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Presentation of Information

Contents

This document compnses the Annual Report and Accounts
2015 for HSBC Bank plc (‘the bank’) and its subsidiaries
{together ‘the group’} ‘We’, ‘us’ and ‘our’ refer to HSBC Bank
plc together with its subsidhories it contains the Strotegre
Report, the Report of the Directors, the Statement of
Directors’ Responsibilities and Financial Statements, together
with the Independent Auditor's Report, as required by the UK
Compantes Act 2006 References to ‘HSBC or ‘the Group’
within this document mean HSBC Holdings plc together with
1ts subsidiaries

HM Treasury has transposed the requirements set out under
CRD IV and 1ssued the Capital Requirements Country-by-
Country Reporting Regulations 2013, effective 1 Januory 2014
The legisfation will require HSBC Holdings plc to publish
additional information, in respect of the year ended 31
December 2015, by 31 December 2016 This information will
be available on HSBC's website www hsbc com This enables
HSBC Bank pic to be exempt from the reporting obligation and
therefore the bank will nat separately disclose this
information

Additional information, including commentary on 2014 versus
2013 and certain statistical end other information, may be
found in o separate document entitled ‘Additional information
2015 and can also be found at www hshc com

Piffar 3 disclosures for the group are also available on
www hsbe com

All disclosures within the Report of the Directors are
unaudited unless otherwise stated
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Strategic Report: Highlights
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2015 2014
For the year (£m) o
Profit before tax (reported basis) . 2,971 1,953
Profit befare tax (adjusted basis)* 4,063 4,032
Net operating income before loan impairment charges and other credit nsk provisions’ 12,870 11,886
Profit attnbutable to shareholders of the parent company —_— 1,942 1,354
At year-end {£m)
Total equity attributable to shareholders of the parent company e 37,497 36,078
Total assets e o 727,941 797,289
Risk-weighted assets e 229,382 243,652
Loans and advances to customers {net of impairment allowances) . 258,506 257,252
Customer accounts 332,830 345,507
Capital ratios’ (%)
Common equity tier 1 96 87
Tierl 18 103
Total capstal 155 138
Performance, efficiency and other ratios (annualised %)
Return on average shareholders’ equity of the parent company* 59 42
Pre-tax return on average nsk-weighted assets (reported basis) 12 08
Pre-tax return on average nsk-weighted assets (adjusted basis) 17 17
Cost efficiency ratio (adjusted basis)® 641 643
Jaws [adjusted basis)® 03 {6 8}
Ratio of customer advances to customer accounts 777 742

1 Adusted performance 1s computed by adjusting reported results for the effect of significant items as detolled on pages 12 ond 13

2 Net operating ncome before loan impairment charges and other credit risk previsions 1s also referred to as revenue

3 Copitol ratios are based on transttional CRD 1V rules {refer to page 75)

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

5 Aduusted cost efficiency ratio Is defined as total operating expenses (adjusted) divided by net operating income before foan impairment charges and
other credit risk prowisions (adjusted) Net operating income befare loon impairment charges and other credit risk prowisions (adwsted) s also
referred to as revenue {odjusted)

6 Adjusted jows meosures the difference between adusted revenue ond odpusted cost growth rates
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HSBC at a glance

Strategic Report: Purpose and Strategy

Global businesses

HSBC's operating model consists of four global businesses as

detatled in the table below

The businesses set consistent business strategies and
operating models to supplement HSBC strategy across
Europe They manage the products and business
propositions offered to our customers

Retail Banking and Wealth
Management {'RBWM’)

Commercial Banking {"CMB")

Global Banking and Markets
{‘GB&M')

Globai Private Banking (‘GPB")

We help millions of people to manage
their finances, buy their home and
save and mvest for their future Qur
Insurance and Asset Management
businesses support all of our
businesses to meet their customers’

‘We provide business customers with
banking products and sernces to
support and enable them operate and
grow therr business Our customers
range from small enterprises focused
primarily on their domestic markets,

needs threugh to large corporates
operating globally

We provide financial services and
products to corporates, governments
and institutions Our comprehensive
range of products and solutions can
be combtned and customised to
meet our chents’ specific objectives —
across capital financing, adwisory and
transaction banking serces

We help high-net- werth indivduals
and their famihes to grow, manage
and preserve their wealth

Our Purpose

Our strategy

The purpose of HSBC Bank plc is to connect customers to
opportunities, enable businesses to thrive and economies
to prosper, and ultimately help people to fulfil thewr hopes
and realise therr ambitions

Geographical presence

in Europe, we operate in over 15 countries Our operating
entities represent the group to customers, ragulators,
employees and other stakeholders Qur priority markets
are the UK, France and Germany

HSBC worldwide

The group ts part of HSBC, which has more than 250,000
employees working around the world to provide more than
47 millon customers wath a broad range of banking products
and sernces to meet ther finanaal needs

HSBC values

HSBC values define who we are as an organisation and
what makes us distinctive

Open

* We are open to different ideas and cultures and value
diverse perspectives

Connected

+ We are connected to our customers, communities,
regulators and each other, caring about individuals and
therr progress

Dependable

« We are dependable, standing firm for what 1s nght and
delivering on commitments

Qur role in society

How we do business is as important as what we do Our
responsibilities to our customers, employees and
shareholders as well as to wider society go far beyond
simply being profitable

We seek to build trusting and lasting relationships with our
many stakeholders to generate value in society

The group’s strategy and strategic direction 1s embedded In
HSBC's strategy, which aims to capture value from its

international network

Our strategy 1s built around tong-term trends and reflects

our distinctive advantages

Long-term trends

Increasing global connectivity

The international flow of goods, services and finance
continues to expand, aided by the development of
technology and data in personal and commercial

exchanges

Distinctive advantages

Unrivalled global presence

HSBC's network provides access to more than 90 per cent
of global trade and capital flows We use 1t to enable chents
to participate in global growth opportunities and offer
leading product capabilities to build deeper and more
endurning relationships with businesses and indwiduals with

international needs

Universal banking model

We serve the full range of banking customers through our
four businesses, from individual savers to large

multinational corporations

This umversal banking model

enables us to effectively meet our chents’ diverse financial
needs, support a strong capital and funding base, reduce
nisk profile and volatility, and generate stable returns for

shareholders

Long-term strategy

Develop our international network

The group derves value from HSBC's network of businesses
to support future growth and increase global connectivity

We aim to develop and leverage on the presence and
global reach of HSBC in our long-term commitment
towards our strategic European markets

.
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invest in wealth management and select retail businesses

We aim to capture opportunities ansing from social
mobility, wealth creation and long-term demographic
changes in our priority markets where we can achieve
profitable scale

Value of the network

HSBC's network of businesses covers the world's largest
and fastest growing trade corridors and economic zones

Services around the world

We provide products and services to meet our clients’
diverse financial needs HSBC's geographic reach and
network of clients allows greater insight into the trade and
capital flows across supply chatns

Business synergies

We share resources and product capabilities across our
businesses and leverage these synergies when serving our
customers We are able to provide globa! markets
products, for example, to large multinationals as well as to
small businesses We issue insurance products to
individuals and corporations alike Many of our private
banking chents are business owners who we zlso serve as
corporate clients

Strategic actions

At HSBC's Investor Update in June 2015, the Group
outhned plans to commit and capture value from its global
network by adapting to structural changes in the operating
environment and pursuing growth epportunities

HSBC has set out strategic actions to be mostly completed
by 2017, many of which are applicable to the group

- Reduce nsk werghted assets (‘RWAs’} across the Group

- Optirmse HSBC's global network

-  Setup o UK nngfenced bank

- Delver USD 54 5-5 0 biliion of cost savings

- Deliver revenue growth above Gross Domestic Product
("GDP’} from HSBC's international network

- Grow business from renminbi {'RMB’} internationafisation

- Implement Global Standards
The Group’s strategic actions wall help in achieving our
medium-term financial targets, such as increasing our
return on equity and achieving positive jaws Details of
structural reform including ring-fencing can be found
below Details of our strategic decision regarding our
Turkish business can be found on page 21

Structural Reform

Policy background to recovery and resolution

Following the financial crisis, G20 leaders requested that
the Financial Stabity Board {‘FSB’) estabhish more effective
arrangements for the recovery and resclution of 30
designated Global Systematically Important Banks {'G-
518s’}, resulting in a series of policy recommendations in
relation to recovery and resolution planming, cross-border
cooperation agreements and measures to mitigate
obstacles to resolution

Strategic Report: Purpose and Strategy (continueq)
IR T T S - -

Banking structural reform and recovery and resolution
planning

Globally there have been a number of developments
relating to banking structural reform and the introduction
of recovery and resolution regimes As recovery and
resolution planning developed, some regulators and
national authorities have also required changes to the
corporate structures of banks These include requining the
loca! incorporation of banks or nng-fencing of certain
businesses In the UK, ring-fencing legisiation has been
enacted requiring the separation of retaill and smal! and
medium-sized enterpnse ('SME’) banking activity from
trading activity

HSBC resolution strategy

The Group continues to work with primary regulators to
develop and agree a resolution strategy for HSBC 1t s
viewed that a strategy by which the Group breaks up ata
subsidiary bank level at the point of resolution {referred to
as Muluple Point of Entry strategy) rather than being kept
together as a Group at the point of resolution (referred to
as a Single Point of Entry strategy) 1s the optimal approach
as it 1s aligned to the Group's existing legal and business
structure Simular to all G-51Bs, the Group 15 working with
regulators to better understand inter-dependencies
between different businesses and subsidiary banking
entities in the Group tn order to enhance resolvability

Implementation of the ServCo group

The Group started making changes to its corporate
structure to mitigate or remove critical inter-dependencies
to further facihtate the resolution of the Group In
particutar, to remove operational dependencies {where
one subsidiary bank provides cntical services to ancther),
the Group 15 in the process of transferring cnitical services
from subsidiary banks to a separately incorporated group
of service companies {"ServCo group’) The ServCo group
will be separately capitalised and funded to ensure
continuity of services in resolution A significant portion of
the ServCo group already exists and this inttiative involves
transferring the rematning critical services still held by
subsidiary banks into the ServCo group The services will
then be provided to the subsidiary banks by the ServCo
group

In 2015, to progress implementation, 12,065 employees
performing shared services in the UK were transferred
from HSBC Bank plc to the ServCo group, whichis not a
subsidiary of HSBC Bank pic but of HSBC Holdings plc There
were no changes to employment terms and conditions or
pension benefits as a result of these transfers

To support the creation of the ServCo group and to ensure
that employees transferred retained existing pension
benefits, a new section of the HSBC Bank (UK} Pension
Scheme was created with segregated assets and labilities
The new section provides ServCo group employees with
thetr defined contribution pension and, where retevant,
defined benefit pension benefits ansing from future salary
increases above CPI
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Strategic Report: Purpose and Strategy (continued)
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Further transfer of employees, critical shared services and
assets in the UK and other junsdictions are planned to
occur during 2016

UK nng-fenaing

In 2013 and 2014, UK legistation was enacted requiring
large banking groups to ‘ring-fence’ UK retail banking
activity in a separately incorporated banking subsidiary (a
ring-fenced” bank), which will not be a subsidiary of HSBC
Bank ple, that s prohibited from engaging in significant
trading actiity Ring-fencing 1s to be completed by

1 January 2019 The legislation also details the applicable
customers to be transferred to the nng-fenced bank by
reference to gross worth and enterprises to be transferred
based on turnover, assets and number of employees In
addition, the legislation places restrictions on the activities
and geographical scope of ning-fenced banks

There continue to be regulatory developments related to
the proposed rules on ring-fencing Ouring the year, the
Prudential Regulation Authority ("PRA’) and other
regulators 1ssued new proposed rules on governance
arrangements, nng-fencing transfer schemes, prudential
requirements, intragroup arrangements and operational
continuity and the use of finanaial market infrastructure
The regulatory landscape continues to evolve and the
finalisation of rules 1n respect of ring-fencing 1s expected to
continue in 2016 and 2017

In March 2015, Birmingham was announced as the location
of the headquarters of the UK nng-fenced bank, H5BC UK
Cur ambition 1s to be the bank of choice in the UK and as a
name, HSBC UK will build on the glabal connectivity and
customer trust of the HSBC brand and differentiate usin a
competitive market

The final business design prowides for the transfer into
HSBC UK of the qualifying components of HSBC Bank plc’s
UK RBWM, CMB and GPB businesses HSBC Bank plc’s UK
GB&M business will remain in HSBC Bank plc HSBC Bank
plc remains the 1ssuer under its debt issuance programmes
and outstanding secunities 1ssued under such programmes
will continue te be obligations of HSBC Bank plc

The Group presented a final ring-fencing project plan to
regulators in January 2016 The plan remains subject to
certain internal approvals and 1s ultimately subject to the
approval of the PRA, Financial Conduct Authonity (‘FCA")
and other applicable regulatars
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Products and services

The group manages its products and services through 1ts
four businesses RBWM, CMB, GB&M, and GPB

Retail Banking and Wealth Management
Customers

RBWM serves customers through four main business areas
Retail Banking, Wealth Management, Asset Management
and Insurance

Since 2012, RBWM has taken numerous actions to improve
the way it conducts its business It has removed the
formulaic Iink between product sales and rermuneration,
paying all staff on a discretionary basis including assessment
of their behaviour and the satisfaction of its customers
RBWM has reduced 1ts product range, reviewed the fairness
of its product features and pricing, and enhanced the way it
monitors sales quakity

Products and services

RBWM provides services to individuals under the HSBC
Premier and Advance propositions, targeted at mass affluent
and emerging affluent customers who value international
connectivity For customers who have simpler everyday
banking needs, RBWM offers a full range of banking products
and services reflecting local requirements

Business synergies

RBWM makes a significant contribution to the overall
success of the Group Insurance and Asset Management
provide services to clients across all of the global businesses,
and the foreign exchange and wealth management needs of
RBWM chients create opportunities for GB&M

Areas of focus

RBWM's focus is on growing the business through
relationship-led lending and wealth management, whilst
transforming customer expenience and cost base through
investment i digital infrastructure

Commercial Banking
Customers

Our customers range from small enterprises focused
primarily on theirr domestic markets, through to large
corporates operating nationally, regionally and globally
Products and senaices

We support our customers with tallored financial products
and services to allow them to operate efficiently and to
grow We provide working capital, term loans, payment
services and international trade facilitation We offer
expertise (n mergers and acquisitions, and provide accass
to financial markets

Business synergies

CMB s at the centre of creating revenue synergies within
the Group For instance we provide trade finance, working
capital and hquidity management solutions to GB&M clients
We also provide Capital Finance expertise and Insurance and
Asset Management capabilittes from across the group to
benefit CMB clients

Areas of focus

HSBC 15 focused on creating value from 1ts network which
covers 90 per cent of the global trade and capntal flows
HSBC 1s therefore mnvesting heawily in digital and
technology aspects of its core Payments and Cash

Strategic Report: Products and services

Management (‘PCM’) and Global Trade and Recewables
Finance ('GTRF'} propositions

Global Banking and Markets

Customers

GB&M supports corporate and institutional clients
worldwide in achieving their long-term strategic goals
through tailored and innovative solutions GB&M’s deep
sector expertise extends across transactional banking,
financing, investments, adwvisory and risk management To
strengthen our refationship with clients and the services
we provide, we use independent benchmarking and
internal programmes to regularly assess these
relationships

Products and services

GB&M's product specialists continue to deliver a
comprehensive range of capital financing, adwvisory and
transaction banking services

Business synergies

In 2015, GB&M enabled business synergies, recognising
growth in a number of areas For example, we grew revenues
from the sale of capital financing products sold to CMB clients

Areas of focus

We are reducing RWAs as we continue to exit legacy credit,
manage our Markets and Capital Financing business and
employ a disciphned approach to new client business

Our focus on cost discipline will resuft in further
simplification of the business through streamiining
business lines, operations and technology

Deepening relationships with clients in both event and
transaction banking remain a prionty ‘We are growing our
business from the internationalisation of China’s RMB
currency and by investing in digital capabibities

Global Private Banking
Customers
GPB serves high net worth individuals with complex needs

Since 2011, GPB has taken significant steps to simplify and
improve the way it conducts its business GPB remains
committed to implementing the most effective globat
standards, including customer due diligence, a tax
transparency framework, and financial cnme comphance
measures

Products and services

GPB works closely with its chients to provide solutions to
grow, manage and preserve wealth Its products and
services Include Investment Management, incorporating
advisory, discretionary and brokerage services

Business synergies

GPB utiises distributes its products within GB&M, CMB and
RBWM, including asset management, research, insurance,

trade finance and capital financing, to offer propositions to
our clients

Areas of focus
GPB aspires to build on H58C's commercial banking heritage

and be the leading private bank for high net worth business
owners and principals
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Strategic Report: How we do business

How we do business

We conduct our business intent on supporting the sustained
success of our people, customers and communities We see
investment in our capabilities, employees and processes as a
source of long-term competitive advantage

How we do business strengthens the durability of our
earnings and our ability to return value to shareholders

Led by our values

HSBC values underpin how we do business We are open to
differences and beheve divarsity makes us stronger We are
connected, and our personal relationships are essential to
our business We are dependable in fulfiling our
responsibalities in society and delivering on commitments

* Building lasting business relationships
* Empowenng people

+ Ensunng sustainable outcomes

Building lasting business relationships
Ensuring fair outcomes

We recognise that the delivery of fair outcomes for
customers and upho!ding of financial market integnty 1s
cntical to a sustainable business model HSBC continues to
enhance preduct governance processes to ensure products
are designed to meet customers’ needs and are sold to
suitable customer groups For example, we send text
messages to alert customers when they are about to go into
overdraft, resulting \n customer savings in overdraft fees

Increasing quality of serwice

We seek feedback from customers to assess how well we are
doing and what we cando better In 2015, we improved our
processes for responding to customer complatnts and tools
for understanding their causes

Developing long-term opportunities

Technology and ciimate change are two areas which present
both challenges and opportunities to us and our customers

HSBC 1s investing in innovation and digital capabilities to
better serve its customers This includes enhancing security
around finanaal transactions and protecting customer data
In 2015, we enabled the Apple Pay mobile payment service,
launched live-chat online customer service, and made
digital secure keys available to simplify customer login
experience

Empowering people
Valuing diversity

HSBC 1s proud to provide an open, supportive and mclusive
workplace where people can grow and achieve theiwr
potential The Group’s commitment to diversity and
inclusion helps to attract, develop and retain employees
HSBC 15 also commutted to reflecting the communities we
serve

To help managers address bias in hinng, promotion and
talent identification we use education programmes and
have expanded mentonng initiatives for under-represented
groups We continue to address gender representation,
particularly at semor levels, with additional focus on
promotions and hiring We also continue to expand support
and flexible working programmes for parents returning to
work

Equipping our employees

HSBC's training programmes facditate a culture grounded in
HSBC values and ensure employees are ¢clear about HSBC
policies In 2015, the Group completed a three year
programme of values-led leadership traiming for all
employees During the year, HSBC launched a global
whistleblowing hotline {HSBC Confidential), allowing
employees to raise concerns and escalate issues
confidentially without fear of personal repercussions The
hotline can be accessed by telephone, ematl, web and mail

Ensuring sustainable outcomes
Managing environmental and socal impacts

HSBC continues to reduce the environmental impact of its
operations, implementing robust policies and processes to
manage sustamability risks in its business actrvittes

HSBC's sustainability nisk policies cover a number of
sensitive industnes and themes

Respecting human rights

HSBC respects hurman rights directly as they affect employees
and indirectly through suppliers and custorners, and atso
through actions to prevent bribery and corruption

Investing In our communities

HSBC beheves that education and the environment are
essential to resihent communsties For over 10 years, HSBC
has focused its community investment activities in these
two areas This year, following responses from employees
and growing challenges in public health, HSBC has decided
to add medical charities to the causes it supports

Qur approach to tax

HSBC seeks to apply the spint as well as the letter of the
law in all the territories in which it operates, and has
adopted the UK Code of Practice for the Taxation of Banks

We have systems and processes designed to ensure that
our banking services are not associated with any
arrangements that are known or suspected to be designed
to facilitate tax evasion The Group Finance Director 1s
responsible for Board level oversight of the Group's tax
affairs

HSBC supports the globa! imtiatives to improve tax
transparency including

» the US Foreign Account Tax Compliance Act (‘FATCA'),

» the Organisation for Economic Co-operation and
Development (‘OECD’) Standard for Automatic Exchange
of Financial Account Information {also known as the
Common Reporting Standard),

« the UK International Tax Compliance {Crown
Dependencies and Gibraltar) Regulations 2014 (commonty
referred to as UK FATCA),

+ Country-by-Country Reporting under the Capital
Requirements Directive IV (‘CRD IV'), and

« the OECD Base Erosion and Profit Sharing (‘BEPS’)
mitiative

The OECD BEPS inihiative aims to close gaps in international
tax rules that allow profits to be artificially diverted to low
tax junsdictions We do not expect the BEPS or similar
initiatives adopted by national governments to adversely
impact our results
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Strategic Report: Key performance indicators

Key Performance Indicators

The Board of Directors tracks the group’s progress in
implementing its strategy with a range of financial and non-
financial measures or key performance indicators (‘KPis’)
Progress 15 assessed by comparison with the group
strategic prionties, operating plan targets and historical
performance

From time to time the group reviews its KPIs in ight of its
strategic objectives and may adopt new or refined
measures to better align the KPIs to HSBC's strategy and
strategic pnorties

Financial KPIs

2015 2014
Profit before tax {reported) {Em) 2,971 1,953
Profit before tax (adjusted) {Em) 4,068 4,032
Jaws (ad)usted) (%) 03 (6 8)
Cost efficlency ratio {adjusted) (%)__ 641 643
Pre-tax return on average risk-weighted
_ assetraio (reported) (%) 12 0s
Pre-tax return on average risk-weighted
asset ratio {adjusted} (%) 17 17
Comman equity tier 1 ratio {%) 96 87

Profit before tax {reported / adjusted) Reported profit
before tax is the profit as reported under IFRS Adjusted
profit before tax adjusts the reported profit for the effect
of significant items as detailed on pages 12 and 13

Cutcome (reported) Reported profit before tax increased
in GB&M, RBWM, CMB and GPB, whereas reported profit
before tax reduced in ‘Other” The increase was mainly
driven by higher revenue and lower provisions ansing from
the on-going review of compltance with the Consumer
Credit Act ("CCA’) in RBWM and higher trading revenue in
GBRM

Outcome {odjusted) Adjusted profit before tax increased
driven by higher revenue, notably in GB&M due to strong
trading income, partly offset by an increase in operating
expenses pnmanly due to an increase 1in comphiance and
regulatory programme costs

Adjusted Jaws measures the difference between adjusted
revenue and adjusted cost growth rates (excluding the
effects of costs-to-achieve and other significant items as
detalled on pages 12 and 13) Our target ts to grow
revenues faster than operating expenses on an adjusted
basis This 1s referred to as positive jaws

Outcome In 2015, we grew revenue by 1 0 per cent whlst
our operating expenses also went up but by 0 7 per cent
Jaws was therefore positive 0 3 per cent

Adjusted revenue was up due to higher income in Equities,
Foreign Exchange and Credit in GB&M, although this was
partly offset by reductions in RBWM and Other customer
groups Adjusted costs also increased, but to a lesser
extent, due to increased regulatory programmes and
compliance-related costs

Cost efficency ratio {adjusted) 1s measured as total
operating expenses dvided by net operating income before
loan impatrrment and other credit risk provisions

QOutcome The cost efficiency ratio remains broadly stable
at 64 1 per cent year-on-year

Pre-tax return on average nisk-werghted assets ratio
(reported fadjusted) is measured as pre-tax profit {divided
by average nsk-weighted assets The group targets a return
tn the medium term of between 1 8 and 2 0 per cent

Outcome {reported) The return on average risk-weighted
assets was significantly below the target range
predominantly but improved compared to 2014 due to an
increase in profits and reduced RWAs

Qutcome (adjusted) The return on average risk-weighted
assets was slightly below the target range

Common equity tier 1 capital ratio — represents the ratio
of common equity tier 1 capital compnsing shareho!ders’
equity and related non-controling interests less regulatory
deductions and adjustments, to total nsk weighted assets
The group seeks to maintain a strong capital base to
suppeort the development of its business and meet
regulatory capital requirements at all times

QOutcome The common equity tier 1 rabio increased
compared to prior year due to profit accretion and a
reduction of RWAs

Non-financial KPls

We alsoc monitor a range of non-financial KPIs focussing on
customers, people, culture and values including customer
service satisfaction, employea involvement and
engagement, and diversity and sustainability

For details on customer service and satisfaction please
refer below, for the remaining non-financial KPIs refer to
the Corporate Governance section on pages 88 and 89

Customer service and satisfaction

In RBWM, customer satisfaction is measured through an
independent market research survey of retail banking
customers, using a Custorner Recommendation Index
("CRI") to score performance in the UK during 2015 our CRI
ranking improved and we met the target set for the
business Continued focus around making it easser for our
customers to do business with us and removing redundant
processes has helped improve this score The UK bank’s
‘Mortgage in a day’ is a great example of this work in
action In Turkey we also saw an improved performance
around our CRI and as of third quarter of 2015, HSBC
Turkey has been ranked as the second most recommended
bank in the market France did not meet the target,
impacted in the first half year by reputational 1ssues
However this improved shghtly at the end of the year
France performs above the market in terms of measures
relating to relationship manager satisfaction First Direct
continues to lead the whole of the UK banking industry
based on the CRI study

Throughout 2015, CMB continued to draw insight and
metncs from its current customers via 1ts global customer
engagement programme, carried out by an independent
third party, as well as other benchmark studies The results
showed that cur relationship managers continue to be
highly rated in the UK In the UX we also perform very
strongly on future loyalty from our own customers as well
as high levels of consideration amongst other banked
businesses We perform in line or slightly ahead of our
competitors In Germany, however, in France we lag the
competition and this is an area of opportumity in 2016
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Economic background and outlook

Economic background

Growth in the UK slowed in 2015, with prelimtnary
estimates indicating the full year real GDP growth rate fell
to 2 2 per cent, from 2 9 per cent in 2014 Investments
slowed down, as a result of concerns over a UK exit of the
EU and a slowdown n global growth, as weak net exports
restricted growth However, private consumption
accelerated, as a continued fall in unemployment, better
wage growth and lower inflation boosted real incomes
The unemployment rate dropped to 5 2 per cent in
November 2015, down from 5 8 per cent in November
2014 Wage growth increased dunng the first half of the
year, reaching 2 9 per cent in July {over a 3 month average
year-on-year), but dropped back to 2 0 per cent in
November Inflation continued to dechine from pnor year's
14-year low to negative on two occastons, and remained
very low {0 2 per cent year-on-year in December) The
housing market picked up in 2015, following a slowdown
in the second half of 2014, however price growth was
moderate The Bank of England left the bank rate on hold
at0 5 per cent

The eurozone continued its recovery in 2015 against the
slowdown in global growth and emerging markets GDP
growth for 2015 1s estimated to be around 1 5 per cent,
up from 0 9 per cent in 2014 The European Central Bank
{'ECB’) started its Quantitative Easing {"QE’) programme at
the beginming of the year, purchasing EUR 60 billion of
assets a month, including sovereign bonds QE helped to
stimulate growth through three channels, mainly (1)
contnbuted to the depreciation of the euro, supporting
exports, {11} reduced borrowing costs for the highly
indebted eurozone countnes, allowing them to relax the
pace of fiscal austerity, and (i) supported credit recovery,
reducing borrowtng costs for households and firms across
the monetary union However, QE was not enough to lift
inflation which came in at zerc per cent for 2015, falling
for the fourth consecutive year Inflation remained iow
due to the dramatic fall in o1l prices, and limited wage
pressures even in countries hke Germany where the
labour market 1s already very tight The low inflation
which provided a boost to real incomes, prompted for a
recovery that was mainly domestic-led, which s unusual
for the eurozone In the first half of the year, exports
increased significantly, particularly to the US and UK
which aceounted for around 60 per cent of the total
eurozone export growth However, in the second half of
the year, slowdown in emerging econcmies, particularly
China, weighed on overall GDP growth, as export growth
dechned

In Turkey, real GDP growth in the third quarter was 4 0
per cent year-on-year, up from the 3 8 per cent seenin
second quarter This was as a result of stronger than
expected growth in household spending, public sector
spending, and inventory accumulation Annual inflation
remained high throughout the year despite a sharp drop
in a1l prices, and ended the year at 8 8 per cent, well
above the central bank’s target of 5 per cent The current
account deficit narrowed as Turkey’s ol import bull shrank,
but it remained large compared to most emerging
markets The central bank cut its key policy rate te 7 S per
cent in February and kept it unchanged until year-end

Effective market rates were higher, close to 9 per cent, in
December

Economic outlook

Global GDP growth 1s expected at 2 5 per centin 2016,
shghtly up from 2 4 per cent in 2015 UK real GDP
expected to grow by 2 4 per cent in 2016, up from an
estimated 2 2 per centin 2015 Growth will continue to
be led by private consumptton, as investments are likely
to further slow down due to uncertainties over the global
environment and the UK’s continued membership of the
EU Government consumption s hikely 1o make a small
positive contnbution to GDP growth as fiscal austenty has
been loosened relative to previous plans, however, weak
net exports will continue to restrict growth Consumer
price inflation should increase to around 1 per cent by
year-end due to base effects, unless the global ol prices
continue to decline It1s expected that the Bank of
England will start raising interest rates in November 2016

Eurozone growth in 2016 should be broadly in ine with
2015 The tailwinds from the renewed fall in ol prices,
together with the improvements in the labour market, will
continue to boost consumer spending (n 2016, growth 15
further supported by a net fiscal expansion in the
eurozone, seen for the first time in six years, due to QE
action The German government wil! be among the
countries spending more, in part because of the costs
related to the migration cnisis that has been affecting EU
countries since last year Recovery should also spread to
the housing markets, which are now starting to stabilise
including in countries like France, Italy and Spain Due to
the latest fall in 01l prices, inflation outlook remains
subdued However with the recovery remaiming on track
and many techmcal and political constraints to an
expansion of the QE programme, any further meaningful
monetary expansion 1s not expected in 2016

In Turkey, real GDP growth is expected to slow to 2 1 per
cent in 2016 for two reasons Firstly, global growth and
global trade cycle remain weak, exerting downwards
pressure on Turkey’'s export performance In addition,
Russia recently announced that it would sanction certain
Turkish imports 1n response to heightened political
tension between the two countries Secondly, subdued
growth in private sector investments 15 expected as
Turkish corporates’ balance sheets have become
stretched They have increased their hard currency
leverage rapidly, which resulted in a sizeable short-FX
position on their balance sheets This vulnerability is
putting a cap on firms’ investment appetite Average
inflation of 8 3 per centin 201615 expected Low ol prices
should help the inflation outlook, but the government's
decision to raise the mimmum wage by 30 per cent wall
create price pressure
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Financial summary

Summary consohdated income statement for the year ended

¢ Report: Business Review (contnued)

2015 2014
£m £m
Netinterest income 6,818 6,629
Net fee income 2,863 3,266
Net trading income 2,751 1,609
Net income from financial instruments designated at fair value 376 371
Gains less losses from financial investments 150 321
Net insurance premium income 1,613 1,823
Other operatingincome e 347 183
Total operating income’ 14,918 14,202
Net insurance claims, benefits pard and movement in habuives to policyholders {2,048) {2.316)
Net operating income before loan impairment and other credit nisk provisions 12,870 11,886
Loan impairment charges and other credit risk provistons (a81) {449)
Net operating intome 12,389 11,437
Tota! t};n!ral:lng_rg:giensesl {9,420) {5,487}
Operating profit 2,969 1,950
Share of profit In associates and joint ventures 2 3
Prafit before tax 2,971 1,953
Tax expense (997} {564)
Profit for the year 1,974 1,38¢
Profit attnbutable to shareholders of the parent company 1,942 1,354
Profit attnibutable to non-controlling interests 32 35

1 Total operating income and expenses includes significant tems as detailed on poges 12 and 13

Review of business performance

HSBC Bank plc and its subsidiary undertakings reported
profit before tax of £2,971 milhon, £1,018 mitlion or 52 per
cent higher than 2014

Net interest income increased by £189 million or 3 per
cent This increase was primarily due to lower provisions
ansing from the on-going review of complhance with the
CCA of £5 million taken in 2015 compared to £379 million
in 2014 Net interest income increased in CMB, pnmarily in
the UK, on growth from Credit and Lending resulting from
new business lending, and deposits from PCM By contrast,
excluding the on-going review of compliance with the CCA
noted above, net interest income decreased in RBWM due
to spread compression on mortgages and lower card
batances This was partly offset by higher deposit spread
due to the reduction of interest rates paid to customers,
and higher deposit volume In addition, net interest income
was also affected by adverse foreign exchange movements

Net fee income decreased by £403 million or 12 per cent.
In RBWM the reduction was mamnly in the UK, due to lower
overdraft fees following re-pricing and the introduction of
customer overdraft text-alert service Fees were also lower
in Turkey on cards that were adversely affected by
regulatory changes In GB&M, the reduction was due to
tugher fees paid to HSBC entities in other regions relating
to increased trading activity

Net trading income increased by £1,142 mdhon or 71 per
cent The increase inciudes a number of significant items
including

¢ favourable movement in the debit valuation
adjustment {'DVA’") on derivative contracts of
£62 million in GB&M compared to the adverse
movements of £143 million in the prior year, and

+« minimal positive fair value adjustments on non-
qualifying hedges of £3 million, notably 1n our French
home loan portfolio in RBWM, compared to adverse
movements of £151 million in the prior year

Excluding these items, net trading income increased by
£783 milhon, predominantly in GB&M driven by Markets
Revenues increased in Equities, Foreign Exchange and
Credit reflecting higher volatility and higher client flows In
addition, Equities and Rates benefitted from favourable
movements on awn credit spread

The funding fair value adjustment {‘FFVA’) on certain
denvative contracts 1n 2014 resulted in a higher pnior year
charge, affecting Rates and Credit

Net income from financiel instruments designated at fair
value was broadly unchanged Favourable movements in
credit spread of the group’s own long-term debt and
favourable foreign exchange movements on economically
hedged foraign currency debt were mostly offset by the
reduction in net Income ansing from financial assets held
to meet lrabilities under insurance and investment
contracts, reflecting lower net investment returns in 2015




HSEC BANK PLC

Strategic Report: Business Review (con

RS

These returns reflected weaker stock market movements
notably in France and the disposal of the pension business
in the UK

Gains less losses from financial investments decreased by
£171 milhon, partly due to lower net gains on the disposal
of government debt securities, notably in the UK

Net insurance premium income decreased by £210 million
or 12 per cent, including adverse foreign exchange
movements Excluding these movements, net earned
insurance premiums decreased in the UK driven by lower
pension premiums following a decision to exit the
commercial pensions market in 2014 This was partly offset
by higher sales of investment contracts in RBWM France
reflecting customer demand

Other operating income increased by £164 million, driven
by an increase in the present value of in-force ('PVIF') long
term insurance business in RBWM France This s a result of
posttive investment assumption changes due to nsing tong-
term interest rates in 2015 compared to falling rates in
2014

Net insurance claims, benefits paid and movement in
labiities to policyholders decreased by £268 million,
primanly due to lower investment returns on policyholder
contracts where the policyholder bears investment nsk due
to weaker stock market performance

Loan impairment charges and other credr nsk provisions
increased by £32 million or 7 per cent This was driven by
GPB due to higher individually assessed provisions and
collective impairment provisions compared to releases in
the prior period In RBWM loan impairment charges also
increased due to lower recoveries resulting from a lower
participation in UK debt sales

tinued)
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Total operating expenses decreased by £67 million
including favourable foreign exchange movements
Excluding these, cperating expenses increased driven by a
number of significant items including

«  £172 milhon non-recurnng insurance recovery in 2014
relating to Madoff htigation costs, and

«  £258 million of costs-to-achieve {as defined on page
12), partially offset by

+ lower settlements and provisions in connection with
legal and regulatory matters in GB&M (2015
£611 million 2014 £746 million), and

+  lower UK customer redress provisions, for possible
mis-selling in previtous years of payment protection
insurance (‘PPI’) policies {2015 £359 milhion 2014
£583 million}

Excluding these, expenses were higher reflecting an
increase in comphance and regulatory programme costs
across RBWM, CMB and GB&M in hine with the
implementation of Global Standards In addition, GB&M
expenses also increased due to higher staff and IT costs

Tax expense totalled £997 million in 2015, compared to
£564 million in 2014 The effective tax rate for 2015 was

33 6 per cent, compared to 28 § per cent in 2014 The
effective tax rate has increased since 2014 primanly due to
the introduction of the 8 per cent surcharge on UK banking
profits that increased the value of deferred tax habilities,
and increased profits in France, which has a statutory tax
rate of 38 per cent Excluding the one-off impact of the
change In tax rates, the effective tax rate would be 30 8 per
cent




HSBC BANK PLC

Review of business position

Summary consolidated balance sheet as at 31 December

Strategic Report: Business Review (continued)

2015 2014

£m £m

Total assets 727,941 797,289
Cash and balances at central banks 39,749 42,853
Trading assets 110,585 130,127
Financial assets designated at farr value 6,829 6,899
Dervative assets 166,785 187,736
Loans and advances to banks 23,222 25,262
Loans and advances to customers 258,506 257,252
Reverse repurchase agreements — non-trading 30,537 41,945
Financial investments 71,352 76,194
Other 20,376 29,021
Total liabilities o . e 689,816 760,591
Deposits by banks 24,202 27,590
Customer accounts 332,830 346,507
Repurchase agreements — non-trading 17,000 23,353
Trading habilities 73,489 82,600
Financial habilities designated at fair value 15,001 22,552
Dervative habilities 162,864 188,278
Debt secunties in issue e o T 26,069 27,921
Labiities under insurance contracts issued o . 16,664 17,522
Other 17,697 24,268
Totalequty L 38,125 36,698
Total shareholders’ equity [ R 37,497 36,078
Non controlling interests 628 620

Movements in 2015

Total reported assets were 8 7 per cent lower than at

31 December 2014, while the ratioc of customer advances
to customer accounts mcreased to 77 7 per cent

(2014 74 2 per cent)

The group’s Common Equity Tier 1 ratio increasedto 96
per cent (2014 8 7 per cent) Risk-weighted assets of
£229,382 mullion were 6 per cent lower than at

31 December 2014, principally due to the disposal of
securitisation exposures and reductions in counterparty
credit risk exposures combined with use of better rated
counterparties

Assets

Cash and balances at central banks reduced by 7 per cent
as the group looked to optimise the balance sheet,
reducing sources of hiquidity sk and improving the co-
ordination of funding

Trading ossets decreased by 15 per cent as the group
reduced its trading inventory in hne with the group’s nsk
appetite

Derwvative assets decreased by 11 per cent primarily due to
the upwards shift in major yield curves This was partially
offset by a reduction in the level of allowable dervative
netting The group changed its presentation of variation
margin received from clearing houses to offset against
derwvative assets in 2015

Loans and advances to customers rematned broadly flat as
a reduction tn gross corporate overdrafts was offset by
increases in commercial customer lending The reduction in
gross corporate overdrafts had a corresponding reduction

1

tn customer accounts and was dniven by an inihiative with
clients to settle positions in notional pooling accounts,
reducing balance sheet usage

Reverse repurchase agreements — non-trading reduced by
27 per cant due to reduced chent demand from bank
counterparties

Financial investments reduced by 6 per cent principally due
to legacy assets, as the group looks to optimise its RWA
usage

Other assets reduced by 30 per cent primarily due to the
sale of the UK pension insurance business which had been
reported as held for sale in 2014 There was an additional
reduction following the group’s change In presentation to
offset vanation margin placed with cleaning houses against
derivative iabiities from 2015

Liabilities

Customer accounts decreased by 4 per cent The decline
was driven by a reduction in gross customer deposits as
part of an initiative to reduce balances in notional pooling
accounts (see toans and advances to customers) The group
also saw a reduction 1n non-core customer liabilities driven
by evolving iquidity and capital regulations These targeted
reductions were partially offset by an increase in core
customer deposits

Repurchase agreements — non trading reduced by 27 per
cent in line with reverse repurchase agreements

Trading labiities decreased by 11 per cent in line with
trading assets

Financial liobilities designated at fair value and debt
securities n 1ssue reduced by 16 per cent and 7 per cent
respectively, due to a reduction 1n short term wholesale
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funding requirements as the group’s core funding base
continued to improve in 2015

Derivative habilities reduced by 13 per cent, broadly in line
with denwvative assets as the underlying nsk is broadly
matched

Other habilities reduced by 27 per cent pnimanly due to the
sale of the UK pension insurance business which had been
reported as held for sale in 2014 There was an additional
reduction following the group’s change in presentation to
offset vaniation margin received with clearing houses
agamnst derivative assets from 2015

Equity

Total shareholders’ equity increased by 4 per cent due to
anncrease n retained earnings and the issuance of new
additionat tier 1 capntal instruments

Business review

Profit on ordinary activities before tax

2015 2014
£m £m
Retaill Banking and Wealth

Management 866 213
Commercial Banking 1,597 1,592
Global Banking and Markets 634 {19)
Global Private Banking 145 115
Other (271) 52
2,971 1,953

HSBC Bank plc and i1ts subsidiaries reported a profit before
tax of £2,971 mulhon, £1,018 mihon or 52 per cent higher
than 2014 GB&M, RBWM, CMB and GPB reported higher
profits in 2015, while reported profits reduced in ‘Other’

Use of non-GAAP finanaal measures

Qur reported results are prepared in accordance with IFRSs
as detailed in the Financial Statements on page 102 In

Significant revenue items by business segment — (gains)/losses

measunng our business performance, the primary financial
measure that we use Is ‘adjusted performance’ as detailed
below

Adjusted performance

Adjusted performance 1s computed by adjusting reported
results for the year-on-year effects of significant items
which distort year-on-year comparisons

We use the term “significant items’ to collectively describe
the group of indivtdual adjustments which are excluded
from reported results when arriving at adjusted
performance Significant tems, which are detailed below,
are those items which management and investors would
ordinanly identify and consider separately when assessing
performance in order to better understand the underlying
trends in the business

In 2015, two new categories of significant items in relation
to expenses have been added, namely costs-to-achieve
(‘CTA’) and costs to establish UK nng-fenced bank CTA
comprise those specific costs relating to the achievement
of strategic actions set out in the Investor Update in June
2015 These are costs incurred between 1 July 2015 and 31
December 2017, and do not include ongoing initiatives
such as Global Standards Any costs ansing within this
category have been incurred as part of a significant
transformation programme and are included within
significant items CTA include restructuring costs which
were identified as a separate significant item prior to 1 July
2015

We beleve adjusted performance provides useful
information for investors by aligning internal and external
reporting, identifying and quantifying items management
believe to be significant and previding insight into how
management assesses year-on-year performance

A reconcihation to the adjusted basis 1s givenin the tables
below

RBWM CMB GB&M GPB Other Intersegment Total
£m £m £m £m £m £m £m
31 December 2015
Reported revenue 4,553 3,388 4,350 368 307 {96) 12,870
Significant revenue items (2) 11 {50) {20) (142) - (203}
Change in credit spread on long-term debt - - - - {143) - (143)
Debit valuation adjustment on denvative
contracts - - {52} - - - {62}
Fair valug movement on non-gualifying hedges (16) {1} 12 1 1 - {3)
Provisions ansing from the on-going review of
comphiance with the CCA in the UK 14 12 — {21) - - 5
Adjusted revenue 4,551 3,399 4,300 348 165 {986) 12,667
31 December 2014
Reparted revenue 4,208 3,434 3,679 324 324 (83) 11,886
Significant revenue items 492 15 140 26 {17 - 656
Change in credit spread on long-term debt - - - - (17) - {17}
Delnt valuation adjustment on dervatrve - - 143 - - - 143
contracts
Fair value movement on non-qualifying hedges 155 (1) (3) - - - 151
Prowisions arsing from the on-going review of
_comphiance with the CCA in the UK 337 16 - 26 - - 379
Ad)usted revenue 4,700 3,449 3,319 350 307 (83) 12,542

12
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Significant cost items by business segment — {recoveries}/charges

RBWM CMB GBEM GPB Cther Intersegment Total
£m £m £m £ £m £m £m

31 December 2015
Reported operating expenses {3,517) {1,480) {3,727) (213) (579) 96 (9,420)
Significant costtems 397 84 646 3 170 - 1,300
UK customer redress programmes 359 10 {11) - - - 358
Restructuning and other related costs 1 1 8 - 22 - 32
Madoff refated hugaton costs - - - - - - -
Costs to achieve 37 73 38 3 107 - 258
Costs to establish UK nng fenced bank - - - - 41 - a1
Settlements and provisions In connection with
__legal and regulatory matters — - - 61} - - - 611
Adjusted operating expenses {3,120} {1,396) (3,081) {210} {a09) 96 {B,120)
31 December 2014
Reported operatingexpenses {3,834) {1,535} {3,715) {213) {273} 83 (9.487)
Significant cost items 617 93 678 - 35 - 1,423
UK customer redress programmes 602 85 20 - - - 77
Restructuring and other related costs 15 8 14 - 35 - 72
Madoff related hitigation costs - - {172) - - - {172}
Settlements and prowisions i connection with
__legal and regulatary matters - - 746 - - - 746
Adjusted operating expenses ~ {3,217} {1,442) {3,037) {213) (238) B3 (8,064)
Net impact on profit before tax by business segment

RBWM cms GBAM GPB Other Intersegment Total

£m £m £m £m fm £m £Em

31 December 2015
Reported profit/(loss) before tax 866 1,597 634 145 {271) -~ 2,971
Significant revenue items {2) 11 (50) (20} {142) - {203}
Signuficant cost items 397 84 646 3 170 - 1,300
Adjusted profit/{loss) before tax 1,261 1,692 1,230 128 {243) — 4,068
Net impact on reported profit and loss 395 95 596 {17} 28 - 1,097
31 December 2014
Reported profit/{loss) before tax 213 1,592 {19) 115 52 - 1,953
Significant revenue items 492 15 140 26 {17) - 656
Significant cost items 617 93 678 - 35 - 1,423
Adyusted profit/(loss} before tax 1,322 1,700 799 141 70 - 4,032
Net impact on reported profit and loss 1,109 108 818 26 18 - 2,079

Business Commentary

The following business commentary 1s on an adjusted basis
unless stated otherwise

Profit before tax HBSC Bank plc and its subsidianies
recorded an adjusted profit before tax of £4,068 million,
£36 milion higher than 2014 Overall profits in GB&M
increased while RBWM, CMB and GPB recorded a
reduction in adjusted profits compared to the prior year

Revenue, which i1s defined as the net operating income
before loan impairment charges and other credit nisk
provisions, has increased by £125 million, dampened by
adverse foreign exchange movements Revenue increased
in GB&M due to higher income in Equities, Foreign
Exchange and Credit resulting from increased volatility and
higher client flows These were partly offset by decreases
in RBWM, driven by lower income on mortgages and
overdrafts in UK despite higher revenue in France Revenue
decreased in ‘Other’, due to gains of £114 rmillion recorded
in 2014 ansing from external hedging of an intra-group
financing transaction In addition, unfavourable fair value
movemnents of £38 million from interest and exchange rate

13

ineffectiveness in the hedging of long term debt issued
contributed to the fall in revenue

Loan impairment charges and other credit risk provisions
increased by £32 million or 7 per cent This was driven by
GPB due to higher individually assessed provisions and
collective impairment provisions compared to releases in
the prior period In RBWM loan impairment charges also
increased due to lower recoveries resulting from lower
partiapation in UK debt sales

Total operating expenses increased by £56 million to
£8,120 million although this was dampened by foreign
exchange movements The increase In operating expenses
was primanly due to increased regulatory programmes and
compliance related costs in line with the implementation of
Global Standards In addition, GB&M expenses increased
driven by hugher staff and IT costs

The profit before tax tables for the businesses on pages 14
to 17 are presented on a reported basis unless stated
otherwise
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Retail Banking and Wealth Management

2015 2014
£m £m

Net interest income 3,352 3,158
Net fee income 1,091 1,356
Trading income 71 {149)
Other income 39 {157)
Net operating income befare
__Impairments and provisions 4,553 4,208
Loan impairment charges and other

credit risk provisions {171) {162)
Net operating income 4,382 4,046
Total aperating expense {3,517) {3,834)
Operating profit 865 212
Share of profit in associates and joint

ventures 1 1
Profit before tax 866 213
Profit before tax —~ by country

2015 2014
£m £m

United Kingdom 716 381
France 253 (113}
Germany e 15 17
Turkey {101) {94}
Other (17) 22
Profit before tax 866 213

Review of reported performance
Profit before tox (Em)

RBWM reported a profit before tax of £866 million,

£653 milhon higher than 2014

This was primarily due to an increase in revenue from
lower provisions of £323 million ansing from the on-going
review of comphance with the CCA, and lower operating

expenses driven by a decrease in customer redress

provisions of £243 million
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Review of adjusted performance

2015 2014
£m £m
Reported profit before tax 866 213
Netimpact of significant items —
{recovenes)/charges 395 1,109
Adjusted profit before tax 1,261 1,322
Profit before tax (Em}

On an adjusted basis, RBWM profit before tax was
£1,261 million compared to £1,322 milion in 2014,
primartly due to a reduction in revenue notably in UK and
Turkey, partly offset by an increase i France Operating
expenses fell

Revenue decreased by £149 million mainiy in the UK due to
lower spreads on mortgages and a reduction in overdraft
fees due to re-pncing and a fall in overdraft balances
ansing from the mtroduction of a new overdraft text-alert
for customers These were partly offset by higher spreads
on savings and higher current account balances Revenue
decreased in Turkey due to the effect of regulatory changes
affecting card and loan fees

By contrast, revenue increased in France, notably in the
Insurance business, due to favourable movements in the
PVIF driven by positive investment assumption changes

Loan impairment charges increased in the UK due to lower
recoveries

Operating expenses were £97 milllon or 3 per cent lower
than 2014, primarily driven by favourable foreign exchange
movements In France and Turkey In the UK, expenses
increased reflecting higher costs relating to asset
management, higher IT amortisation and lower
capitalisation costs, pay inflation and higher bonus costs In
addition, there was an increase in regulatory programmes
and compliance related costs in line with the
implementation of Global Standards
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Commeraal Banking

2015 2014
Em £m
Netnterest income 2,245 2,195
Net fee income 1,101 1,153
Trading income 19 21
Qther income 23 65
Net operating income before
__tmpairments and prowisions 3,388 3,434
Loan impairment charges and other
credit risk provisions (311 (308)
Net operating income 3,077 3,126
Total operating expenses {1,480) {1,535)
Operating profit 1,597 1,591
Share of profit in associates and joint
ventures - 1
Profit before tax 1,597 1,592
Profit before tax — by country
2015 2014
£m £m
United Kingdom 1,414 1,377
France 99 146
Germany ool . a3 43
Turkey 15 2
Other 26 24
Profit beforetax = =~ 1,557 1,592

Review of reported performance
Profit before tax (Em)

CMB reported a profit before tax of £1,597 million, broadly
in hine with 2014

Profit before tax grew inthe UK partly offset by a fall in
France, partly reflecting the weakness of the Euro

15

Review of adjusted performance

2015 2014
£m £m
Reported profit before tax 1,597 1,592
Net mpact of significant items ~
{recoveries)/charges 95 108
Adjusted profit before tax 1,692 1,700
Profit before tax (Em)

On an adjusted basis, CMB profit before tax was

£1,692 million compared to £1,700 milion in 2014, a
decrease of £8 million The decrease in profit was driven by
{ower revenue and higher loan impairment charges, partly
offset by lower operating expenses

Revenue fell due to adverse currency movements
Adjusting for this, CMB delivered an increase in revenue,
with UK balance growth in Credit and Lending and PCM
being partly offset by falling deposit spreads in France

Loan impairment charges were broadly unchanged

Higher individually assessed provisions in the UK and Spain
were partly offset by lower individually assessed provisions
in Malta and higher collective releases in Turkey

Operating expenses were £46 milhon lower compared to
2014, pnmanly driven by favourable exchange movements
Excluding this, expenses increased mainly in the UK driven
by increased regulatory proegrammes and comphiance
related costs
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Global Banking and Markets

2015 2014

E£m £m

Netinterest income’ 1,174 1,180

Net fee iIncome 563 543

Trading income’ 2,470 1,637

Qther income 143 219
Net operating ncome before

__Impairments and prowsions 4,350 3,679

Loan impairment charges and other
credit risk provisions 10 16

Net operating income 4,360 3,695
Total operating expenses (3,727) {3,715)
Operating profit 633 {20}
Share of profit In associates and joint

ventures 1 1
Profit before tax 634 {19}

1 The bank’s Balance Sheet Management business, reported withun
GB&M, prowvides funding to the trading businesses To report GB&EM
Trading income aon a fully funded basis, Net interest income and
Trading income are grossed up to reflect internol funding
transoctions prior to their ehmingtion in the Inter Segment column
{refer to Note 10}

Profit before tax - by country

2015 2014

£m £m

United Kingdom 199 {708)
France 72 212
Germany 103 99
Turkey 61 56
Othet 199 322
Profit before tax 634 {19}

1 Refer to Modoff related litigation costs i the significant items table
on pages 12 and 13 for details of year-on-year movement

Review of reported performance
Prafit before tox (Em)

GB&M reparted a profit before tax of £634 million,
compared £0 a loss of £19 million in 2014, driven mainly by
higher revenue

Strategic Report: Business Review (continued)
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Rewview of adjusted performance

2015 2014
£m £m
Reported profit/{lcss) before tax 634 {19}
Netimpact of significant items —
(recoveries)/charges 596 B18
Adjusted profit/(loss) before tax 1,230 799
Profit before tax (Em)

On an adjusted basis, GB&M profit before tax was
£1,230 milhion compared to £799 million in 2014, an
increase of £431 milhion, prnimanly due to higher revenue,
which was partly offset by higher operating expenses

Revenue increased from £3,819 mullion to £4,300 million,
notably in Markets, where income from Equities, Foreign
Exchange and Credit increased following increased
volatility and higher client flows Rates revenue increased
due to a number of valuation movements In 2014, we
revised our estimation methodology for valuing
uncollateralised derivative portfolios, resulting in a higher
FFVA charge The Rates business also benefitted from
favourable movements on own credit spread on structured
labihities compared with 2014 These movements
contributed to Increased revenue although chent activity
remained subdued

In addition, revenue in 2015 was favourably tmpacted in
the UK and adversely affected in France in respect of cash
flow and foreign exchange hedging programmes, assessed
as not satisfying all the accounting requirements of hedge
accounting

Loan impairment releases fell mainly driven by a lower net
release of credit nsk provisions on available-for-sale asset
backed secuniies in the UK, and lower indwidually assessed
provisions across UK, Spain and Russia

Operating expenses were £44 million or 1 per cent higher
than 2014 primarily reflecting an increase in regulatory
programmes and comphance related costs along with
increase in staff costs Staff costs increased notably in UK,
and to a lesser extent in France
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Global Private Banking
2015 2014
£m £m
Net interest income 233 203
Net fee income 107 112
Trading income 13 11
Other income 15 {2}
Net operating income before 368 324
impawmerts and provisions
Loan impairment charges and other (10) 4
credit risk provisions
Net operating income 358 328
Total operauing expenses {213) {213)
Operating profit 145 115
Share of profit in associates and joint
ventures - —
Profit befare tax 145 115
Profit before tax — by country
2015 2014
£m £m
United Kingdom 125 100
France 9 -
Germany 13 16
Turkey _ R 1 -
QOther {3) (1}
Profit before tax 145 115
Rewiew of reported performance
Profit before tax {£m)
GPB reported a profit before tax of £145 mullion,
£30 mullion or 26 per cent higher than 2014
Review of adjusted performance
2015 2014
£m £m
Reported profit/(loss) beforetax 145 11s
Net impact of significant items =
__(recovenies)/charges {17} 26
Adjusted profit/{loss) before tax 128 141

Profit before tax (Em)

GPB adjusted profit before tax was £128 million compared
to £141 million in 2014, a decrease of £13 million

Revenue was broadly unchanged year-on-year

Loan impairment charges \ncreased due to higher
individually assessed provision in 2015 and collective
impatrment proviston releases in 2014

Operating expenses were broadly in line with 2014

¢ Report: Business Review (contnued)
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Other

‘Other’ contains the results of financing operations, central
support and functional costs with associated recoveries,
certain property transactions and movements in fair value
of own debt

2015 2014
Em £m
Net interest income {63) (42)
Net fee income 1 2
Trading income 55 24
Change in credit spread on long-term
debt 143 17
Other income 171 323
Net operating income before
impairments and provisions 307 324
Loan impairment charges and other
credit nisk provisions 1 1
Net operating income/(expense} 308 325
Total operating expenses {579) {273}
Operating (loss)/profit (271) 52
Share of profit in assocates and joint
ventures = -
Profit/(loss) before tax [271) 52
Review of reported performance
Profit before tax {Em}
Other reported a ioss of £271 million, a decrease of
£323 million compared to 2014
Review of adjusted performance
2015 2014
£m £m
Reported profit/{loss) before tax (271) 52

Met impact of sigmificant items —
[recoveries)/charges 28 18

Adjusted profit/(loss) before tax (243) 70

Profit before tax (Em}

Other adjusted loss was £243 million compared to a profit
of £70 million 1n 2014, a decrease of £313 million

Revenue decreased from £307 million to £165 mullion
primarily due to a gain ansing from external hedging of an
intra-group financing transaction of £114 million in 2014
This was partly offset by increased income from intra-
group recharges

Operating expenses increased by £171 million compared
to 2014 which was mainly due to intra-group charges and
an increase in regulatory programmes and compliance
related costs
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Risk overview

The group continuously monitors and identifies nisks This
process, which is informed by 1ts risk factors and the results
of its stress testing programme, gives nse to the
classification of certain principal risks Changes in the
assessment of principal nisks may result in adjustments to
the group’s business strategy and, potentially, its nisk
appetite

Qur banking nsks are credst risk, operational nsk, market
risk, iquidity and funding nsk, comphance nsk and
reputational nsk We also incur insurance risk

In addition to these banking risks, we have identified
principal nsks with the potential to have a matenal impact
on our financial results or reputation and the sustainabifity
of our long-term business model

The exposure to our nsks and risk management of these
are explained in more details in the Risk section of the
Report of the Directors on pages 21 to 25

During 2015 a number of changes to our pnncipal risks
have been made to reflect its revised assessment of their
effect on the group

Externally driven

Economic outlook and capital flows

We closely monitor economic developments in key markets, undertaking business or portfolio
} reviews or stress tests as required, and take appropriate action as circumstances evolve

Geopolitical risk

We continuously assess the impact of the geopolitical outlook an our country mits and exposures to
A ensure we remamn within our risk appetite

Turning of the credit cycle

We undertook portfolio and Tt reviews and conducted stress tests on the sectors and portfolios

- that are mast sensitive to the credit cycle
Regulatory developments with We actively assess the impact of relevant developments and engage closely with governments and
adverse impact on business model } regulators, seeking to ensure that requirements are considered properly and implemented in an
and profitability effective manner
Repgulatory focus on conduct of We are enhancing our financial crime and regulatory complance controls and resources and are
business and financial crime ) implementmng significant programmes to enhance the management of conduct and financial cnme

nsks

US Deferred Prosecution
Agreement {'DPA’} and related -~
agreements and consent orders

We continue to take concerted action to remedy anti-money laundertng and sanctions comphance
deficiencies and to implement Global Standards

System resilience

We continue to improve our governance and controls framework to protect HSBC information and
techrical infrastructure aganst ever-increasing demands and sophisticated cyber-threats

Internally driven

People nsk ‘We continue to focus on attracting and retaining key talent and are implementing a number of
nitiatives to iImprove employee capability, cellaboration and engagement.
Execution risk We have strengthened our priontisation and governance processes for significant strategic, regulatory

and compliance projects

Data management

A number of key imitiatives and projects are m progress to implement our data strategy to enable
consistent data aggregation, reperting and management

A Risk has heightened during 2015

3 Risk remams at the same level as 2014

LA

On behalf of the Board
AP S Simoes, Director

Registered number 14259

22 February 2016
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Results for 2015

The consolidated reported profit for the year attnbutable
to the shareholders of the bank was £1,942 milhion

Interim divtdends of £315 million, in lieu of a final dwvidend
in respect of the previous financial year, and £540 mullion in
respect of 2015 were paid on the ordinary share capital
during the year

A second intenm dividend, in lieu of a final dividend, of
£272 milhon was declared after 31 December 2015,
payable on 25 February 2016

Further information about the results 1s given in the
consolidated income statement on page 94 Information
about future developments likely to affect the group 15
given in the Strategic Report

As at 31 December 2015, the bank had 964 branches in the
United Kingdom, and 13 located in the Isle of Man and the
Channel Islands The bank and its subsidianies had further
banks, branches and offices in Armenia, Belgium, the
Channel Islands, Czech Republic, France, Germany, Greece,
Hong Kong Spectal Administrative Region of the People’s
Republic of China, Ireland, Israel, italy, Luxembourg, Malta,
Netherlands, Poland, Russia, South Africa, Spain,
Switzerland and Turkey

Risk Management

As a provider of banking and financial services, the group
actively manages risk as a core part of its day-to-day
activities It continues to maintain a strong kquidity
position and 1s well positioned for the evolving regulatory
landscape

The group also maintained its conservative risk profile by
reducing exposure to the most likely areas of stress

o the group regularly assessed its exposure to sovereign
debt and bank counterparties to ensure that the overall
quality of the portfolio remained strong,

» the group regularly assessed higher risk countries and
adjusted its nsk appetite and exposures accordingly,
and

« the group repositioned certain portfolios and, in
addition, made its client selection filters more robust in
managing the nsk of financial crme

Risk management framework

An established nsk governance framework and ownership
structure ensures oversight of, and accountability, for the
effective management of risk The group’s risk
management framework fosters the continuous momitoring
of the nsk environment and an integrated evaluation of
risks and therr interactions Integral to the group’s nsk
management framework are nsk appetite, stress testing
and the identification of emerging nsks

The bank's Risk Committee focuses on risk governance and
provides a forward-looking view of risks and their
mitigation The Risk Committee s a committee of the
Board and has responsibility for oversight and adwvice to the
Board on, inter alia, the bank’s risk appetite, tolerance and
strategy, systems of risk management, internal control and
comphance Additionally, members of the Risk Commuttee
attend meetings of the Chairman’s Norminations and
Remuneration Committee at which the alignment of the
reward structures to risk appetite 1s considered
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In carrying out its responsibilities, the Risk Committee 1s
closely supported by the Chief Risk Officer, the Chief
Financial Officer, the Head of Internal Audit, and the Heads
of Comphance, together with other business functions on
risks within their respective areas of responsibility

Risk culture

All employees are required to identify, assess and manage
risk within the scope of their assigned responsibiities
Global Standards set the tone from the top and are central
to the group’s approach to balancing nsk and reward

Personat accountability 15 reinforced by the HSBC Values,
with employees expected to act with courageous integrity
in conducting ther duties

Employees are supported by a disclosure Iine which
enables them to raise concernsin a confidential manner
The group also has in place a suite of mandatory training to
ensure a clear and consistent attitude 1s communicated to
staff Mandatory traiming not only focuses on the technical
aspects of nsk but also on the group’s attitude towards risk
and the behawviours expected

The nisk culture 1s reinforced by the Group's approach to
remuneration, individual awards are based on the
achievemnent of both financial and non-financial {relating to
the HSBC Values) objectives which are aligned to the global
strategy

Risks are assumed by the Businesses in accordance with
theiwr nsk appetite and managed at global bustness and
regional levels Risks are identified through the group’s risk
map process which sets cut the group’s nsk profile in
relation to key nsk categories

Risk appetite

The group’s Risk Appetite Statement describes the types
and levels of risk that the group 1s prepared to accept in
executing its strategy Quantitative and qualitative metrics
are assigned to mine key categories including financial
return and costs, capital, iquidity and funding cost of risk,
credit nisk concentration and operattonal risk
Measurement against the metncs

s guides underlying business activity,

o informs nsk-adjusted remuneration,

* enables the key underlying assumptions to be
monitered and, where necessary, adjusted through
subsequent business planning cycles, and

¢ promptly identifies business decistons needed to
mitigate nsk

The Risk Appetite Statement s approved by the Board
following adwvice from the Risk Committee It 15 central to
the annual planning process, in which global businesses,
geographical regions and functions are required to
articulate their individual nisk appetite statements These
are aligned with the group strategy, and provide a nsk
profile of each global business, region or function in the
context of the individual risk categories
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Stress testing

Strass testing and scenario analysis form a key component
of the group’s integrated risk management framework
They provide a forward-looking assessment of nisk, identify
key fault ines under a range of scenarios, and facilitate the
monitoring of principal nsks and the development of
appropriate mitigating actions and contingency plans,
across a range of stressed conditions As part of the group’s
risk appetite process, scenano analysis and stress testing
support the setting of nisk appetite tolerances and inform
business, capital planming and strategic decision making

A number of internal macroeconomic and event driven
scenarnos speofic to the European region were considered
and reported to senior management during the course of
the year Analysis was conducted under a range of
scenanos including Eurozone downturn scenarios, a UK EU
exit, and a sustained low oil price scenario The group also
conducts reverse stress testing This exercise requires a
firm to assess scenarios and circumstances that would
render 1ts business model unviable, thereby identifying
potenttal business vulnerabilities

HSBC Bank plc 1s subject to regulatory stress testing in
several junsdictions They include the programmes of the
Bank of England {‘BoE’), PRA and the European Banking
Authonty (‘EBA") Assessment by regulators i1s on both a
quanttative and qualitative basis, the latter focusing on
our portfolic quality, data provision, stress testing
capability and capital planning processes Stress testing is
an important tool for the authorities to assess
vulnerabilities in mdividua! banks and the financial banking
sector, under hypothetical adverse scenanos, the results of
which are used to assess banks’ resihence to a range of
adverse shocks and to assess their capital adequacy

During 2015 the group participated in the successful
completion of the 2015 BoE concurrent stress testing
exercise This scenano incorporates a global recession in
which disinflationary pressures and weakening
expectations of growth lead to dimimished risk appetite,
falling commodity prices and lower market hiquidity

The BoE published the results of the 2015 UK stress test in
December 2015, confirming that these tests did not reveal
any capital inadequaaes for the HSBC Group At the
European level, the EBA did not undertake a stress testing
exercise in 2015 but instead carried out a transparency
exercise, the results of which were published in November
2015

In Gctober 2015, the BoE published details of its medium-
term approach to stress testing the UK banking system The
approach sets out that the outcome of the UK stress testing
exercise will be considered by the Financial Policy
Committee ('FPC’) when determining the UK
Countercychca! Capital Buffer (‘CCyB’) rate, and will also be
considered when assessing the PRA buffer Furthermore
from 20186, the applicable hurdle rate {the amount of
capital that banks are expected to maintain under a stress)
15 to include Pillar 1, Pillar 2A and Globally Systemically
Important Institutions ('G-SIV) buffer requirements

In addition, the EBA also disclosed a imeline for the 2016
EL wide stress test exercrse, which 1s expected to be
aligned with banks’ annual Pillar 2 supervisory review and
evaluation process
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Financial crime compliance and regulatory
compliance

HSBC has continued to expernence increased levels of
comphance nsk as regulators and other agencies pursued
investigations into histoncal activities, for example,
continued engagement with respect to compliance with \
Ant1 Money Laundening ("AML’) and sanctions law (historical
tnvestigations gave rise to the US DPA and related FCA
Direction), ongoing interaction with regulaters relating to
mis-selling of PPI policies and allegations of pressure selling
in the UK, investigations in relation to conduct in the
foreign exchange market, benchmark interest rate and
commodity price setting Detalls of these investigations
and legal proceedings can be found in Note 37 on the
Financial Statements

The level of inherent compliance nsk remained high in
2015 as the industry continued to experience greater
regulatory scrutiny and heightened levels of regutatory
oversight and supervision

The Monitor

Under the agreements entered into with the DoJ and the
FCA in 2012, including the five-year US DPA, the Monitor
was appointed to produce annual assessments of the
effectiveness of the Group’s AML and sanctions comphance
programme

In January 2016, the Montor delivered his second annual '
follow-up review report based on various thematic and
country reviews he had conducted over the course of 2015
In ks report, the Monitor concluded that, in 2015, HSBC
made progress in developing an effective and sustainable
financial crime compliance programme However, he
expressed significant concerns about the pace of that
progress, instances of potential financial cnme and systems
and controls deficiencies, whether HSBC 1s on track to meet
its goai to the Monitor's satisfaction within the five-year
period of the US DPA and, pending further review and
discussion with HSBC, did not certify as to HSBC's
implementation of and adherence to remedial measures
speafied in the US DPA The US DPA and related
agreements and consent orders are discussed in ‘Principal
risks’ on page 23

Qil and gas pnces

Oil and commodity prices have remained low since the
middle of 2014 as a result of existing global supply and
demand imbalances, with significant price declines in late
2015 and early 2016 Continued lower ol prices cause
increased credit nsks within eil-related industries together
with fiscal and financing challenges for the energy
exporters

The overall portfolio of exposures directly exposed to ol
and gas companies had drawn risk exposures amounting to
about £4 7 billion with sub-sectoral distnibutions as follows
integrated producers 61%, service compames 16%, pure
producers 21% and infrastructure companies 2%

The credit quality distribution of the ol and gas portfolio was
as follows, ‘strong, good and satisfactory’ categones made
up of 91 per cent of the portfolio, ‘sub-standard’ 6 per cent
and ‘imparred’ 3 per cent

Ol and gas related counterparties have responded rapidly
to the changing economic outlook, cutting back on capital
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expenditure as well as reducing operating expenses in
order to manage cash flows and sustain profitabiity

Large integrated producers remained resihent Similarly,
service companies continued to be more vulnerable as
producers curtailed capital expenditures

Individually assessed loan impairment charges in 2015
remained contained at approximately £53 million Onl
prices are now predicted to remain lower for longer and
the ol price recovery 15 dependent on the removal of the
excess supply that currently exists in the market Inview of
these factors, collective allowances for exposures related
to oil and gas as at 31 December 2015 stood at £30 million
Total allowances in respect of the oil and gas portfolic were
£34 million

Turkey

At our Investor Update in June 2015, we announced our
intention to sell our full banking operations in Turkey Since
June we have recewved a number of offers for this business,
none of which were deemed to be in the best interests of
shareholders We have therefore decided to retain and
restructure our Turkish operations, maintaining our
wholesale banking business and refocussing our retail
banking network in Turkey This will provide better value
for shareholders and will continue to allow our clients to
capitalise on HSBC's internattonal footprint

Principal risks and uncertainties

Principal nisks are those that may impact on the financial
results, reputation or husiness model of the bank If these
risks were to occur, they could have a matenal effect on
the group

The exposure to these risks and our risk management are
explained in more detail below

Externally driven risks

Economic outlook and capital flows

Economic growth remained subdued in 2015, with a
number of headwands adversely affecting both developed
and emerging market countries

The slowdown of the mainland Chinese economy has
dampened global trade flows and caused volatihty in
currency and global stock markets Market concerns persist
as to the scale of the slowdown and the potential for
further depreciation of the RMB and emerging market
currencies

Global Trade has been subdued, particularty for lower
value transactions throughout 2015, which combined with
increased capital and regulatory pressures, have been
translated by many institutions into a greater focus on core
activities, which may exclude trade finance particularly in
those countries with kmited access to international
markets A continuation of this trend has the potential to
detrimentally affect the global recovery given that
hustorically, trade has been the primary engine for world
growth

il and gas prices fell further during 2015 and early 2016 as
a result of continuing global supply and demand
imbalances, raising the risk that any recovery in oif prices
over the medwum term will be even more gradual than
currently expected Although ol importers benefit from
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low prices, low ol prices increase fiscal and finanaing
challenges for exporters and accentuate deflationary nsks

The economic recovery In the eurozone remains fragile,
driven by a combination of low oil prices, a weak euro,
slowing growth and loose monetary policy Populist parties
are tn the ascendancy in several EU countries, helped by
the subdued economic backdrop as well as other 1ssues
such as migration A referendum on the UK's EU
membership 1s expected to occur within the lifetime of the
current Parllament, and might be held as early as mid-2016
{see Geopohtical risk below) While the risk of Greece
exiting the EU has faded, the implementation of required
structural reforms could prove politically challenging

Potential impact on the group

» HSBC's results could be impacted by a prolonged penod
of low o1l prices, particularly in conjunction with a low
inflatton environment and/or low or negative interest
rates

« The intensification of fragmentation risks in the EU
could have both political and economic consequences
for Europe

Mitigating actions

*  We closely monstor economic developments in key
markets and sectors with the aim of ensuring trends
are dentified, the implications for specific customers,
customer segments or portfolios are assessed and
appropriate mitigating action - which may include
revising key risk appetite metncs or limits - 1s taken
as circumstances evolve

* We use internal stress testing and scenanio analysis, as
well as regulatory stress test programmes to evaluate
the impact of macroeconomic shocks on our businesses
and portfolios Analysis undertaken on our ol and gas
portfolio can be found on page 20

Geopoliticai nsk

QOur operations and portfolios are exposed to risks arising
from political instability, civil unrest and military conflict in
many parts of the world

tn the Middle East, the intervention of Russia and the rise
of the terronst group, Daesh, have added to an already
complex civil war in Syna and further destabilised Iraq
These are conflicts which show few signs of resolution
Daesh has proved capable of carrying out attacks in
neighbouring countnes and further afield The lifting of
sanctions following a deal between Iran and the five
permanent members of the UN Security Council on the
country’s nuclear programme has done hittle to calm
regional tensions

Violence in Ukraine has abated but the conflict in the east
of the country has not been resolved Sanctions imposed
by the US and EU against the Russian government,
institutions and individuals have damaged the Russian
economy

European states are experiencing heightened political
tenston, reflecting concerns over migration, fears of
terransm and the possibility that the UK may vote to exit
the EU following a referendum An exit could have a
significant impact on UK, Eurcpean and global
macroeconomic conditions, as well as substantial political
ramifications
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Potential impact on the group

# Our results are subject to the risk of loss from physical
conflicts or terronst attacks, unfavourable political
developments, currency fluctuations, soceal instability
and changes in government policies in the junsdictions
in which we operate

* Physical conflicts or terronst attacks could expose our
staff to physical nsk and/or result in physical damage to
our assets and disruptions to our operations

s The effect of a UK exit from the EU on HSBC would
depend on the manner in which the exit was to cccur A
disorderly exit could force changes to HSBC's operating
model, affect our ability to access ECB and high value
euro payments, and affect our transaction volumes due
to possible disruption to global trade flows

Mitigating actions

*  We continually momtor the geopolitical outlook,
in particular in countries where we have matenial
exposures and/or a physical presence

o QOurinternal credit risk ratings of sovereign
counterparties take geopolitical factors into account
and drives our appetite for conducting business i those
countries Where necessary, we adjust our country
limuts and exposures to reflect our nisk appetite and
mitigate nsks as appropriate

* We run internal stress tests and scenario analyses,
including reverse stress tests, on our portfolios that take
Into account geopolitical scenanoes, such as conflicts in
countries where we have a significant presence, or
paolitical developments that could disrupt our
operations, including the potential effect of a UK exit on
our business model

Turnung of the credit cycle

The long expected move by the United States Federal
Reserve Board ('FRB’) to raise interest rates and the
slowdown in mainland China’s economy which 1s expected
to continue, have increased risk aversion in global markets
This tendency has deepened since the turn of 2016, with
market volatihty increasing In 2015, emerging markets
experienced net capital outflows for the first time since
1988, with several major currencres at decade-plus lows
against the US dollar and global corporate defaults at the
highest since 2009 2016 could see an intensification of
these trends and the appearance of stress in a wide array
of credit segments, particularly if monetary policy is
tightened quickly, sentiment regarding China worsens and
ol prices fail to recover Whiist Europe 15 less exposed to
these factors than other regions, some contagion is
expected to continue through 2016

Potential impact on the group

+ Impairment altowances or tosses could begin to nise
from their hustoncal lows in 2014 and 2015 if the credit
quality of our customers 1s affected by less favourable
global economic conditions in some markets

s There may be impacts on the delinquency and losses in
some portfolios which may be impacted by worsening
macroeccnomic conditions and their possible effects on
particular gecgraphies or industry sectors

+ Particular portfolios such as oil and gas may come under
particular stram which is partly cyclicat and partly dnven
by geopolitical concerns

22

Mitigating actions

* We closely monitor economic developments in key
markets and sectors, taking portfolio actions where
necessary including enhanced monitoring or reducing
limits and exposures

* We stress test those portfolios of particular concern to
identify sensitivity to loss with management actions
taken to control appetite where necessary

« Where customers are either indnidually or collectively
assessed, regular portfolio reviews are undertaken for
sensitive portfolios to ensure that individual customer
or portfolto risks are understood and that the level of
facilities offered and our ability to manage through any
downturn are appropriate

Regulatory developments with adverse impact on
business model and profitability

financial service providers continue to face stringent

and costly regulatory and supervisory requirements,
particularly in the areas of capita! and hquidity
management, conduct of business, financial crime,
operational structures and the integnty of financial services
delivery Regulatory changes may affect our activities, both
of the group as a whole and of some or al! of our prnincipal
subsidiaries These changes include

= the UK's Financial Services {Banking Reform) Act 2013
which requires the ning-fencing of our UX retall banking
activibies from wholesale banking, together with the
structural separation of other activities required by US
legislation and rules {including the Volcker Rule
implemented in December 2013 under the Dodd-Frank
Act}, and potential further changes under the European
Commussion’s Banking Structural Reform Regulation
which proposes stmilar structural reform for larger EU
banks,

e revisions in the regime for the operation of capital
markets, notably mandatory central clearing of over the
counter (‘OTC’) derwvatives and mandatory margin
requirements for non-cleared derivatives under the
Dodd-Frank Act and the EU’s European Market
Infrastructure Regulation (‘EMIR’),

* those arising from the Markets in Financial Instruments
Regulation/Directive {"MIFID II'), which includes
mandatory trading of derivatives on organised venues,
enhanced transparency and reporting requirements,
controls on high frequency and algorithmic trading,
changes to the use of dealing commissions and potential
future restrictions on the abihty of non-£U Group
companies to provide certain services to EU based
clhients Aspects of MiFID Il also further enhance
protections for investors in ine with many regulators’
focus on the wider conduct of business and delivery of
far outcomes for customers,

+ changes aimed at promating effective competition in
the interests of consumers, including investigations
ordered by the UX Competition and Markets Authority
and work to increase competition more generafly,

+ the recommendations ansing out of the Final Report
on the Fair and Effective Financial Markets Review
undertaken by the BoE which indude changes to market
conduct rules and forward locking supervision in the
operation of wholesale financial markets in the UK,

e continued focus in the UK on matters relating to
management accountability, institutional culture,




HSBC BANK PLC

Report of the Directors: Risk (continueq)

employee conduct and tncreased obligations on market
abuse and whistleblowing This includes implementing
the individual accountability regime and wider
recommendations made by the Parliamentary
Commussion on Banking Standards and the activities of
the Banking Standards Board,

« the Basel Commuttee on Banking Supervision (‘Basel
Commuttee’) imtiatives to enhance the risk sensitvity
and robustness of the standardised approaches, to
minimise reliance on internal models, and to
incorporate capstal floors in the Basel capital
framework,

« the implementation of CRD IV, notably the UK
application of the capital framework and its interaction
with Pillar 2,

* proposals from the FSB for G-518s to hold minimum
levels of capital and debt as total loss absorbing capacity
{"TLAC'), together with the BoE's consultation on UK
implementation of minimum requirement for own funds
and eligible habilities (‘MREL’),

s requirements flowing from arrangements for the
resolution strategy of the Group and its individual
operating entities, which may have different effects
in different countries, and

s the continued risk of further changes to regulation
relating to taxes affecting financial service prowiders,
including financial transaction taxes and ongoing
implementation of imtiatives to share tax information
such as the Common Reporting Standard introduced by
the OECD

Potential impact on the group

* Proposed changes in and/or the implementation of
regulations including mandatory central clearing of OTC
derwvatives, EMIR, nng-fencing and similar requirements,
MIFID 11, the Volcker Rule, recovery and resolution
plans, tax mformation sharnng initiatives and findings
from competition orentated enquines and investigations
may affect the manner in which we conduct our activities
and how the Group 1s structured

s Requirements for higher levels of capital or TLAC may
increase the funding costs for the Group and reduce our
return on equity

e Mandatory central cleaning of OTC derivatives also
brings new risks to HSBC 1n our role as a clearing
member, as we will be required to underwnite losses
incurred by central clearing counterparties from the
default of other clearing members and their ciients

» Increased regulatory scrutiny of conduct of business
and management accountability may affect the industry
in areas such as employee recruitment and retention,
product pricing and profitability m both retail and
wholesale markets

* These measures have the potential to increase our ¢ost
of daing business and curtail the types of business we
can carry out, which may adversely affect future
profitability

Mitigating actions

* We are engaged closely with governments and
regulators in the countries in which we operate to help
ensure that the new requirements are considered
properly and can be implemented in an effective
manner
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e We have enhanced our governance around central
clearing counterparties and appointed specialists to
manage the associated hiquidity and collateral nisks

s We continue to enhance and strengthen governance
and resourcing more generally around regulatory
change management and the implementation of
required measures to actively address this angoing
and significant agenda of regulatory change

Regulatory focus on conduct of business and financial
cnme

The inctdence of regulatory proceedings against financial
service firms has become more commeon-place and may
increase in frequency due to increased media attention and
higher expectations from prosecutors and the public, with
a consequent increase also in cvil litrgation arising from or
relating to 1ssues which are subject to regulatory
investigation, sanction or fine

Regulators in the UK and other countnes have contmued
to increase their focus on conduct matters relating to fair
outcomes for customers and orderly and transparent
operations in financial markets

Potential impact on the group

= HSBC may face regulatory censure or sanctions including
fines and/or be exposed to legal proceedings and
Iitigation

« Regulators in the UK and other countries may identify
future industry-wide mis-selling, market conduct or
other 1ssues that could affect the group This may lead
from time to time to significant direct costs or labilities
and/or changes in the practices of such businesses Also,
decisions taken by the Financial Ombudsman Service in
the UK {or similar averseas bodies) could, if apphed to a
wider class or grouping of customers, have a matenal
adverse effect on the operating results, financiat
condition and prospects of the group

Mitigating actions

* We have taken a number of steps including introduction
of new global policies, enhancement to the product
governance processes, establishment of a global conduct
programme and review of sale processes and incentive
schemes

US DPA and related agreements and consent orders

An independent compliance monitor {‘the Moniter’} was
appointed in 2013 under the 2012 agreements entered into
with the US Dol and the UK FCA to produce annual
assessments of the effectiveness of our AML and sanctions
comphance programme Additionally, the Monitor 1s
serving as HSBC's independent consultant under the
consent order of the FRB HSBC Bank USA 1s also subject to
an agreement entered into with the Office of the
Comptroller of the Currency {"OCC’) in December 2012, the
Gramm-Leach-Bliley Act (‘GLBA') Agreement and other
consent orders In January 2016, the Momiter delivered his
second annual follow-up review report as required by the
US DPA

Potential impact on HSBC

o The design and execution of AML and sanctions
remediation plans are complex and require major
investments in people, systems and other
infrastructure This complexity creates significant
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execution nsk, which could affect our abulity to
effectively identify and manage financial cnme nisk and
remedy AML and sanctions compliance deficiencies in a
timely manner This could, m turn, impact our abihity to
satisfy the Monitor or comply with the terms of the US
DPA and related agreements and consent orders, and
may require us to take additionat remedial measures in
the future

« Under the terms of the US DPA, upon notice and an
opportunity to be heard, the DoJ has sole discretion to
determine whether HSBC has breached the US DPA
Potenttal consequences of breaching the US DPA could
include the imposition of additional terms and
conditions on HSBC, an extension of the agreement,
including 1ts monitorship, or the criminal prosecution of
HSBC, which could, in turn, entasl further financial
penalties and collateral consequences

e Breach of the US DPA or related agreements and
consent orders could have a matenal adverse effect on
our business, financial condition and results of
operations, including loss of business and withdrawal of
funding, restrictions on performing dollar-clearing
functions through HSBC Bank USA or revocation of bank
licences Even if we are not determined to have
breached these agreements, but the agreements are
amended or their terms extended, our business,
reputation and brand could suffer matenally

Mitigating actions

* We are continuing to take concerted action to remedy
AML and sanctions compliance deficiencies and to
implement Global Standards We are also working to
implement the agreed recommendations flowing from
the Monitor's 2013 and 2014 reviews, and will
implement the agreed recommendations from the 2015
review

e During 2015, we continued to make progress toward
putting in place a robust and sustatnable AML and
sanctions comphance programme, including continuing
to build a strong Finanaial Crime Compliance sub-
function, rolling out improved systems and
infrastructure to manage financial cnme risk and
improve transaction monmtonng and enhancing internal
audits

System resilience

HSBC and other public and private organisations continue
to be the targets of cyber-attacks which, in some cases,
disrupt services including the availabiity of cur external
facing websites, compromise orgamsational and customer
information or expose securnity weaknesses Management
of cyber risks 1s coming under increased regulatory
scrutiny

Potential impact on the group

* A major cyber attack, which could result from
unauthornised access to our systems, may resuitin
potential financial loss as well as significant reputational
damage which could adversely affect customer and
investor confidence tn HSBC Any loss of customer data
would also trigger regulatory breaches which could
result in fines and penalties being incurred
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Matigating actions

¢ The secunty of cur information and technology
infrastructure 15 crucial for mantarming our banking
applications and processes and protecting our
customers and the HSBC brand We continue to
strengthen our ability to prevent, detect and respond to
the ever-increasing and sophisticated threat of cyber
attacks by enhancing our governance and controls
framework and technology infrastructure, processes
and controls

* We took part in the PRA’s Cyber Vulnerabihty Testing
exercise during 2015 and are making further
enhancements to improve our resilience to, and ability
to recover from, cyber-attacks

+ We have realigned the responsibilities and
accountabilties for cyber and information nisk
management to align with the operational risk three
ines of defence model and instigated a number of
secunity improvement programmes within {T

Internally dnven risks

People nsk

Significant demands continue to be placed on our staff The
cumulative workload ansing from regulatory reform and
remediation programmes together with those related to
the delivery of our strategy 1s hugely consumptive of
human resources, placing increasingly complex and
confhicting demands on a workforce where the expertise 1s
often in short supply and globally mobile

Potential impact on the group

« Changesin remuneration policy and practice resulting

from CRD IV regulations, EBA Guidelines and PRA

remuneration rules apply on a group-wide basis for any

matenal nsk takers This presents significant challenges

for HSBC because a significant number of our matenal

nsk takers are based outside the EU

e The Senior Managers and Certification regimes and the
related Rules of Conduct, which come into force in 2016
for other employees, set clear expectations of the
accountabilities and behaviour of both sentor and more
Jumor employees

= Organisational changes to support the group's strategy
and/or implement regulatory reform programmes have
the potential to lead to increased staff turnover

Mitigating actions

¢ The changes in remuneration under the CRD IV
regulations, EBA Gudelines and the PRA remuneration
rules have necessitated a review of our remuneration
policy, especially the balance between fixed and
variable pay, to ensure we can remain globally
competitive on a total compensation basis and retain
our key talent
We continue to increase the level of specialist resources
in key areas and to engage with our regulators as they
finalise new regulations
» Risks related to organisational change and disposals are
subject to close management oversight, especially in
those countnies where staff turnover 1s particularly high




HSBC BANK PLC

Report of the Directors: Risk (continued)

Execution nsk

Execution risk heightened dunng 2015 due to a number of
factors Significant programmes are under way to deliver
the nine business actions to capture value from our global
presence, announced at the Investor Update in June 2015
These, along with the regulatory reform agenda and our
commitments under the US DPA require the management
of complex projects that are resource demanding and time
sensitive

Potential impact on the group

# Rusks ansing from the number, magmitude and
complexity of projects underway to meet these
demands may include financial losses, reputational
damage or regulatory censure

» The potential nisks of disposals include regulatory
breaches, industrial action, loss of key personnel,
and interruption to systems and processes during
business transformatien They can have both financial
and reputational implications

Mitigating actions

s HSBC has strengthened 1ts priontisation and governance
processes for significant projects, which are monitored
by the Group Management Board

* We have invested in our project implementation and
IT capabilities and increased our focus on resource
management

* Risks related to disposals are carefully assessed and
morutored and are subject to close management
oversight
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Data management

Repgulators require more frequent and granular data
submissions, which must be produced on a consistent,
accurate and timely basis As a G-SIB, HSBC must comply
with the principles for effective risk data aggregation
and nisk reporting as set out by the Basel Commuttee

Potential impact on the group

* Ineffective data management capabilities could impact
our ability to aggregate and report complete, accurate
and consistent data to regulators, investors and seror
management on 3 timely basis

e Financial institutions that fail to meet thewr Basel
Committee data obhgations by the required deadhine
may face supervisory measures

Mitigating actions

* We have set a data strategy for the Group and defined
Group-level principles, standards and policies to enable
consistent data aggregation, reporting and management

« We continue to focus on enhancing data governance,
quality and architecture to support the Bank’s objectives
of ensuring reliability of information used i support of
internal controls and external financial reporting

* A number of key ivitiatives and projects to implement
our data strategy and work towards meeting our Basel
Committee data obligations are in progress
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Credit risk

Credit risk 15 the nisk of financial loss if a customer or
counterparty fails to meet a payment obligation under a
contract It anses principally from direct lending, trade
finance and leasing business, but also from off-balance
sheet products such as guarantees and credit dervatives,
and from the group’s holdings of debt secunties

There were no material changes to our policies and
practices for the management of credit risk in 2015

Credit Risk Management
{Audited}

Of the nisks in which we engage, credit nisk generates the
fargest regulatory capital requirements

The principal objectives of our credit nsk management are

« to maintain across the group a strong culture of
responsible lending and a robust risk policy and control
framework,

+ to both partner and challenge Global Businesses in
defining, implementing, and continually re-evaluating
our sk appetite under actual and scenano conditions,
and

¢ to ensure there 1s independent, expert scrutiny of credit
nisks, their costs and mitigation

within the bank, the Credit Risk function is headed by the
European Chief Risk Officer who reports to the Chief
Executive Qfficer, with a functional reporting line to the
Group Chief Risk Officer Its responsibilities are

e to formulate credit policy Comphance, subject to
approved dispensations, 1s mandatory for all operating
companies which must develop local credit policies
consistent with group policies that very closely reflect
Group policy,

+ to guide operating compantes on the group’s appetite
for credit nisk exposure to specified market sectors,
activities and banking products and controlling
exposures to certain higher-risk sectors,

* to undertake an independent review and objective
assessment of nisk Credit rnisk assesses all commercial
non-bank credit facilities and exposures over designated
limuts, preor to the facilities being committed to
customers or transactions being undertaken,

* to monitor the performance and management of
portfolios across the group,

* 10 control exposure to sovereign entities, banks and
other financial institutions, as well as debt securities
which are not held sotely for the purpose of trading,

» to set policy on large credit exposures, ensunng that
concentrations of exposure by counterparty, sector or
geography do not become excessive in relation to the
group’s capital base, and remain within internal and
regulatory limits,

* to mamntain and develop the groups nsk rating
framework and systems through the Regional Model
Oversight Commuttees ("RMOC’), for the wholesale
businesses and the Credit Risk Analytical Oversight
Committee {'CRAGC’) for the retaii businesses, both of
which oversee risk rating system governance
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« toreport on retall portfolio performance, high nsk
portfolios, nsk concentrations, large impaired accounts,
impairment allowances and stress testing results and
recommendations to the group’s RMM, the group’s Risk
Committee and the Board, and

* to act on behalf of the group as the primary interface,
for credit-related 1ssues, with the BoE, the PRA, local
regulators, rating agencies, analysts and counterparts in
major banks and non-bank financral institutions

Credit quality of financial instruments
{Audited}

Our credit nsk rating systems and processes differentiate
exposures in order to highlight those with greater nisk
factors and higher potential severity of loss In the case of
individually significant accounts, risk ratings are reviewed
regularly and any amendments are implemented promptly
Within the group’s retail business, nisk is assessed and
managed using a wide range of nsk and pncing models to
generate portfolto data

Our nisk rating system facilitates the internal ratings-based
approach under the Basel framework adopted by the
Group to support calculation of the mimimum credit
regulatory capital requirement For further details, see
‘Credit quality classification of financial instruments’ on
page 32

Special attention 1s paid to problem exposures in order to
accelerate remediai achon Where appropnate, operating
compantes use specialist units to provide customers with

support to help them avoid default wherever possible

The Credit Review and Risk ldentification team reviews the
robustness and effectiveness of key management,
monitoning and control activities

Renegotiated loans and forbearance

A range of forbearance strategies are employed to improve
the management of customer relatronships, maximise
collection opporturuties and, if possible, avoid default,
foreclosure or repossession They include extended
payment terms, a reduction 1n interest or principal
repayments, approved external debt management plans,
debt consolidations, the deferrat of foreclosures and other
forms of loan modifications and re-ageing

The group’s policies and practices are based on criteria
which enable local management to judge whether
repayment is hkely to continue These typically provide a
customer with terms and conditions that are more
favourable than those provided initially Loan forbearance
1s only granted :n situations where the customer has
showed a willingness to repay their loan and 15 expected to
be able to meet the revised obligations
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Refinance nsk
Personal Lending

Interest only mortgages lending incorporate bullet/balloon
payments at the point of final matunty In the UK, interest
only {ending 1s recogmised as a niche product that meets a
vahd customer need To reduce re-finance nsk, an initial
on-boarding assessment of customers’ affordability 1s
made on a capital repayment basis and every customer has
a credible defined repayment strategy Additionally the
customer is contacted at least once during the mortgage
term to check the status of the repayment strategy In
situations where it 1s identified that a borrower 15 expected
not to be able either to repay a bullet/balloon payment
then the customer will either default on the repayment or
it 15 likely that HSBC may need to apply forbearance to the
foan In either circumstance this gives rise to a foss event
and an impairment allowance will be considered where
appropriate

Wholesale Lending

Many types of wholesale lending incorporate
bullet/balloon payments at the point of final matunty,
often, the intention or assumption 1s that the borrower will
take out a new loan to settle the existing debt Where this
1s true the term refinance nisk refers generally to the
possibility that, at the point that such a repayment 1s due, a
borrower cannot refinance by borrowing to repay existing
debt In situations where it 1s identified that a borrower 1s
expected not to be able either to repay a bullet/balloon
payment or to be capable of refinancing their existing debt
on commercial terms then the customer will erther default
on the repayment or it 1s likely that HSBC may need to
refinance the loan on terms 1t would not normally offer in
the ordinary course of business In either arcumstance this
gves rise to a loss event and an impairment allowance will
be considered

Impairment assessment
{Audited}

It s the group’s policy that each operating company
creates allowances for impaired loans promptly and
consistently

Impairment allowances may be assessed and created either
for indwidually sigmificant accounts or, on a collective basis,
for groups of individually sigrificant accounts for which no
evidence of impairment has been indwdually «dentified or
for high-volume groups of homogeneous loans that are not
considered individually sigrificant

When impairment losses occur, we reduce the carrying
amount of loans and advances through the use of an
allowance account When impairment of avallable-for-sale
financial assets and held-to-maturity financial investments
occurs, the carrying amount of the asset 1s reduced
directly For further details on the accounting policy for
impairment of available-for-sale debt and equity securities,
see Note 1 on the Financial Statements
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Wrnite-off of loans and advances
{Audited)

For details of our accounting policy on the wnte-off of
loans and advances, see Note 1 on the Financial
Staterments

Personal lending

Property collatera! for residential mortgages i1s repossessed
and sold on behalf of the borrower only when all normal
debt recovery procedures have been unsuccessful The
carrying amounts of ressdential mortgages in excess of net
realisable value are fully provided for, from 150 days
contractually past due in the UK and 180 days contractually
past due for the rest of the group We regularly obtain new
apprarsals for loans and adjust carrying value to the most
recent appraisal as the best estimate of the cash flows that
will be received on the disposal of the collateral for these
collateral dependent loans

Unsecured personal facilities, ncluding credit cards, are
generally written off at between 150 and 210 days past
due, the standard penod being the end of the monthin
which the account becomes 180 days contractually
delinguent Wnte-off pertods may be extended, generally
to no more than 360 days past due but, in very exceptional
circurnstances, to longer than that figure in a few countnies
where local regulation or legislation constram earlier write
off or where tha realisation of collateral for secured real
estate lending takes this ime

In retail lending, final write-off should occur within 60
months of the default at the latest

Wholesale Lending

Wholesale loans and advances are wrnitten off where
normal collection procedures have been unsuccessful to
the extent that there appears no realistic prospect of
repayment These procedures may include a referral of the
business relationship to a Debt recovery company Debt
reorganisation will be considered at all ttimes and may
involve, In exceptional circumstances and i the absence of
any viable alternative, a partial wnte-off 1n exchange for a
commitment to repay the remaimning balance

In the event of bankruptcy or analogous proceedings,
wnite-off for both personal and wholesale lending may
occur earlier than at the periods stated above Collections
procedures may continue after write-off




HSBC BANK PLC

Report of the Directors: Risk (continued)

Tl i

Maximum exposure to credit risk
{Audited}

The following table presents the maximum exposure to
credit nsk from halance sheet and off-balance sheet
financial instruments, before taking into account any
collateral held or other credit enhancements (where such
credit enhancements do not meet offsetting
requirements) For financial assets recognised on the

Moaximum exposure to credrt risk

balance sheet, the maximum exposure to credit nisk equals

their carrying amount, for financial guarantees granted, it 1s

the maximum amount that the group would have to pay if
the guarantees were called upon For lcan commitments
and other credit-related commitments that are irrevocable
over the Iife of the respective facihties, 1t 1s generally the
full amount of the comnutted faciliies

{Audited)
The group
2015 2014

Exposure to Exposure to
Maximum credit nsk Maximum credi risk
expasure Offset {net) exposure Offset {net)
£m £fm £Em £m £m £m
Cash and balances at central banks 39,749 - 39,749 42,853 - 42,853
ttems in the course of collecton from other hanks 1,328 - 1,328 973 - 973
Trading assets' 70,002 - 70,002 85,885 - 85,885
treasury and other aeligible bills 675 - 875 653 - 653
debt securtties 37,367 - 37,367 49,996 - 49,996
Ipans and advances 1q banks 14,248 - 14,248 15,640 - 15,640
loans and advances to customers 17,712 - 17,712 19,596 — 19,596
financial assets dessgnated at fair value® 1,117 - 1,117 1,044 - 1,044
treasury and other eligible bills - - - 3 - 3
debt securities 1,036 - 1,036 987 - 9387
loans and advances to banks 81 - 81 54 - 54
Derivatives’ 166,785 (150,960) 15,825 187,736 {174,118} 13,618
Loans and advances held at amortsed cos’ N 281,728 (22,211) 254,517 282,514 (36,687) 245,827
loans and advances to banks 23,222 {36) 23,186 25,262 (37) 25,225
loans and advances to customers 258,506 (27,175} 231,331 257,252 {36,650) 220,602
Reverse repurchase agreements — non-trading’_ 30,537 {607) 25,930 41,945 (3.283) 38,662
Financial investments’ 70,243 - 70,243 75,185 - 75,185
treasury and other similar bills 3,155 - 3,155 2,849 - 2,849
. debt securities 67,088 - 67,088 72,336 — 72,336
Other assets 3,875 - 3,875 7,980 - 7,980
endorsements and acceptances L1:5] - 581 591 - 591
accrued income and other 3,294 - 3,294 7,389 - 7,389
Financial guarantees oL 13,735 - 13,735 13,452 - 13,452
Loan commitments and other credit-related commitments 131,633 - 131,633 135,522 - 135,522
At 31 December 810,732 {178,778) 631,954 875,089 (214,088) 661,001
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Maximum exposure to credit risk

fAudited)
The bank
2015 2014
Exposure to Exposure to
Maximum credit nsk Maximum credit risk
exposure Offsat (net) exposure Offset {net}
£m £m £m £m £m £m
Cash and balances at central banks 38,725 - 38,725 41,424 - 41,424
Iterns 1n the course of coltectron from other banks 993 - 993 630 - 630
Trading assets’ 51,396 - 51,396 55,858 - 55,858
treasury and other eligible bills 94 - 94 154 - 154
debt securities 21,935 - 21,935 25,150 - 25,150
loans and advances to banks 13,617 - 13,617 13,035 - 13,039
loans and advances o customers 15,750 - 15,750 17,515 - 12,515
Financial assets designated at fair value® - - - 9 = 9
debt securities - - - 9 - 9
loans and advances ta banks - - - - - -
Dervatives” 150,454 (128,855) 21,599 160,232 {136,187) 24,045
Loans and advances held at amortised cost’ 222,059 {26,485) 195,574 220,447 {35,607} 184,840
loans and advances to banks 16,661 - 16,661 18,776 - 18,776
_ _loans and advances to customers 205,398 {26,485) 178,913 201,671 (35,607) 166,064
Reverse repurchase agreements - non-trading’ 24,893 {518) 24,375 36,391 (628) 35,763
Financial investments’ e 39,336 = 39,336 48,001 - 48,001
treasury and other similar bills 1,909 - 1,909 2,081 - 2,081
debt securities 37,427 - 37,427 45,920 = 45,920
Other assets 2,655 - 2,655 6,126 - 6,126
_ __endorsements and acceptances 478 - 478 364 - 364
accrued mncome and other 2,177 - 2177 5,762 - 5,762
Fnancial guarantees =~~~ 10,693 - 10,693 10,968 - 10,968
Loan commitments and other credit-related
commitments 92,989 — 52,989 96,785 - 96,785
At 31 December 634,193 {155,858} 478,335 676,871 {172,422) 504,449

1 Reported amounts exclude equity instruments

2 The denvotive offset emount in the ‘maximum exposure to credit risk table’ relotes to exposures where the counterparty has an offsetting derivative
exposure with the group, @ master netting agreement is in place and the credit risk exposure is manoged on a net basis, or the position Is specifically
collaterahsed, normally mr the form of cosh At 31 December 2015, the total amount of such offsets was £151 bithon (2014 £174 bilhon), of which
£126 buthon (2014 £147 biifion) were offsets under a master netting arrangement, £21 biflon (2014 £24 bithon} were received in cash and £4 bifthon
(2014 £3 billion} were other collateral These amounts do not quolify for net presentation for accounting purposes as settlement may not actuclly be

made on a net basis

3 The loans and advances offset odjustment primarily relates to customer loans and deposits, and balances arising from repo and reverse repo
transactions The affset relotes to balances where there s a legally enforceable right of offset in the event of counterparty defouit, ond where, as a
resuft there s o net exposure for credit nsk monogement purposes As there 1s no intention to settle these balances on o net bosis under normal
circumstances, they do not qualify far net presentation far occounting purposes No offset has been applied to off balance sheet collateral
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Concentration of exposures

The geographica! dwersification of our lending portfolio
and our broad range of global businesses and products
ensured that we did not overly depend on a few markets
to generate growth in 2015 This diversification also
supported our strategy for growth in faster-growing
markets and those wrth international connectiity

Finanaal Investments

Our holdings of available-for-sale government and
government agency debt secunties, corporate debt
securities, asset-backed secunities (‘ABSs’) and other
securities were spread across a wide range of issuers in
2015 with 59 per cent invested in government or
government agency debt secunities compared to 61 per
cent in 2014

Trading assets

Trading secunties remained the largest concentration
within trading assets of the group at 71 per cent compared
with 73 per centin 2014

Denvatives

The group participates In transactions exposing it to
counterparty credit nsk Counterparty credit nsk 1s the risk
of financial loss if the counterparty to a transaction
defaults before completing the satisfactory settlement of
the transaction, which vanes in value by reference to a
market factor such as interest rate, exchange rate or asset
price It anses principally from OTC derivatives and
securities financing transactions (‘SFTs’) and 1s calculated in
both the trading and non-trading books

Denivative assets were £167 billion at 31 December 2015
{2014 £188 bilhon)

Items 1n the course of collection from other banks

Settlement nisk anises 1n any situations where a payment in
cash, securities or equities 1s made with the expectation of
a corresponding receipt of cash, securities or equities Daily
settiement limits are estabhished for counterparties to
cover the aggregate of transactions with each counterparty
on any single day

The group substantially mitigates settlement risk on many
transactions, particularly those involving securities and
equities, by setthng through assured payment systems, or
on a delivery-versus-payment basis

Loans and advances

The table on the following page analyses loans and
advances by industry sector to show any concentration of
credit risk exposures (please also refer below)
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Concentration of credit risk exposure
{Audited)

Concentrations of credit risk arise when a number of
counterparties or exposures have comparable economic
charactenistics, or such counterparties are engaged In
simiiar activities, or operate «n the same geographical areas
or industry sectors, so that therr collective ability to meet
contractual obhgations 1s uniformly affected by changes in
economic, political or other conditions The group uses a
number of controls and measures to minimise undue
concentration of exposure in the group’s portfolios across
industry, country and customer groups These include
portfolio and counterparty limits, approval and review
controls, and stress testing

Wrong-way nsk occurs when a counterparty’s exposures
are adversely correlated with its credit quality There are
two types of wrong-way risk

« general wrong-way risk occurs when the probability of
counterparty default is positively correlated with
general nsk factors such as, for example, where the
counterparty 1s resident and/or incorporated ina
higher-risk country and seeks to sell a non-domestic
currency in exchange for its home currency, and

¢ specific wrong-way risk occurs when the exposure to a
particular counterparty 15 positively correlated with the
probability of counterparty default such as a reverse
repo on the counterparty’s own bonds It 1s HSBC pohicy
that specific wrong-way transactions are approved on a
case-by-case basis

We use a range of procedures to monitor and control
wrong-way nsk, including requinng entiies to obtain prior
approval before undertaking wrong-way risk transactions
outside pre-agreed guidelines
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Gross loans and advances to customers by industry sector

{Audited}
The group
2015 2014
Gross loans by Gross loans by
Gross loans and industry sector as Gross loans and industry sector as
advances to 2% of total advances to a % of total
customers gross loans customers gross leans
£m % £m %
Personal
Residential martgages 83,483 3197 83,009 3192
Qther personal R e 24,285 930 24,381 938
107,768 4127 107,390 41 30
Corporate and commercial
Commeraial, industrial and international trade 67,987 26 04 74,003 2846
Commercial real estate 17,568 673 17,899 688
Other property-related 4,940 189 4572 175
Government 2,391 092 1,452 056
Other commaergal 36,026 1379 38,006 14 62
128,912 49 37 135,932 5227
Financal
Nan-bank financial mstitutions 24,093 923 16,085 619
Settlement accounts 336 013 645 024
24,429 9 36 16,730 643
Total gross loans and advances to customers at
31 December 261,109 100 00 260,052 100 00
Impaired loans as a percentage of total . . 2 34% 2 46%
The bank
2015 2014
Gross loans by Gross loans by
Gross loans and industry sector as Gross loans and industry sector as
advances to a % of total advances to a % of total
tustomers gross loans customers gross loans
£m % Em %
Personal
Residennial mortgages 76,701 704 76,847 77
Other personal 9,396 454 8,936 4 39
86,097 a1 58 85,783 42 16
Corporate and tommercial
Commercial, industnal and international trade 47,331 2286 54,512 2679
Commercial real estate 12,044 582 11,273 554
Gther property-related 3,516 170 3,128 154
Government 1,094 053 964 047
Gther commercial 25,369 12 24 26,849 13121
89,354 43 15 96,726 47 55
Financial
Non-barnk financial institutiens 31,539 15 23 20,853 10 25
Seftlement accounts 83 004 87 004
31,622 1527 20,540 10 29
Total gross loans and advances to customers at
11 December 207,073 100 00 203,449 100 00
impaired loans as a percentage of total 217% 209%
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Credit quality of finanaal instruments
fAudited)

The five credit qualhty classifications defined below each
encompass a range of more granular, internal credit rating
grades assigned to wholesale and retail lending business, as
well as the external rating, attributed by external agencies
to debt secunties There i1s no direct correlation between
the internal and external ratings at granular level, except to
the extent each falls within a single quality classification

Quality classification definitions

‘Strong’ Exposures demonstrate a strong capacity to meet
financial commitments, with negligible or low probability of
default and/or low levels of expected loss Retail accounts
operate within product parameters and only exceptionally
show any period of delinquency

‘Good’ Exposures require closer momtoring and
demonstrate a good capacity to meet financial
commitments, with low default nsk Retail accounts
typically show only short periods of delinquency, with any
losses expected to be mimimal following the adoption of
recovery processes

‘Satisfactory’ Exposures require closer momstoring and
demonstrate an average to fair capacity to meet financial
commitments, with moderate default nsk Retail accounts
typically show only short periods of delinquency, with any
losses expected to be minor following the adoption of
recovery processes

‘Sub-standard’ Exposures require varying degrees of
special attention and default risk 1s of greater concern
Retail portfolio segments show longer delinquency penods
of generally up to 90 days past due and/or expected losses
are higher due to a reduced ability to mitigate these
through secunty realisation or other recovery processes

‘Impaired’ Exposures have been assessed, indwidually or
collectively, as impaired

Risk rating scales

The Customer Risk Rating (‘CRR’) 10-grade scale above
summarises a more granular underlying 23-grade scale of
obligor probability of default ('PD’) All distinct HSBC
customers are rated using one of these two PD scales,
depending on the degree of sophistication of the Basel Il
approach adopted for the exposure

Each CRR band 15 associated with an external rating grade
by reference to long-run default rates for that grade,
represented by the average of issuer-weighted historical
default rates This mapping between internal and external
ratings 1s indicative and may vary over time

The Expected Loss (‘EL") 10-grade scale for retail business
summanises a more granular underlying EL scale for these
customer segments, this combines cbligor and
facaility/product nsk factors in a composite measure For
debt securities and certain other financial instruments,
external ratings have been aligned to the five quality
classifications based upon the mapping of related CRR to
external credit grade

For the purpose of the following disclosure, retail loans
which are past due up to 89 days and are not otherwise
classified as EL9 or EL10, are not disclosed within the EL
grade to which they relate, but are separately classified as
past due but not impared The following tables set out the
group’s distnbution of financial instruments by measures of
credit quality

Credit quality

Debt securities

and other bilts Wholesale lending and dervatives Retall lending

External credit tnternal credit Probability of
Quality classification rating rating default % Internal credit rating Expected loss %
Strong A and above CRR1 to CRR2 0-0169 EL1to EL2 0-0993%
Good o B88+ to BBE- CRR3 0170-0 740 EL3 1 000 -4 999
Satisfactory BB+ to B and unrated CRR4 to CRRS 0741-4914 EL4 to ELS 5 000 -19999
Sub — standard B- and below CRR6 to CRRB 4915 -99 999 EL6 to ELB 20 000 -999%9
Impaired Impaired CRRY to CRR10 100 EL9to EL10 100+ or defauited’

1 The EL percentage is derved through o comtination of Probabiiity of Defoult {'PD’} and Loss Grven Defoult {'tGD'} end may exceed 100 per cent it
circumstances where the LGD 1s above 100 per cent reflecting the cost of recoveries
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Distribution of financial instruments by credit quality
{Audited}

The group
2015
Neither past due nor impaired
Past
Medium Sub- dusa not Impairment
Strong Good _ Satisfactory Standard impalred Impaired  allowances Total
£m £m £m Em £m £m £m £m
Cash and balances at centrat banks 39,749 - - - 39,749
Items m the course of collectron
from other banks 1,328 - - - 1,328
Trading assets 52,059 10,453 7,231 259 70,002
- treasury and other eligible
bills 368 283 24 - 675
- debt securities 30,113 4,390 2,725 139 37,367
— loans and advances to banks 9,282 2,706 2,174 86 14,243
- loans and advances to
customers 12,2956 3,074 2,308 34 17,712
Financial assets designated at far
value 580 2719 251 7 1,117
— treasury and other eligible
bills - - - - -
— debt securities 580 219 170 7 1,036
_ — loans and advances to banks - - B1 -~ 81
Derivatives 147,424 15,953 2,756 632 166,785
Loans and advances held at
amortised cost 169,886 47,069 53,946 5,756 1,302 6,371 {2,603} 281,728
— loans and advances to banks 19,975 1,833 1,351 63 - - - 23,222
— loans and advances to
customers 149,911 45,236 52,595 5,693 1,302 6,372 (2,603) 258,506
Reverse repurchase agreement
non-tradeng 22,328 6,248 1,613 19 - 329 - 30,537
Financial investments 62,072 4,563 1,788 931 - 489 - 70,243
= treasury and other eligible
bulls 2,159 946 50 - - - - 3,155
— debt secunties 59,913 3,617 1,738 931 - 889 - 67,088
Other assets . 1,639 473 1,594 156 5 8 - 3,875
— endorsements and
_ acceptances 110 27 444 - - - - 581
— accrued mcome and other 1,529 446 1,150 156 5 8 - 3,284
At 31 December 497,085 85,038 69,179 7,760 1,307 7,598 {2,603) 665,364
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The group
2014
Neither past due nor impaired
Past
Medwm Sub- due not Imparment
Strong Good  Sansfactory Standard impaired Impaired  allowances Total
£m £m £m £m fm £m £m £m
Cash and balances at central banks 42,853 - - - 42,853
Items in the course of collection
from other banks 973 - - - 973
Trading assets 652,694 14,479 8,410 302 85,885
— treasury and other eltgible
bills 249 ars 29 - 653
— debt securities 39,880 6,410 3,568 138 489,996
= {oans and advances to banks 10,064 2,387 3,117 72 15,640
— loans and advances to
customers 12,501 5,307 1,696 92 19,596
Financial assets designated at fair
value 640 152 247 5 1,044
— treasury and other eligible
bills 3 - - - 3
— debt securities 637 152 193 5 987
- |oans and advances to banks — — 54 - 54
Denvatives 150,733 28,532 8,015 456 187,736
Loans and advances held at
amortised cost 164,304 57,006 49,776 6,286 1,547 6,415 {2,820) 282,514
- loans and advances to banks 159,541 3,612 2,020 92 - 17 {20) 25,262
- loans and advances to
customers 144,763 53,394 47,756 5,194 1,547 6,398 {2,800} 257,252
Reverse repurchase agreements
non trading 31,177 5,856 3,891 1,021 - - - 41,945
Frnangial in 1ts 63,823 6,340 2,197 1,410 - 1,415 - 75,185
— treasury and cther eligible
bills 760 2,054 3s - - - - 2,849
— debt securities 63,063 4,286 2,162 1,410 - 1,415 — 72,336
Other assets 5,711 442 1,670 147 & 4 - 7,980
= endorsements and
acceptances 250 29 312 - - - - 591
— atcrued incorme and other 5,461 413 1,358 147 6 4 - 7,389
At 31 December 522 908 112,807 74,206 9,627 1,553 7,834 {2,820) 726,115
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The bank
2015
Neither past due nor impaired
Past
Medium Sub- due not Impafrment
Strong Good  Satwsfactory Standard impalred Impaired allowances Total
Em £m £m £m £m £m £Em £m
Cash and balances at central banks 38,725 - - - 38,725
ltems in the course of collection
from other banks 993 - - - 993
Trading assets 38,487 6,870 5,804 235 51,396
— treasury and other ehgible
bills 83 - 11 - 94
— debt secunties 17,671 2,080 2,060 124 21,935
— loans and advances to banks 9,943 1,852 1,745 77 13,617
= loans and advances to
customers 10,790 2,938 1,988 34 15,750
Financial assets designated at fair
value - - - - -
- debt secunties - - - - -
— loans and advances to banks - - - - -
Derivatives 133,613 13,991 2,244 606 150,454
Loans and advances held at
amortised cost 143,016 30,596 39,826 4,646 488 5,162 (1,675) 222,059
— loans and advances to banks 12,363 1,031 1,938 667 - 662 - 16,661
— loans and advances to
customers 130,653 29,565 37,888 3,979 488 4,500 {1,675) 205,398
Reverse repurchase agreements
non-trading 19,828 4,085 635 16 - 329 - 24,893
Financal investments 38,127 997 86 98 - 28 - 39,336
— treasury and other similar
bills 1,039 870 - - - - - 1,909
— debt securities 37,088 127 86 28 - 28 - 37,427
Other assets 1,510 431 713 — — 1 - 2,655
— endorsements and
acceptances 34 17 427 - - - - 478
_— accrued income and other 1,476 414 286 - - 1 - 2,177
At31December 414,299 56,970 49,308 5,601 488 5,520 {1,675} 530,511
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The bank
2014
Neither past due nor impaired
Past
Medium Sub- due not Impairment
Strong Good  Satisfactory  Standard impaired Impaired  allowances Total
£m £m £m £m £m fm Em £m
Cash and balances at central banks 41,424 - - - 41,424
Items in the course of collection
from other banks 630 - - - 630
Trading assets 40,700 9,004 5.858 256 55,858
- treasury and other eligible
bills 149 - 5 - 154
— debt securities 19,934 2,357 2,665 134 25,150
- Ioans and advances to banks 9,611 1,640 1,718 70 13,039
— loans and advances to
customers 10,946 5,007 1,470 92 17,515
Financial assets designated at fair
value 1 - 8 -
— debt securities 1 - 8 - 9
= loans and advances to banks - — - - _
Derivatives 127,251 25,372 7.185 424 160,232
Loans and advances held at
amortised cost 137,414 37,735 35,991 5,568 4938 5,033 {1,792} 220,447
— loans and advances to banks 12,045 1,948 3,204 816 - 777 {14} 18,776
- loans and advances to
customers 125,369 35,787 32,787 4,752 498 4,256 {1,778) 201,671
Reverse repurchase agreements
non-trading 28,768 3,958 2,645 1,020 - - - 36,391
Financial investments 44,387 2,900 382 55 - 273 = 48,001
— treasury and other similar
hlls 183 1,895 3 - - - - 2,081
— debt securities 44,204 1,005 379 59 — 273 - 45,920
Other assets 5,125 401 599 -~ - 1 - 6,126
~ endorsements and
acceptances 51 19 294 - - - - 364
__— accrued income and other 5,074 382 305 - - 1 - 5,762
At 31 December 425,700 79,370 52,668 7,367 498 5,307 (1,792) 569,118
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Past due but not impaired gross finanaal instruments
{Audited)

Past due but not impaired are those loans where although
customers have failed to make payments in accordance

with the contractual terms of theiwr facilities, they have not
met the tmpaired loan cnitena described below

Ageing analysis of days past due but not impaired gross financial instruments

{Audited)
The group
Up to 30-59 60-89 90-179 Over
29 days days days days 180 days Total
Em £m £m £m £m £m
At 31 December 2015
Loans and advances held at amortised cost 878 311 108 5 - 1,302
Personal 538 157 83 - - 778
B mEBrEErate_“;nE_c“on;r;\;raal o 334 150 25 5 - 514
Financial 6 4 - - - 10
Other assets e 3 - 1 1 = )
881 311 105 & - 1,307
At 31 December 2014
Loans and advances held at amortised cost 1,202 230 112 2 1 1,547
Personal T T 466 183 95 Z - 744
Corporate and commercial 733 46 17 2 1 799
B financial Tt T 1 1 - — - 4
Other assets 3 1 - - 2 6
1,205 231 112 2 3 1,553
The bank
Upto 30-59 60-89 90-179 Over
29 days days days days 180 days Total
£m £m £m £m £m £m
At 31 December 2015
Loans and advances held at amortised cost 340 91 57 - - 488
Persanal 308 86 53 - - 447
Corporate and cormmercial 32 5 4 - - 21
Financial - - - - - -
Other assets __ . = - = = - = nd
340 91 57 - - 488
At 31 December 2014
Loans and advances held at amortised cost_ 320 105 69 - - 498
Persanal 295 104 66 - - 465
Corporate and commeraial 25 5 3 - - 33
Financial - - - - - -
QOther assets - - - - - _
320 109 59 -~ — 498

Impaired loans
{Audited}

Impaired loans and advances are those that meet any of the
followang criteria

+ wholesale loans and advances classified as CRR 9 or CRR
10 These grades are assigned when the bank considers
that either the customer 1s unlikely to pay its credit
obligations in full, without recourse to secunity, or when
the customer 1s more than 90 days past due on any
matenal credit obligation to HSBC

retail loans and advances classified as EL 9 or EL 10 These
grades are assigned to retail loans and advances greater
than 90 days past due unless indvidually they have been
assessed as not impaired

renegotiated loans and advances that have been subject
to a change in contractual cash ftows as a result of a
concession which the lender would not otherwise
consider, and where 115 probable that without the
concession the borrower would be unable to meet the
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contractual payment obligations in full, unless the
concession is insignificant and there are no other
indicators of impairment Renegotiated loans remain
classified as impaired until there 1s suffictent evidence to
demonstrate a significant reduction in the risk of non-
payment of future cash flows, and there are no other
indicators of impairment

Impairment and credit risk mitigation

The existence of collateral has an effect when calculating
impairment on individually assessed impaired loans When
we no longer expect to recover the principat and interest due
on a loan in full or in accordance with the onginal terms and
conditions, t1s assessed for impairment If exposures are
secured, the current net realisable value of the collateral will
be taken into account when assessing the need for an
impairment allowance No impairment allowance 1s
recognised in cases where all amounts due are expected to
be settled i full on realisation of the secunty
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Impaired loans and advances to customers and banks by industry sector

(Audited)
2018 2014
Indwidually  Collectvely Indwidually  Collectively

assessed assessed Total assessed assessed Total
£m £m £m £m £m £m
Banks - - - 17 - 17
Customers _ 5,798 s74 6,372 5,487 911 6,398
Personal’ 1,142 4939 1,641 683 578 1,561
Corporate and commercial 4,463 75 4,538 4,619 33 4,652
Financial L 193 - 193 185 - 185
At 31 December 5,798 574 6,372 5,504 911 6,415

1) Arewviewin 2015 resulted in an update to the classification of indiduolly and collectively assessed personal loans, the review has not been reflected

n the 2014 comparotive numbers

Renegotiated loans and forbearance

The contractual terms of a loan may be modified for

a number of reasons, including changes in market
conditions, customer retentron and other factors not
related to the current or petential credit deterioration of a
customer ‘Forbearance’ describes concessions made eon
the contractual terms of a loan in response to an obligor's
financial difficulties We classify and report loans on which
concessions have been granted under conditions of crednt
distress as ‘renegotiated loans’ when their contractual
payment terms have been modified, because we have
significant concerns about the borrowers’ ability to meet
contractual payments when due On renegotiation, where
the existing agreement is cancelled and a new agreement 1s
made on substantially different terms, or if the terms of an
existing agreement are modified, such that the
renegotiated loan is substantially a different financial
instrument, the loan would be derecogmsed and
recognised as a new loan, for accounting purposes
However, the newly recognised financial asset will retain
the renegotiated loan classification

Personal lending

For retall lending, our credit risk management policy sets
out restrictions on the number and frequency of
renegotiations, the minimum penod an account must have
been opened before any renegotiation can be considered
and the number of qualifying payments that must be
recewved The application of this policy vares according to
the nature of the market, the product and the
managemant of customer relationships through the
occurrence of exceptional events When considering
whether there 15 significant concern regarding a customer’s
ability to meet contractual loan repayments when due, we
assess the customer’s delinquency status, account
behaviour, repayment history, current financaial situation
and continued ability to repay If the customer s not
meeting contractual repayments or it 1s evident that they
will be unable to do so without the renegotiation, there wil
be a stignificant concern regarding their ability to meet
contractual payments, and the loan will be disclosed as
impaired, unless the concession granted 1s insigmificant

Wholesale lending

For loan restructurings in wholesale lending, indicators of
significant concerns regarding a borrower’s ability to pay
include

¢ the debtoris currently in default on any of its debt,
» the debtor has declared or 15 1n the process of declaring
bankruptcy or entering inte a similar process,

+ there 15 significant doubt as to whether the debtor will
continue to be a going concern,

s currently, the debtor has secunities that have been
delsted, are in the process of being delisted, or are
under threat of being delisted from an exchange as a
result of trading or financial difficulties,

* based on estimates and projections that only
encompass current business capabilities, the group
forecasts that the debtor’'s entity-specific cash flows will
be insufficient to service the debt (both interest and
principal) in accordance with the contractual terms of
the existing agreement through maturnity in this
instance, actual payment default may not yet have
occurred, and

s absent the modificatton, the debtor cannot obtain funds
from sources other than its existing creditors at an
effective interest rate equal to the current market
interest rate for similar debt for a non-distressed
debtor

Where the modification of a loan's contractual payment
terms represents a concession for economic or legal
reasons relating to the borrower’s financial difficulty, and is
a concession that we would not otherwise consider, then
the renegotiated loan 1s disclosed as impaired in
accordance with our impaired loan disclosure convention
unless the concession is Insignificant

Credit quality classification of renegotiated loans

Aloan 1s impaired and an impairment allowance i1s
recognised when there is objective evidence of a loss event
that has an effect on the cash flows of the loan which can
be rehably estimated Granting a concession to a customer
that we would not otherwise consider, as a result of their
financial difficulty, 1s objectrive ewvidence of impairment and
impairment losses are measured accordingly

A renegotiated loan is presented as impaired when

» there has been a change in contractual cash flows as a
result of a concession which the lender would otherwise
not consider, and

« 1115 probable that without the concession, the borrower
would be unable to meet contractual payment
obhgations in full

This applies unless the concession s insignificant and there
are no other indicatars of impairment

The renegotiated loan will continue to be disclosed as
impaired until there is sufficient evidence to demonstrate a
significant reduction in the nsk of non-payment of future




HSBC BANK PLC

Report of the Directors: Risk (continued)

s R

cash flows, and there are no other indicators of
impairment For loans that were assessed for impairment
on a collective basis, the evidence typically comprises a
history of payment performance against the onginal or
revised terms, as appropriate to the circumstances For
loans that are assessed for impatrment on an indwvidual
basis, all available evidence 1s assessed on a case-by-case
basis

For retail lending the minimum penod of payment
performance required depends on the nature of loans in
the portfolio, but 1s typically not less than six months
Where portfoltos have more significant levels of
forbearance activity the mimmumm repayment performance
penod required may be substantrally more Payment
performance penods are monitored to ensure they remain
appropriate to the levels of recidivism observed within the
portfolio These performance periods are in addition to a
minimum of two payments which must be recewved within
a 60-day penod for the customer to imitially qualify for the
renegotiation The qualifying payments are required in
order to demonstrate that the renegotiated terms are
sustainable for the borrower

For corporate and commercial loans, which are individually
assessed for impairment and where non-monthly
payments are more commonly agreed, the history of
payment performance will depend on the underlying
structure of payments agreed as part of the restructuring

Renegotiated loans are classified as unimpaired where the
renegotiation has resulted from significant concern about
a borrower’s ability to meet their contractual payment
terms but the concession 15 not significant and the
contractual cash flows are expected to be collected in full
following the renegotiation

Derecognition of renegotiated loans
{Audited)

Loans that have been identified as renegouated retain this
designation unti maturity or derecognition When a loanis
rastructured as part of a forbearance strategy and the
restructuring results in derecogrution of the existing loan,
the new loan is disclosed as renegotiated

When determining whether a loan that is restructured
should be derecognised and a new loan recognised, we
consider the extent to which the changes to the ongmnal
contractual terms result in the renegotiated loan,
considered as a whole, being a substantially different
financial instrument The following are examples of
circumstances that indwidually are hikely to result tn this
test being met and derecogmition accounting being apphed

* anunccllateralised loan becomes fully collateralised or
vICe versa,

» removal or addition of debt-to-equity conversion
features attached to the loan agreement that have
substance,

s achange in the currency in which the principal or
interest 1s denominated, other than a conversion at a
current market rate, or

+ achange in the obligor

The foliowing are examples of factors that we consider may
indicate that the revised loan is a substantially different
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financial instrument, but are unlikely to be conclusive in
themselves

« conditions added to the contract that substantially alter
the credit nsk of the loan {e g conditions on how the
customer’s business will be conducted in order to meet
the revised terms of the loan),

e guarantees are put in place that are expected to
substantially change the source of repayment and it 1s
fully expected that the guarantees have value,

e rate structure changes (that are not existing contractual
featuras) or debt consohdation where these changes are
not purely a concession to allow the obligor to pay a
monthly amount that is affordable given its credit
distressed circumstances,

* achange in the iquidation preference or ranking of the
instrument that is not a debt-to-equity conversion, or

« the collateral level {as a % of the loan) has doubted and
the resulting coverage 15 more than 50 per cent

Renegotiated loans and recognition of impairment
allowances
{Audited)

For retail lending, renegotiated loans are segregated from
other parts of the loan portfolio for collective imparrment
assessment to reflect the higher rates of losses often
encountered in these segments When empirical evidence
indicates anincreased propensity to default and higher
losses on such accounts, the use of roll-rate methodology
ensures these factors are taken into account when
calculating impairment allowances by applying roll rates
specifically calculated on the pool of loans subject to
forbearance When the portfoho size 1s small or when
information ss insufficient or not rehiable enough to adopt a
roll-rate methodology, a basic formuiaic approach based on
historical loss rate experience is used As a result of our
roll-rate methodology, we recognise collective impairment
allowances on homogeneous groups of loans, including
renegotiated loans, where there 1s histoncal ewidence that
there 15 a hkelihood that loans in these groups will progress
through the vanious stages of delinquency, and ultimately
prove wrecoverable as a result of events occurring before
the balance sheet date This treatment applies irrespective
of whether or not those loans are presented as impaired in
accordance with our impaired loans disctosure convention
When we consider that there are additional risk factors
inherent in the portfolios that may not be fully reflected in
the statistical roll rates or historical expenence, these rnisk
factors are taken into account by adjusting the impairment
allowances derived solely from statistical or historical
experience

In the corporate and commercial sectors, renegotiated
loans are typically assessed individually Credit nsk ratings
are intninsic to the impairment assessment A distressed
restructuring Is classified as an imparred loan The
individual impatrment assessment takes into account the
hugher nsk of the non-payment of future cash flows
inherent 1n renegotiated loans

The following table shows the group’s holding of
renegotiated loans and advances to customers by mdustry
sector and credit quality classification
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Renegotiated loans and advances to customers

2015 2014
Nerther Neither
past Past due past Past due
due nor but not due nor but not
impaired  impaired  impalred Total impaired impared  Impaired Total
£m £m £m £m £fm Em £m £Em
Residential Mortgages 342 118 523 983 339 142 548 1,029
Other personal lending 87 34 77 198 102 26 64 192
Commercal real estate 291 1 779 1,071 378 1 875 1,254
Corporate and commercial 669 73 1677 2,419 509 42 1,703 2,254
Financnal 97 - 132 229 140 - 124 264
Total renegotiated loans and advances at
31 December 1,486 226 3,188 4,900 1,468 211 3,314 4,993
Impairrment allowance on renegotiated loans {945) {836)
- renegotiated loans and advances as a % of
total gross loans 172% —_—17T%
Imparrment of loans and advances
{Audited)
The tables below analyse the loan impairment charges for
the year and the impairment allowances recognised for
impaired loans and advances that are either individually
assessed or collectively assassed, and collective
impairment allowances on loans and advances classified as
not impaired
Loan impairment charge to the income statement by industry sector
2015 2014
£m £m
Personal 171 148
—residential mortgages (6) {45)
_—other personal o o L 177 193
Corporate and commercial 315 472
— manufacturing and international trade and serices 137 306
—commercial real estate and other property-refated 21 50
— other commercial 157 116
Financial B 27
Total loan impairment charge at 31 Decemb 494 647
Indwidually assessed impairment allowances 354 163
=~ new allowances 642 656
—release of allowances no longer required (261) (238)
- recoveries of amounts previously written off {27) {5}
Collectively assessed impairment allowances 130 284
- new allowances net of allowance releases 366 450
— recoveries of amounts previously written off {226) (176}
Total loan impairment charge at 31 December 494 647
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Movement in impairment allowances on loons and advances to customers and banks

{Audited)
The group
Banks Customers
Indwvidually Individually Collectively ;
assessed a d d Total
£m £m £m £m
Impairment allowance at 1 January 2015 20 1,874 926 2,820
Amounts written off (14) {420} (425) (859)
Recovenes of loans and advances wnitten off in previous years - 27 226 253
Loan impairment charge (6} 360 140 a9
Exchange and other movements - (53) (52) (105)
At 31 December 2015 - 1,788 815 2,603
Impairment allowance on loans and advances 1,788 815 2,603
- personal 161 474 635
- corporate and commercial 1,514 323 1,837
- finanaal 113 18 131
s a percentage of gross loans and advances' 0 00% 069% 031% 092%
Impairment allowance at 1 January 2014 21 2,402 934 3,357
Amouynts written off {1) (827) (457) (1,285)
Recoveries of loans and advances written off in previgus years - 5 176 181
Loan impairment charge 2 361 284 647
Exchange and other movements {2} {67} {11} (80) |
At 31 Decernber 2014 20 1,874 926 2,820 |
Impairment allowance on loans and advances 1,874 926 2,800 !
- personal 186 511 697
- corporate and commercial 1,572 389 1,961 I
financial 116 26 142
as a percentage of gross loans and advances’ 0 08% 072% 0 36% 0 95%
1 Net of reverse repo transactions, settlement accounts and stock borrowings
The bank
Banks Customers
Indraduatly Individually Collectively
assessed assessed assessed Tatal
£m £m £m £m
Imparrment allowance at 1 January 2015 14 1,219 559 1,792
Amounts wntten off (14) {296} {269) {579)
Recoveries of loans and advances written off in previous years - 22 190 212
Loan impairment charge - 233 17 250
Exchange and other movements - - = =
At 31 December 2015 - 1,178 497 1,675 ‘
|
Imparment allowance on loans and advances 1,178 497 1,675 ‘
- personal 63 237 300
- corporate and commercial 988 246 1,234
- financial 127 14 141
as a percentage of grass loans and advances' 000% 057% 0 24% 075%
Impairment allowance at 1 January 2014 16 1,648 539 2,203
Amounts written off {1} {668} {255) {924)
Recoveries of loans and advances written off in previous years - 13 130 143
Loan impairment charge - 212 146 358
Exchange and other movements {1} 14 {1) 12
At 31 December 2014 14 1,219 559 1,792
Imparment allowance on foans and advances 1,219 559 1,778
- personal 26 239 325
- corporate and commercial 1,035 299 1,334
- financial 98 21 119
as a percentage of gross loans and advances 0 08% 0 60% 027% 081%

1 Net of reverse repo transactions, settlement accounts and stock borrowings
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Personal lending

Total personal lending

We provide a broad range of secured and unsecured
personal lending products to meet customer needs
Personal lending includes advances to customers for asset
purchases such as residential property where the loans are
Total personal lending

secured by the assets being acquired We also offer loans
secured on existing assets, such as first charges on
residential property, and unsecured lending products such
as overdrafts, credit cards and payroll loans The following
table shows the levels of personal lending products in the
various portfolios in the UK and the rest of Europe

Continental
uK Europe Total
£m £m £m
Residential mortgage lending 79,173 4,310 83,483
Qf which
- Interest-only {including endowment) mortgages 27,273 22 27,295
- Affordability mortgages, including adjustable rate mortgages - 241 241
Other personal lending 14,032 10,253 24,135
- persanal Ioans and overdrafts 7,073 9,035 16,108
- credit cards 6,959 1,215 8,174
—motor vehicle finante - 3 3
Total gross loans at 31 December 2015 93,205 14,563 107,768
impairment allowances on personal lending
Restdenuial mortgages (117} {70} (187)
___Other personal lending {199) {249) {448)
— personal loans and overdrafts {147) (121} (268)
— credit cards {52) {127} {179)
— motor vehicle finance - 1 (8]}
Total impairment all es at 31 December 2015 {316) {319) {635)
£m fm £m
Residential mortgage lending o 79,066 3,941 83,007
Of which
— Interest-only {including endowment) mortgages 27,984 29 28,013
— Affardability mortgages, inctuding adjustable rate mortgages . — 216 216
Other personallending = 13,489 10,894 24,383
— personal loans and overdrafts 6,655 9,411 16,066
— credit cards 6,834 1,479 8,313
___ —mator vehicle finance - 4 4
Total gross leans at 31 December 2014 o 92,555 14,835 107,390
Impairment allowances on personal lending
Residential mortgages {155) {41) {196}
Other personal lending (209) {292) {501)
_—personalloans and overdrafts (145) {132) (277)
- credit cards (64} (159) {223)
- tnotor vehicle finance - (1) {1)
Total impairment allowances at 31 December 2014 (364) {333} {697)

Mortgage lending

We offer a wide range of mortgage products designed to
meet customer needs, including capital repayment,
interest-only, affordabihity and offset mortgages Group
credit policy prescribes the range of acceptable residential
property LTV thresholds with the maximum upper limit for

new loans set between 75 per cent and 95 per cent Specific

LTV thresholds and debt-to-income ratios are managed at
regional and country levels and, although the parameters
must comply with Group policy, strategy and risk appetite,
they differ in the various locations in which we operate

to reflect the local economic and housing market
conditions, regulations, portfolo performance, pricing and
other product features

Exposure to UK interest-only mortgage loans
Interest-only mortgage products made up of £27 billion of
total UK mortgage lending, including £11 billion of offset
mortgages in First Direct and £1 1 billion of endowment
mortgages

The following information is presented for HSBC Bank UK
mnterest-only mortgage ioans with balances of £12 bidhon at
the end of 2015 £151 million of interest-only mortgages

matured during 2015 Of these, 2,636 loans with balances of
£61 milhon were repaid in full, 164 loans with balances of
£19 mullion had agreed future repayment plans and 550
loans with balances of £71 milhon were subject tc ongoing

individual assessments

The profile of expiring UK interest-only loans are as follows

2015

£m
2015 expired interest-only mortgage loans N 179

Interest-only mortgage loans by maturity years

~2016 212
-2017 259

— 2018 488
—-2019 541

— 2020 543
—2021 - 2025 2,697

-~ Post 2025 7,010
Total UX interest-only mortgage loans 31 December 11,929
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Other personal lending
Other personal lending consists pnmarily of credit cards and
personal loans, both of which are generally unsecured

Collateral and other credit enhancements held
{Audited)

The tables below show residential mortgage lending
including off-balance sheet loan commitments by level of
collateral They provide a quantification of the vatue of fixed
charges we hold over borrowers’ specific assets where we
have a history of enforcing, and are able to enforce,
collateral tn satisfytng a debt in the event of the borrower
falling to meet its contractual obligations, and where the
collateral 1s cash or can be realised by sale in an established
market The LTV ratio s calculated as the gross on-balance
sheet carrying amount of the loan and any off-balance sheet
loan commitment at the balance sheet date dvided by the

value of collateral The value of collateral is determined
using professional valuations and house price indices The
collateral valuation excludes any adjustments for obtaining
and selling the collateral and, in particutar, loans shown as
not collateralised or partially collateralised may also benefit
from other forms of credit mitigants Valuations must be
updated on a regular basis and, as a mimimum, at intervals
of every three years More frequent revaluations are
conducted where market conditions or portfolio
performance are subject to significant change or where a
loan 15 identified and assessed as impaired

Residential mortgage loans including loan commitments by level of colloterals

{Audited)
The group
2015 2014
£m £m
Non-impaired loans and advances
Fully collateralised 85,216 86,200
Less than 50% LTV 47,021 41,643
51% to 75% LTV 31,901 35,751
76% to 90% LTV 5,615 7,606
91% to 100% LTV 679 1,200
Partially coltateralised
greater than 100% LTV 365 278
- _collateral value 294 | I 199

Impaired loans and advances

Fully collateralised 949 585
Less than 50% LTV e e e e e e 350 148
51% to 75% LTV 418 268
76% to 90% LTV 123 105
91% to 100% LTV 58 64

Partally collateralised

__greater than 100% LTV 120 31
- coltateral value l 107 1 | 26

At 31 December 86,650 87,094

The bank

2015 2014
£m £m

Non-mpared loans and advances

Fully collateralised 20,323 80,872
Less than 50% LTV 45,460 39,984
51% to 75% LTV 29,535 33,196
76% to 90% LTV 5,006 7,087
91% to 100% LTV 322 605

Partally collateralised
greater than 100% LTV 112 182
- cofllateral value { 7a || 125

Impaired loans and advances

Fully collateralised 764 421
Less than 50% LTV 318 112
51% to 75% LTV 318 193
76% to 90% LTV 95 89
91% to 100% LTV 33 27

Partially collaterahised
___Breater than 100% LTV

24

- collateral value

22
I v | 19

At 31 December

81,221 81,499
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Wholesale lending
Total wholesale lending

2015 2014
£m £m
Corporate and commeraal {A) 128,912 135,932
—manufacturing 26,269 25,271
—nternational trade and services e 41,718 48,732
—commercial real estate 17,568 17,899
—other property-related 4,940 4,572
— government 2,391 1,452
— other commercial 36,026 38,006
Financial {non-bank_financal institutions) (B) 24,429 16,730
Loans and advances to banks (C} 23,222 25,282
Gross loans at 31 December (D) 176,563 177,944
Impairment allowances on wholesale lending
Corporate and commercial {a) o {1,837) (1,961)
—manufacturing (348) {305)
— mternational trade and services {548) {562}
- commercial real estate (413) {584}
- other property-related {160) {130}
— government (3} {2}
- gther commeroial {365) (378}
Financial {(non bank financialinstitutions) (b} {131) {142)
Loans and advances to banks (c) - {20}
Impairment allowances at 31 December (d) (1,968) (2,123)
(a) as a percentage of {A) . e 143% 144%
(b} as a percentage of (B) 054% 0 85%
(¢} as a percentage of (C) - 008%
{d} as a percentage of (D} 111% 119%

Commeraal real estate lending

Commercial real estate lending includes the financing of
corporate, institutional and high net worth individuals
investing primarily in income producing assets and, to a
lesser extent construction and development of the same
The business focusses marnly on traditional core asset
classes such as retal, offices, light industrial and residential
building projects

Commercial real estate lending

2015 2014
£m £m
Neither past due nor impaired 16,404 16,406
Past due but not impaired 60 11
Impaired loans 1,104 1,482
Total gross loans and advances at
31 December 17,568 17,899
Of which
__Tremegovatedloans 1071 1,253
Impairment allowances {413} {584}

Refinance nsk in commeraal real estate

Commercial reat estate lending tends to require the
repayment of a significant preportion of the principal at
matunity Typically, a customer will arrange repayment
through the acquisition of a new loan to settle the existing
debt Refinance nisk is the risk that a customer, being
unabte to repay their debt on maturity, 1s unable to
refinance the debt at commeraal rates We monitor our
commeraal real estate portfolio closely, assessing those
drivers that may indicate potential issues with refinancing
The pnncipal driver 1s the vintage of the loan, when
origination reflected previous market nerms which no
longer apply in the current market Examples might be
higher LTV ratios and/or lower interest cover ratios The
range of refinancing sources in the local market is also an
important consideration, with nisk increasing when lenders

are restricted to banks and when bank hquidity 1s hmited
In addition, underlying fundamentals such as the rehability
of tenants, the ability to let and the condition of the
property are important, as they influence property values

We currently see significant hguidity in overall debt
markets which 1s leading tc pressure on pricing and terms
HSBC 1s mantaiming its quahty standards and appetite for
higher quahty proposals

Collatera! and other credit enhancement held
Audited}

It 1s the group’s practice to lend on the basis of the
customer’s ability to meet thew obligations out of therr
cash flow resources rather than rely on the value of
security offered Depending on the customer’s standing
and the type of product, facilities may be provided
unsecured

for other lending a charge over collateral 1s cbtained and
considered in determiming the credit decision and pricing

In the event of a default, the group may utilise the
collateral as a source of repayment Depending on its form,
collateral can have a significant financial effect in mitigating
exposure to credit nsk

Collateral on loans and advances

Collateral held 15 analysed separately for commercial real
estate and for other corporate and commercial and
financial {non-bank) lending This reflects the greater
correlation between collateral performance and principal
repayment in the commercial real estate sector than
applies to other lending In each case, the analysis includes
off-balance sheet commitments, pnmarily undrawn credit
lines

The collateral measured in the tables below consists of
fixed first charges on real estate and charges over cash and
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marketable financial instruments The values in the tables
represent the expected market value on an open market
basis, no adjustment has been made to the collateral for
any expected costs of recovery Cash 1s valued at its
nominal value and marketable secunties at their farr value
The LTV ratios presented are calculated by drrectly
associating loans and advances with the collateral that
indwidually and uruquely supports each facility Where
collateral assets are shared by multiple loans and advances,
whether specifically or, more generally, by way of an all
monies charge, the collateral value is prorated across the
loans and advances protected by the collateral

Other types of collateral which are commonly taken for
corporate and commercial lending such as unsupported

guarantees and floating charges over the assets of a
customer’s business are not measured 1n the tables below
While such mitigants have value, often prowviding nghts in
insolvency, their assignable value is not sufficiently certain
and they are therefore assigned nc value for disclosure
purposes

The value of commercial real estate coltateral s
determined by using a combination of professionat and
nternal valuations and phystcal inspections Due to the
complexity of valuing collateral for commercial real estate,
local valuation policies determine the frequency of review
on the basis of local market conditions Revaluations are
sought with greater frequency as concerns over the
performance of the collateral or the direct obligor increase

Commercial real estate loans and advances mcluding foan commitments by level of coflateral

{Audited)
2015 2014
£m £m
Rated CRR' 1to 7
Not collateralised 3,035 3,433
Fully collateralised 17,241 16,414
Partally collateralised 2,041 838
- collateral value l 1,422J I 662 1
22,317 20,735
Rated CRR' 8 to 10
__Nat collateralised e . _ _ _ _ ~ 62 260
Fully collateralised 1,059 1,601
LTVratiolessthan50% 175 91
-51% t075% _ 543 522
- 76% 10 90% 211 193
__-9%tor00% . L - . . 130 195
Partially collateralised 563 929
_ - collateral value e [ 326 ” 616
1,684 2,190
Total at 31 December 24,001 22,925

1 Customer risk rating ('CRR’) See page 32 for further informetion

Other corporate, commeraal and finanaial {non-bank)
lending

{Audited)

Other corporate, commercial and financial (non-bank)
lending 1s analysed separately below reflecting the
difference in collateral held on the portfolios For finanang
activities in corporate and commeraial lending that are not
predominantly commeraial real estate-oriented, collateral
value Is not strongly correlated to principal repayment

performance Collateral values are generally refreshed
when an obligor’'s general credit performance detenorates
and we have to assess the likely performance of secondary
sources of repayment should it prove necessary to rely on
them

The table includes off balance sheet loan commitments by
level of collateralisation

Other corporate, commercial and financial {non-bank) foans and advances including toan commutments by level of collateral

rated CRR/EL 8 to 10 only
{Audited)
2015 2014
£m £m
Not collateralised 3,015 4,001
Fully cotlaterahsed 849 797
- LTV ratio [ess than 50% 234 184
-51%to 75% 461 275
- 76% to 30% 84 140
- 90% to 100% 70 158
Partially collaterahised 1,221 458
- collateral value I 585 “ 249 l
Total at 31 December 5,085 5,266
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Loans and advances to banks
{Audited}

The following table shows loans and advances to banks
including off-balance sheet loan commitments by level of

collateral The collateral used in the assessment relates
primarily to cash and marketable securities This analysis
excludes reverse repo balances

Loans and advances to banks including loan commutments by level of collateral

{Audited)
2015 014
£m £m
Not collateralised 23,295 25,607
Fully collateralised 43 &7
Partsally callaterahsed - 3

- collateral value [ - ” 2 I

Total at 31 Decernber 23,338 25,677

Other credit nsk exposures

In addition to collateralised lending, other credit
enhancements are employed and methods used to
mitigate credit nsk arising from financial assets These are
described in more detail below

* some secunties 1ssued by governments, banks and other
financial institutions benefit from additional credit
enhancement provided by government guarantees that
cover the assets,

« debt secunities issued by corporates are primanly
unsecured,

¢ debt securities issued by banks and financial institutions
include ABS’s and similar instruments which are
supported by underlying pools of financial assets Credit
risk associated with ABS's 1s reduced through the
purchase of credit default swap {‘CDS’) protection,

* trading assets include loans and advances hetd with
trading intent These mainly consist of cash collateral
posted to satisfy margin requirements on derivatives,
settlement accounts, reverse repos and stock
borrowing There 1s imited credit nisk on cash collateral
posted since in the event of default of the counterparty
these would be set off against the related hability
Reverse repos and stock borrowing are by their nature
collaterahsed, and

* the group’s maximum exposure to credit risk includes
financial guarantees and similar arrangements that we
1ssue or enter into, and loan commitments that we are
wrrevocably commutted to Depending on the terms of
the arrangement, we may have recourse to additional
credit mitigation in the event that a guarantee 1s called
upon or a loan commitment i1s drawn and subsequently
defaults

Dervatives

HSBC participates in transactions exposing it to
counterparty credit risk Counterparty credit nisk 1s the risk
of financial loss if the counterparty to a transaction
defaults before satisfactonly settling it It arises prnincipally
from OTC derivatives and SFTs and 1s calculated :n both the
trading and non-trading books Transactions vary in value
by reference to a market factor such as interest rate,
exchange rate or asset price The counterparty risk from
denvative transactions 1s taken into account when
reporting the fair value of derivative positions The
adjustment to the fair value is known as the credit value
adjustment (‘CVA')

The International Swaps and Derivatives Association
('1SDA’) Master Agreement 1s the group’s preferred

agreement for documenting derivatives activity It provides
the contractual framework within which dealing activity
across a full range of OTC products 15 conducted, and
contractually binds both parties to apply close-out netting
across all outstanding transactions covered by an
agreement if either party defaults or other pre-agreed
termination events occur 1t1s common, and the group's
preferred practice, for the parties to execute a Credit
Support Annex {"CSA’} in conjunction with the ISDA Master
Agreement Under a CSA, collateral is passed between the
parties to mitigate the market-contingent counterparty risk
inherent in the outstanding positions

We manage the counterparty exposure ansing from market
nsk on our OTC derwative contracts by using collateral
agreements with counterparties and netting agreements
Currently, we do not actively manage our general OTC
denvative counterparty exposure In the credit markets,
although we may manage individual exposures in certain
creumstances

HSBC has historically placed strict policy restnictions on
collateral types and as a consequence the types of
collateral received and pledged are, by vatue, highly higuid
and of a strong quality, being predominantly cash

Where a collateral type i1s required to be approved outside
the collaterat policy (which includes collateral that includes
wrong way risks), a submission to the Documentation
Approval Committee ('DAC"} for approval is required The
DAC requires the participation and sign-off of senior
representatives from the Global Markets Chief Cperating
Officer, Legal and Risk

The majority of the counterparties with whom we have a
collateral agreement are European The majonty of the
group’s CSAs are with financial institutional clients
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Securitisation exposures and other

structured products

This section contains information about our exposure to

ABSs, some of which are held through consolidated

structured entrties and summanised in the table below

Also included within this section 1s information on the
GB&M legacy credit activities in respect of Solitarre and the
securities investment conduits {'SICs") For further
tnformation on structured entities please refer to note 36

Carrying amount of HSBC Bank plc’s consolidated holdings of ABSs

Designated Of which
at fair value held through
Avallable through Loans and consohdated
Trading forsale profitorloss  recevables Totaf* SEs
Em £m fm £m £m £m
Mortgage-related assets
Sub-prima residential . - 14 1,514 - 88 1,616 725
US Alt-A residential - 1,291 - - 1,291 1,212
Qther residential 540 418 - 73 1,031 171
Commercalproperty 398 1,548 - 136 2,082 1,137
Leveraged finance-related assets 55 1,548 - 63 1,666 884
Student loan related assets 47 2,002 - 17 2,066 1,808
Other assets 681 512 1 86 1,280 381
At 31 December 2015 1,735 8,833 1 463 11,032 6,298
Mortgage-related assets
Sub prirme residential 41 1,973 - 197 2,211 1,331
LS Alt-A residential 61 1,381 - 23 1,965 1,547
QOther residential 595 647 - 211 1,454 418
Commercial property 420 2,300 - 331 3,051 1,831
Leveraged finance-related assets 62 2,338 - 103 2,503 1,621
Student foan-related assets 100 2,259 - 76 2,435 2,107
Other assets £11 625 2 414 1,852 486
At 31 December 2014 2,091 12,023 2 1,355 15,471 9,341

1 The asset backed securities ore primarily US dollar {"'USD’) derominated Principal and carrying amounts are converted into Sterling {‘GBP’) at the
prevailing exchange rates ot 31 December (2015 1GBP USD 1 48215, 2014 1GBP USD 1 5587)

Included in the above table are securities with a carrying

amount of £2,098 million {2014 £4,205 million) held through

the SICs, excluding Solitatre, that are consolidated by the

group Although the group includes these assets in full on its
balance sheet, significant first loss risks are borne by the third

party capital notes investors The carrying amount of the
capital notes liability at the year ended 31 December 2015

was £144 million (2014 £241 mullion)
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The available-for-sale reserve movement in relation to these
ABSs for the year was 3 decrease of £24 million (2014
decrease of £68 million} The impatrment write-back
attnbuted to the group for the year was £16 million {2014
write-back of £67 million)
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Liquidity and funding risk

Ligudity risk 1s the nisk that the group does not have
sufficient financial resources to meet its obligations as they
fall due, or will have access to such resources only at an
excessive cost The nisk anises from mismatches in the
timing of cash flows The nsk matenalises when the
funding needed for illiquid asset positions cannct be
obtained at the expected terms as and when required

The objective of the group’s iquidity and funding nisk
management framework {‘LFRF'} 1s to ensure resilience to
very severe hquidity stresses To this end, the group
maintains a diversified funding base compnising core retail
and corporate customer deposits and institutional
balances This s augmented with wholesale funding and
portfolios of highly iquid assets diversified by currency and
maturity that are held to enable the group to respond
quickly and smoothly to unforeseen hquidity requirements

The group requires (ts operating entities to maintain strong
kiquidity positions and to manage the hquidity profiles of
their assets, habihities and commitments with the objective
of ensuring that their cash flows are balanced
appropriately and that all therr anticipated obligations can
be met when due The group adapts its LFRF in response to
changes in the mix of business that it undertakes, and to
changes in the nature of the markets in which it operates
The group also seeks to continuously evolve and
strengthen its LFRF

The group employs a number of measures to monitor
hquidity nsk The group also manages its intra-day hquidity
positicns so that it s able to meet payment and settlement
obligations on a imely basis Payment flows in real time
gross settlement systems, expected peak payment flows
and large time-critical payments are monitored dunng the
day and the intra-day collateral position 1s managed so that
there 1s iquidity available to meet payments

The management of liquidity and funding s primanly
undertaken locally in the group’s operating entities in
compliance with paolictes and limits set by the RMM These
himits vary according to the depth and hquidity of the
market in which the entities operate It s the group’s policy
that each banking entity shoutd manage its hquidity and
funding nisk on a stand-alone basis The imits place formal
restrictions on the transfer of resources between group
entities and reflect the range of currencies, markets and
time zones within which the group operates

The greup’s iguidity and funding management process
includes

s projecting cash flows by major currency under various
stress scenanos and considenng the level of hquid
assets necessary in relation to these,

+« monitoning balance sheet iquidity and advances to core
funding ('ACF’) ratios at both a consolidated and major
currency level against internal and regulatory
requirements,

* maintaining a diverse range of funding sources with
back-up facihues,

* managing the concentration and profile of debt
maturnities,

* managing contingent liqudity commitment exposures
within pre-determined caps,

48

s maintaiming debt financing plans,

¢ monitoring depositor concentration in order to avoid
undue rehance on large individual depositors and
ensure a satisfactory overall funding mix, and

¢ maintaiming hiquidity and funding contingency plans
These plans identify early indicators of stress condrtions
and describe actions to be taken in the event of
difficulties anstng from systemic or other cnises, while
minimising adverse long-term implications for the
business

Primary sources of funding
{Audited}

Customer deposits in the form of current accounts and
savings deposits payable on demand or at short notice
form a significant part of our funding, and we place
constderable importance on maintaintng their stability For
deposits, stability depends upon maintamning depositor
confidence in our capital strength and liquidity, and on
competitive and transparent pricing

We also access wholesale funding markets by 1ssuing senior
secured and unsecured debt secunities {pubkicly and
privately) and borrowing from the secured repo markets
against high quality collateral, to align asset and lability
maturities and currencies and to maintain a presence tn
local wholesale markets

Liquidity and funding in 2015

The group mantained its strong hquidity position in 2015
and continued to enjoy inflows of customer deposits and
marntained good access to whelesale markets HSBC UK
hguidity group recorded an increase in 1ts ACF ratio to 101
per cent at 31 December 2015 (2014 97 per cent) While
core deposit growth exceeded lending growth, this was
more than offset by decrease of debt in 1ssue

Liquidity regulation

Under European Commission ('EC’) Delegated Regulation
2015/61, the consolidated Liquidity Coverage Ratio {"LCR’)
became a minimum regulatory standard from October
2015

The European calibration of the nat stable funding ratro
{'NSFR’) 1s still pending following the Basel Committee’s
final recommendatton in October 2014, and therefore
external disclosure of this metric 15 currently on hold

Liguidity coverage ratio — EC LCR delegated
regulation

The LCR delegated regulation contains elements that are
open to interpretation, potentially compromising the
comparability of the LCR across banks, albeit within
regulatory oversight One such element concerns the
dafinition of operational deposits

The Group currently defines operational deposits as
transactional {current) accounts ansing from the provision
of custody services by HSBC Secunty Services (‘HS5") or
PCM, where the operational component 1s generally
assessed to be the lower of the current balance, the total
notional value of monthly debits across the account, and
the total notionat value of monthly credits across the
account

On the basis of this assumption, the LCRs as at
31 December 2015 for the key entities were as follows
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At

31 December
2015

%

107

HSBC France

127

HSBC Trinkaus & Burkhardt AG

120

1 The HSBC UK liquidity group shown comprises HSBC Bank plc
{(including aff oversens branches) Marks ond Spencer Finoncial
Serwvices Limited, HSBC Trust Cornpany (UK) Urmited and Private
Barnk (K] Urmted It 1s manoged as @ single operating entity, in
hne with the application of UK hquidity regulation as agreed with
the PRA

Forward Looking Framework

From 1 January 2016 the group will implement a new
nternat LFRF The new internal framework uses the
external LCR and NSFR regulatory framework as a
foundation, but adds additional metnies/linuts and overlays
to address the risks that the group considers are not
adequately reflected by the external regulatory framework

The key aspects of the new internal LFRF are

! Stand-alone management of Ligurdity and Funding by
operating entity,

Il Operating entity classification by Inherent Liqudity
Risk {"ILR"} Categonisation,

Il Mirimurn operating entity LCR requirement
dependant on ILR categonsation {EU LCR Delegated
Regulation basis),

IV Mimimum operating entity NSFR requirement
dependant on ILR categonsation {on the basis of Basel
295 publication, pending finalisation of the EC NSFR
delegated regulation),

V  Legal entity depositor concentration imit,

Vi Operating entity three month & twelve month
cumulative rolling term contractual maturity hmits
covening deposits from banks, deposits from non-bank
financials and securities 1ssued,

Vil Annual individual LUgquidity Adequacy Assessment
{'ILAA’} by operating entity, and

VIl Minimum operating entity LCR requirement by
currency to be introduced duning 2016

The new internal LFRF and the risk tolerance {limits) have
been approved by the RMM of the Group Management
Board {‘Group RMM’), and by the Board of Directors of
HSBC Holding plc on the basis of the recommendation
gven by the Group Risk Committee (‘GRC’)

The ILAA process has been designed to identify any risk
that 1s not reflected in the Group framework and where
addittonal lirits are assessed to be required locally, and to
validate the Risk Tolerance at the operating entity leve!

The decision to create an internal framework modelled
around the external regulatory framework was driven by
the need to ensure that the external and internal
frameworks are directionaily aligned and to ensure that the
Group's internal funds transfer pricing framework
incentwises the Global Businesses within each operating
entity to collectively comply with both the external
{regulatory) and the internal nsk tolerance

Management of iquidhty and funding rnisk

HSBC's LFRF employs two key measures to define, monitor
and control the liquidity and funding nsk of our cperating
entities The ACF ratio 1s used to monitor the structural
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long-term funding position, and the stressed coverage
ratio, incorporating Group-defined stress scenarios, 1s used
to monitor the resiience to severe hquidity stresses
Although this has been the framework in place before and
during 2015, this framework and accompanying metncs will
be demised as the new framework outhned above 1s
implemented

Inherent hiquidity nsk categorisation

The group categorises Its operating entities into one of two
categories to reflect its assessment of their inherent
liquidity risk, considering pelitical, economic and regulatory
factors within the operating entities’ host country, and also
factors specific to the entity itself, such as the local
footprint, market share, balance sheet strength and control
framework This assessment 15 used to determine the
severity of the liquidity stress that the group expects its
operating entities to be able to withstand

Core deposits

A key element of our internal framework 15 the
classification of customer deposits into core and non-core
based on the expectation of theirr behaviour duning pericds
of hquidity stress Thus characterisation takes into account
the inherent hquidity risk categorisation of the operating
entity originating the deposit, the nature of the customer
and the size and pricing of the deposit No depositis
considered to be core in its entirety unless it1s
contractually collateralising a loan The core deposit base 1s
considered to be a long-term source of funding and
therefore 1s assumed not to be withdrawn in the hquidity
stress scenano that we use to calculate our principal
hquidity nsk metnics

The three filters considered in assessing whether a deposit
n any operating entity 1s core are

s price any deposit priced significantly above market or
benchmark rates is generally treated as entirely non-
core,

*» size depositors with total funds above certain monetary
thresholds are excluded Thresholds are established by
considering the business ine and inherent hiquidity risk
categonsation, and

s line of business the element of any deposit remaining
after the application of the price and size filters 15
assessed on the basis of the hine of business with which
the deposit 1s associated The proportion of any
customer deposit that can be considered core under
this filter 1s between 35 per cent and 90 per cent

Repo transactions and bank deposits are not classified as
core deposits

Advances to core funding ratio

The group emphasises the impertance of core customer
deposits as a source of funds to finance lending to
customers and discourages reliance on short-term
wholesale funding This 1s achieved by placing limits on
banking entities which restnct their ability to increase loans
and advances to customers without corresponding growth
In core customer deposits or long term debt funding This
measure 1s referred to as the ACF ratio

ACF ratio imits are set by the RMM The ratic descnibes
current loans and advances to customers as a percentage
of the total of core customer deposits and term funding
with a remaining term to maturity in excess of one year
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Non-trading reverse repurchase arrangements, where the
group receives secunties which are deemed to be liquid,
are excluded from the ACF ratio

ACF hrmits set for pnincipal operating entities at 31
December 2015 ranged between 95 per cent and 115 per

Advances to core funding ratios’

cent The table below shows the extent to which loans
and advances to customers in our principal banking entities
were financed by reliable and stable sources of funding All
banking entities were within nsk appetite during 2015

At 31 December
2015 2014
(%) (%)
HSBC UK hquldity group’
Year end 101 97
Maximum 101 102
Minimum 96 97
Average a8 100
HSBC France
Year end 98 101
Maximum 109 108
Minimum 98 100
Average 103 103
HSBC Trinkous & Burkhardt AG ki cen o mn - =
Year end 78 65
Maximum 80 76
__ Mimmum_ o D o . 65 55
Average 73 65

1 This rotio measures loans and odvances to customers as o percentage of the total of core customer deposits and term funding with @ remainng term
to maturity in excess of ane year The lower the percentage, the stronger the funding position

2 The HSBC UK lquidity group shown compnses HSBC Bank pic (including all overseas branches), Marks and Spencer Financlal Services Limited, H58C
Trust Company (UK} Limuted and Private Bank {UK) Lumited 1t is managed as a single operating entity, in line with the apphcation of UK liquidity

regufation as ogreed with the PRA

Core funding represents the core component of customer
deposits and any term wholesale funding with a residual
contractual maturity beyond one year Capital is excluded
from our defirution of core funding

Stressed coverage ratios

Stressed coverage ratios are derived from stressed cash
flow scenario analyses and express stressed cash inflows
as a percentage of stressed cash outflows over one-month
and three-month time horizons

The stressed cash inflows include

+ inflows {net of assumed haircuts) expected to be
generated from the realisation of liquid assets, and

« contractual cash inflows from maturing assets that are
not already reflected as a utiisation of hquid assets

In hine with the approach adopted for the ACF ratio,
customer loans are generally assumed not to generate any
cash inflows under stress scenarios and are therefore
excluded from the numerator of the stressed coverage
ratio, irrespective of the contractua!l matunty date

A stressed coverage ratio of 100 per cent or higher reflects
a positive cumutative cash flow under the stress scenano
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being momitored Group operating entities are required to
maintain a ratio of 100 per cent or greater up to three
months under the combined market-wide and HSBC-
specific stress scenar:o defined by the inherent hquidity nsk
categorisation of the operating entity concerned

Compliance with operating entity limits 1s monutored by
Asset Liability and Capital Management (‘ALCM') teams and
reported monthly to the RMM for the mamn operating
entities and to the European Asset Liability Committee
{"ALCO’) for the smaller operating entities

The stressed coverage ratios tabulated below express
stressed cash inflows as a percentage of stressed cash
outflows over a one-month and three-month time horizon

inflows included in the numerator of the stressed coverage
ratio are generated from hiquid assets net of assumed
harrcuts, and cash inflows related to assets contractually
maturing within the time penod

At 31 December 2015, the one-month and three-month
stressed coverage ratios for the pninaipal entities shown in
the table below were in excess of the 100 per cent target
All banking entities were within risk appetite during 2015
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Stressed one-month and three-moenth coveroge ratios’

Stressed ona-month coverage Stressed three-month coverage

ratios at 31 December ratios at 31 December
2015 2014 2015 2014
%} (%) (%) (%)
HSBC UK hquidity group
Year end 113 117 105 109
Maximum 127 117 114 109
Minimum 112 102 105 103
Average 117 107 108 104
HSBC Fronce
Year end 124 117 102 101
Maximum 124 117 102 106
Minimum 101 104 100 101
Average 108 107 101 102
HSBC Trinkous & Burkhardt AG
Year end 102 109 102 109
Maximum 109 113 106 109
Minimum 102 99 102 101
Average 105 106 103 105

1 This ratio measures the liquid assets availoble to meet net cosh outflows over a 30 day / 30 day period The higher the percentoge, the greater the

hqudity
The one-month and three-month stressed coverage ratios
for HSBC UK hquidity group decreased mainly due to lower
non-core deposits, partially offset by a reduction in secured
lending

Stressed scenarno analysis
The group uses a number of standard Group stress
scenarios designed to mode!

e combined market-wide and HSBC-specific iquidity cnisis
scenarios, and

* market-wide hguidity cnsis scenanos

The appropnateness of the assumptions for each scenano
1s reviewed by ALCM regularly and formally approved by
the RMM and the Board annually as part of the iquidity
and funding nsk appetite approval process

Stressed cash cutflows are determined by applying a
standard set of prescribed stress assumptions to the
Group’s cash flow model The group's framework
prescribes the use of two market-wide scenarios and two
further combined market-wide and HSBC-specific stress
scenanos of increasing seventy In addition to the group’s
standard stress scenarios, individual operating entities are
required to design their own scenanos to reflect specific
local market conditions, products and funding bases

The two combined market-wide and HSBC-specific
scenanos model a more severe scenano than the market-
wide scenarios The relevant combined market-wide and
HSBC-specific stress scenario that an operating entity
manages to s based upon sts inherent iquidity rnisk
categonisation The key assumptions factored into the
combined market-wide and HSBC-specific strass scenarios
are summansed as follows

* all non-core deposits are deemed to be withdrawn
within three months {80 per cent within cne monthj,
with the level of non-core deposits dependent on the
operating entity’s inherent hquidity nsk categorisation,

* the ability to access interbank funding and unsecured
term debt markets ceases for the duration of the
scenano,

« the ability to generate funds from ilhquid asset
portfolios {securitisation and secured borrowing} Is
restricted to 25-75 per cent of the lower of 1ssues i the
last six months or expected 1ssues in the next six
months The restriction 1s based on current market
conditions and 1s dependent on the cperating entity’s
inherent hquidity nsk categonisation,

o the ability to access repo funding ceases for any asset
not classified as hquid under our iquid asset policy for
the duration of the scenano,

» drawdowns on committed lending facilities must be
consistent with the sevenity of the market stress being
modalled and dependent on the inherent hquidity risk
categorisation of the operating entity,

* outflows are triggered by a defined downgrade in long-
term ratings We maintain an ongoing assessment
of the appropnate number of notches to reflect,

* customer loans are assumed to be renewed at
contractual matunty,

¢ interbank loans and reverse repos are assumed to run
off contractually, and

¢ assets defined as hguid assets are assumed to be
realised in cash ahead of their contractual matunty,
after applying a defined stressed haircut of up to 20 per
cent

Liquid assets

The table of the hiquid assets shows the estimated hquidity
value (before hawrcuts) of assets categonsed as liquid used
for the purposes of calculating the three month stressed
coverage ratio, as defined under the Group’s LFRF

Unencumbered assets held as a2 consequence of a reverse
repo transaction with a residual contractual maturity
within the stressed coverage ratio time period and
unsecured interbank loans matuning within three months
are not included in hquid assets, but are treated as
contractual cash inflows This table s prepared on a
different basis to the liquid asset disclosure for HSBC UK
ltquidity group in the Group Annual Report and Accounts
{‘ARA’), which shows the stock of unencumbered hiquid
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assets as at the reporting date, adjusted for the impact of
repos, reverse repos and collateral swaps matuning within
three months, as for the Group ARA the higudity value of
these transactions is reflected as a contractual cash flow
reported in the net contractual cash flow table

Liguid assets are held and managed on a stand-alone
operating entity basis The vast majonty of iquid assets
shown are held directly by each operating entity’s Balance
Sheet Management ("B5M’} function, primanly for the
purpose of managing liquicity nsk, in hne with the LFRF

Liquid assets also include any unencumbered quid assets
held outside BSM for any other purpose The Group’s LFRF
gives ultimate control of all unencumbered assets and
sources of hquidity to BSM

Liguid assets
Estimated hiquidity value
at 31 December
2015 2014
£m £m
HSBC UK hquidity group
Level 1 91,040 94,478
Level 2 2,932 2,069
Level 3 16,941 20,091
110,913 116,638
HSBC France
Level 1 13,658 10,838
Level 2 1,100 241
Level 3 266 2,221
15,024 13,300
HSBC Trinkaus & Burkhardt AG
Level 1 3,495 4,062
_levet2 308 465
Level 3 1,398 1,642
5,201 6,169

The Group’s hiquid asset policy 1s to apply a more granutar
classification of hquid assets These classifications are as
follows

» (evel 1-Central banks, central government securities of
countries and currencies with a highly kquid market and
certain supranationals and multilateral development
banks,

s level 2 —Local and regional governments, public sector
entities, secured covered bonds, pass-through ABSs, and
gold, and

s level 3 - Unsecured non-financial entity secunties and
equities listed on recognised exchanges and within
hquid indices

All assets held within the quid asset portfolio are
unencumbered

Liquid assets held by HSBC UK liguidity group decreased as
a result of lower lending in repo market and a decline in
equities

Liquidity behaviouralisation

Liguidity behaviouralisation 1s apphed to reflect our
assessment of the expected period for which we are
confident that we will have access to our liabihities, even
under a severe liquidity stress scenano, and the expected
pernied for which we must assume that we will need to fund
our assets Behawviourahsation is applied when the
contractual terms do not reflect the expected behaviour
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Liguichty behaviourahsation 1s reviewed and approved by
local ALCO in compliance with policies set by the RMM Qur
approach to liquidity risk management will often mean
different behaviouralisation assumptions are apphed to
assets and liabilities For example, management may
assume a shorter life for liabilities and a longer-term
funding requirement for assets All core deposits are
assumed under the Group's core/non-core and ACF
frameworks to have a hiquidity behaviourahsed life beyond
one year and to represent a homogeneous source of core
funding The behaviouralisation of assets 1s more granular
and seeks to differentiate the period for which we assume
that we will need to fund the asset

Funds transfer pricing

Qur funds transfer pnicing policies give nise to a two-stage
funds transfer pricing approach, reflecting the fact that

we separately manage interest rate nsk and iquidity and
funding nsk under different assumptions They have been
developed to be consistent with our risk management
frameworks Each operating entity 1s required to apply the
Group's transfer pricing policy framework to deternune for
each matenal currency the mast appropriate interest rate
nisk transfer pricing curve, a kquidity premium curve {which
is a spread over the interest rate nsk transfer pricing curve)
and a hguidity recharge assessment (which is a spread
under or over the interest rate risk transfer pricing curve)

The interest rate risk transfer pricing policy seeks to ensure
that all market interest rate risk arising structurally from
non-trading {banking book) assets and labilities, which 1s
capable of being neutralised externally in the market or
neutrahised internally by off-setting transfers, 1s transferred
to BSM to be managed centrally as non-traded market nsk
For each material currency, each operating entity employs
a single interest rate nisk transfer pnicing curve The
transfer price curve used for this purpose reflects how BSM
in each operating entity 1s best able to neutralse the
interest rate risk in the market at the pornt of transfer
Where basis nsk can be identified between the re-pricing
basis of an external asset or external iability and the re-
pricing basis of the interest rate nsk transfer pncing curve,
this basis risk may be transferred to BSM provided it can
neutralise the basis risk in the market

Liquidity and funding risk 1s transfer priced independently
from interest rate risk because the hquidity and funding
risk of an operating entity 1s transferred to ALCO to be
managed centrally ALCO monitors and manages the ACF
ratio and delegates the management of the hquid asset
portfolio and execution of the wholesale term debt funding
plan to BSM, requiring BSM to ensure the group’s stressed
coverage ratios remain above 100 per cent up to three
months The hquidity and funding nisk transfer price
consists of two components

e Liquidity recharge the cost of hotding the benchmark
liquid asset (the yield under the transfer price) to meet
stressed cash outflows The benchmark iquid asset is
decided by ALCO and based on the wetghted average
duration that can be achieved by investing in level 1
liquid assets, with a residual duration of up to one year

¢ Ligudity premium the assessed cost/value of term
funding {the yield over the transfer price) to pay for
term debt and core deposits
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The assessed cost of holding hquid assets is allocated to the
cutflows modelled by the internal stressed coverage ratio
framework

Contingent iquidity nsk ansing from committed
lending facilities
{Audited)

The group provides customers with commutted facilities,
including committed backstop lines to condwit vehicles
sponsored by the group and standby facilities to corporate
customers These facihties increase the funding
requirements of the group when customers choose to raise
drawdown ievels above therr normal utilisation rates The
hquidity risk consequences of increased levels of
drawdown are analysed in the form of projected cash flows
under different stress scenarios The RMM sets linuts for
non-cancellable contingent funding commitments by entity
after due consideration of each entity’s ability to fund
them The limits are spht according to the borrower, the
hquidity of the underlying assets and the size of the
committed line

The group’s consolidated secunities investment conduits
include Selitaire and Mazarin Funding Limited (‘Mazarin’)
{see note 36) They 1ssue asset-backed commercial paper
(“CP’} secured against the portfolio of secunties held by
them Although the HSBC UK liquidity group provides a
liquidity facility, Sohtaire and Mazarin have no need to
draw on 1t so long as HSBC purchases the CP 1ssued, which
it intends to do for the foreseeable future At 31 December
2015, the CP issued by Solitaire and Mazann was entirely
held by HSBC UK liquidity group Since HSBC controls the
size of the portfolio of securities held by these conduns, no
contingent hiquidity sk exposure anises as a result of these
undrawn committed lending facilities

in relation to commitment to customers, the table below
shows the level of undrawn commitments outstanding In
terms of the five largest single facilities and the largest
market sector

The group’s contractual exposures as at 31 December monitered under the contingent liquidity risk hmit structure

(Audited)

The group
2015 2014
fbn £bn
Commitments to condults
Consolidated multi-seller condusts!
— total lines 108 79
— largest indwdual ines 07 06
Consolidated secunittes investment conduits — total lines (3 71
Commitments to customers
—five fargest? 34 26
— largest market sector® 121 106

1 These exposures relate to the Regency multi-setler conduit This vehicle provides funding to group customers by issuing debt secured by a diversified

pool of customer-orignated assets

2 These figures represent the undrawn bolance for the five largest commutted hquidity facilities provided to customers, other than those facilities to

conduits

3 These figures represent the undrawn bolance for the total of alf committed hquidity facilities provided to the largest market sector, other than those

facilities to condurts

Sources of funding
{Authted)

Our primary sources of funding are customer current
accounts and customer savings deposits payable on
demand or at short notice The group 1ssues wholesale
secunties {secured and unsecured), including subordinated
debt to supplement its customer deposits and change the
currancy mix, maturity profile or location of habiities The
‘Funding sources and uses’ table below, which provides a
consolidated view of how the group’s balance sheet

is funded, should be read in the light of the LFRF, which
requires the group to manage iguidity and funding nisk on
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a stand-alone basis The below table analyses the group
consohdated halance sheet according to the assets that
primarily anise from operating activities and the sources of
funding pnmarily supporting these activities The assets
and Liabilities that do not anse from operating activities are
presented as a net balancing source or deployment of
funds

The level of customer accounts continued to exceed the
leve! of loans and advances to customers The positive
funding gap was predominantly deployed tn hquid assets,
cash and balances with central banks and financial
investments, as required by the LFRF
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The group
2015 2014 2015 2014
£m £m £m £m
Sources Uses
Customer accounts 332,830 346,507 t.oans and advances to customers 258,506 257,252
Deposits by banks 24,202 27,590 Loans and advances to banks 23,222 25,262
Reverse Repurchase agreements —non-
Repurchase agreements —non-trading 17,000 23,353 trading 30,537 41,945
Debt securities 1ssued 26,069 27,921 Trading assets 110,585 130,127
Subordinated habilites 8,527 8,858 _—reverserepos 295 444
Finanoial habilities designated = stock borrowing 4,823 5,137
at fair value 19,001 22,552 — settlement accounts 3,608 3,803
— other trading assets 101,859 120,743
Liabibties under insurance contracts 16,664 17,522 Financial investments 71,352 76,194
Cash and balances with
Trading habilities 73,489 82,600 central banks 34,749 42,853
—~repos 332 2,339 Net deploymentn other balance
—stock lending 13,013 11,617 sheet assets and Liabilives 21,956 19,968
— settlement accounts 2,659 3,628
— other trading habilites 57,485 65,016
Total equity 38,125 36,698
At 31 December 555,907 593,601 At 31 December 555,907 593,601

Repos and stock lending

GB&M provides collateralised secunity financing services to
its chients, providing them with cash financing or specific
securities When cash is provided to clients against
collateral in the form of securities, the cash provided 1s
recognised on the balance sheet as a reverse repo When
secunities are provided to clients against cash collateral the
cash received is recognised on the balance sheet as a repo
or, if the securities are equity securities, as stock lending

Each operating entity manages its collateral through a
central collateral pool, in hne with the LFRF When specific
securities need to be delivered and the entity does not
have them currently available within the central collateral
poo!, the secunittes are borrowed on a collateralised basis
When securities are borrowed against cash collateral the
cash prowided ts recognised on the balance sheet as a
reverse repo or, If the securities are equity securities, as
stock borrowing

Operating entittes may also borrow cash against collateral
in the form of securities, using the securities avatlable in
the central collateral pool Repos and stock lending can be
used n this way to fund the cash requirement ansing from
securittes owned outright by Markets to facilitate client
business, and the net cash requirement arising from
financing client securities activity Reverse repos, stock
borrowing, repos and stock lending are reported net when
the IFRSs offsetting criteria are met In some cases
transactions to borrow or iend secunties are collateralised
using secunties These transactions are off-balance sheet

Any secunty accepted as collateral for a reverse repo or
stock borrowing transaction must be of very high quality
and its value subject to an appropnate haircut Securities
borrowed under reverse repo or stock borrowing
transactions can only be recognised as part of the quidity
asset buffer for the duration of the transactions and only if
the security received 15 ehgible under the liguid asset policy
within the LFRF

Credit controls are in place to ensure that the fair value of
any coilateral received remains appropriate to collateralise
the cash or farr value of securities given

Wholesale term debt maturity profile

The matunity profile of the wholesale term debt obhgations
1S set out In the table below ‘Wholesale funding cash flows
payabte by the group under financial habilities by
remaining contractual maturities’

The batances in the table will not agree directly wath those
in the consolidated balance sheet as the table presents
gross cash flows relating to principal payments and not the
balance sheet carrying value, which includes debt securities
and subordinated habilities measured at fair value
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Encumbered and unencumbered assets

The objective of this disclosure 1s to facilitate an
understanding of available and unrestricted assets that
could be used to support potential future funding and
collateral needs

An asset s defined as encumbered if 1t has been pledged as
collateral against an exasting liability, and as a result1s no

longer available to the group to secure funding, satisfy
collateral needs or be sold to reduce the funding
requirement

The disclosure 1s not designed to 1dentify assets which
would be available to meet the claims of creditors or to
predict assets that would be available to creditors in the
event of a resolution or bankruptcy

Summary of assets availoble to support potential future funding and collateral needs (on and off-bolonce sheet)

2015 2014
£m £m
Total an-balance sheet assets a1 31 December 727,941 797,289
Less
— reverse repo/ stock harrowing recenvables and dervative assets {202,440) (235,262)
—other assets that cannot be pledged as collateral (81,273) (89,250)
Total on-balance sheet assets that can support funding and collateral needs at 31 December . 434,228 472,777
Add off balance sheet assets
— fair value of collateral received in relation to reverse repo/ stock borrowing / derivates that is available to
sell or repledge 84,473 110,514
Total assets that can support future funding and collateral needs 528,701 583,291
Less
—on balance sheet assets pledged (41,453) {59,015)
—re-pledging of off-balance sheet collaterat received in relation to reverse repo/ stock borrowing/ derivatives {62,608) {72,281)
Assets available to support funding and collateral needs at 31 December 424,630 451,995

The effect of active collateral management

Collateral 1s managed on an operating entity basis,
consistent with the approach adopted in managing hquidity
and funding Available collateral held by each operating
entity 1s managed as a single collateral pool In deciding
which collateral to pledge, each operating entity seeks to
optimise the use of the availlable collateral pool within the
confines of the LFRF, irrespective of whether the collateral
pledged 1s recognised on-balance sheet or was recewved in
respect of reverse repo, stock borrowing or derivative
transactions

Managing collateral tn this manner affects the presentation
of asset encumbrance in that we may encumber on-
balance sheet holdings while maintaining available
unencumbered off-balance sheet holdings, even though we
are not seeking to directly finance the on-balance sheet
holdings pledged

In quantifying the level of encumbrance of negotiable
securities, the encumbrance i1s analysed by indwidual
secunty When a particular security 1s encumbered and we
hold the security both on-balance sheet and off-balance
sheet with the nght to repledge, we assume for the
purpose of this disclosure that the off-balance sheet
holding receved from third party 1s encumbered ahead of
the on-balance sheet holding

An on-balance sheet encumbered and off-balance sheet
unencumbered asset wilf occur, for example, if we receve
a specific security as a result of a reverse repo/stock
borrowing transaction, but finance the cash lent by
pledging a generic collateral basket, even If the secunty
recewved 1s ehigible for the collateral basket pledged It will
also occur if we recerve a genenc collateral basket as a
result of a reverse repo transaction but finance the cash
lent by pledging specific secunties, even if the secunities
pledged are eligible for the collateral basket

Market risk

Market fisk Is the nisk that movements in market factors,
including foreign exchange rates and commodity prices,
interest rates, credit spreads and equity prices will reduce
the group’s income or the value of its portfolios

There were no material changes to our policies and
practices for the management of market nisk in 2015

Exposure to market risk s separated into two portfolios

e Trading portfolios compnise positions ansing from
market-making and warehousing of customer-derived
positions

¢ Non-trading portfolios including BSM comprise positions
that pnmarily anise from the interest rate management
of the group’s retail and commercial banking assets and
habihties, financial investments designated as available-
for-sale and held-to-maturity, and exposures arising
from the group’s insurance operations

For market risk arising in our insurance business, refer to
page 67

Market risk management

Where appropnate, we apply similar risk management
pohcies and measurernent techmiques to both trading and
non-trading portfolios Our objective 1s to manage and
control market nsk exposures to optimise return on risk
while maintaining a market profile consistent with the
status as one of the world’s largest banking and financial
senvices organisations

The nature of the hedging and nisk mitigation strategies
performed across the group corresponds to the market risk
management nstruments available within each operating
junsdiction These strategies range from the use of
traditional market instruments, such as interest rate swaps,
to more sophisticated hedging strategies to address a
combination of nisk factors ansing at portfolio level
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Market nsk governance
(Audhted)

Market rnisk 1s managed and controlled through limits
approved by the RMM of the Group Management Board
(‘GMB’) for HSBC Holdings and the global businesses These
timits are allocated across business hines and agreed with
the Group’s lega! entities, including HSBC Bank plc

The management of market nsk 1s principaily undertaken in
Markets using nsk imits allocated from the risk appetite,
which 1s subject to the Group RMM ratification Limits are
set for portfolios, products and risk types, with market
hquidity being a primary factor in determining the level of
himits set

Global Risk is responsible for setting market nisk
managerment policies and measurement techriques Each
major operating entity has an independent market risk
management and control function which 1s responsible for
measuring market nsk exposures n accordance with the
policies defined by Global Risk, and monitoring and
reporting these exposures against the prescribed limits on
a daily basis

Each operating entity 1s required to assess the market nisks
anising an each productin its business and to transfer them
to either its local Markets unit for management, or to
separate books managed under the supervision of the local
ALCO

The aim 15 to ensure that all market risks are consohdated
within operations which have the necessary skills, tools,
management and governance to manage them
professionally In certain cases where the market risks
cannot be fully transferred, the group identifies the impact
of varying scenarios on valuations or on net interest
income resulting from any residual nisk positions

Model risk i1s governed through Model Oversight
Committees {'MOC’s) at the regional and globa! Wholesale
Credit and Market Risk levels They have direct oversight
and approval responsibility for all traded nsk models
utilised for nsk measurement and management and stress
testing The MOCs prionihise the development of models,
methodologies and practices used for traded nisk
management within the Group and ensure that they
remain within our nisk appetite and business plans The
Markets MOC reports into the Group MOC, which oversees
all model nsk types at Group level Group MOC informs the
Group RMM about matenal issues at least on a bi-annuatl
basis The RMM 1s the Group's ‘Designated Commuttee’
according to regulatory rules and has delegated day-to-day
governance of all traded risk models to the Markets MOC

The control of market risk i the trading and non-trading
portfolios s based on a policy of restricting individual
operations to trading within a hist of permissible
instruments authonsed for each site by Global Risk, of
enforcing new product approval procedures, and of
restncting trading in the more complex dervative products
only to offices with appropriate levels of product expertise
and robust control systems

Market nsk measures

Monitoring and limiting market nisk exposure

Our objective 1s to manage and contro! market risk
exposures while maintamning a market profile consistent
with the group's risk appetite
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We use a range of tools to memitor and hmit market risk
exposures including sensitivity analysis, value at rnsk
(*VaR’), and stress testing

Sensitinity analysis

Sensitivity analysis measures the impact of individual
market factor movements on specific instruments or
portfolios including interest rates, foreign exchange rates
and equity prices for example the impact of a one basis
point change in yield We use sensitnity measures to
moniter the market risk positions within each risk type, for
example, the present value of a basis point movement in
interest rates for interest rate nsk

Sensitivity imits are set for portfolios, products and nisk
types, with the depth of the market being one of the
principal factors in determining the level of imits set

Value at nsk

VaR 1s a technique that estimates the potential iosses on
risk positions as a result of movements in market rates and
prices over a specified time honzon and to a given level of
confidence The use of VaR 1s integrated into market nisk
management and s calculated for all trading positions
regardiess of how the group capitalises those exposures
Where there 1s not an approved internal model, the group
uses the appropriate local rules to capitalise exposures

In addition, the group calculates VaR for non-trading
portfohos in order to have a complete picture of nsk The
models are predominantly based on historical simulation
VaR s calculated at a 99 per cent confidence level for a
one-day holding period Where VaR 1s not calcutated
explicitly, alternative tools are used

The VaR models used by us are based predominantly on
histonical simulation These models denve plausible future
scenarios from past senes of recorded market rates and
prices, taking into account inter-relattonships between
different markets and rates such as interest rates and
foreign exchange rates The models also incorporate the
effect of option features on the underlying exposures

The historical simulation models used incorporate the
following features

* historical market rates and prices are calculated with
reference to foreign exchange rates and commodity
prices, interest rates, equity prices and the associated
volatihities,

* potential market movements utiised for VaR are
calculated with reference to data from the past two
years, and

® VaR measures are calculated to a 99 per cent
confidence level and use a one-day holding period

The nature of the VaR models means that an increase in
observed market volatility will lead to an increase in VaR
without any changes in the underlying positions

VaR model imitations

Although a valuable guide to nsk, VaR should always be
viewed in the context of its lirutations For example

e the use of histonical data as a proxy for estimating
future events may not encompass all potential events,
particularly those which are extreme in nature,

« the use of a holding penod assumes that all positions
can be liquidated or the nsks offset duning that period
This may not fully reflect the market nsk ansing at times
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of severe illiquidity, when the holding period may be
insufficient to hquidate or hedge all positions fully,

» the use of a 99 per cent confidence level, by definition
does not take into account losses that might occur
beyond this level of confidence,

* VaR s calculated on the basis of exposures outstanding
at the close of business and therefore does not
necessarily reflect intra-day exposures, and

¢ VaR s unlikely to reflect loss potential on exposures that
only anse under significant market movements

Risk not in VoR framework

The group’s VaR modelis designed to capture significant
basis risks such as credit default swaps versus Bond, asset
swap spreads and cross-currency basis Other basis nsks
which are not completely covered in VAR, such as the Libor
tenor basis, are complemented by nsk-not-in-VaR {"RNIV')
calculations and are integrated into the capital framework

The RNIV framework therefore arms to capture and
capitalise matenal market risks that are not adequately
covered in the VaR model An example of this 1s Libor
overnight index swap basis risk for minor currencies In
such instances the RNIV framework uses stress tests to
guantify the capital requirement On average in 2015, the
capital requirement derived from these stress tests
represented 1 45 per cent of the total internal model-
based market risk requirement

Risks covered by RNIV represent 24 per cent of market risk
RWAs for modeis with regulatory approval and include
those resulting from underlying risk factors which are not
observable on a daily basis across asset classes and
products, such as dividend risk and implied correlation
risks

Risk factors are reviewed on a regular basis and either
incorporated directly in the VaR models, where passible, or
quantified through the VaR -based RNIV approach or a
stress test approach within the RNIV framework The
severity of the scenanios is calibrated to be in line with the
capital adequacy requirements The outcome of the VaR -
based RNIV is included in the VaR calculation and back-
testing, a stressed VaR RNIV is also computed for the nisk
factors considered in the VaR-based RNIV approach

Level 3 assets

The fair value of Level 3 assets and liabilities in trading
portfolios represent only a small proportion of the overall
trading portfolio Market nisk ansing from Level 3
instruments 1s managed by vanous market nisk techniques
such as stress testing and notional hmits

Back-testing

We routinely validate the accuracy of cur VaR models by
back-testing them against both actual, which replaced
clean profit and loss from 1 August 2015, and hypothetical
profit and loss against the corresponding VaR numbers
Hypothetical profit and loss excludes non-modelled items
such as fees, commissions and revenues of intra-day
transactions

We would expect on average to see two or three profits
and two or three losses in excess of VaR at the 99 per cent
confidence level over a one-year perniod The actual number
of profits or losses in excess of VaR over this period can
therefore be used to gauge how well the models are
performing
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We back-test our Group VaR at vanous levels which reflect
a full legal entity scope of HSBC, including entities that do
not have local perrmission to use VaR for regulatory
purposes

In 2015, the Group expenenced ane profit exception due
primarily to profits from increased volathity in foreign
exchange currencies, arising from the sharp fafl in the
Chinese stock market and its effect an global markets
There was no evidence of model errors or control failures

Stress testing

Stress testing 1s an important tool that is integrated into
the groups market nsk management tool to evaluate the
potential impact on portfolio values of more extreme,
although plausible, events or movements in a set of
financial vanables In such abnormal scenarios, losses can
be much greater than those predicted by VaR modelling

Stress testing 1s implemented at the legal entity, regional
and the overall Group levels A standard set of scenarios 1s
utihsed consistently across all regions within the Group
Scenarios are taillored in order to capture the relevant
events or market movernents at each level The risk
appetite around potential stress losses for the Group 1s set
and monitored against referra!l hmits

The process 1s governed by the Stress Testing Review
Group forum which, in conjunction with group nisk
management, determines the scenanos to be applied at
portfohio and consolidated level, as follows

» single nisk factor stress scenarios that are unlikely to be
captured within the VaR models, such as the break of a
currency peg,

« techrucal scenarios constder the largest move in each
nisk factor without consideration of any underlying
market correlation,

s hypothetical scenanos consider potential
macroeconomic events, for example, the slowdown in
mainland China and the potential effects of a sovereign
debt default, Including i1ts wider contagion effects, and

+ historical scenanos incorporate histarical cbservations
of market movements during previous periods of stress
which would not be captured within VaR

Market Risk Reverse stress tests are undertaken based
upon the premise that there 15 a fixed loss The stress test
process identifies which scenarios fead to this loss The
rattonale behind the reverse stress test 1s to understand
scenarios which are beyond normal business settings that
could have contagion and systemic implications

Stressed VaR and stress testing, together with reverse
stress testing and the management of gap risk, provide
management with insights regarding the “tall nsk’ beyond
VaR for which HSBC's appetite 1s himited
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Trading portfolios

Volcker Rule

On 2013, US regulators finalised the "Volcker Rule “ Section
619 of the Dodd-Frank Wall Street Reform and Consumer
Protection Act and its final timplementation rules
{collectively referred to as the “Volcker Rule”) imposes
broad restrictions on HSBC's ability to engage in
‘proprietary trading’ or to own, sponsor, or have certain
relationships with hedge funds, private equity funds, and
certain other collective investment vehictes (broadly
defined as “covered funds”} These restrictions are subject
to a number of exemptions or exclusions, including market
making, underwriting and nisk-mitigating hedging,
organising covered funds for customers and issuers of
asset-backed secunties, and underwniting of market
making in covered fund interests

The Volcker Rule broadly went into effect on 22 July 2015,
with the exception of certan legacy fund activities that are
able to rely on an extension of the conformance date

HSBC has implemented a program to comply with the
Volcker Rule, including policies and procedures, internal
controls, corporate governance, independent testing,
