assume responsibility towards or accept
liability to any other person for the contents of this
report.

We conducted our audit in accordance with Hong
Kong Standards on Auditing issued by the Hong Kong
Institute of Certified Public Accountants. Those
standards require that we comply with ethical
requirements and plan and perform the audit to obtain
reasonable assurance as to whether the consolidated
financial statements are free from material
misstatement.

An audit involves performing procedures to obtain
audit evidence about the amounts and disclosures in
the consolidated financial statements. The procedures
selected depend on the auditor’s judgement, including
the assessment of the risks of material misstatement of
the consolidated financial statements, whether due to
fraud or error. In making those risk assessments, the
auditor considers internal control relevant to the
entity’s  preparation of consolidated financial
statements that give a true and fair view in order to
design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing
an opinion on the effectiveness of the entity’s internal
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control. An audit also includes evaluating the
appropriateness of accounting policies used and the
reasonableness of accounting estimates made by the
directors, as well as evaluating the overall
presentation of the consolidated financial statements.

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

Opinion

In our opinion, the consolidated financial statements
give a true and fair view of the state of the affairs of
the Bank and the group as at 31 December 2010 and
of the group’s profit and cash flows for the year then
ended in accordance with Hong Kong Financial
Reporting Standards and have been properly prepared
in accordance with the Hong Kong Companies
Ordinance.

KPMG

Certified Public Accountants
8th Floor, Prince’s Building
10 Chater Road

Central

Hong Kong

28 February 2011
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