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

the liability of the Directors for these reportsis solely

to HSBC Holdings plc.

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

Certain defined terms

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

Financial statements

The consolidated financial statements of HSBC and the
separate financial statements of HSBC Holdings have been
prepared in accordance with International Financial
Reporting Sandards (‘IFRSs') as issued by the
International Accounting Standards Board (' 1ASB’) and
as endorsed by the European Union (‘EU’). EU-endorsed
IFRSs could differ from IFRSs asissued by the IASB if, at
any point in time, new or amended |FRSs were not to be
endorsed by the EU. At 31 December 2013, there were

no unendorsed standar ds effective for the year ended

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

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

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

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

Who we are / Our purpose

Who we are

HSBC is one of the largest banking and
financial services organisations in the world.

Our purpose

Our purpose is to be where the growth is,
connecting customers to opportunities,
enabling businesses to thrive and economies

Customers: to prosper, and ultimately helping people to
54 million fulfil their hopes and realise their ambitions.
Served by: Our strategic priorities

254,000 employees

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

We aim to be the world’s leading and most
respected international bank. We will
achieve this by focusing on the needs of our
customers and the societies we serve,
thereby delivering long-term sustainable
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Global Banking and Markets value to all our stakeholders. ?,
Global Private Banking 'S
For 2011 to 2013, we defined strategic actions across e
Located in: three areas: capital deployment, organisation and ©
75 countries and territories cost efﬁCiency, and grOWth. In May 2013, we %
announced a set of three interconnected and equally £
Across six geographical regions: weighted priorities for 2014 to 2016 to help us -
Europe deliver our strategy:
Hong Kong e grow the business and dividends;
Rest of Asia-Pacific ) e implement Global Standards; and
Middle East and North Africa e streamline processes and procedures. ©
North America e
Latin America These priorities form the basis for this Strategic D
Report. Each priority is interrelated, complementary a’>3
Offices: and underpinned by initiatives within our day-to-day 3
Over 6,300 business. Together they create value for our )
customers and shareholders, and contribute to the g
Global headquarters: long-term sustainability of HSBC. g
London A diagrammatic representation of the priorities and their ~
related themes is provided on page 12.
Market capitalisation:
US$207 billion How we measure performance
. - We track our progress in implementing our strategy 2
Il:losr;tg:non stock exchanges in: with a range of financial and non-financial measures é
Hong Kong or key performance indicators. Specific targets have %
New York been set for the period 2014 to 2016 at both a Group &
Paris Ievz_al and for each of our global businesses and Tg
Bermuda regions. =
|'_|‘::

Shareholders:
216,000 in 131 countries and territories

Cover images: internationalisation of the renminbi

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

Rewarding performance

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

For further information on HSBC Values, see page 25.

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

Highlights of 2013

» Profit before tax was up 9% to » Reinforced HSBC's position as one of the
US$22.6bn on a reported basis. best-capitalised banks in the world. Based
Underlying profit before tax was up 41% to on our current understanding of capital rules, we
US$21.6bn. remain well-placed to meet expected future

capital requirements.
» Considerable progress in delivering on

strategic priorities including the disposal or » Dividends to shareholders increased to
closure of a further 20 businesses and non-core US$9.2bn as capital strength creates capacity
investments announced in 2013, helping make for organic growth and allows us to increase the
HSBC easier to manage and control. dividends paid.
Profit before taxation Capital strength Cost efficiency ratio
(reported basis) (core tier 1 ratio)* (reported basis)?
£14.4bn At 31 December lo)
US$226bn HK$175bn 13.6% 59.6%
226 62.8
29 13.6
20.6 -
59.6
19.0 12.3
57.5
10.5
10.1
04 55.2
52.0
7.1
I 2009 ‘ 2010 ‘ 2011 ‘ 2012 I 2013 2009 2010 2011 2012 2013 ‘ 2009 ‘ 2010 ‘ 2011 I 2012 ‘ 2013
Dividends per ordinary share Return on average ordinary Share price
(in respect of year)® shareholders’ equity* at 31 December
£0.31 HK$84.15
U S$0.49 HK$3.80 9. 2% £6. 62 US$55.13 American
Depositary Share
0.49 109 7.09
0.45 95 o 6.51 a7 662
0.41
8.4
0.36
0.34 4.91
5.1
2009 2010 2011 2012 2013 2000 2010 2011 2012 2013 T 2009 2010 2011 2012 2013

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

For footnotes, see page 46.



Group Chairman’s Statement
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Against the welcome backdrop of generally
improving economic conditions, we significantly
progressed the reshaping of HSBC during 2013.

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

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

Nowhere is this more evident than in our
businesses facilitating cross-border investment and
trade activities. Our geographic presence, which
straddles both the key developed Western economies
and the most important markets in Asia, Latin
America and the Middle East, adds both comparative
advantage and resilience to our competitive
positioning.

China finished the year with record trade figures,
thereby becoming the largest trading nation in the
world, and it is fitting that the cover of this year’s
Annual Report features the three cities where HSBC’s
trade credentials were established in 1865 and which
are now playing key roles in the internationalisation
of the renminbi, namely Shanghai, Hong Kong and
London.

Performance in 2013

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

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

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

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

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

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

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

Strategic Report (continued)
Group Chairman’s Statement

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

Global Standards and regulatory change

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

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

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

Responding to heightened standards

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

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

Board changes

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

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

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

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

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

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



Kathleen Casey, a former Commissioner of the
US Securities and Exchange Commission (‘SEC’),
will join the Board as an independent non-executive
Director with effect from 1 March 2014. She will
become a member of the Group Audit Committee and
the Financial System Vulnerabilities Committee.

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

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

Governance changes

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

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

Looking forward

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

First, trade. HSBC was founded on financing
trade and investment flows. By 2050 trade and capital
flows between Asia, the Middle East and Latin
America, in which we are well represented, could
increase tenfold. The internationalisation of the
renminbi, where HSBC is already the leading
international bank, will amplify these opportunities.

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

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

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

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

The opportunities are clear; HSBC’s commitment
to be a trusted partner in the delivery of these
opportunities lies at the heart of our strategy. Our
ability to succeed lies in the strength and range of our
networks and our universal banking model. The rest
of this Strategic Report covers the detail of that
strategy.

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

D J Flint, Group Chairman
24 February 2014
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HSBC HOLDINGS PLC

Strategic Report (continued)
Group Chief Executive’s Review

Group Chief Executive’s
Review

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

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

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

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

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

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

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

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

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



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

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

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

Performance

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

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

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

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

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

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

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

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

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

Strategy - next phase

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

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

First, our strategy is designed to further grow
the business and dividends. We will continue to
recycle risk-weighted assets from lower return to
higher return parts of the Group. Our capital strategy
aims to increase dividends progressively. If we are
unable to deploy the remaining capital ourselves in
such a way that it provides incremental value for our
shareholders, we may seek to neutralise the effect of
scrip dividends through share buy-backs, subject to
regulatory capital requirements and shareholder
approval. We shall also continue to wind down and
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Strateg ic Repo rt (continued)

Group Chief Executive’s Review / Value creation and long-term sustainability > How we create value

thus reduce the impact of our portfolio of legacy
businesses.

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

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

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

Outlook

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

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

S T Gulliver, Group Chief Executive
24 February 2014



Value creation and long-term sustainability

e How we create value ...
e Long-term sustainability........cccconmiinriinnriinnnns
® OUr Strategy ... ssseens

® Qur strategic priorities ..........oeeeciiennenn.

Through our principal activities — making
payments, holding savings, providing finance
and managing risks — we play a central role in
society and in the economic system. Our target
is to build and maintain a business which is
sustainable in the long term.

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

How we create value

Banks, and the individuals within them, play a
crucial role in the economic and social system,
creating value for many parties in different ways.
We provide a facility for customers to securely and
conveniently deposit their savings. We allow funds
to flow from savers and investors to borrowers,
either directly or through the capital markets. The
borrowers then use these loans or other forms of
credit to buy goods or invest in businesses. By these
means, we help the economy to convert savings
which may be individually short-term into financing
which is, in aggregate, longer term. We bring
together investors and people looking for investment
funding and we develop new financial products. We
also facilitate personal and commercial transactions
by acting as payment agent both within countries and
internationally. Through these activities, we take on
risks which we then manage and reflect in our prices.

Our direct lending includes residential and
commercial mortgages and overdrafts, and term
loan facilities. We finance importers and exporters
engaged in international trade and provide advances
to companies secured on amounts owed to them by
their customers.

We also offer additional financial products
and services including broking, asset management,
financial advisory, life insurance, corporate finance,
securities services and alternative investments. We
make markets in financial assets so that investors
have confidence in efficient pricing and the
availability of buyers and sellers. We provide these
products for clients ranging from governments to
large and mid-market corporates, small and medium-
sized enterprises, high net worth individuals and
retail customers. We help customers raise financing
from external investors in debt and equity capital
markets. We create liquidity and price transparency
in these securities allowing investors to buy and
sell them on the secondary market. We exchange
national currencies, helping international trade.

Value creation

Customers

Personal, corporate, governmental,
institutional and high net worth
customers and counterparties

Branches
and offices

—~—————

Products and Income

Loans/ Deposits + Financial
credit investments services

Networks Markets

Trading
Interest and fee income and other
income

——————

Risk

and < Loan losses
Capital
A Salaries and other payments Employees
Infrastructure and other costs Third parties
Taxes Governments

Distribution

Dividends Shareholders

— Retained profit

Our main products and services are described in more detail
on page 79.

Our operating income is primarily derived from:

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

e net fee income — fee income we earn from the provision of
financial services and products to customers less fees we
pay; and

e net trading income — income from client driven trading
activities primarily conducted in Markets, including Foreign
Exchange, Credit, Rates and Equities trading.
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HSBC HOLDINGS PLC

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

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

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

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

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

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

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

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

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

Stress tests and other risk management
techniques are also used to ensure that potential
losses remain within our risk appetite under a wide
range of potential market scenarios.

10

In addition, we manage risks within HSBC,
including those which arise from the business we
do with customers.

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

Long-term sustainability

At HSBC, we understand that the success of our
business is closely connected to the economic,
environmental and social landscape in which we
operate. For us, long-term corporate sustainability
means achieving a sustainable return on equity and
profit growth so that we can continue to reward
shareholders and employees, build long-lasting
relationships with customers and suppliers, pay taxes
and duties in the countries in which we operate, and
invest in communities for future growth. The way
we do business is as important as what we do: our
responsibilities to our customers, employees and
shareholders as well as to the countries and
communities in which we operate go far beyond
simply being profitable.

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

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

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



Our strategy

Long-term trends

Our strategy is aligned to two long-term trends:

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

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

Competitive advantages

What matters in this environment are:

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

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

HSBC’s competitive advantages come from:

our meaningful presence in and long-term
commitment to our key strategic markets;

11

our strong ability to add to our capital base
while also providing competitive rewards to our
staff and good returns to our shareholders;

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

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

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

A two-part strategy

Based on these long-term trends and our competitive
advantages, we have developed a two-part strategy:

A network of businesses connecting the world.
HSBC is well positioned to capture growing
international trade and capital flows. Our global
reach and range of services place us in a strong
position to serve clients as they grow from small
enterprises into large multi-nationals through
our Commercial Banking and Global Banking
& Markets businesses.

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

Strategic Report (continued)

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

Our strategic priorities

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

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

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

everything we do.

interact. Delivering organic
growth will support
a progressive
dividend.

Financial
performance
(see page 16)

Operatin
'r)nodel J S Governance

(see page 14) (see page 25)
Value

creation

Business and long-term

model
(see page 13)

. . Employees
sustainability (see page 27)

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

social and
community
(see page 34)
S, o@‘)
/I[; 9‘0

Streamline ...

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

Grow the business and dividends

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

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

Our targets are to:

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

2. progressively grow dividends and introduce
share buy-backs as appropriate; and

3. reduce the effect of legacy and non-strategic
activities on our profit before tax and RWAs.

Business model

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

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

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

HSBC’s market

Hong Kong

and Rest of
Asia-Pacific

Home
[ ] [ ]

Middle East
and North

Africa

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

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

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

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

North Latin
America America

® Australia ® France * Egypt ® Canada ® Argentina
® Mainland China * Germany ® Saudi Arabia e USA ® Brazil
o ® India ® Switzerland * UAE ® Mexico
Pr'or't:" ® Indonesia ® Turkey
r?\raor‘ll(v;ts * Malaysia
® Singapore
® Taiwan
® Vietnam

Network
markets

and Markets

® Representative Offices

13

Operations primarily focused on international clients and businesses of Commercial Banking and Global Banking
® Together with home and priority markets these cover 85-90% of international trade and capital flows

® Markets where HSBC has profitable scale and focused operations
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HSBC HOLDINGS PLC

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

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

shareholders, interest to bondholders, expenses and

Our operating model is based on a matrix

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

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

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

Holding company

HSBC Holdings, the holding company of the Matrix management structure

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

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

Under authority delegated by the Board of matrix structure.

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

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

Matrix management structure

HSBC Holdings plc

Global Geographical Global

regions functions

businesses

Retail Banking and Europe Communications
Wealth Management Company Secretaries
Hong Kong c < abili
Commercial Banking ; - orporate Sustainability
Rest of Asia-Pacific Finance

Global Banking and Markets HSBC Technology and Services

Human Resources
Internal Audit
Latin America Legal
Marketing
Risk (including Compliance)
Strategy and Planning
| | |

Middle East and North Africa

Global Private Banking il A
o merica

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

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

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

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

Legal entities

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

14




Global businesses

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

within the parameters of the Group strategy in
liaison with the geographical regions, are responsible
for issuing planning guidance regarding their
businesses, are accountable for their profit and loss
performance, and manage their headcount.

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

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

Global
businesses

Deposits Deposits

Payments and cash

Liability Account services
management

driven

Deposits

Payments and cash
management

Balance sheet
management

Deposits
Account services

Asset ® Credit and lending ® Credit and lending ® Credit and lending ® Credit and lending
driven . Intern_ational t_rade and ® Asset and trade finance
receivables finance
[ [ [ [
® Asset management ® Commercial insurance e Corporate finance’ ® Asset management®
® Wealth solutions and and investments ® Markets8 ® Financial advisory'®
Fee driven financial planning e Securities services ® Broking®
and other |° Broking® e Corporate finance
e Life insurance (via GB&M)’
manufacturing e Alternative investments'!

For footnotes, see page 46.

Investment criteria

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

Decisions over where to invest additional
resources have three components:

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

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

15

e Risk — the investment must be consistent with
our risk appetite.

Using the six filters in decision-making

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

6. Financial crime risk
Low ‘ High
Risk
}
Turnaround/ Risk
improve mitigation
Continue Risk
asis mitigation
} Discontinue/dispose

1. Connectivity 3. Profitability
2. Economic 4. Efficiency
development 5. Liquidity

Yes
High ~|:
No
Yes
Medium/low ~|:
No
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HSBC HOLDINGS PLC

Strategic Report (continued)

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

Financial performance

Performance reflected underlying momentum
in areas of targeted investment

Reported results

2013 2012 2011

uS$m us$m Us$m

Net interest income .......... 35,539 37,672 40,662
Net fee income ................. 16,434 16,430 17,160
Other income ........c.cc..... 12,672 14,228 14,458
Net operating income®.... 64,645 68,330 72,280
LICS™ oo (5,849) (8,311) (12,127)
Net operating income ... 58,796 60,019 60,153
Total operating expenses.. (38,556) (42,927) (41,545)
Operating profit ............. 20,240 17,092 18,608
Income from associates™.. 2,325 3,557 3,264
Profit before tax ............. 22,565 20,649 21,872

For footnotes, see page 46.

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

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

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

Underlying performance

For further information on non-GAAP financial measures, see
page 47.

From reported results to underlying performance
To arrive at underlying performance,

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

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

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

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

Underlying profit before tax

16,224

2012 2013 2011
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Profit attributable to ordinary
(US$bn) shareholders (US$m)

Earnings per share
(US$)

15,631

2013 2011 2012 2013



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

UK customer redress.

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

The following commentary is on an underlying
basis.

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

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

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

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

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

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

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

in CMB relating to homebuilders due to a change

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

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

Underlying operating expenses were US$2.6bn

or 6% less than in 2012, primarily due to the
non-recurrence of a 2012 charge following US
anti-money laundering (“AML’), Bank Secrecy

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

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

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

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

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

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

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

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

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

Balance sheet strength

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

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

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

Total assets
(US$bn) (%)

2,693

2,671

2011 2012 2013 2011

Loans and advances to

customers™ (US$hn) (US$bn)

1,080

2011 2012 2013 2011

For footnotes, see page 46.

2012

Customer accounts™

2012

Post-tax return on average total assets

2013

Ratio of customer advances to customer
deposits (%)

75.0

74.4

2013 2011 2012 2013



Capital strength

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

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

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

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

Leverage ratio

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

Estimated leverage ratio
At 31 December

2013 2012
Ussbn US$bhn

Tier 1 capital under CRD IV

(end point) .....cceevrnnnicenae 133 116
Exposures after regulatory

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

(end point) .....ccoeevvneniccinen 4.4% 4.2%

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

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

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

Core tier 1 ratio*
(%) (%)

12.3

2011 2012 2013 201

For footnotes, see page 46.

Total capital ratio

2012

19

Common equity tier 1 ratio®
(%)

10.9
9.5

2013 2012 2013
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Strategic Report (continued)
Strategic priority 1 — Grow the business and dividends > Financial performance

Meeting our targets

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

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

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

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

Progressively grow dividends and introduce
share buy-backs as appropriate

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

Although significant regulatory uncertainty
remains, we continue to demonstrate our ability to
generate capital and support a progressive dividend
policy based on our three key strategic priorities of
growing the business and dividends, implementing
Global Standards and streamlining processes and
procedures.

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

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

policy.

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

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

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

Risk-weighted assets (US$bn)

1,210

1,124

2011 2012 2013 2011

Return on risk-weighted assets (%)

Dividend payout ratio (%)

2.0
56.4 571

2013 2011 2012 2013



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

Run-off portfolios’” contribution to RWAs (US$hn)

182

146

105

2011 2012 2013

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

Brand value

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

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

Brand value (US$bn)

27.6

26.9

Feb 2012 Feb 2013 Feb 2014
In addition to the Brand Finance measure, we

have reviewed our performance in two other rating
agency evaluations that receive substantial public
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coverage. In the Brand Z Most Valuable Global
Brand tables published in the Financial Times

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

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

Economic contribution

By running a sustainable business, HSBC is able

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

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

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

HSBC’s net tax paid

2013 2012

USs$bn USs$bn

Tax on profits ......cccoveeeverrrnienes 4.7 5.6
Employer taxes ........ccccooveeninas 1.6 1.6
UK bank levy™ ........cccoovvvervnenns 0.7 0.5
Irrecoverable value-added tax ..... 0.8 0.8
Other duties and levies ................ 0.8 0.8
8.6 9.3

For footnote, see page 46.
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HSBC HOLDINGS PLC

Strategic Report (continued)

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

Distribution of economic benefits

2013 2012
US$bn  US$bhn
Net cash tax outflow ............... 8.6 9.3
Distributions to shareholders
and non-controlling
INLErests ...ooveerirreeecas 10.2 8.7
Employee compensation
and benefits ........cccoovennne 19.2 205
General administrative
expenses including
premises and procurement ... 17.1 20.0

Market capitalisation and total shareholder return

US$0.50 ordinary Market
shares in issue capitalisation
18,830m US$207bn

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

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

To 31 December 2013 ........cccocovvveicieeeee e,
Benchmarks:

—FTSE 100% ...
—MSCIWOIIEZ ...
— MSCIBANKSZ ..o

For footnotes, see page 46.

Pro-forma post-tax profit allocation®

2011 2013 2012
USshbn % %
8.0 Retained earnings/capital ............. 53 60
Dividends ........cccoevvvvnnniniininns 35 29
Variable pay ......ccccccoevnnninnnen 12 11
8.3 pay
100 100
21.2
For footnote, see page 46.
175
Closing market price
American
London Hong Kong Depositary Share™
2012: £6.47 2012: HK$81.3 2012: US$53.07
2011: £4.91 2011: HK$59.00 2011: US$38.10
Total shareholder return®®
Over 1 year Over 3 years Over 5 years
119 128 183
127 141 207
125 132 186
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Strategic priority 2
Implement Global Standards

]

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

® GOVEINANCE ..o 25 of HSBC and the financial system as a whole. 'GE;
® EMPIOYEES ..o ieenesnsssssenee 27 ©
n

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

help us create value for our stakeholders.

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

as a source of competitive advantage. Global
Standards allow us to:

compliance available in any jurisdiction e strengthen our response to the ongoing threat %
where HSBC operates and to deploy them of financial crime; é
globally on a consistent basis. e make consistent — and therefore simplify — the =
i i i '©
By definition, the impact of Global Standards is g:zgaﬁﬁquﬁggémommr and enforce high =
organisation-wide, and the principal means by which ’ E
we drive consistently high standards is through e strengthen policies and processes that govern
universal application of our HSBC Values, strong how we do business and with whom; and
systems of governance an d the behaviours, . e ensure that we consistently apply our HSBC
performance and recognition of all our people in Values
managing high quality customer relationships. ' ®
o
In line with our ambition to be recognised as the Implementing Global Standards §
world’s leading international bank, w ir T
© .d § leading internationa b? , We aspire to set We expect our Global Standards programme to g
the industry standard for knowing our customers and . . L o
- . . - . . underpin our business practices in the future. O]
detecting, deterring and protecting against financial .. . . >
crime. As international markets become more Initially, we are concentrating on transforming how 2
interc.onnecte d and complex and as threats to the we detect, deter and protect against financial crime. 5
global financial system grow, we are strengthening We are |mpl_ement|ng a more cons_lsten_t, . . &
further the policies and practices which govern how comprehensive approach to assessing financial crime
we do business and with whom risk in order to help protect our customers, our
' employees and the financial system as a whole.
We greatly value our reputation. Our success
over the years is due in no small part to our Governance framework @
reputation for trustworthiness and integrity. In areas . . =
where we have fallen short in recent years — in the The Qlobal Staqdards Execution Com.mlttge £
application of our standards and in our ability to provides execution control based on direction and Q
- .y . @©
identify and so prevent misuse and abuse of the priorities set by the Global Standards Steering b
financial system through our networks — we have Meeting (a meeting of the GMB), details of which K
. . may be found in the Directors’ Report on page 354. 2
moved immediately to strengthen our governance . . i : ©
rocesses and have committed to adopt and enforce The Financial System Vulnerabilities Committee and k=
fhe highest or most effective financialpcrime the Board receive regular reports on the Global -
. Standards programme.
compliance standards across HSBC. prog
We continue to reinforce the status and Under this governance structure, a sequenced
significance of compliance and adherence to our approach to global implementation was designed, S
G?obal Standards b;)building strong internal tested and deployed during 2013 following detailed -%
. . planning, to closely identify and manage execution £
controls, developing world class capabilities through . . =
communication ptragi]ning and assuraelce programmgs risk, ensure that our Global Standards are delivered i)
’ - - (=
to make sure employees understand and can meet in a globally consistent and coherent way, and =
. S L embed sustained ways of working. L
their responsibilities, and redesigning core elements =
of how we assess and reward senior executives. The process of embedding Global Standards and =
We see the implementation of Global Standards the supporting controls and capabilities that allow %
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Strategic Report (continued)
Strategic priority 2 — Implement Global Standards > HSBC Values / Governance

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

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

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

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

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

Changes in day-to-day activities
Risk appetite

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

Enterprise-wide risk assessment

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

Incentives

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

Organisation

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

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

The Monitor

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

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

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

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



HSBC Values

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

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

HSBC Values

Be dependable and do the right thing

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

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

Be open to different ideas and cultures

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

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

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

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

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

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

Business principles

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

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

Business principles

o Financial strength — maintain capital strength and liquidity

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

o Speed - be fast and responsive, make principles-led
decisions

o Performance-focus — drive leading, competitive levels of

performance, act with urgency and intensity, prioritise,

simplify

Efficiency — focus on cost discipline and process efficiency

Quality — pursue excellence

Customer-focus — provide outstanding customer experience

Integrated — align the Group and break down silos

Sustainability — take a long-term outlook, understand

impact of actions on stakeholders, brand and reputation

Governance

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

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

Role of the Board and Committees

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

GMB executive committees

Group Management Board

Risk Management Global Standards

Meeting Steering Meeting
Reviews the policy Develops and implements
guidelines for the global standards reflecting

management of risk best practices which
within the Group must be adopted and
adhered to consistently
throughout the Group

The key roles of the non-executive committees
established by the Board are described in the chart
below.
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Strategic priority 2 - Implement Global Standards > Employees

The committee structure and governance framework of the HSBC Holdings Board

HSBC Holdings plc

Board of Directors

[

Group Risk
Committee

|

Group Audit
Committee

Group Remuneration
Committee

Nomination
Committee

Non-executive responsibility
for oversight of, and advice
to the Board on, high level
risk-related matters and
risk governance.

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

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

policy and the remuneration

of senior executives.

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

[

Group Management
Board

|

Financial System
Vulnerabilities Committee

|

Conduct & Values
Committee?!

|

Chairman’s
Committee?

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

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

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

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

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

For footnotes, see page 46.

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

For further details on Group corporate governance, see

page 329.
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Employees

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

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

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

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

e We are committed to a diverse and inclusive
culture reflective of our customer base.

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

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

UK

Other
73,000

France
9,000 '
us
16,000 ‘

Mexico

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

India
31,000

Hong Kong
29,000

Profile of leadership

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

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

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

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

Employee development

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

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

Employee engagement

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

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

The overall engagement score in 2013 was 68%,
which was four points ahead of the financial services
industry norm and eight points behind the best-in-
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class benchmark. Strong scores were registered in
risk awareness (81% and nine points above best-in-
class), leadership capability (67%) and living the
HSBC Values (77%). Employee development
significantly improved from six points below best-
in-class in 2011 to three points above in 2013.
Aspects that require attention included pride and
advocacy, which were 12 and 13 points,
respectively, below best-in-class norms and had
fallen from 2011 levels.

Succession planning

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

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

Diversity and inclusion

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

Oversight of our diversity and inclusion
agenda resides with executives on the Group
Diversity Committee, complemented by a number

28

of Group People/Diversity Committees. We have
over 55 employee network groups representing
gender, ethnicity, age, sexuality, disability, religion,
culture, working parents, health and community
volunteering. These groups are instrumental in
driving an inclusive culture and maintaining
effective dialogue between management and
employees.

Gender balance

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

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

Gender balance

Male Female Total
Executive Directors 3 - 3
Non-executive
Directors ........... 9 4 13
Directors ................ 12 4 16
Senior employees .. 6,339 1,867 8,206
Other employees ... 118,980 135,714 254,694
Total voeeverrie 125,331 137,585 262,916
Male Female Total
% % %
Executive Directors 100.0 - 100
Non-executive
Directors ........... 69.2 30.8 100
Directors ................ 75.0 25.0 100
Senior employees .. 77.3 22.7 100
Other employees ... 46.7 53.3 100
Total .ccveeerree. 47.7 52.3 100

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

The average age of our employees is 36 years
and average tenure is 8.9 years.



Unconscious bias

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

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

Health, welfare and safety

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

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

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

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

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

Strategic priority 3
Streamline processes and procedures

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

e Operational performance ... 34
® CUSTOMEIS ..oooovicciecei e 31

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

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

Standards and increasing dividends.

Operational performance

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

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

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

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

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

Sustainable savings 2011 to 2013

US$bn

Re-engineering operational processes ......... 1.6
Re-engineering global functions ................. 1.4
Implementing consistent business models .. 0.7
Streamlining 1T ...ccoovviiiiiieccee 0.8
4.5

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

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

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

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

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

e propositions, and sales channels;

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

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

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

Cost efficiency ratio

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



Customers

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

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

Customer service and satisfaction

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

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

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

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

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

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

Retail Banking and Wealth Management

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

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

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

We intend to refresh HSBC Advance in all our
priority markets in 2014, putting digital functionality
at the heart of the updated proposition. We are
focusing on the day-to-day banking needs of our
customers and improving their access to personal
lending.

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

We have undertaken a full review of all our
products in RBWM, and are standardising our
offering across all categories. Products are assessed
on grounds of fairness and transparency before being
approved. For example, in the UK, we made money
management easier by simplifying automated teller
machine (*ATM”) withdrawals, we improved our
branch infrastructure to enable customers to reset
their telephone security at the branches and we
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updated our on-line avatar, ‘Ask Olivia’, so that
customers can easily get online answers to questions
about error codes on their secure key. In Vietnam,

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

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

Interacting with customers

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

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

Supporting home ownership

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

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

32

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

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

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

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

Supporting customers in financial difficulty

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

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

Commercial Banking
Supporting small and medium-sized entities

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



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

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

Interacting with customers

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

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

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

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

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

New renminbi products and services

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

o offer an automated foreign currency cross-
border sweeping structure in mainland China to
help multinationals optimise the use of internal
funding by consolidating their liquidity
positions onshore and offshore;

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

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

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

Client selection

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

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

Our risk profile is described on page 134.
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Strategic priority 3 — Streamline processes and procedures > Environmental, social and community obligations

Environmental, social and
community obligations

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

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

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

Human rights

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

Our sustainability risk framework

We recognise that businesses can have an impact

on the environment and communities around

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

and providing independent assurance on their
implementation, we go beyond the minimum
requirements of the Equator Principles framework.
Our sustainability risk framework is based on robust
policies, formal processes and well-trained,
empowered people.

We welcome constructive feedback from NGOs
and campaign groups and regularly engage with a
number of them on matters of shared interest. In
2013, HSBC was approached by non-governmental
organisations (‘NGO’s) raising concerns regarding
the implementation of our forest land and forest
products sector policy. If our clients do not comply
fully with our policies, or cannot show that they are
on a credible path to do so, we will exit our
relationship with them.

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

Climate business

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

Our sustainable operations strategy

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

1. factors provided by the data/service providers;

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

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

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



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

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

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

HSBC Technology and Services employs
around a third of our workforce and runs our
operations, including real estate, IT infrastructure
and supply chain. One of its goals, known as
‘REDUCE’, is to cut annual carbon dioxide
emissions per employee by a tonne between 2012
and 2020 to 2.5 tonnes. Our baseline year is 2011, in

Carbon dioxide emissions in tonnes which emissions were 3.44 tonnes (rounded up to
2013 2012 3.5).
Total covvoeeveeeereeenes 889,000 963,000 To tackle this challenge, we set a 10-point
From energy ......c.c..ccoeee. 755,000 825,000 sustainable operations strategy at the start of 2012,
From travel ................. 134,000 138,000 listed below. This strategy covers issues from
sustainability leadership and engagement to supply-
Carbon dioxide emissions in tonnes per FTE chain collaboration, and includes ambitious targets
2013 2012 to reduce our use of energy and reduce our waste.
TOAl oo 3.43 3.61 We made progress in 2013, but recognise that
From energy ... 291 3.09 stretching goals like these will take time to achieve.
From travel ..........cco.ooo.. 0.52 0.52 We have capitalised on “quick wins” where possible,

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

Our 10-point sustainable operations strategy

1. We are engaging all employees in delivering improved efficiency by 2020 with training and sustainability leadership programmes.

2. We will increase energy consumption from renewables from 24% to 40% and increase self-generated electricity capacity from zero to 5%.

3. We will collaborate with our supply chain to achieve sustainable savings through efficiency and innovation.

4. We will improve the energy efficiency of our Group data centres.

5. An annual US$5m investment in an HSBC Eco-efficiency Fund has been committed to trial sustainable innovation.

6. Our target is to increase the recycling of HSBC’s waste from 60% to 100% of our office waste and electronic-waste.

7.Work on all new and redesigned buildings costing over US$10m in our portfolio of 7,500 buildings will be done to Leadership in
Energy and Environmental Design (‘LEED?’) certification standards.

8. We aim to reduce annual energy consumption per employee by 1IMWh.

9. We will reduce paper usage, ensure it comes from sustainable sources, and encourage paperless banking for all retail and commercial
customers.

10. We continue to promote alternatives to travel, reducing travel carbon emissions per employee.

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

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

Community Investment programmes. We report in

Youth education detail on this in the HSBC Sustainability Report 2013.

Education is key to prosperity. We seek to help

young people fulfil their potential through global and HSBC Water Programme

local investment in education programmes. Our 2013 was the second year of our flagship
programmes span various levels of need, including environmental project, the HSBC Water Programme.
financial literacy training, scholarships, cultural This is a five-year, US$100m programme in
awareness programmes and teaching life skills. partnership with Earthwatch, WaterAid and WWF

to deliver water provision, protection, information
and education across the world. In 2013, we
developed the programme by connecting specific
parts of our business with HSBC Water Programme
activities.

In 2013, we launched the three-year £30m
(US$47m) Opportunity Partnership, to help transform
the lives of 25,000 disadvantaged young people in
the UK through education, training and work.
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Risk overview

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

® Riskin 2013 oot 36 sheet and liquidity position, and capital

e Top and emerging risks .......ooooococrerevenee 37  strength.

e How we manage risk ..., 39

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

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

Risk and our strategic priorities

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

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

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

Streamline processes and procedures — during
2013, we initiated a comprehensive programme
to reposition our portfolios in line with our updated
risk appetite, and we made progress with programmes
to make HSBC easier to manage and control. We also
continued to simplify the Group structure through our
disposal programme and to de-risk legacy portfolios.
The steps we have taken to reshape HSBC have
released around US$90bn in risk-weighted assets to
date.

Our business and operating models are described on page 13.
For further information on Global Standards, see page 23.

Risk in 2013

Financial markets were volatile during 2013,
reflecting concerns over the US fiscal cliff and debt
ceiling, the potential tapering of quantitative easing,
the continuing political instability in the Middle East
and its possible effect on global energy prices, and
the widely held view that the global economic
recovery remains fragile. We maintained a
conservative risk profile by reducing exposure to

the most likely areas of stress:

e we managed selectively our exposure to
sovereign debt and bank counterparties to
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ensure that the overall quality of the portfolio
remained strong;

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

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

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

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

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

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

2013 2012
US$bn US$bn
Maximum exposure to
credit risk .oooovvvveecerernrines 3,112 3,140
of which:
—loans and advances
held at amortised cost** .. 1,292 1,150
Risk-weighted assets ............ 1,093 1,124
of which:
—credit risk RWAs ............ 864 898
—market risk RWAs .......... 63 55
—operational risk RWAs ... 119 122
Proportion of RWAs on
standardised approach ... 30% 34%
Trading value at risk
(US$M) o 52 79
Advances to deposits ratio™ 73% 74%
Advances to core funding
(year end)™:
HSBC UK® ..o, 100% 106%
HBAP* ... . 72% 73%
HSBC USA® 85% 78%

For footnotes, see page 46.



Risks incurred in our business activities

Our principal banking risks are credit risk, liquidity
and funding risks, market risk, operational risk,
compliance risk, fiduciary risk, reputational risk
pension risk and sustainability risk. We also

incur insurance risk. The chart below provides a

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

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

Exposure to risks arising from the business activities of global businesses

Other

(including Holding
Company)

Global
business
| | | |
Deposits Deposits Deposits Deposits HSBC holding
Accounts services Payments and cash Payments and cash Account services con:palny andt_
ntr: ration
Credit and lending management management Credit and lending N CREEUE
Asset management Credit and lending Balance sheett Asset management
; managemen
Business Wealth solutions and International trade . ) Financial advisory
i fi ial plannin and receivables Credit and lending .
activities inancial p 9 §i Broking
Broking inance Asset and trade .
L Commercial finance Corporate finance
Life insurance insurance and ) (via GB&M)
manufacturing o Corporate finance .
investments Alternative
Markets investments
Securities services
| | | | |
US$bn US$bn US$bn US$bn US$bn
Balance ® Assets 517 ® Assets 361 ® Assets 1,976 ® Assets 98 ® Assets 172
sheet® |o Customer ® Customer ® Customer ® Customer ® Customer
accounts 580 accounts 354 accounts 450 accounts 97 accounts 1
I I I I I
US$bn US$bn US$bn US$bn US$bn
® Credit risk 195 ® Credit risk 359 ® Credit risk 270 ® Credit risk 17 ® Credit risk 23
RWASs ® Operational risk 39 ® Operational risk 33 ® Counterparty ® Operational risk 4 ® Operational risk -
credit risk 46
® Operational risk 43
* Market risk 63
I I I I I
Ri_Sk Liquidity and funding risk (page 213), Pension risk (page 260), Fiduciary risk (page 248), Reputational risk (page 260),
profile Compliance risk (page 247), Sustainability risk (page 263) and Insurance risk (page 249). The latter is predominantly in RBWM and CMB.

For footnote, see page 46.

For further information on credit risk, see page 150;

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

Top and emerging risks

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

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

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

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

Strategic Report (continued)

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

Top and emerging risks - @) / @

Macroeconomic and

geopolitical risks

Macro-prudential, regulatory
and legal risks to our

Risks related to our business
operation, governance and

business model

internal control systems

(@ Emerging markets’
slowdown

0 Regulatory developments
affecting our business
model and Group
profitability

@ Heightened execution risk

Growth decelerated in a number

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

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

the areas of capital and liquidity
management and business structure.

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

(@ Increased geopolitical risk

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

o Internet crime and fraud
and
@ nformation security risk

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

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

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

to investigations regarding past
inadequate compliance with AML
and sanctions laws and we continue
to be subject to other regulatory
proceedings, the outcome of which
is difficult to predict. There is a risk
that we fail to meet agreed deadlines
or are found to have material gaps

in our plans or the implementation
progress compared with that required
by the DPAs and other orders.

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

@ Data management

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

6 Dispute risk

@ Model risk

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

to potential financial loss and
significant reputational damage.

Regulatory requirements relating to
models and assumptions in areas such
as capital calculations and stress
testing could potentially result in an
increased and more volatile capital
requirement.

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

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



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

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

How we manage risk

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

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

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

Running risk like a business

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

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

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

e understanding the detail behind our risks and
costs.

Organisation and structure

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

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

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

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

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

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

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

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

Three lines of defence

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

e  First line — every employee is responsible for
the risks that are part of their day to day jobs.
The first line of defence ensures that all key
risks within their operations are identified,
mitigated and monitored by appropriate internal
controls within an overall control environment.

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

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

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

Strateg ic Repo rt (continued)

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

People

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

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

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

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

Risk management processes and procedures

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

risk identification;

risk appetite;

mapping our risk profile; and
stress testing and scenario analysis

Risk identification

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

Risk appetite

The Group’s Risk Appetite Statement describes

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

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

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

e guides underlying business activity, ensuring
it is aligned to risk appetite statements;

e informs risk-adjusted remuneration;

e enables the key underlying assumptions to
be monitored and, where necessary, adjusted
through subsequent business planning cycles;
and

o promptly identifies business decisions needed
to mitigate risk.

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

Key risk appetite metrics

2013
Target® Actual

Core tier 1 ratio ........... 9.5% to 10.5% 13.6%
Common equity

tier L ratio ......c...... 9.5% to 10.5% 10.9%
Return on equity ......... 12% to 15% 9.2%
Return on RWAs ......... 2.1%1t02.7% 2.0%
Cost efficiency ratio .... 48% to 52% 59.6%
Advances to customer

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

impairment charges) operating income 7.7%

For footnotes, see page 46.

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

Our core tier 1 ratio exceeded the target,
although remained within our risk tolerance to
ensure we were well placed to meet requirements on
a Basel 11 basis (page 309).

Our six filters are described on page 15.



Mapping our risk profile

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

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

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

Stress testing and scenario analysis

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

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

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

How risk affects our performance

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

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

LICs fell in North America, Europe and the
Middle East and North Africa following a general
improvement in credit conditions but rose in Latin
America for reasons outlined on page 17.

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

HSBC is party to legal proceedings,
investigations and regulatory matters in a number
of jurisdictions arising out of its normal business
operations. We recognise a provision for a liability
in relation to these matters when it is probable that
an outflow of economic benefits will be required to
settle an obligation which has arisen as a result of
past events, and for which a reliable estimate can
be made of the amount of the obligation. Our
provisions for legal proceedings and regulatory
matters and for customer remediation at
31 December 2013 totalled US$4.2bn. While the
outcome of these matters is inherently uncertain,
management believes that, based on the information
available to it, appropriate provisions have been
made.

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

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

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

For details of operational losses, see page 246.

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

Rewarding performance > Employee remuneration / Directors’ remuneration

Rewarding performance

e Employee remuneration

e Directors’ remuneration ............ccccevveeneenn.

e Remuneration policy going forward ...

e External reporting

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

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

Employee remuneration

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

o fixed pay;

o Denefits;

e annual incentive; and

e the Group Performance Share Plan (‘GPSP’).

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

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

Industry changes and key challenges

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

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

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

Variable pay pool determination

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

Variable pay pool

Group
2013 2012
us$m us$m
Variable pay pool

— total e 3,920 3,689

— as a percentage of
underlying profit.........c.c.ce.... 15% 17%
— percentage of pool deferred® . 18% 17%

For footnote, see page 46.



Funding

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

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

The methodology also considers the relationship
between capital, dividends and variable pay to
ensure that the distribution of post-tax profits
between these three elements is considered
appropriate.

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

Executive Directors

Relative importance of spend on pay

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

m2013 =2012
US$m 6%

20,491

19,196

+11%

9,200 8,300

Ordinary 2

Employee compensation
dividends and benefits

For footnote, see page 46.

Directors’ remuneration

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

Douglas Flint Stuart Gulliver lain Mackay
2013 2012 2013 2012 2013 2012
£000 £000 £000 £000 £000 £000
Fixed pay
Base salary ... 1,500 1,500 1,250 1,250 700 700
PENSION ... 750 750 625 625 350 350
2,250 2,250 1,875 1,875 1,050 1,050
BENEFitS wovvviieeeee e 48 64 591 642 33 36
Variable pay
ANnual iNCeNtIVE .......ccooevveeiieieseen - - 1,833 780 1,074 539
GPSP ... - - 3,667 3,000 2,148 1,400
- - 5,500 3,780 3,222 1,939
Notional return on deferred cash ................ 27 12 - - 7 3
Non-taxable benefits ..........ccccooeviveiicennns 102 98 67 65 53 50
Total single figure of remuneration............. 2,427 2,424 8,033 6,362 4,365 3,078
Addendum
Annual incentive with performance
CONAitioNS™ ..o = - = 1,170 = 809
Total single figure of remuneration and
annual incentive with performance
CONItIONS ...vcviiireiccecec e 2,427 2,424 8,033 7,533 4,365 3,887

For footnote, see page 46.
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Rewarding performance / Directors’ remuneration / Remuneration policy going forward / External reporting

Douglas Flint, as Group Chairman, is not
eligible for an annual incentive and did not receive a

GPSP award in 2013.

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

Variable pay performance for 2013

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

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

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

Stuart Gulliver lain Mackay

Pre- Post-

discretion discretion

per- Pre- Com- Post- per-

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

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

For footnote, see page 46.

Remuneration policy going forward

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

Changes in remuneration policy for 2014

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

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

Purpose and link Performance

to strategy Operation Maximum opportunity metrics

Salary No change No change No change (none)
Fixed pay allowance® Introduction of  Maximum fixed pay allowance for each executive Director will be None

share allowance

the difference between (i) 50% of the target remuneration of the
executive Director under this policy and (ii) the aggregate of the base
salary and cash allowance in lieu of pension for that executive

Director
Benefits No change No change No change (none)
Total variable pay No change Maximum at 900% of salary reduced to 200% of fixed pay No change
Annual incentive® No change Maximum incentive reduced from 300% of base salary to 67% of See page 382
fixed pay
GPSP* No change Maximum incentive reduced from 600% of base salary to 133% of See page 383
fixed pay
Pension No change No change No change (none)

For footnote, see page 46.

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

market.

Fixed pay allowances will only be granted to
certain material risk takers based on their role,
function, experience and technical expertise. The
Group Chairman will not be eligible for a fixed pay

allowance.

Executive Directors, Group Managing Directors
and Group General Managers will receive shares that

vest immediately. The shares (net of shares sold to

cover any income tax and social security) will be

subject to a retention period. 20% of these shares
will be released in March immediately following the

44

end of the financial year in which the shares are
granted. The remaining 80% will be subject to a
retention period of at least five years.



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

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

External reporting

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

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

HSBC Holdings plc

Registered number 617987
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HSBC HOLDINGS PLC

Strateg ic Repo rt (continued)

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

Footnotes to Strategic Report

1 A Basel Il measure, of core tier 1 capital expressed as percentage of total risk-weighted assets.

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

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

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

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

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

16 September 2013 and 16 December 2013.

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

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

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

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

8 Including Foreign Exchange, Rates, Credit and Equities.

9 Including portfolio management.

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

11 Including hedge funds, real estate and private equity.

12 Loan impairment charges and other credit risk provisions.

13 Share of profit in associates and joint ventures.

14 1n 2013, GB&M changed the way it manages repo and reverse repo activities in the Credit and Rates businesses as set out on page 68
of the ‘Financial Review’. This led to an increase in the amount of reverse repo and repo agreements classified as ‘Loans and advances
to customers’ at amortised cost and '‘Customer accounts' at amortised cost in the balance sheet, respectively.

15 A Basel 111 measure, of common equity tier 1 capital expressed as percentage of total risk exposure amount.

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

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

18 Each American Depositary Share represents five ordinary shares.

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

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

21 Established on 17 January 2014.

22 Established on 22 November 2013.

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

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

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

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

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

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

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

30 60% of the 2012 annual incentive for Stuart Gulliver and lain Mackay disclosed in the 2012 Directors’ Remuneration Report was

deferred for five years. The vesting of these awards is subject to a service condition and satisfactory completion of the DPA. The DPA

condition ends on the fifth anniversary of the award date unless the DPA is extended or otherwise continues beyond that date, in which
case the awards will vest on the date on which the DPA expires and otherwise ceases to operate.

In its meeting of 15 January 2014, the Group Remuneration Committee used its discretion to reduce overall variable pay by £1.25m

(equivalent to 18.5% of the total annual incentive and GPSP). This adjustment was considered appropriate in the context of overall

Group-wide year-over-year profitability and incentive pool funding, Group-wide risk and compliance, market remuneration

benchmarks and the remuneration recommendations for the Group CEQ’s direct reports.

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

Report of the Directors: Financial Review

Financial summary > Use of non-GAAP financial measures

Financial summary

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

Use of non-GAAP financial measures ............c........ a7 . .
Constant 47 commentaries are on a constant currency basis, »
ONSTANT CUITENCY .vvviiiiiiiiiiici i - - P
y as reconciled in the table below. o
Underlying performance .........ccoevieiceennnenennns 47 %
The foreign currency translation differences 05
Consolidated income statement ............cccoceceeererennee. 51 reflect the movements of the US dollar against most 'qa)-,
major currencies during 2013. i
Group performance by income and expense item ... 53 §
Net interest income . 53 We exclude the translation differences because »
NEE E€ INCOME ..o 55 we consider the like-for-like basis of constant
NEEtrading INCOME «.vvreerrseerseresersssersssersseressne 55 currency financial measures more appropriately
Net income/(expense) from financial instruments reflects changes due to operating performance.
designated at fair value ...........ccceevvvvveeierisscceinns 56
Gains less losses from financial investments ............... 58 Constant currency
Net earned insurance Premiums .......c.cooeeveeereeennreenns 58 Constant currency comparatives for 2012 referred to in the %
Gains on disposal of US branch network, US commentaries are computed by retranslating into US dollars S
cards business and Ping AN ... 59 ;cs)gc?cc;g{eus's dollar branches, subsidiaries, joint ventures and g
Other operating iNCOME ............coovvveeecvveerereenrsseenereons - ©
Net P gl o d and . 59 e the income statements for 2012 at the average rates of g
et insurance claims incurred and movement in exchange for 2013; and =
liabilities to policyholders ..........cccovveieiennnnciene. 60 - c
. poficy o o the balance sheet at 31 December 2012 at the prevailing i
Loan |mpalrment charges and other credit risk o rates of exchange on 31 December 2013.
FOVISIONS oot .
P . No adjustment has been made to the exchange rates used to
Operating eXPENSES .......ooooovvvviivimmmmecenninnnnnssnssssss 62 translate foreign currency denominated assets and liabilities
Share of profit in associates and joint ventures . 64 into the functional currencies of any HSBC branches,
Tax expense 64 subsidiaries, joint ventures or associates. \When reference
"""""""""""""""""""""""""""""""""" is made to ‘constant currency’ in tables or commentaries, -
: comparative data reported in the functional currencies of 2
Consolidated balance SNEet ... 65 HSBC's operations have been translated at the appropriate <
Movement in 2013 .........cooeiiiviieeeere e 66 exchange rates applied in the current year on the basis qu
described above. S
o
Reconciliation of RORWA measures ..........c.cccoeeeene. 71 O
. ()
Critical accounting PoliCies ...........cccoeeervrrerreeinnnn. 72 Underlying performance ©
o
. . . 9
The management commentary included in the Report of the To arrive at underlying performance: 5
Directors: ‘Financial Review’, together with the ‘Employees’ : AN . (&)
and ‘Corporate sustainability’ sections of ‘Corporate e we adjust for the_yez?lr on-year effects of foreign
Governance’ and the ‘Directors’ Remuneration Report’ is currency translation;
presented in compliance with the IFRSs Practice Statement L. .
“Management Commentary” issued by the IASB. ¢ we eliminate the fair value movements on our
long-term debt attributable to credit spread "
- - 3 H ’ -~
Use of non-GAAP financial measures (‘own credit spread. ) where the net result_of c
such movements will be zero upon maturity £
Our reported results are prepared in accordance of the debt. This does not include fair value %
with IFRSs as detailed in the Financial Statements changes due to own credit risk in respect of )
starting on page 416. In measuring our performance, trading liabilities or derivative liabilities; and 3
the financial measures that we use include those . . . =
which have been derived from our reported results in ¢ we adjust for acquisitions, disposals and changes i=
- S of ownership levels of subsidiaries, associates, o
order to eliminate factors which distort year-on-year joint venturss and businesses
comparisons. These are considered non-GAAP '
financial measures. Non-GAAP financial measures For acquisitions, disposals and changes of
that we use throughout our Financial Review and are ownership levels of subsidiaries, associates, joint -
escribed below. Other non- inancia i , imi i .0
d bed below. Oth GAAP f I ventures and businesses, we eliminate the gain or =
measures are described and reconciled to the i iluti i i
d bed and led to th loss on disposal or dilution and any associated gain E
closest reported financial measure when used. or loss on reclassification or impairment recognised é
in the year incurred, and remove the operating profit £
Constant currency or loss of the acquired, disposed of or diluted o
©
. subsidiaries, associates, joint ventures and °©
The constant currency measure adjusts for the year- . ) <
on-year effects of foreign currency translation businesses from all the years presented so we can 3
. . view results on a like-for-like basis. For example, £
differences by comparing reported results for 2013 %)
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Report of the Directors: Financial Review (continued)

Financial summary > Use of non-GAAP financial measures

Reconciliation of reported and constant currency profit before tax

2013 compared with 2012

2012
Currency at 2013
2012 as translation exchange 2013 as
reported adjustment’ rates reported

HSBC usS$m US$m usS$m US$m
Net interest iNCOMe ........ccccoveeeeenne 37,672 (682) 36,990 35,539
Net fee income ....... 16,430 (203) 16,227 16,434
Net trading income ... 7,091 (164) 6,927 8,690
Own credit spread® (5,215) 12 (5,203) (1,246)
Other income/(expense) from

financial instruments designated

at fair value........cccooeoevvnicicine 2,989 (53) 2,936 2,014
Net income/(expense) from

financial instruments designated

at fair value........cocoeeevevnececininne (2,226) (41) (2,267) 768
Gains on disposal of US branch

network, US cards business and

PiNG AN .o 7,024 - 7,024 -
Gains less losses from financial

INVESEMENES ... 1,189 a7) 1,172 2,012
Net earned insurance premiums......... 13,044 (118) 12,926 11,940
Other operating income (including

dividend inCOME).......cccccvvvrvvirineee 2,321 (200) 2,121 2,954
Total operating income ...........c.cc.... 82,545 (1,425) 81,120 78,337
Net insurance claims incurred and

movement in liabilities to

policyholders ........coveevenirininenns (14,215) 96 (14,119) (13,692)
Net operating income* .................. 68,330 (1,329) 67,001 64,645
Loan impairment charges and

other credit risk provisions ............ (8,311) 201 (8,110) (5,849)
Net operating income ...........ccccceu.e. 60,019 (1,128) 58,891 58,796
Operating eXPenses .......c.ccccoeeereerreeeene (42,927) 683 (42,244) (38,556)
Operating profit ........ccccceevrvveeenns 17,092 (445) 16,647 20,240
Share of profit in associates

and joint Ventures ........c.c.ccceevneees 3,557 45 3,602 2,325
Profit before tax .......ccccoevvecvnnne. 20,649 (400) 20,249 22,565
By global business
Retail Banking and Wealth

Management ........c.cocoevvcreinnns 9,575 (26) 9,549 6,649
Commercial Banking ........... 8,535 (96) 8,439 8,441
Global Banking and Markets 8,520 (147) 8,373 9,441
Global Private Banking .........cccccoo... 1,009 (16) 993 193
Other ..veieiiiecee e (6,990) (115) (7,105) (2,159)
Profit before taX .......ccccoevvvvvrccenne. 20,649 (400) 20,249 22,565
By geographical region
0 (o] o (3,414) 65 (3,349) 1,825
HONg KONG ..ocvveiiicriceenccce, 7,582 @) 7,581 8,089
Rest of Asia-Pacific 10,448 (227) 10,221 7,764
Middle East and North Africa ........... 1,350 (36) 1,314 1,694
North America .......ccccoeeeveevveverveenene. 2,299 (28) 2,271 1,221
Latin AMErica .....ccccoevererireriecirireninns 2,384 (173) 2,211 1,972
Profit before tax ........cccoovvvniccienne 20,649 (400) 20,249 22,565

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

year-on-year changes when the effect of fair value
movements on own debt, acquisitions, disposals or
dilution is significant because we consider that

removed from the results of the current year and the this basis more appropriately reflects operating

previous year as if the disposed-of business did not performance.
exist in those years. Disposal of investments other
than those included in the above definition do not

lead to underlying adjustments. .
performance:

We use underlying performance to explain

Disposal gains/(losses) affecting underlying performance

HSBC Bank Canada’s disposal of HSBC Securities (Canada) Inc’s full service retail brokerage business®
The Hongkong and Shanghai Banking Corporation Limited’s disposal of RBWM operations in Thailand®
HSBC Finance Corporation, HSBC USA Inc. and HSBC Technology and Services (USA) Inc.’s

disposal of US Card and Retail SErViCes DUSINESS ...........cc..cvuervererrorioecsiee s
HSBC Bank USA, N.A.’s disposal of 138 non-strategic branches® ............cccoceecueceeceeceeceeceieeseeceeceennen
HSBC Argentina Holdings S.A.’s disposal of its non-life insurance manufacturing subsidiary® .................
The Hongkong and Shanghai Banking Corporation Limited’s disposal of its private banking business

TR T OO
The Hongkong and Shanghai Banking Corporation Limited’s disposal of its shareholding in a

property company in the PRIPPINESE ..........c.ovviveieeeeeeeeseeeee s
Hang Seng Bank Limited’s disposal of its non-life insurance manufacturing subsidiary® .
HSBC Bank USA, N.A.’s disposal of 57 non-strategic branches® .............ccccccccoce......
HSBC Asia Holdings B.V.’s investment loss on a subsidiary® ...
HSBC Bank plc’s disposal of HSBC Securities SA® ..................
HSBC Europe (Netherlands) B.V.’s disposal of HSBC Credit Zrt® .
HSBC Europe (Netherlands) B.V.’s disposal of HSBC Insurance (Ireland) Limited® .
HSBC Europe (Netherlands) B.V.’s disposal of HSBC Reinsurance Limited® ...........
HSBC Private Bank (UK) Limited’s disposal of Property Vision Holdings Limited® ...........c.ccoocovvvrvnnrnee.
HSBC Investment Bank Holdings Limited’s disposal of its stake in Havas Havalimanlari Yer

Hizmetleri Yatirim Holding ANONImM SItKeti® ..........oooivvieieeeeeeeeceeeseesee e
HSBC Insurance (Asia) Limited’s disposal of its non-life insurance portfolios® ...........cccccorvvrevrerererennnnn.
HSBC Bank plc’s disposal of HSBC Shipping Services Limited® ..............cco.coovervvevorerrereeereeiesses e
HSBC Bank (Panama) S.A.’s disposal of its operations in Costa Rica, El Salvadorand Honduras® ............
HSBC Insurance Holdings Limited and The Hongkong and Shanghai Banking Corporation Limited’s

disposal of their shares in Ping An Insurance (Group) Company of China, Ltd (‘Ping An’)® .......cccco.....
The Hongkong and Shanghai Banking Corporation Limited’s disposal of its shareholding in Global

Payments ASia-PaCIfiC LIMILEO® ........ccc.covvuiverveoeeeeeeeseeeeeee e
Reclassification gain in respect of our holding in Industrial Bank Co., Limited following the issue of

additional share capital t0 third PArtIES® ...........c.ovveervuerueecieeceeecieeesec e
HSBC Insurance (Asia-Pacific) Holdings Limited’s disposal of its shareholding in Bao Viet Holdings®.....
Household Insurance Group Holding company’s disposal of its insurance manufacturing business® ........
HSBC Seguros, S.A. de C.V., Grupo Financiero HSBC’s disposal of its property and Casualty Insurance

DUSINESS IN IMEXICO® ....oocvveeeereivssieess sttt
HSBC Bank plc’s disposal of its shareholding in HSBC (Hellas) Mutual Funds Management SA°
HSBC Insurance (Asia-Pacific) Holdings Limited disposal of its shareholding in Hana HSBC Life

Insurance ComMPany LIMItEA® ............coovorveoceeceeceeceeceeeee e
HSBC Bank plc’s disposal of HSBC Assurances IARD®
The Hongkong and Shanghai Banking Corporation Limited’s disposal of HSBC Life (International)

Limited’s Taiwan branch OPErations® ..............cocoocueceeeeeeierseeseesesseessesssesssess e sesssesssesssss s ensss s
HSBC Markets (USA) Inc.’s disposal of its subsidiary, Rutland Plastic Technologies® ...........cccccocovvunn...
HSBC Insurance (Singapore) Pte Ltd’s disposal of its Employee Benefits Insurance business in Singapore®
HSBC Investment Bank Holdings plc’s disposal of its investment in associate FIP Colorado® ...................
HSBC Investment Bank Holdings plc group’s disposal of its investment in subsidiary, Viking Sea Tech® .
HSBC Latin America Holdings UK Limited’s disposal of HSBC Bank (Panama) S.A. .......ccccoccvvvvrvvnn.
HSBC Latin America Holdings UK Limited’s disposal of HSBC Bank (Peru) S.A°%. ......
HSBC Latin America Holdings UK Limited’s disposal of HSBC Bank (Paraguay) S.A°. .......ccccco.eevene...
Reclassification loss in respect of our holding in Yantai Bank Co., Limited following an increase in its

regiStered SNAre CAPIAI® ............cco..orveoreeeeeeeeeeeeeeeee et se e s e s s es s s ennanr e

For footnote, see page 132.

49

Date

Jan 2012
Mar 2012

May 2012
May 2012
May 2012

Jun 2012

Jun 2012

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

Oct 2012
Nov 2012
Nov 2012
Dec 2012

Dec 2012
Dec 2012

Jan 2013
Mar 2013
Mar 2013

Apr 2013
Apr 2013

May 2013
May 2013

June 2013
Aug 2013
Aug 2013
Aug 2013
Aug 2013
Oct 2013
Nov 2013
Nov 2013

Dec 2013

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

Disposal
gain/(loss)
uss$m

83
108

3,148
661
102

67

130
46
203
(85)
(1)
@
(12)

()]

18
117

O
(62)

3,012
212

1,089
104
(99)

20
™

28
©

(36)
17
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)

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

Acquisition gains/(losses) affecting underlying performance®

Fair value gain
Date  on acquisition

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

HSBC Bank Middle East LIMIEA .........ccoviiiieiiiiiiiiiiccrieie sttt Jun 2012
Gain on the acquisition of the onshore retail and commercial banking business of Lloyds Banking
Group in the UAE by HSBC Bank Middle East LIMIted .........ccccceevriririneeiniirrisssseseseseeesesesssseeesenens Oct 2012

For footnote, see page 132.

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

businesses and geographical segments in the Form

Reconciliation of reported and underlying items

2013 2012

US$m us$m
Net interest income
REPOMEA ...ttt bbb 35,539 37,672
Currency translation adjUSIMENt! ............c.coovvurerveierrecsecsiee s esssenses (682)
Acquisitions, disposals and dilUTIONS ... (273) (2,015)
UNGEIIYING .ottt 35,266 34,975
Other operating income
REPOMEA ...ttt bbbt bbbttt b b 2,632 2,100
Currency translation adjUStMENt: ............co.cooveevereeeeeieeeeeeeeeseeeseeeeseess s eessennes (195)
Acquisitions, disposals and dilULIONS ... s (2,234) (811)
UNGEIIYING ettt bbbttt bbbttt 398 1,094
Revenue*
[ CE] o 10] 1 (T TSR 64,645 68,330
Currency translation adjuStMent .............co.coovovvereeeeeeneeeeeeeeeeeeseeseeees e eeeeeneen (1,341)
Own credit spread® 1,246 5,215
Acquisitions, disposals and dilULIONS ... s (2,596) (10,607)
UNGEITYING .ottt bbbttt 63,295 61,597
Loan impairment charges and other credit risk provisions
[ LE] 10 1 (T TS (5,849) (8,311)
Currency translation adjustment® ... 201
Acquisitions, disposals and dilULIONS .............coueeeirrnrree s 32 376
UNGEIIYING oot bbbttt (5,817) (7,734)
Total operating expenses
REPOIEA ...ttt bbbt bbbt b b (38,556) (42,927)
Currency translation adjustment® ... 683
Acquisitions, disposals and AilULIONS .............coreeeririnirnrereee e 353 1,490
UNGEIYING .ottt bbbttt (38,203) (40,754)
Underlying cost effiCIENCY FALI0 ........oeveveiiiiieiccer s 60.4% 66.2%
Share of profit in associates and joint ventures
REPOIME ...ttt bbbttt 2,325 3,557
Currency translation adjustment® ... 45
Acquisitions, disposals and dilULIONS ... (14) (1,425)
UNGEIIYING .ottt es 2,311 2,177
Profit before tax
[ LE] o 10] 1 (T ST 22,565 20,649
Currency translation adjustment® (412)
OWN CIEdit SPIEAA® ........ooeeeeveeeeeeeeee et nsnnen 1,246 5,215
Acquisitions, disposals and dilULIONS ... s (2,225) (10,166)
UNGEIIYING .ottt et es 21,586 15,286

For footnotes, see page 132.
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Consolidated income statement

Five-year summary consolidated income statement

2013 2012 2011 2010 2009 g_
US$m ussm ussm us$m UsS$m Z
Net INtErest INCOME .......ceiiiiirieieiieeie et 35,539 37,672 40,662 39,441 40,730 %
Net fee income 16,434 16,430 17,160 17,355 17,664 Q
Net trading iNCOME .....c.ceviireririeeerirs e 8,690 7,091 6,506 7,210 9,863 o
Net income/(expense) from financial instruments »
designated at fair Value ...........ocoeeiiinrcciiinccceecee 768 (2,226) 3,439 1,220 (3,531)
Gains less losses from financial investments .........c.c.cccccovennnae 2,012 1,189 907 968 520
Dividend INCOME ......cuoueiiiiiiiririceie et 322 221 149 112 126
Net earned insurance Premilums ......oooceeeeenrnresiennsseeeenenns 11,940 13,044 12,872 11,146 10,471
Gains on disposal of US branch network,
US cards business and Ping AN ........ccccoerrriennnnnenenenns - 7,024 - - -
Other operating income 2,632 2,100 1,766 2,562 2,788 >
Total operating iNCOME ......c.cccovviiiiiciee s 78,337 82,545 83,461 80,014 78,631 -g
Net insurance claims incurred and movement in liabilities to g
POLICYNOITENS ..ot ees (13,692) (14,215) (11,181) (11,767) (12,450) ©
(&S]
Net operating income before loan impairment charges =
and other credit risk provisions .........cccococveceiviriineieiennnnns 64,645 68,330 72,280 68,247 66,181 u‘::
Loan impairment charges and other credit risk provisions ......... (5,849) (8,311) (12,127) (14,039) (26,488)
Net 0perating iNCOME .......ccceeviireriretee e 58,796 60,019 60,153 54,208 39,693
Total operating eXPENSES ........cceeririreriereererisieieie e (38,556) (42,927) (41,545) (37,688) (34,395)
Operating Profit .....ccoceeeiericeeie s 20,240 17,092 18,608 16,520 5,298 -
Share of profit in associates and joint ventures ............c.cccoveune. 2,325 3,557 3,264 2,517 1,781 2
©
Profit DEfOre tax ... 22,565 20,649 21,872 19,037 7,079 qu
TAX BXPEINSE ..ttt sttt (4,765) (5,315) (3,928) (4,846) (385) g
Profit for the Year ... 17,800 15,334 17,944 14,191 6,694 Q
@©
Profit attributable to shareholders of the parent company .......... 16,204 14,027 16,797 13,159 5,834 o
Profit attributable to non-controlling interests ...........cccocveeneeee. 1,596 1,307 1,147 1,032 860 %
@)
Five-year financial information
us$ uss uss uss$ uss
Basic earnings per share® ...........cccoccooveereeceeceeceeceeeecerenan 0.84 0.74 0.92 0.73 0.34
Diluted earnings per share® .............cooooevvverererressoesiessiennns 0.84 0.74 0.91 0.72 0.34 n
Dividends per ordinary share® ............cccoccoovorvecioeceieceieceernn. 0.48 0.41 0.39 0.34 0.34 g
% % % % % £
©
Dividend payout ratio™ ...........ccccooeverveerieesiresieses s 57.1 55.4 42.4 46.6 100.0 »
Post-tax return on average total assets .........c.cocoveierinerinicicnennns 0.7 0.6 0.6 0.6 0.3 ©
Return on average ordinary shareholders’ equity ...........cccccoevnun. 9.2 8.4 10.9 9.5 51 =
©
Average foreign exchange translation rates to US$: £
USSBLIE oottt 0.639 0.631 0.624 0.648 0.641 e
USBLI€ ot 0.753 0.778 0.719 0.755 0.719
For footnotes, see page 132.
Unless stated otherwise, all tables in the Annual Report and Accounts 2013 are presented on a reported basis. =
For a summary of our financial performance in 2013, see page 16. E
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Notable revenue items by geographical region

2013
Net gain on completion of Ping An disposal

2012
Ping An contingent forward sale contract™ ...

Ill

Notable revenue items by global business

2013

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

2012

Ping An contingent forward sale contract™*

For footnote, see page 132.

Notable cost items by geographical region

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

2012

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

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

Fines and penalties for inadequate
compliance with anti-money laundering
and sanction [aws .........ccocveeciininnceene

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

Notable cost items by global business

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

2012

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

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

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

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

Europe
uUS$m

Retail
Banking
and Wealth
Management
usS$m

Europe
UsS$m

217
1,235

299
2,338

375

404
898

Retail
Banking
and Wealth
Management
usS$m

165
953

266
1,751

405
875

Rest of
Hong Asia- North
Kong Pacific MENA  America
uUS$m US$m uUS$m US$m
- 553 - -
- (553) - -
Global
Banking Global
Commercial and Private
Banking Markets Banking
US$m US$m US$m
Rest of
Hong Asia- North
Kong Pacific MENA  America
ussm uss$m UsS$m ussm
6 81 3 100
31 131 27 221
- - - 1,546
68 45 31 236
Global
Banking Global
Commercial and Private
Banking Markets Banking
US$m uss$m ussm
32 15 74
148 134 -
62 63 58
258 331 %)
122 158 38
23 - -
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Latin
America
US$m

Other
Us$m

553

(553)

Latin
America
US$m

76

167

338

Other
UsS$m

197

427

1,921

399

Total
US$m

553

(553)

Total
Us$m

553

(553)

Total
US$m

483
1,235

876
2,338

1,921

1,122
898

Total
UsS$m

483
1,235

876
2,338

1,921

1,122
898



Group performance by income and expense item

Net interest income

2013 2012 2011 =
US$m US$m US$m SJ:J
INEEIESE INCOME ..ttt bbbttt re s eneerens 51,192 56,702 63,005 %
INTEIESE BXPENSE .euiieieieiieieieieir ittt bbb bbbttt (15,653) (19,030) (22,343) Q
@©
NEt INtEreSt INCOME™ .......vvoeveecieceiee s 35,539 37,672 40,662 5
Average iNterest-earning ASSELS ........cceieririrrriereiriririeiereeee st 1,669,368 1,625,068 1,622,658
GroSS INEIESE YIEIA™ .......oeoeoeceeeceeceecee e 3.07% 3.49% 3.88%
LeSS: COSt OF FUNGS ...t (1.10%0) (1.36%) (1.56%)
Net interest spread™ .. 1.97% 2.13% 2.32%
Net iNtereSt MArGIN® ..........co.oovoeveeeeeeeeee oo 2.13% 2.32% 2.51%
Summary of interest income by type of asset %
>
2013 2012 2011 §
Average Interest Average Interest Average Interest =
balance income Yield balance income Yield balance income Yield -g
US$m  US$m % US$m  US$m % US$m  US$m % c
@©
Short-term funds and loans and <
advances to banks ..........ccooceeviniiinnnn 301,267 3655 121 275,979 4,307 156 261,749 5860 2.24 e
Loans and advances to customers 946,756 38,720 4.09 934,656 41,043 4.39 945,288 45,250 4.79
Financial investments ...........ccccceveveveveeinnne 393,309 8,002 2.03 387,329 9,078 234 384,059 10,229 2.66
Other interest-earning assets ...........c.co...... 28,036 815 2091 27,104 2,274 8.39 31,562 1666 5.28
Total interest-earning assets .........c.cococeeeune 1,669,368 51,192 3.07 1,625,068 56,702 349 1,622,658 63,005 3.88
Trading assets and financial assets ©
designated at fair value'®Y ................... 354,817 5763 162 368406 6931 188 410,038 8671 211 2
Impairment provisions ............. (15,954) (17,421) (18,738) g
Non-interest-earning assets ...........c.cocveveee. 683,785 730,901 752,965 o
— >
Total assets and interest income ................. 2,692,016 56,955 2.12 2,706,954 63,633 235 2,766,923 71,676 2.59 8
0
Summary of interest expense by type of liability and equity g
a
2013 2012 2011 o
Average Interest Average Interest Average Interest O
balance expense Cost balance expense  Cost balance expense  Cost
US$m  US$m % US$m  US$m % US$m  US$m %
Deposits by banks™ ..........cc.cccooerveerrerrnn. 86,882 691 0.80 92,803 1,160 1.25 106,099 1591 150
Financial liabilities designated at fair o
value — own debt issued™ ..............c........ 72,333 967 1.34 75,016 1,325 1.77 73,635 1,313 1.78 =
Customer accounts® ..........cocceevvvveeenienienns 1,104,644 9,063 0.82 1,052,812 10,878 1.03 1,058,326 13,456 1.27 GE)
Debt securities in iSSUE ..........cccoververeienns 150,976 4,182 2.77 161,348 4,755 295 181,482 5260 2.90 I
Other interest-bearing liabilities ................. 11,345 750 6.61 19,275 912  4.73 14,024 723  5.16 %
Total interest-bearing liabilities ................. 1,426,180 15,653 1.10 1,401,254 19,030 1.36 1,433,566 22,343 1.56 T
Trading liabilities and financial liabilities 2
designated at fair value (excluding i
own debt isSUed) ........cceeriiiriiiiiea 301,353 3,027 1.00 318,883 3,445 1.08 355,345 4564 1.28 i
Non-interest bearing current accounts ........ 184,370 177,085 162,369
Total equity and other non-interest
bearing liabilities .........ccccooevvviveinnrieinns 780,113 809,732 815,643
Total equity and liabilities ...........c.c.coceenee. 2,692,016 18,680 0.69 2,706,954 22,475 0.83 2,766,923 26,907 0.97 -
o
For footnotes, see page 132. ©
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The commentary in the following sections is on a
constant currency basis unless stated otherwise.

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

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

Interest income

On a constant currency basis, interest income fell.
This was driven by lower interest income from
customer lending, including loans classified within
‘Assets held for sale’, as a consequence of the
disposal of the CRS business in the US in 2012 and
the CML non-real estate loan portfolio and select
tranches of CML first lien mortgages in the US in
2013. In addition, average yields on customer
lending in Latin America fell, notably in Brazil,
following lower average interest rates; re-pricing

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

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

Interest expense

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

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

Repos and reverse repos

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

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



Net fee income

2013 2012 2011

US$m US$m US$m

ACCOUNE SEIVICES .vvvvirieiirietiietesteseste e ste st te et e e te et sae e sa et e s be s e te s ese st ene st eressenaetenes 3,581 3,563 3,670
Funds under Management .............coeueeiirieieeeere ettt 2,673 2,561 2,753
CANGS .ttt ettt ettt ettt e bbbt se bt e bt e ettt et eae ettt e b e e st et et ere e nerebens 2,455 3,030 3,955
Credit FACHITIES ..viveviieiieisec e et ene s 1,907 1,761 1,749
BrOKING INCOME ..ottt ettt 1,388 1,350 1,711
IMPOIES/EXPOITS ..ottt ettt 1,157 1,196 1,103
UNIEEIUSES oottt ettt n e be s enennen 891 739 657
UNGEIWITEING ..ot 866 739 578
REMITTANCES ....vcviicei ettt sttt b et b bbb nesnens 849 819 770
Global custody .. 698 737 751
INSUFANCE ..ttt sttt et et b et e e s b et e e besbeebaebeesaeseeste s e benbessenaenraens 551 696 1,052
OBNET ottt ettt ettt bbb be e bbbt e ae et ettt re et tens 2,957 2,958 2,748
FEE INCOME .ttt ettt sttt nenen 19,973 20,149 21,497
LESS: TBE BXPEINSE ...viuiiiicieiii ittt bbbttt (3,539) (3,719) (4,337)
NEL FEE INCOME .ttt nenens 16,434 16,430 17,160

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

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

Net trading income

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

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

2013 2012 2011

US$m US$m UsS$m

Trading QCHVILIES ...cveveviriieeieeiisiese ettt ee 6,921 5,249 4,873

Ping An contingent forward sale CONTact™ ..........cc.c.coovvvervoerroenieesriesees s (682) (553) -

Net interest income on trading aCtiVItIes ...........cccovrreiiennirecse e 2,047 2,683 3,223

Loss on termination 0f NEAGES .......ccovvvrvreieeiiirisee s (194) - -
Other trading income — hedge ineffectiveness:

— on cash flow hedges 22 35 26

— on fair value hedges ... 65 27) (224)

Non-qualifying hedges® 511 (296) (1,392)

Net trading iNCOME® ..........ovoeveeeeeeeeeeeeeeeeeeeeee e 8,690 7,091 6,506

For footnotes, see page 132.

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

The rise in net income from trading activities
was due in part to lower adverse foreign exchange
movements on assets held as economic hedges
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of foreign currency debt designated at fair value.
These adverse movements offset favourable foreign
exchange movements on the foreign currency debt
which are reported in ‘Net expense from financial
instruments designated at fair value’. In addition,
we made foreign exchange gains of US$442m

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

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

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

liquidity intervention. Revenue in 2013 was also
affected by uncertainty regarding the tapering of
quantitative easing in the US.

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

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

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

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

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

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

— financial assets held to meet liabilities under insurance and
INVESTMENT CONTIACES ...vvveeeeieirieieie e 3,170 2,980 (933)
— liabilities to customers under investment contracts ..... (1,237) (996) 231
— HSBC’s long-term debt issued and related derivatives (1,228) (4,327) 4,161
Change in own credit spread on long-term debt ..... (1,246) (5,215) 3,933
Other changes in fair Value® .............ccccocoorvorveceeceeceeeeeeeee e 18 888 228
— other instruments designated at fair value and related derivatives .................... 63 117 (20)
Net income/(expense) from financial instruments designated at fair value .............. 768 (2,226) 3,439

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

Financial assets designated at fair value at 31 December ...........c.coevvvueee
Financial liabilities designated at fair value at 31 December ...................

Including:
Financial assets held to meet liabilities under:

— insurance contracts and investment contracts with DPF* ................
— unit-linked insurance and other insurance and investment contracts .
Long-term debt issues designated at fair value ..........ccccooeevinrniccnne.

For footnote, see page 132.

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

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

We reported net income from financial
instruments designated at fair value of US$768m
in 2013 compared with a net expense of US$2.2bn
in 2012. This included credit spread-related
movements in the fair value of our own long-term
debt, on which we experienced adverse fair value
movements of US$1.2bn in 2013 compared with
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2013 2012 2011

US$m US$m US$m

................. 38,430 33,582 30,856
................. 89,084 87,720 85,724
................. 10,717 8,376 7,221
25,423 23,655 20,033
................. 75,278 74,768 73,808

US$5.2bn in 2012. Adverse fair value movements
were less extensive in 2013 than in 2012 as HSBC
spreads tightened significantly in Europe and North
America, having widened during 2011.

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

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

Other changes in fair value reflected lower
favourable foreign exchange movements in 2013
than in 2012 on foreign currency debt designated at
fair value and issued as part of our overall funding
strategy (offset from assets held as economic hedges
in “‘Net trading income”), and higher adverse
movements due to hedging ineffectiveness in 2013.
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Gains less losses from financial investments

2013 2012 2011
us$m uUssm Ussm
Net gains/(losses) from disposal of:
— 0EDE SECUTITIES ... 491 781 712
— Ping An equity securities classified as available-for-sale™ ............cc..ccccovvne.... 1,235 - -
— Other eqUILY SECUTILIES .......c.oveveiiiiiirieic s 462 823 360
— other financial INVESIMENTS .........ccveeieririieeeers s (1) 5 12
2,187 1,609 1,084
Impairment of available-for-sale equity SECUFILIES ..........coveeerinincciecc (175) (420) 177)
Gains less losses from financial iNVEStMENLS ..........cccvvvveiieviicriccce e 2,012 1,189 907
For footnote, see page 132.
Gains less losses from financial investments rose The year on year decline in impairments on
by US$823m on a reported basis and by US$840m available-for-sale equity securities also contributed
on a constant currency basis. to the rise in gains less losses from financial

investments. This was driven by a reduction in

This was driven by a significant increase in net . . L .
write downs in our Principal Investments business.

gains from the disposal of available-for-sale equity

securities in Rest of Asia-Pacific following the Net gains on the disposal of debt securities fell
completion of the sale of our remaining shareholding as 2012 included significant gains on the sale of

in Ping An and an increase in disposal gains in available-for-sale government debt securities,
Principal Investments. These increases were partly notably in Europe, arising from structural interest
offset by the non-recurrence of gains in Hong Kong rate risk management of the balance sheet.

from the sale of our shares in four Indian banks in

2012.

Net earned insurance premiums

2013 2012 2011
US$m UsS$m UsS$m
Gross iNSUrance PremMium iNCOME .......c.cveuieiirirrrieiee et b et eb et 12,398 13,602 13,338
Reinsurance premiums ............... (458) (558) (466)
Net earned insurance premiums 11,940 13,044 12,872
Net earned insurance premiums decreased by pension products, primarily as a result of changes
US$1.1bn on a reported basis, and by US$1.0bn on to the distribution channel. In addition, the sale of the
constant currency basis. non-life business in Argentina in 2012 contributed
. N to th rease.

The reduction was primarily due to lower net  the decrease
earned premiums in Europe, Latin America and The reduction in net earned premiums in North
North America, partly offset by an increase in Hong America was due to the sale of our insurance
Kong. manufacturing business in the first half of 2013.

In Europe, net earned premiums decreased, In Hong Kong, premium income increased as
mainly as a result of lower sales of investment a result of higher renewal premiums for insurance
contracts with DPF in France. In addition, 2012 contracts with DPF and unit-linked insurance
benefited from a number of large sales through contracts, partly offset by lower sales of new
independent financial adviser channels which are business in 2013 and the disposal of the non-life
now in run off. business during 2012.

In Latin America, net earned premiums
decreased in Brazil due to lower sales of unit-linked
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Gains on disposal of US branch network, US cards business and Ping An

2013 2012 2011
uss$m ussm ussm +
o
Gains on disposal of US branch network ... - 864 - %
Gains on disposal of US €ards DUSINESS .........ccorreeirininirireiissiee s - 3,148 - o
Gains on disposal of PING AN ... = 3,012 - %
- 7,024 - %
)
For footnote, see page 132.
In 2012, we made significant progress in exiting tranches. The first tranche was completed
non-strategic markets and disposing of businesses on 7 December 2012, at which point we ceased
and investments not aligned with the Group’s long- to account for Ping An as an associate and
term strategy. These included three major disposals: recognised a gain on disposal of US$3.0bn. The

remaining shareholding in respect of the second
tranche was recognised as a financial
investment.

e In May 2012, HSBC USA Inc., HSBC Finance
and HSBC Technology and Services (USA) Inc.
sold their US Card and Retail Services business,
realising a gain on sale of US$3.1bn. The fixing of the sale price in respect of the

e InMay 2012, HSBC Bank USA, N.A. (‘HSBC second tranche gave rise to a contingent f0fward sale

, contract, for which there was an adverse fair value
Bank USA”) sold 138 out of 195 branches, . .
L .. . movement of US$553m recorded in ‘Net trading
primarily in upstate New York, realising a gain income’ in 2012. The disposal of our investment in
of US$661m. In August 2012, it sold the : P

e Ping An was completed in 2013. We realised a gain
remaining 57 branches to the same purchaser, . N
. . of US$1.2bn, which was recorded in ‘Gains less
realising a gain of US$203m.

3
.2
>
9
oc
o
3]
c
©
=
i

losses from financial investments’. This was partly i
e In December 2012, HSBC Insurance Holdings offset by the adverse fair value movement of §
Limited and The Hongkong and Shanghai US$682m on the contingent forward sale contract 5
Banking Corporation agreed to sell their entire recorded in “Net trading income’, leading to a net 3
shareholdings in Ping An, representing 15.57% gain in the year of US$553m. (GDJ
of the issued share capital of Ping An, in two ©
:
Other operating income S

2013 2012 2011

US$m US$m UsS$m

RENETECEIVEM ...ttt 155 210 217
Gains/(losses) recognised on assets held for sale . (729) 485 55 "
Gains on investment properties ..........c.c.occeeeeneene 113 72 118 c
Gain on disposal of property, plant and equipment, intangible assets and “E"
NON-fiNaNCIal INVESIMENTS .........ciiuiiiiiicce e 178 187 57 [
Gains arising from dilution of interest in Industrial Bank and other associates S
AN JOINE VENTUIES .....ocvvveveocvveeeseeessesessessessessesssssessesssssseesssssssssssssssesssssesnesssssas 1,051 - 208 w
Gain on disposal of HSBC Bank (Panama) S.A. .....ccccoeeveririrseienenneseeneeseseesens 1,107 - - .g
Change in present value of in-force long-term insurance business ...........ccccocoveuee. 525 737 726 c
ONEE .o 232 409 385 c
(NS

Other Operating INCOME .....c.oiiiiieieieiiresee ettt 2,632 2,100 1,766

Change in present value of in-force long-term insurance business

2013 2012 2011 c
US$m us$m Us$m O
@©
Value Of NEW DUSINESS ..ot 924 1,027 943 §
EXPECLEA FELUIMN ..ottt (505) (420) (428) ie)
Assumption changes and experience VarianCes ............oovereeeinnnisnicseeeniens 88 69 (30) =
Other AdJUSTMENTS ......vveieeeieeeirereerceie sttt 18 61 241 o
©
Change in present value of in-force long-term insurance business ...........ccccccevueuee. 525 737 726 g
o
@©
=
)
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Other operating income of US$2.6bn increased we recognised a loss of US$146m on the sale of the
by US$532m in 2013 on a reported basis and by HFC Bank UK secured loan portfolio in RBWM in
US$727m on a constant currency basis. Europe. These factors were partly offset by higher

disposal and revaluation gains on investment

Repor her operating income incl n .
eported other operating income included net properties in Hong Kong.

gains on the disposals and the reclassifications listed

on page 49 of US$2.2bn in 2013, principally relating There were lower favourable movements on
to an accounting gain arising from the the present value of the in-force (‘PVIF’) long-term
reclassification of Industrial Bank as a financial insurance business asset compared with 2012.
investment following its issue of additional share This was largely due to lower values of new business
capital to third parties and a gain on the disposal of in Europe, Hong Kong and Rest of Asia-Pacific,
our operations in Panama, compared with net gains reflecting lower sales. Additionally, expected returns
of US$736m in 2012. increased due to the growth of the opening PVIF

On an underlying basis, which excludes the net asset_year on year, particularly in Hong Kong and

. . . Brazil.

gains above, the results of disposed of operations
and the effects of foreign currency translation, other These factors were partly offset by higher
operating income decreased. This was driven by favourable assumption changes in Hong Kong,
losses totalling US$424m on the sales of our CML which exceeded the adverse experience and
non-real estate personal loan portfolio and several assumption changes in Latin America. The lower
tranches of real estate secured loans, and a loss of other PVIF movements in 2013 compared with 2012
US$279m following the write-off of goodwill were driven by Latin America, notably the
relating to our GPB business in Monaco. In addition, favourable effect of the recognition of a PVIF asset

in Brazil in 2012 which did not recur.

Net insurance claims incurred and movement in liabilities to policyholders

2013 2012 2011
us$m ussm Ussm
Insurance claims incurred and movement in liabilities to policyholders:
— gross 13,948 14,529 11,631
— reinsurers’ share (256) (314) (450)
net® 13,692 14,215 11,181
For footnote, see page 132.
Net insurance claims incurred and movement in assets held to support policyholder contracts where
liabilities to policyholders decreased by 4% on a the policyholder bears investment risk. These returns
reported basis, and by 3% on a constant currency reflected favourable equity market movements in
basis. the UK and France, partly offset by weaker equity

market performance and falling bond prices in Hong

The reduction largely reflected the decrease in Kong and lower net income on the bond portfolio in

premiums, notably in Latin America, North America

. . Brazil.
and France, and included the effect of business a
disposals described under ‘Net earned insurance The gains or losses recognised on the financial
premiums’. assets designated at fair value held to support these

insurance and investment contract liabilities are
reported in ‘Net income from financial instruments
designated at fair value’.

This reduction was partly offset by increases in
reserves attributable to increased renewal premiums
in Hong Kong and higher investment returns on the
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Loan impairment charges and other credit risk provisions

Loan impairment charges

New allowances net of allowance releases ...........ccocovvevevveiveesieeinennns

Recoveries of amounts previously written off

Individually assessed alloWaNCES ...........ccoveeeirinnieicienisseeee s
Collectively assessed alloWanCes ...........cccccvvniiicceinnncreeens

Impairment/(releases of impairment allowances) on available-for-sale
dEDt SECUTTEIES .....viviiiccicic s
Other credit risk provisions/(FECOVEIIES) .......cccvvrereririniririeerieenisisieenenns

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

Impairment charges on loans and advances to customers as a percentage of
average gross loans and advances to CUStOMErS ........ccccovvveeeeeierererennas

On a reported basis, loan impairment charges

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

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

On a constant currency basis, LICs fell by
US$2.3bn, a reduction of 28%. Collectively assessed
charges decreased by US$2.1bn while individually
assessed impairment charges increased by
US$198m. Credit risk provisions on available-for-
sale debt securities reflected net releases of
US$211m in 2013 compared with charges in 2012.

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

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

US$m US$m US$m

................. 7,344 9,306 12,931
(1,296) (1,146) (1,426)

6,048 8,160 11,505

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

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

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

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

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

In Europe, LICs decreased by 20% to
US$1.5bn. In the UK, GB&M reported net releases
of credit risk provisions on available-for-sale
asset-backed securities (‘ABS’s), compared with
impairment charges in 2012, offset in part by higher
individually assessed provisions. In addition, there
were lower loan impairment charges in CMB due
to lower collectively and individually assessed
provisions, and in RBWM due to lower collectively
assessed provisions reflecting recoveries from
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debt sales. In other countries in Europe, lower
individually assessed impairment provisions in
Greece were partly offset by increases in Turkey,
where there was growth in unsecured lending in
RBWM and a rise in Spain, where the challenging
economic conditions continued to affect the market.

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

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

Operating expenses

In Latin America, LICs increased by
US$693m, primarily in Mexico due to specific
impairments in CMB relating to homebuilders
from a change in the public housing policy, and
higher collective impairments in RBWM as a result
of increased volumes and higher delinquency in
our unsecured lending portfolio. In Brazil, LICs
increased due to changes to the impairment model
and assumption revisions for restructured loan
account portfolios in RBWM and CMB, following
a realignment of local practices to Group standard
policy. LICs were also adversely affected by higher
specific impairments in CMB across a number of
corporate exposures. These factors were partly offset
by improvements in credit quality in Brazil
following the modification of credit strategies in
previous years to mitigate rising delinquency rates.

LICs in Hong Kong were US$63m higher
due to a revision to the assumptions used in our
collective assessment models in RBWM and a rise
in individual impairment charges in CMB, although
these remained low. This was partly offset by
collective provision releases in CMB from lower
historical loss rates and individual impairment
releases in GB&M.

2013 2012 2011
US$m uUsS$m us$m

By expense category
Employee compensation and Benefits ... 19,196 20,491 21,166
Premises and equipment (excluding depreciation and impairment) 4,183 4,326 4,503
General and adminiStrative EXPENSES .......ccceeriririeieeirieireserereeseseste et sesessenes 12,882 15,657 12,956
AdMINISLTALIVE EXPENSES ...vveveeiieeieieriiresteieere sttt ses st s et se e s sssbe s e e sses 36,261 40,474 38,625
Depreciation and impairment of property, plant and equipment .........c.ccooveeivrenne 1,364 1,484 1,570
Amortisation and impairment of intangible assets .........cccoveeerirrveieierisre e 931 969 1,350
Operating expenses 38,556 42,927 41,545

Staff numbers (full-time equivalents)

Geographical regions
Europe .........
Hong Kong .............

Rest of Asia-Pacific ..................
Middle East and North Africa ...

INOItN AMEIICA ..ottt sttt bbb b s et neenens
(I L QAN 44 o USSR

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

On a constant currency basis, operating
expenses in 2013 were US$3.7bn or 9% lower than
in 2012, primarily due to the non-recurrence of a
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At 31 December

2013 2012 2011
68,334 70,061 74,892
28,367 27,742 28,984
85,334 85,024 91,051

8,618 8,765 8,373
20,871 22,443 30,981
42,542 46,556 54,035

254,066 260,591 288,316

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



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

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

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

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

The business disposals, primarily the disposal of
the CRS business and the non-strategic branches in
the US in 2012, resulted in a lower cost base in
2013.

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

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

Cost efficiency ratios®

During 2013:

e we increased our investment in digital and
wealth management capabilities in RBWM,;

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

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

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

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

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

2013 2012 2011
% % %
HSBC bbb 59.6 62.8 575
Geographical regions
BEUFOPE .ottt sttt ettt 84.0 108.4 70.4
HONG KON ettt 38.2 39.0 445
RSt OF ASIA-PACITIC ....vvviiiieicieie s 47.1 42.7 54.2
Middle East and NOrth AfFiCa .........cccccoeiiiiiice e 51.5 48.0 445
NOFN AMEIICA ..ottt 72.9 60.8 55.7
LatiN AMEIICA ...ttt ettt 56.1 58.7 63.3
Global businesses
Retail Banking and Wealth Management ... 64.5 58.4 63.2
Commercial Banking .........ccccovvneiicicnnnnns 43.1 45.9 46.3
Global Banking and Markets ... 51.9 54.2 57.0
Global Private BanKing .........ocoeeieririiieesiiiessisee st sssesssssssesens 91.4 67.6 68.8

For footnote, see page 132.
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Share of profit in associates and joint ventures

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

Associates
Bank of Communications Co., LIMited .........ccccoeuveeirnirrnseniiesseeeesesseeieeenens 1,878 1,670 1,370
Ping An Insurance (Group) Company of China, Ltd .........ccccccevvvnniniiccnnnnns - 763 946
Industrial Bank Co., Limited - 670 471
The Saudi British Bank ............ 403 346 308
L0 1311 RO U OO RRRURRY 5 72 126
Share of Profit iN @SSOCIALES ........cciiiiririreee s 2,286 3,521 3,221
Share of profit in JOINt VENTUIES ..o 39 36 43
Share of profit in associates and joiNt VENTUIES ..........cccoveeeriinneciiiiseceesseeiees 2,325 3,557 3,264

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

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

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

Tax expense

Profit DEFOIE TX ...vvieeeeeeiieire e
TAX EXPEINSE ..ttt ettt

PrOfit @FEEr TX ..oviiveeieieiciiisese e

EFFECHIVE TAX TALE ..cvvieeieveeictece ettt eae e

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

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

The tax expense decreased by US$0.6bn to
US$4.8bn despite a US$2.0bn increase in accounting
profit before tax, due to the combination of benefits
noted above and because the 2012 tax expense
included the non-tax deductible effect of fines and
penalties paid as part of the settlement of
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At 31 December 2013, we performed an
impairment review of our investment in BoCom and
concluded that it was not impaired at the year end,
based on our value in use calculation (see Note 21
on the Financial Statements for further details). In
future years, the value in use will remain relatively
stable if the current calculation assumptions remain
broadly the same. However, it is expected that the
carrying amount will increase in 2014 due to
retained profits earned by BoCom. At the point
where the carrying amount exceeds the value in use,
the carrying amount would be reduced to equal value
in use, with a corresponding reduction in income,
unless the market value has increased to a level
above the carrying amount.

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

2013 2012 2011
US$m US$m US$m
22,565 20,649 21,872
(4,765) (5,315) (3,928)
17,800 15,334 17,944
21.1% 25.7% 18.0%

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

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

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



Consolidated balance sheet

Five-year summary consolidated balance sheet

At 31 December 2

2013 2012 2011 2010 2009 =

Ussm ussm Us$m US$m US$m ©

ASSETS =

Cash and balances at central banks ............ccccoevvrnnninicnnnns 166,599 141,532 129,902 57,383 60,655 =

Trading @SSELS ....vuvvevirieriiierriseiei et 303,192 408,811 330,451 385,052 421,381 =

Financial assets designated at fair value ............cccccconniicicnennne 38,430 33,582 30,856 37,011 37,181 &
DEMVALIVES ...t 282,265 357,450 346,379 260,757 250,886
Loans and advances to hanks ..........ccoceeeeriniieeiennnseeeenne 211,521 152,546 180,987 208,271 179,781
Loans and advances to CUSTOMENS? ..............cooveeerveeerennsenesennns 1,080,304 997,623 940,429 958,366 896,231
Financial INVEStMENTS ........coiiiiiiiiiieece e 425,925 421,101 400,044 400,755 369,158
Assets held fOr Sale .........cccvvvnniccece e 4,050 19,269 39,558 1,991 3,118
OLHEr @SSELS ..vvuivviriieiireireie et 159,032 160,624 156,973 145,103 146,061

TOtAl BSSELS ...uvueeverieeiircire ettt 2,671,318 2,692,538 2,555,579 2,454,689 2,364,452 2

)

>

LIABILITIES AND EQUITY 2

Liabilities =

Deposits BY DanKS ......ccccovivvirirecieieisee e 129,212 107,429 112,822 110,584 124,872 5

Customer accounts . 1,482,812 1,340,014 1,253,925 1,227,725 1,159,034 =

Trading liabilities .........ccccenienieneee e 207,025 304,563 265,192 300,703 268,130 £

Financial liabilities designated at fair value ...........ccccocovvieeeee. 89,084 87,720 85,724 88,133 80,092 L
DEMIVALIVES ...ocviieciiiiictie et 274,284 358,886 345,380 258,665 247,646
Debt SECUTITIES 1N ISSUE ... 104,080 119,461 131,013 145,401 146,896
Liabilities under insurance CONtracts ...........ccocovreeenirenniseenennns 74,181 68,195 61,259 58,609 53,707
Liabilities of disposal groups held for sale ............ccccooveciininne 2,804 5,018 22,200 86 3
Other liabilities .......ceveriereere e 117,377 118,123 111,971 109,868 148,411

Total labilities ........cvvieeeriiicrcec e 2,480,859 2,509,409 2,389,486 2,299,774 2,228,791 qé

@©

Equity GC,S

Total shareholders’ equity 181,871 175,242 158,725 147,667 128,299 >

NON-CONrolliNG INTEIESES ...vvvveeeveeeiiriee e 8,588 7,887 7,368 7,248 7,362 8

TOtAl EQUILY vt 190,459 183,129 166,093 154,915 135,661 %

Total equity and labilities ... 2,671,318 2,692,538 2,555,579 2,454,689 2,364,452 =

o

Five-year selected financial information ©
Called up share capital ...........cccccovemnnniiicieeecias 9,415 9,238 8,934 8,843 8,705
Capital FeSOUFCES™? .........voeeeeeeeeeeeeeeee e 194,009 180,806 170,334 167,555 155,729
Undated subordinated loan capital .........cccoovveiiiinnnsicicnne 2,777 2,778 2,779 2,781 2,785

Preferred securities and dated subordinated loan capital® ......... 48,114 48,260 49,438 54,421 52,126 "

Risk-weighted assets and capital ratios?® o

RiSK-WeIghted 8SSELS ......cccoeriiirieieieiirrieieeee e 1,092,653 1,123,943 1,209,514 1,103,113 1,133,168 g

% % % % % 8

()

COre tier L ratio ...covcveiieeieecieeeeetec e 13.6 12.3 10.1 10.5 9.4 ©

Total capital ratio .......cccovveireiiiireeee e 17.8 16.1 14.1 15.2 13.7 g

@©

Financial statistics I_%

Loans and advances to customers as a percentage of

CUSTOMET ACCOUNIS ... 72.9 74.4 75.0 78.1 77.3
Average total shareholders’ equity to average total assets ......... 6.55 6.16 5.64 5.53 4.72

Net asset value per ordinary share at year-end® (US$) 9.27 9.09 8.48 7.94 7.17 =

Number of US$0.50 ordinary shares in issue (millions) 18,830 18,476 17,868 17,686 17,408 o

@©

Closing foreign exchange translation rates to US$: §

USSLIE oo 0.605 0.619 0.646 0.644 0.616 K]

USBLI € ottt s 0.726 0.758 0.773 0.748 0.694 £

o

For footnotes, see page 132. S

)

A more detailed consolidated balance sheet is contained in the Financial Statements on page 419. i

P

()
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Movement in 2013

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

During 2013, GB&M changed the way it
manages repo and reverse repo activities. This led to
an increase in 2013 in reverse repo agreements
classified as ‘Loans and advances to customers’ and
‘Loans and advances to banks’, and a decline in those
included in “Trading assets’. Similarly, there was an
increase in repo agreements classified in ‘Deposits by
banks’ and ‘Customer accounts’, with a decline in
“Trading liabilities’. For further details of this change,
see page 68.

Loans and advances to customers grew by more
than US$34.2bn in 2013, notably in term and trade-
related lending to corporate and commercial
customers. Customer accounts increased by over
US$56.3bn in 2013. These movements exclude
reverse repo and repo transactions and the effect of
currency movements.

The following commentary is on a constant
currency basis.

Assets

Cash and balances at central banks increased by
17%, mainly in Europe, driven by the placement of
surplus funds reflecting growth in deposits in excess
of lending growth and, to a lesser extent, in North
America.

Trading assets decreased by US$110bn or 27%,
driven by a fall in reverse repos, reflecting the
change in the way GB&M manages these activities
noted above. Excluding this, trading assets were
broadly in line with December 2012 levels.

Financial assets designated at fair value
increased by 16%, in part due to favourable market
movements in our European insurance operations
coupled with higher investments from premium
income received during the year in our insurance
businesses, notably in Europe and Hong Kong.

Derivative assets decreased by 22%. Upward
movements in yield curves in major currencies led to
a decline in the fair value of interest rate contracts,
largely in Europe. In North America, declines in fair
values of interest rate contracts reflected the increase
in swap rates during the year and increased netting.

Loans and advances to banks rose by
US$61.4bn or 41%, including a US$56.4bn increase
in reverse repos reflecting the change in the way
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GB&M manages these activities. Excluding this,
there was a US$5.0bn increase driven by higher
placements with financial institutions in Hong Kong
and Rest of Asia-Pacific.

Loans and advances to customers increased by
US$87.0bn or 9%, including a US$52.8bn rise in
reverse repo balances reflecting the change in the
way GB&M manages these activities, which mainly
affected balances in North America and the UK. We
reclassified over US$9.5bn of customer lending
balances mainly relating to our operations in Panama
and first lien mortgage portfolios in the US to
‘Assets held for sale’. These were subsequently
disposed of in the second half of the year.

Excluding these factors, customer lending
balances grew by US$44.0bn as continued demand
for financing led to a rise in term and trade-related
lending to CMB and GB&M customers in Hong
Kong and, to a lesser extent, in Rest of Asia-Pacific.
Commercial real estate and other property-related
lending also grew in Hong Kong and Rest of Asia-
Pacific. Residential mortgages remained broadly in
line with 2012. There was growth in Rest of Asia-
Pacific and, to a lesser extent, in Hong Kong,
although the rate of growth in Hong Kong fell in
the second half of the year. We also continued to
grow our portfolio in the UK, which reflected our
competitive offering. These factors were broadly
offset by the continued reduction in the US run-off
portfolio. In addition, in the UK there was an
increase in corporate overdraft balances, mainly
in GB&M that did not meet the criteria for netting,
with a corresponding rise in related customer
accounts.

Financial investments were broadly in line
with 2012 levels. We recorded net sales and
maturities of available-for-sale government debt
securities in North America. This was broadly offset
by an increase in Hong Kong due to net new
purchases, together with the re-classification of our
shareholding in Industrial Bank.

Assets held for sale decreased by 79%, driven
by the completion of the sales of our investment in
Ping An and of the non-real estate personal lending
portfolio in the US.

Liabilities

Deposits by banks rose by US$21.4bn or 20% and
included an increase of US$30.5bn relating to
repo balances, reflecting the change in the way

GB&M manages these activities. Excluding this,
balances fell in Europe and North America.



Customer accounts increased by US$148.6bn
or 11%. This included a rise in repo funding of
US$92.3bn reflecting the change in the way GB&M
manages these activities, which mainly affected
balances in North America and the UK. In addition,
we reclassified over US$6.5bn of deposit balances,
mainly relating to our operations in Panama, to
‘Liabilities of disposal groups held for sale’. These
were subsequently disposed of in the second half of
the year.

Excluding these factors, customer accounts
increased by US$63.4bn, driven by a rise in the UK
in RBWM reflecting customers’ continued
preference for holding higher balances in readily-
accessible current and savings accounts in the
uncertain economic environment. This was coupled
with higher balances in our Payments and Cash
Management business in GB&M and CMB. Current
accounts also grew in GB&M due to higher balances
that did not meet the netting criteria and an increase
in short-term deposits. In Hong Kong and Rest of
Asia-Pacific, customer accounts rose, mainly in
RBWM reflecting customer sentiment, but also in
CMB reflecting deposit campaigns in the final
quarter of the year. In North America, customer
accounts grew, driven by higher balances in our
CMB business although this was offset in part by a
fall in RBWM, due to re-pricing.

Trading liabilities decreased by US$102.1bn or
33% and included a fall of US$114.3bn in repos
reflecting the change in the way GB&M manages
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these activities. Excluding this, trading liabilities
increased by US$12.2bn driven by increases in
Europe, reflecting client demand and volumes.

Financial liabilities designated at fair value
remained broadly unchanged during 2013.

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

Debt securities in issue fell by 12%. This was
driven by a net redemption in debt securities in issue
in Europe together with maturing debt that was not
replaced in the US as funding requirements declined
due to business disposals and the run-off of the CML
portfolio. These factors were partly offset by an
increase in Brazil as we substituted wholesale
customer deposits for medium-term loan notes.

Liabilities under insurance contracts rose by
9% as a result of liabilities to policyholders
established for new business, largely written in
Hong Kong.

Liabilities of disposal groups held for sale
decreased by US$1.9bn, driven by the disposal of
non-strategic businesses in Latin America and North
America.

Equity

Total shareholders’ equity rose by 4%, primarily
driven by profits generated in the year, partly offset
by dividends paid.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)
Financial summary > Consolidated balance sheet

Reconciliation of reported and constant currency assets and liabilities

31 December 2013 compared with 31 December 2012

31 Dec 12
31 Dec 12 Currency  at 31 Dec 13 31 Dec 13 Constant
as translation exchange as Reported currency
reported adjustment® rates reported change change
HSBC US$m US$m US$m US$m % %
Cash and balances at central banks .. 141,532 565 142,097 166,599 18 17
Trading assets ............coovvvverreernneeenn. 408,811 4,379 413,190 303,192 (26) 27)
Financial assets designated at fair
value .............. 33,582 (372) 33,210 38,430 14 16
Derivative assets . 357,450 6,480 363,930 282,265 (22) (22)
Loans and advances to banks ........... 152,546 (2,420) 150,126 211,521 39 41
Loans and advances to customers ... 997,623 (4,367) 993,256 1,080,304 8 9
Financial investments ...........cccccce.e. 421,101 (3,132) 417,969 425,925 1 2
Assets held for sale ... . 19,269 (303) 18,966 4,050 (79) (79)
Other aSSetS .......cceevrvrvrvrierereririreereennns 160,624 3,215 163,839 159,032 (@) 3)
Total aSSets ....ocvvvevevveerieieeiereien 2,692,538 4,045 2,696,583 2,671,318 ) )
Deposits by banks ........cccevveiviirnnne 107,429 339 107,768 129,212 20 20
Customer acCounts ..........ccoevervreeenen 1,340,014 (5,801) 1,334,213 1,482,812 11 11
Trading liabilities .........cccccoovvvninenee. 304,563 4,605 309,168 207,025 (32) (33)
Financial liabilities designated at
fair value ............... 87,720 1,155 88,875 89,084 2 -
Derivative liabilities . 358,886 6,815 365,701 274,284 (24) (25)
Debt securities in iSSUE .........ccccevrnnne 119,461 (1,088) 118,373 104,080 (13) (12)
Liabilities under insurance contracts 68,195 115 68,310 74,181 9 9
Liabilities of disposal groups held
forsale .o 5,018 (280) 4,738 2,804 (44) (41)
Other liabilities 118,123 (1,594) 116,529 117,377 - 1
Total liabilities .........cocoevrivnrnnn. 2,509,409 4,266 2,513,675 2,480,859 Q) @)
Total shareholders’ equity ................ 175,242 (463) 174,779 181,871 4 4
Non-controlling interests .................. 7,887 (43) 7,844 8,588 9 9
Total eqUILY ..c.cvvereriecceeee 183,129 (506) 182,623 190,459 4 4
Total equity and liabilities ................ 2,692,538 3,760 2,696,298 2,671,318 1) Q)

For footnote, see page 132.

In 2013, GB&M changed the way it manages
repo and reverse repo activities in the Credit and
Rates businesses, which were previously being
managed in a trading environment. During the year,
the repo and reverse repo business activities were
organised into trading and non-trading portfolios,
with separate risk management procedures. This
resulted in an increase in the amount of reverse repos
classified as ‘Loans and advances to customers’ and
‘Loans and advances to banks’, and a decline in
the amount classified as ‘Trading assets’ at
31 December 2013, compared with previous year-
ends. Similarly, at 31 December 2013 there was an
increase in the amount of repos classified as
‘Customer accounts’ and ‘Deposits by banks’, with a
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decline in the amount classified as ‘Trading
liabilities’, compared with previous year-ends. The
increase in amortised cost balances and the decrease
in trading balances primarily occurred in Europe and
North America, specifically the UK and the US.

The impact of repos and reverse repos on the
balance sheet is set out in the table below. The table
also provides a combined view of customer lending
and customer deposits which, by taking into account
loans and advances to customers and customer
account balances reported as held for sale, more
accurately reflects the overall size of our lending
and deposit books.



Combined view of lending and deposits

2013 2012 Change
US$m ussm % +
Customers — amortised cost 8_
Loans and advances t0 CUSTOMETS .........cccevrriririeriueieinirisirese e 1,080,304 997,623 8 g
— loans and other receivables .... 992,089 962,972 3 ©
= TEVEISE TEPDS. c..euvettesestreseetetetest e b et b st b e bk s et e e e bbbt ne bbb bt e bbb 88,215 34,651 155 =
Loans and advances to customers reported in ‘Assets held for sale’® .................... 1,703 6,124 (72) ke
Combined CUSOMEr [BNAING ......cuvviviiriiiiieieer e 1,082,007 1,003,747 8 n
CUSEOMET BCCOUNTS ...ttt 1,482,812 1,340,014 11
— cash deposits and Other ACCOUNTS .........cccorrireiiirireiee s 1,361,297 1,311,396 4
= TBPOS etttk E bRt E bRttt 121,515 28,618 325
Customer accounts reported in ‘Liabilities of disposal groups held for sale’ ........... 2,187 2,990 27)
Combined CUSTOMET AEPOSIES .......cvvveieiriecieieisier et 1,484,999 1,343,004 11
Banks — amortised cost %
Loans and advances t0 DANKS ..........cc.civveiiiiicieesecee e 211,521 152,546 39 S
— loans and other reCeIVADIES ...........ccciiiiicieiccc s 120,046 117,085 3 &':’
— TEVEISE TEPOS. cuuvuvueeveseseseressesesesesesessasesesesessssesesesessssssesesesessssssesesesessssssesesesesnssnsans 91,475 35,461 158 =
DEPOSIS DY DANKS e 129,212 107,429 20 =
— cash deposits and Other CCOUNES .........ccccviriiiieieieieiere e 86,507 95,480 9) £
= TBPIOS etttk b R E bR R bbbttt 42,705 11,949 257 L
Customers and banks — fair value
Trading aSSELS — FEVEISE FEPOS ....v.vevevererireerererereresesseseresesessssssesesessssesesesssessssesesessssssnns 10,120 118,681 (91)
— loans and advances t0 CUSLOMELS ........cccccvevevereueiireereierce st 7,180 73,666 (90)
— loans and advances t0 BanKS ...........cccccveviriiieeeiiesisce e 2,940 45,015 (93)
Trading liabilities — FEPOS .....cvovriiieieiiiree s 17,421 130,223 (87) 3
— customer accounts ... 9,611 103,483 (91) %
— depoSits DY DANKS .......ccouiiiiiii s 7,810 26,740 (71) g
>
For footnote, see page 132. 8
B
Financial investments S
o
At 31 December 2013 At 31 December 2012 o
Equity Debt Equity Debt ©
securities securities Total securities securities Total
USs$bn Ussbn uss$bn ussbn Uss$bn US$bn
Balance Sheet Management .............. - 314.4 314.4 - 293.4 293.4
Insurance entities ..........c.cocoeereevennen - 46.4 46.4 - 434 434 "
Structured entities ..... 0.1 22.6 22.7 - 24.7 24.7 c
Principal investments 2.7 - 2.7 2.9 - 29 °é
Other ..o 6.3 334 39.7 2.9 53.8 56.7 [
@©
9.1 416.8 425.9 5.8 415.3 421.1 )
<
The table above analyses the Group’s holdings e  ‘“Structured entities’ (page 550) for further §
of financial investments by business activity. Further information about the nature of securities IE
information can be found in the following sections: investment conduits in which the above
financial investments are held.
e ‘Balance Sheet Management’ (page 238) for a
description of the activities and an analysis of e  “Equity securities classified as available for
third party assets in balance sheet management. sale’ (page 235) includes private equity holdings =
(o . . and other strategic investments. =
¢ ‘Risk management of insurance operations g
(page 249) includes an analysis of the financial e  ‘Other’ represents financial investments held in 5
investments within our insurance operations by certain locally managed treasury portfolios and =
the type of contractual liabilities that they back. other GB&M portfolios held for specific o
business activities. o
d=
2
@©
{=
)
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Report of the Directors: Financial Review (continued)

Financial summary > Consolidated balance sheet / Reconciliation of RORWA measures

Customer accounts by country

Malta

IVIBIAYSTAL ...ttt bbb h bbbttt
Singapore
TAIWAN .veeietiiete ettt et s ettt s et e et et e b e ssese st ese e s e se e b e A bR e s e R e b e Re et e Rt b e R e e ket et e b be et ere et ebe b eteebeneee
BT (T U ST
L 1T SRS

Middle East and North Africa

USP ettt
(0% 4T o - WO EOEO TSROSO
BEIMUAA ...ttt et etttk bRt s et e Rt et st b e st b e e R et e Rt et e R e R e e Re e re e ne s

LAtiN AMEIICA ...voiieiieiiicieetet ettt ettt sttt et et s et e b e b e st e se st e se st ese et e s b et e b ebe s ene s ene s ereebeneaee
Argentina

Brazil .......
IMIBXICO ..viuvititeteitet ettt ettt ettt ettt ettt et s e b e b et e b esesaese s s eae et es s e b ess e b et ehe st eae et ere et en s e b et ebe st ene et ene st er e bene e
PANAIMA ...ttt bbbt b bttt e bbbt e be b e b e Ee Rt Rt R e R e e Rt e e e R et e ebe e beebeebeebeereeneenen
L 1T SRS SP P

For footnotes, see page 132.

70

At 31 December

2013 2012
US$m US$m
644,816 555,009
504,984 426,144
65,844 55,578
16,615 15,611
6,222 5,957
16,796 20,211
7,795 7,629
26,560 23,879
365,993 346,208
182,626 183,621
19,812 20,430
11,549 10,415
5,865 6,512
40,579 35,572
17,139 17,641
43,988 47,862
12,758 12,497
2,426 2,147
28,510 30,545
38,683 39,583
7,401 7,548
2,861 2,704
18,433 18,448
9,988 10,883
196,495 149,037
135,531 90,627
48,065 47,049
12,899 11,361
54,199 66,556
4,468 5,351
24,353 30,144
23,975 22,724
- 5,940

1,403 2,397
1,482,812 1,340,014




Reconciliation of RORWA measures We also present the non-GAAP measure of
underlying RORWA adjusted for the effect of

Performance Management operations which are not regarded as contributing to
We target a return on average ordinary shareholders’ equity the longer-term performance of the Group. These

of 12%-15%. For internal management purposes we monitor . . .
global businesses and geographical regions by pre-tax return include the run-off portfolios and the CRS business

on RWAs, a metric which combines return on equity and which was sold in 2012.

regulatory capital efficiency objectives. .
The CRS average RWAs in the table below

In addition to measuring return on average risk- represent the average of the associated operational
weighted assets (‘RORWA’) we measure our risk RWAs that were not immediately released on
performance internally using the non-GAAP disposal and have not already been adjusted as part
measure of underlying RORWA, which is underlying of the underlying RoORWA calculation. The 2012
profit before tax as a percentage of average risk- pre-tax loss for CRS primarily relates to litigation
weighted assets adjusted for the effects of foreign expenses incurred after the sale of the business that
currency translation differences and business have not been adjusted as part of the underlying
disposals. Underlying RORWA adjusts performance RoRWA calculation.

for certain items which distort year-on-year
performance as explained on page 47.

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

2013 2012

Pre-tax Average RoRWA Pre-tax Average RORWA

return RWAs* & return RWAs®* &

ussm US$bn % Us$m US$bn %

REPOME ... 22,565 1,104 2.0 20,649 1,172 18

UNderlying® ..o 21,586 1,088 2.0 15,286 1,078 1.4

Run-off portfolios . 68 124 0.1 (1,624) 166 (1.0)

Legacy credit in GB&M ........cccovvvvcininnne 185 33 0.6 (274) 45 (0.6)

US CML and other® ..........ccc.ccoevverevirerns (117) 91 0.2) (1,350) 121 (1.1)

Card and Retail Services ..........ccccooeevricinenns = 4 = (150) 5 (3.0)
Underlying (excluding run-off portfolios

and Card and Retail Services) ..................... 21,518 960 2.2 17,060 906 1.9

Reconciliation of reported and underlying average risk-weighted assets

Year ended 31 December

2013 2012 Change

Ussbn ussbn %

Average reported RWAS® _...........ooooeeeeeeeeeeeeeee e eesees e ese s e en e 1,104 1,172 (6)
Currency translation adjustment™ ...........cc..coooerveceereereeeeeseeeeeesseees e - (6)
Acquisitions, disposals and dilULIONS ..........cccceuereeenrerinsnssssssssssessessessseees (16) (88)

Average underlying RWAS® ..........ooovirieciecieessssse s 1,088 1,078 1

For footnotes, see page 132.
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HSBC HOLDINGS PLC

Report of the Directors: Financial Review (continued)

Financial summary > Critical accounting policies

Critical accounting policies

(Audited)
Introduction

The results of HSBC are sensitive to the accounting
policies, assumptions and estimates that underlie the
preparation of our consolidated financial statements.
The significant accounting policies are described in

Note 2 on the Financial Statements.

The accounting policies that are deemed critical
to our results and financial position, in terms of the
materiality of the items to which the policies are
applied and the high degree of judgement involved,
including the use of assumptions and estimation, are
discussed below.

Impairment of loans and advances

Our accounting policy for losses arising from the
impairment of customer loans and advances is
described in Note 2g on the Financial Statements.
Loan impairment allowances represent
management’s best estimate of losses incurred

in the loan portfolios at the balance sheet date.

Management is required to exercise judgement
in making assumptions and estimates when
calculating loan impairment allowances on both
individually and collectively assessed loans and
advances.

The largest concentration of collectively
assessed loan impairment allowances are in North
America, where they were US$3.8bn, representing
47% (2012: US$5.2bn; 54%) of the Group’s total
collectively assessed loan impairment allowances
and 25% of the Group’s total impairment
allowances. Of the North American collective
impairment allowances approximately 79%

(2012: 86%) related to the US CML portfolio.

The methods used to calculate collective
impairment allowances on homogeneous groups
of loans and advances that are not considered
individually significant are disclosed in Note 2g
on the Financial Statements. They are subject to
estimation uncertainty, in part because it is not
practicable to identify losses on an individual loan
basis because of the large number of individually
insignificant loans in the portfolio.

The estimation methods include the use of
statistical analyses of historical information,
supplemented with significant management
judgement, to assess whether current economic and
credit conditions are such that the actual level of
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incurred losses is likely to be greater or less than
that suggested by historical experience. Where
changes in economic, regulatory or behavioural
conditions result in the most recent trends in
portfolio risk factors being not fully reflected in the
statistical models, risk factors are taken into account
by adjusting the impairment allowances derived
solely from historical loss experience.

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

During 2013, we reviewed the impairment
allowance methodology used for retail banking
and small business portfolios across the Group to
ensure that the assumptions used in our collective
impairment assessment models continue to
appropriately reflect the periods of time between
a loss event occurring, the discovery of the loss
event and the eventual write off. As a result of this
review, the collective impairment allowances were
increased by US$251m.

Where loans are individually assessed for
impairment, management judgement is required in
determining whether there is objective evidence that
a loss event has occurred and, if so, the measurement
of the impairment allowance. In determining
whether there is objective evidence that a loss event
has occurred, judgement is exercised in evaluating
all relevant information on indicators of impairment,
which is not restricted to the consideration of
whether payments are contractually past-due but
includes broader consideration of factors indicating
deterioration in the financial condition and outlook
of borrowers affecting their ability to pay. A higher
level of judgement is required for loans to borrowers
showing signs of financial difficulty in market
sectors experiencing economic stress, particularly



where the likelihood of repayment is affected by the
prospects for refinancing or the sale of a specified
asset. For those loans where objective evidence of
impairment exists, management determine the size
of the allowance required based on a range of factors
such as the realisable value of security, the likely
dividend available on liquidation or bankruptcy, the
viability of the customer’s business model and the
capacity to trade successfully out of financial
difficulties and generate sufficient cash flow to
service debt obligations.

Under certain specified conditions, we provide
loan forbearance to borrowers experiencing financial
difficulties by agreeing to modify the contractual
payment terms of loans in order to improve the
management of customer relationships, maximise
collection opportunities and, if possible, avoid
default or repossession. Where forbearance activities
are significant, higher levels of judgement and
estimation uncertainty are involved in determining
their effects on loan impairment allowances.
Judgements are involved in differentiating the credit
risk characteristics of forbearance cases, including
those which return to performing status following
renegotiation. Where collectively assessed loan
portfolios include significant levels of loan
forbearance, portfolios are segmented to reflect the
different credit risk characteristics of forbearance
cases, and estimates are made of the incurred losses
inherent within the forbearance portfolio segments at
the reporting date. Forbearance activities take place
in both retail and wholesale loan portfolios, but our
largest concentration is in the US, in HSBC
Finance’s CML portfolio.

The exercise of judgement requires the use of
assumptions which are highly subjective and very
sensitive to the risk factors, in particular to changes
in economic and credit conditions across a large
number of geographical areas. Many of the factors
have a high degree of interdependency and there
is no single factor to which our loan impairment
allowances as a whole are sensitive, though they are
particularly sensitive to general economic and credit
conditions in North America. For example, a 10%
increase in impairment allowances on collectively
assessed loans and advances in North America
would have increased loan impairment allowances
by US$0.4bn at 31 December 2013 (2012: US$0.5bn).

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

Our accounting policy for goodwill is described in
Note 2p on the Financial Statements. Note 22 on the
Financial Statements lists our cash generating units
(‘CGU’s) by geographical region and global
business. HSBC’s total goodwill amounted to
US$21bn at 31 December 2013 (2012: US$21bn).

The review of goodwill for impairment reflects
management’s best estimate of the future cash flows
of the CGUs and the rates used to discount these
cash flows, both of which are subject to uncertain
factors as follows:

o the future cash flows of the CGUs are sensitive
to the cash flows projected for the periods for
which detailed forecasts are available and to
assumptions regarding the long-term pattern
of sustainable cash flows thereafter. Forecasts
are compared with actual performance and
verifiable economic data, but they necessarily
reflect management’s view of future business
prospects at the time of the assessment; and

o the rates used to discount future expected cash
flows are based on the costs of capital assigned
to individual CGUs and the rates can have a
significant effect on their valuation. The cost
of capital percentage is generally derived from a
Capital Asset Pricing Model, which incorporates
inputs reflecting a number of financial and
economic variables, including the risk-free
interest rate in the country concerned and a
premium for the risk of the business being
evaluated. These variables are subject to
fluctuations in external market rates and
economic conditions beyond our control and
are consequently subject to uncertainty and
require the exercise of significant judgement.

A decline in a CGU’s expected cash flows
and/or an increase in its cost of capital reduces the
CGU'’s estimated recoverable amount. If this is
lower than the carrying value of the CGU, a charge
for impairment of goodwill is recognised in our
income statement for the year.

The accuracy of forecast cash flows is subject
to a high degree of uncertainty in volatile market
conditions. In such market conditions, management
retests goodwill for impairment more frequently than
annually to ensure that the assumptions on which the
cash flow forecasts are based continue to reflect
current market conditions and management’s best
estimate of future business prospects.
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Report of the Directors: Financial Review (continued)

Financial summary > Critical accounting policies

During 2013, no impairment of goodwill was
identified (2012: nil). In addition to the annual
impairment test which was performed as at 1 July
2013, management reviewed the current and expected
performance of the CGUs as at 31 December 2013
and determined that there was no indication of
impairment of the goodwill allocated to them, except
for the GPB — Europe CGU, for which reduced
forecast profitability triggered the re-testing of the
related goodwill as at 31 December 2013. Although
the results of the goodwill impairment testing for this
CGU are more sensitive to key assumptions used, the
re-test of the goodwill concluded that there was no
impairment.

Note 22 on the Financial Statements includes
details of the CGUs with significant balances of
goodwill, states the key assumptions used to assess
the goodwill in each of those CGUs for impairment
and provides a discussion of the sensitivity of the
carrying value of goodwill to changes in key
assumptions.

Interests in associates

Under the equity accounting method, investments

in associates are initially stated at cost, and are
adjusted thereafter for the post-acquisition change in
HSBC’s share of the net assets of the associate. An
investment in an associate is tested for impairment
when there is an indication that the investment may
be impaired. At 31 December 2013, the fair value of
HSBC’s investment in BoCom had been below the
carrying amount for approximately 20 months, apart
from a short period in 2013. The conclusion of the
impairment test, based on the assessment of the
value in use, was that the investment is not impaired.
The measurement of value in use involves
significant judgement in estimating the present
values of cash flows expected to arise from
continuing to hold the investment. Note 21 on the
Financial Statements includes detailed information
on HSBC'’s investment in BoCom. It provides a
description of the key assumptions used in
estimating value in use, the sensitivity of the value
in use calculation to different assumptions and a
sensitivity analysis that shows the changes in key
assumptions that would reduce the excess of value
in use over the carrying amount (“headroom’) to nil.
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Valuation of financial instruments

Our accounting policy for determining the fair value
of financial instruments is described in Note 2d on
the Financial Statements. The best evidence of fair
value is a quoted price for the instrument being
measured in an actively traded market. In the event
that the market for a financial instrument is not
active, a valuation technique is used. The majority
of valuation techniques employ only observable
market data and so the reliability of the fair value
measurement is high. However, certain financial
instruments are valued on the basis of valuation
techniques that include one or more significant
inputs that are unobservable. Valuation techniques
that rely to a greater extent on unobservable inputs
require a higher level of management judgement to
calculate a fair value than those based wholly on
observable inputs.

Valuation techniques used to calculate fair
values are discussed in Note 15 on the Financial
Statements. The main assumptions and estimates
which management consider when applying a model
with valuation techniques are:

o the likelihood and expected timing of future cash
flows on the instrument. These cash flows are
estimated based on the terms of the instrument,
and judgement may be required when the ability
of the counterparty to service the instrument in
accordance with the contractual terms is in
doubt. Future cash flows may be sensitive to
changes in market rates;

o selecting an appropriate discount rate for
the instrument. The determination of this rate
is based on an assessment of what a market
participant would regard as the appropriate
spread of the rate for the instrument over the
appropriate risk-free rate; and

e judgement to determine what model to use to
calculate fair val