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Appendix to Risk
Risk policies and practices

This appendix describes the significant policies and practices employed by HSBC in managing our credit risk,
liquidity and funding, market risk, operational risk (including compliance risk, legal risk and fiduciary risk), insurance
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risk, reputational risk, pension risk and sustainability risk.

Risk governance
(Unaudited)

Our strong risk governance reflects the importance placed by the Board and the Group Risk Committee ('GRC') on
shaping the Group's risk strategy and managing risks effectively. It is supported by a clear policy framework of risk
ownership, a risk appetite process through which the types and levels of risk that we are prepared to accept in
executing our strategy are articulated and monitored, performance scorecards cascaded from the Group Management
Board ('GMB') that align business and risk objectives, and the accountability of all staff for identifying, assessing and
managing risks within the scope of their assigned responsibilities. This personal accountability, reinforced by the
governance structure, experience and mandatory learning, helps to foster a disciplined and constructive culture of risk
management and control throughout HSBC.

Credit risk

Credit risk management
(Audited)

The role of an independent credit control unit is fulfilled by the Global Risk function. Credit approval authorities are
delegated by the Board to certain executive officers of HSBC Holdings. Similar credit approval authorities are
delegated by the boards of subsidiary companies to executive officers of the relevant subsidiaries. In each major
subsidiary, a Chief Risk Officer reports to the local Chief Executive Officer on credit-related issues, while
maintaining a direct functional reporting line to the Group Chief Risk Officer in Global Risk. Details of the roles and
responsibilities of the credit risk management function and the policies and procedures for managing credit risk are set
out below. Apart from the creation of a new Group Models Oversight Committee and supportive framework, there
were no significant changes in 2013.

The high-level oversight and management of credit risk provided globally by the Credit Risk function in Global Risk

e to formulate Group credit policy. Compliance, subject to approved dispensations, is mandatory for all operating
companies which must develop local credit policies consistent with Group policies;

e to guide operating companies on our appetite for credit risk 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 risk. Global Risk assesses all commercial
non-bank credit facilities and exposures over designated limits, prior to the facilities being committed to customers or
transactions being undertaken;

® to monitor the performance and management of portfolios across the Group;

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

® to set Group policy on large credit exposures, ensuring that concentrations of exposure by counterparty, sector or
geography do not become excessive in relation to our capital base, and remain within internal and regulatory
limits;
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® to control our cross-border exposures (see page 274);

® to maintain and develop our risk rating framework and systems, the governance of which is under the general
oversight of the Group Model Oversight Committee (‘MOC'). The Group MOC meets bi-monthly and reports to the

Risk Management Meeting. It is chaired by the risk function and its membership is drawn from Global Risk and
global businesses;

e to report to the Risk Management Meeting, the GRC and the Board on high risk portfolios, risk concentrations,
country limits and cross-border exposures, large impaired accounts, impairment allowances, stress testing results
and recommendations and retail portfolio performance; and

e to act on behalf of HSBC Holdings as the primary interface, for credit-related issues, with the Bank of England,
the PRA, local regulators, rating agencies, analysts and counterparts in major banks and non-bank financial
institutions.

Principal objectives of our credit risk management

® to maintain across HSBC a strong culture of responsible lending and a robust risk policy and control framework;
e to both partner and challenge our businesses in defining, implementing and continually re-evaluating our risk
appetite under actual and scenario conditions; and

e to ensure there is independent, expert scrutiny of credit risks, their costs and their mitigation.

Credit quality of financial instruments
(Audited)

Our credit risk rating systems and processes differentiate exposures in order to highlight those with greater risk factors
and higher potential severity of loss. In the case of individually significant accounts that are predominantly within our
wholesale businesses, risk ratings are reviewed regularly and any amendments are implemented promptly. Within our
retail businesses, risk is assessed and managed using a wide range of risk and pricing models to generate portfolio
data.

Our risk rating system facilitates the internal ratings-based ('IRB') approach under Basel II adopted by the Group to
support calculation of our minimum credit regulatory capital requirement. Our credit quality classifications are
defined below.

Special attention is paid to problem exposures in order to accelerate remedial action. When appropriate, our operating
companies use specialist units to provide customers with support to help them avoid default wherever possible.

Group and regional Credit Review and Risk Identification teams regularly review exposures and processes in order to
provide an independent, rigorous assessment of credit risk across the Group, reinforce secondary risk management
controls and share best practice. Internal audit, as a tertiary control function, focuses on risks with a global perspective
and on the design and effectiveness of primary and secondary controls, carrying out oversight audits via the sampling
of global/regional control frameworks, themed audits of key or emerging risks and project audits to assess major
change initiatives.
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The five credit quality classifications defined below each encompass a range of granular internal credit rating grades
assigned to wholesale and retail lending businesses and the external ratings attributed by external agencies to debt
securities. There is no direct correlation between the internal and external ratings at granular level, except to the extent

each falls within a single quality classification.

Credit quality classification

(Unaudited)

Quality
classification
Strong

Debt
securities

and other
bills

External
credit rating

A- and above
BBB+to
BBB-

BB+ to B+
and unrated

BtoC

Default

Wholesale lending
and derivatives Retail lending
12 month
Internal probability of Internal Expected
credit rating default % credit rating1 loss %
CRR21 to 0-0.999
CRR2 0-0.169 EL31 to EL2
CRR3 0.170 - 0.740 EL3 1.000 - 4.999
CRR4 to 5.000 -
CRRS5 0.741-4914 EL4to ELS 19.999
CRR6 to 4915 - 20.000 -
CRRS 99.999  ELG6 to ELS8 99.999
CRR9 to 100+ or
CRR10 100 EL9 to EL10 defaulted4

1 We observe the disclosure convention that, in addition to those classified as EL9 to EL10, retail accounts classified
EL1 to ELS8 that are delinquent by 90 days or more are considered impaired, unless individually they have

been assessed as not impaired (see page 172, 'Past due but not impaired gross financial instruments').
2 Customer risk rating.
3 Expected loss.
4 The EL percentage is derived through a combination of PD and LGD, and may exceed 100% in circumstances
where the LGD is above 100% reflecting the cost of recoveries.

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 monitoring and demonstrate a good capacity to meet

financial commitments, with low default risk. Retail accounts typically show only short
periods of delinquency, with any losses expected to be minimal following the adoption
of recovery processes.
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- 'Satisfactory' exposures require closer monitoring and demonstrate an average to fair
capacity to meet financial commitments, with moderate default risk. 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
is of greater concern. Retail portfolio segments show longer delinquency periods of
generally up to 90 days past due and/or expected losses are higher due to a reduced
ability to mitigate these through security realisation or other recovery processes.

- 'Impaired' exposures have been assessed as impaired. Wholesale exposures where the
bank considers that either the customer is unlikely to pay its credit obligations in full,
without recourse by the bank to the actions such as realising security if held, or the
customer is past due more than 90 days on any material credit obligation. Retail loans
and advances greater than 90 days past due unless individually they have been assessed
as not impaired. Renegotiated loans that have met the requirements to be disclosed as
impaired and have not yet met the criteria to be returned to the unimpaired portfolio
(see below).

The customer risk rating ('CRR') 10-grade scale summarises a more granular underlying 23-grade scale of obligor
probability of default ('PD'). All HSBC customers are rated using the 10 or 23-grade scale, depending on the degree of
sophistication of the Basel II approach adopted for the exposure.

The expected loss ('EL") 10-grade scale for retail business summarises a more granular underlying EL scale for this
customer segment; this combines obligor and facility/product risk factors in a composite measure.

For debt securities and certain other financial instruments, external ratings have been aligned to the five quality
classifications. The ratings of S&P are cited, with those of other agencies being treated equivalently. Debt securities
with short-term issue ratings are reported against the long-term rating of the issuer of those securities. If major rating
agencies have different ratings for the same debt securities, a prudent rating selection is made in line with regulatory
requirements.

Renegotiated loans and forbearance
(Audited)

A range of forbearance strategies is employed in order to improve the management of customer relationships,
maximise collection opportunities and, if possible, avoid default, foreclosure or repossession. They include extended
payment terms, a reduction in interest or principal repayments, approved external debt management plans, debt
consolidations, the deferral of foreclosures and other forms of loan modifications and re-ageing.

Our policies and practices are based on criteria which enable local management to judge whether repayment is likely
to continue. These typically provide a customer with terms and conditions that are more favourable than those
provided initially. Loan forbearance is only granted in situations where the customer has showed a willingness to
repay their loan and is expected to be able to meet the revised obligations.

For retail lending our credit risk management policy sets out restrictions on the number and frequency of
renegotiations, the minimum period an account must have been opened before any renegotiation can be considered
and the number of qualifying payments that must be received. The application of this policy varies according to the
nature of the market, the product and the management of customer relationships through the occurrence of exceptional
events.

Identifying renegotiated loans
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The contractual terms of a loan may be modified for a number of reasons including changing market conditions,
customer retention and other factors not related to the current or potential credit deterioration of a customer. When the
contractual payment terms of a loan are modified because we have significant concerns about the borrower's ability to
meet contractual payments when due, these loans are classified as 'renegotiated loans'.

For retail lending, when considering whether there is 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 financial situation and continued ability to repay. If the customer is not meeting contractual
repayments or it is evident that they will be unable to do so without the renegotiation, there will be a significant
concern regarding their ability to meet contractual payments, and the loan will be disclosed as impaired, unless the
concession granted is insignificant as discussed below.

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

the debtor is currently in default on any of its debt;
the debtor has declared or is in the process of declaring bankruptcy or entering into a similar process;
there is significant doubt as to whether the debtor will continue to be a going concern;
currently, the debtor has securities that have been delisted, 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;
® Dbased on estimates and projections that only encompass current business capabilities, the bank 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 maturity. In this instance, actual
payment default may not yet have occurred; and
e absent the modification, 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 is disclosed as impaired in accordance with our impaired loan disclosure convention described in
more detail on page 185, unless the concession is insignificant and there are no other indicators of impairment.
Insignificant concessions are primarily restricted to our CML portfolio in HSBC Finance, where loans which are in
the early stages of delinquency (less than 60 days delinquent) and typically have the equivalent of two payments
deferred for the first time are excluded from our impaired loan classification, as the contractual payment deferrals are
deemed to be insignificant compared with payments due on the loan as a whole. For details of HSBC Finance's loan
renegotiated programmes and portfolios, see pages 176 to 178.

Credit quality classification of renegotiated loans
(Audited)

Under IFRSs, an entity is required to assess whether there is objective evidence that financial assets are impaired at
the end of each reporting period. A loan is impaired and an impairment allowance is recognised when there is
objective evidence of a loss event that has an effect on the cash flows of the loan which can be reliably estimated.
Granting a concession to a customer that we would not otherwise consider, as a result of their financial difficulty, is
objective evidence of impairment and impairment losses are measured accordingly.

A renegotiated loan is presented as impaired when:

e there has been a change in contractual cash flows as a result of a concession which the lender would otherwise not
consider, and
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e itis probable that without the concession, the borrower would be unable to meet contractual payment obligations
in full.

This presentation applies unless the concession is insignificant and there are no other indicators of impairment.

The renegotiated loan will continue to be disclosed as impaired until there is sufficient evidence to demonstrate a
significant reduction in the risk of non-payment of future cash flows, and there are no other indicators of impairment.
For loans that are assessed for impairment on a collective basis, the evidence typically comprises a history of payment
performance against the original or revised terms, as appropriate to the circumstances. For loans that are assessed for
impairment on an individual basis, all available evidence is assessed on a case-by-case basis.

For retail lending the minimum period of payment performance required depends on the nature of loans in the
portfolio, but is typically not less than six months. Where portfolios have more significant levels of forbearance
activity, such as that undertaken by HSBC Finance, the minimum repayment performance period required may be
substantially more (for further details on HSBC Finance see page 176). Payment performance periods 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 received within a 60-day period for the customer to
initially qualify for the renegotiation (in the case of HSBC Finance, in certain circumstances, for example where debt
has been restructured in bankruptcy proceedings, fewer or no qualifying payments may be required). 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 renegotiated terms are based on current market rates
and contractual cash flows are expected to be collected in full following the renegotiation. Unimpaired renegotiated
loans also include previously impaired renegotiated loans that have demonstrated satisfactory performance over a
period of time or have been assessed based on all available evidence as having no remaining indicators of impairment.

Loans that have been identified as renegotiated retain this designation until maturity or derecognition. When a loan is
restructured as part of a forbearance strategy and the restructuring results in derecognition of the existing loan, such as
in some debt consolidations, 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 original contractual terms result in the renegotiated loan, considered as a whole,
being a substantially different financial instrument. The following are examples of circumstances that are likely to
result in this test being met and derecognition accounting being applied:

an uncollateralised loan becomes fully collateralised;

the addition or removal of cross-collateralisation provisions;

multiple facilities are consolidated into a single new facility;

removal or addition of conversion features attached to the loan agreement;

a change in the currency in which the principal or interest is denominated;

a change in the liquidation preference or ranking of the instrument; or
- the contract is altered in any other manner so that the terms under the new or modified contract are substantially
different from those under the original contract.

The following are examples of factors that we consider may indicate that the revised loan is a substantially different
financial instrument, but are unlikely to be conclusive in themselves:
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changes in guarantees or loan covenants provided;
less significant changes to collateral arrangements; or
the addition of repayment provisions or prepayment premium clauses.

Renegotiated loans and recognition of impairment allowances
(Audited)

For retail lending, renegotiated loans are segregated from other parts of the loan portfolio for collective impairment
assessment to reflect the higher rates of losses often encountered in these segments. When empirical evidence
indicates an increased propensity to default and higher losses on such accounts, such as for re-aged loans in the US,
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 portfolio size is
small or when information is insufficient or not reliable enough to adopt a roll-rate methodology, a basic formulaic
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 is
historical evidence that there is a likelihood that loans in these groups will progress through the various stages of
delinquency, and ultimately prove irrecoverable 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 disclosure 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 experience, these risk factors are taken into account by
adjusting the impairment allowances derived solely from statistical or historical experience. For further details of the
risk factor adjustments see 'Critical accounting policies' on page 72.

In the corporate and commercial sectors, renegotiated loans are typically assessed individually. Credit risk ratings are
intrinsic to the impairment assessment. A distressed restructuring is classified as an impaired loan. The individual
impairment assessment takes into account the higher risk of the non-payment of future cash flows inherent in
renegotiated loans.

Corporate and commercial forbearance
(Unaudited)

In the corporate and commercial sectors, forbearance activity is undertaken selectively where it has been identified
that repayment difficulties against the original terms already have, or are very likely to, materialise. These cases are
treated as impaired loans where:

the customer is experiencing, or is very likely to experience, difficulty in meeting a payment obligation to the
Group (i.e. due to current credit distress); and

the Group is offering to the customer revised payment arrangements which constitute a concession (i.e. it is
offering terms it would not normally be prepared to offer).

These cases are described as distressed restructurings. The agreement of a restructuring which meets the criteria above
requires all loans, advances and counterparty exposures to the customer to be treated as impaired. Against the
background of this requirement, as a customer approaches the point at which it becomes clear that there is an
increasing risk that a restructuring of this kind might be necessary, the exposures will typically be regarded as
sub-standard to reflect the deteriorating credit risk profile and will be graded as impaired when the restructure is
proposed for approval, or sooner if there is sufficient concern regarding the customer's likeliness to pay.
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For the purposes of determining whether changes to a customer's agreement should be treated as a distressed
restructuring the following types of modification are regarded as concessionary:

transfers from the customer of receivables from third parties, real estate, or other assets to satisfy fully or partially a
debt;

issuance or other granting of an equity interest to satisfy fully or partially a debt unless the equity interest is granted
pursuant to existing terms for converting the debt into an equity interest; and

modification of the terms of a debt, such as one or more of the following:

- reduction (absolute or contingent) of the stated interest rate for the remaining original life of the debt;
- extension of the maturity date or dates at a stated interest rate lower than the current market rate for new debt with
similar risk;
- reduction (absolute or contingent) of the face amount or maturity amount of the debt; and
- reduction (absolute or contingent) of accrued interest.

Modifications that are unrelated to payment arrangements, such as the restructuring of collateral or security
arrangements or the waiver of rights under covenants within documentation, are not regarded by themselves to be
evidence of credit distress affecting payment capacity. Typically, covenants are in place to give the Group rights of
repricing or acceleration, but they are frequently set at levels where payment capacity has yet to be affected providing
rights of action at earlier stages of credit deterioration. Such concessions do not directly affect the customer's ability to
service the original contractual debt and are not reported as renegotiated loans. However, where a customer requests a
non-payment related covenant waiver, the significance of the underlying breach of covenant will be considered
together with any other indicators of impairment, and where there is a degree of severity of credit distress evidencing
uncertainty of payment, all available evidence will be considered in determining whether a loss event has occurred.
The waiver will not, however, trigger classification as a renegotiated loan as payment terms have not been modified.

When both payment-related and non-payment related modifications are made together as a result of significant
concerns regarding the payment of contractual cash flows, the loan is treated as a distressed restructuring and
disclosed as a renegotiated loan.

Within corporate and commercial business segments, modifications of several kinds are frequently agreed for a
customer contemporaneously. Transfer to an interest-only arrangement is the most common type of modification
granted in the UK, whether in isolation or in combination with other concessions. Throughout the rest of the world
term extensions occur more frequently with other types of concession such as interest rate changes occurring less
often across all jurisdictions.

In assessing whether payment-related forbearance is a satisfactory and sustainable strategy, the customer's entire
exposure and facilities will be reviewed and the customer's ability to meet the terms of both the revised obligation and
other credit facilities not amended in the renegotiation is assessed. Should this assessment identify that a renegotiation
will not deal with a customer's payment capacity issues satisfactorily, other special management options may be
applied. This process may identify the need to provide assistance to a customer specifically to restructure their
business operations and activities so as to restore satisfactory payment capacity. When considering

acceptable restructuring terms we consider the ability of the customer to be able to service the revised interest
payments as a necessity. When principal payment modifications are considered, again we require the customer to be
able to comply with the revised terms as a necessary pre-condition for the restructuring to proceed. When principal
payments are modified resulting in permanent forgiveness, or when it is otherwise considered that there is no longer a
realistic prospect of recovery of outstanding principal, the affected balances are written off. When principal
repayments are postponed, it is expected that the customer will be capable of paying in line with the renegotiated
terms, including instances when the postponed principal repayment is expected from refinancing. In all cases, a loan
renegotiation is only granted when the customer is expected to be able to meet the revised terms.
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Modifications may be made on a temporary basis when time is needed for the customer to make arrangements for
payment, when deterioration in payment capacity is expected to be acute but short lived, or when more time is needed
to accommodate discussions regarding a more permanent accommodation with other bankers, for example in
syndicated facilities where multilateral negotiation commonly features.

If a restructuring proceeds and the customer demonstrates satisfactory performance over a period of time, the case
may be returned to a non-impaired grade (CRR1-8) provided no other indicators of impairment remain. Such a case
cannot be returned to a non-impaired grade when a specific impairment allowance remains against any of the
customer's credit facilities. The period of performance will vary depending on the frequency of payments to be made
by the customer under the amended agreement and the extent to which the customer's financial position is considered
to have improved.

Refinance risk
(Unaudited)

Many types of lending require the repayment of a significant proportion of the principal at maturity. Typically, the
mechanism of repayment for the customer is through the acquisition of a new loan to settle the existing debt.
Refinance risk arises where a customer is unable to repay such term debt on maturity, or to refinance debt at
commercial rates. When there is evidence that this risk may apply to a specific contract, HSBC may need to refinance
the loan on concessionary terms that it would not otherwise have considered, in order to recoup the maximum possible
cash flows from the contract and potentially avoid the customer defaulting on the repayment of principal. When there
is sufficient evidence that borrowers, based on their current financial capabilities, may fail at maturity to repay or
refinance their loans, these loans are disclosed as impaired with recognition of a corresponding impairment allowance
where appropriate.

Impairment assessment
(Audited)

It is our policy that each operating company in HSBC creates impairment allowances for impaired loans promptly and
appropriately.

For details of our impairment policies on loans and advances and financial investments, see Notes 2g and 2j on the
Financial Statements.

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 principal and interest due on a loan in full or in accordance with the original terms
and conditions, it is 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 is
recognised in cases where all amounts due are expected to be settled in full on realisation of the security.

Personal lending portfolios are generally assessed for impairment on a collective basis as the portfolios typically
consist of large groups of homogeneous loans. Two methods are used to calculate allowances on a collective basis: a
roll-rate methodology or a more basic formulaic approach based on historical losses. In 2013, we reviewed the
impairment allowance methodology used for retail banking and small business portfolios across the Group to ensure
that the assumptions used in our collective assessment models continued to appropriately reflect the period of time
between a loss event occurring and the account proceeding to delinquency and eventual write-off.
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e The historical loss methodology is typically used to calculate collective impairment allowances for secured or

low default portfolios such as mortgages until the point at which they are individually identified and assessed as
impaired. For loans which are collectively assessed using historical loss methodology, the historical loss rate is

derived from the average contractual write-off net of recoveries over a defined period. The net contractual write-
off rate is the actual amount of loss experienced after the realisation of collateral and receipt of recoveries.

e A roll-rate methodology is more commonly adopted for unsecured portfolios when there are sufficient volumes

of empirical data to develop robust statistical models. In certain circumstances mortgage portfolios have a
statistically significant number of defaults and losses available, enabling reliable roll rates to be generated. In

these cases a roll-rate methodology is applied until the point at which the loans are individually identified and
assessed as impaired, and the average loss rate for each delinquency bucket is adjusted to reflect the average loss

expected following realisation of security and receipt of recoveries. The average loss expected is derived from
average historical collateral realisation values.

The nature of the collective allowance assessment prevents individual collateral values or LTV ratios from being
included within the calculation. However, the loss rates used in the collective assessment are adjusted for the collateral
realisation experiences which will vary depending on the LTV composition of the portfolio. For example mortgage
portfolios under a historical loss rate methodology with lower LTV ratios will typically experience lower loss history
and consequently a lower net contractual write-off rate.

For wholesale collectively assessed loans, historical loss methodologies are applied to measure loss event impairments
which have been incurred but not reported. Loss rates are derived from the observed contractual write-off net of
recoveries over a defined period, typically no lower than 60 months. The net contractual write-off rate is the actual or
expected amount of loss experienced after realisation of collateral and receipt of recoveries. These historical loss rates
are adjusted by an economic factor which adjusts the historical averages to better represent current economic
conditions affecting the portfolio. In order to reflect the likelihood of a loss event not being identified and assessed an
emergence period assumption is applied which reflects the period between a loss occurring and its identification. The
emergence period is estimated by local management for each identified portfolio. The factors that may influence this
estimation include economic and market conditions, customer behaviour, portfolio management information, credit
management techniques and collection and recovery experiences in the market. A fixed range for the period between a
loss occurring and its identification is not defined across the Group and as it is assessed empirically on a periodic basis
it may vary over time as these factors change. Given that credit management policies require all customers to be
reviewed at least annually, we expect this estimated period would be at most 12 months in duration

Write-off of loans and advances
For details of our policy on the write-off of loans and advances, see Note 2g on the Financial Statements.

In HSBC Finance, the carrying amounts of residential mortgage and second lien loans in excess of net realisable value
are written off at or before the time foreclosure is completed or settlement is reached with the borrower. If there is no
reasonable expectation of recovery, and foreclosure is pursued, the loan is normally written off no later than the end of
the month in which the loan becomes 180 days contractually past due. We regularly obtain new appraisals for loans
(every 180 days) and adjust carrying value to the most recent appraisal whether it has increased or decreased 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, including credit cards, are generally written off at between 150 and 210 days past due,
the standard period being the end of the month in which the account becomes 180 days contractually delinquent.
Write-off periods may be extended, generally to no more than 360 days past due but, in very exceptional
circumstances, to longer than that figure in a few countries where local regulation or legislation constrain earlier
write-off or where the realisation of collateral for secured real estate lending takes this time.

11
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In retail lending, final write-off should occur within 60 months of the default at the latest.

In the event of bankruptcy or analogous proceedings, write-off may occur earlier than at the periods stated above.
Collections procedures may continue after write-off.

Concentration of exposure
(Audited)

Concentrations of credit risk arise when a number of counterparties or exposures have comparable economic
characteristics or such counterparties are engaged in similar activities or operate in the same geographical areas or
industry sectors so that their collective ability to meet contractual obligations is uniformly affected by changes in
economic, political or other conditions. We use a number of controls and measures to minimise undue concentration
of exposure in our portfolios across industry, country and global business. These include portfolio and counterparty
limits, approval and review controls, and stress testing.

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

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

e gpecific wrong-way risk occurs when the exposure to a particular counterparty is positively correlated with the
probability of counterparty default such as a reverse repo on the counterparty's own bonds. It is HSBC policy that
specific wrong-way transactions are approved on a case-by-case basis.

We use a range of tools to monitor and control wrong-way risk, including requiring the business to obtain prior
approval before undertaking wrong-way risk transactions outside pre-agreed guidelines.

Cross-border exposures

We assess the vulnerability of countries to foreign currency payment restrictions, including economic and political
factors, when considering impairment allowances on cross-border exposures. Impairment allowances are assessed in
respect of all qualifying exposures within vulnerable countries unless these exposures and the inherent risks are:

performing, trade-related and of less than one year's maturity;
® mitigated by acceptable security cover which is, other than in exceptional cases, held outside the country
concerned;
¢ in the form of securities held for trading purposes for which a liquid and active market exists, and which are
measured at fair value daily; and
e performing facilities with a principal (excluding security) of US$1m or below and/or with maturity dates shorter
than three months.

Nature of HSBC's securitisation and other structured exposures
(Audited)

Mortgage-backed securities (‘MBS's) are securities that represent interests in groups of mortgages and provide

investors with the right to receive cash from future mortgage payments (interest and/or principal). An MBS which
references mortgages with different risk profiles is classified according to the highest risk class.
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Collateralised debt obligations ('CDQ's) are securities backed by a pool of bonds, loans or other assets such as
asset-backed securities ('ABS's). CDOs may include exposure to sub-prime or Alt-A mortgage assets where these are
part of the underlying assets or reference assets. As there is often uncertainty surrounding the precise nature of the
underlying collateral supporting CDOs, all CDOs supported by residential mortgage-related assets are classified as
sub-prime. Our holdings of ABSs and CDOs and direct lending positions, and the categories of mortgage collateral
and lending activity, are described overleaf.

Our exposure to non-residential mortgage-related ABSs and direct lending includes securities with collateral relating

to commercial property mortgages, leveraged finance loans, student loans, and other assets such as securities with
other receivable-related collateral.

Definitions and classifications of ABSs and CDOs

Categories of

ABSs and
CDOs Definition Classification
Sub-prime Loans to customers who have For US mortgages, a FICO score

limited credit histories, modest of 620 or less has primarily been
incomes or high debt-to-income  used to determine whether a loan
ratios or have experienced credit  is sub-prime. For non-US
problems caused by occasional mortgages, management
delinquencies, prior charge-offs, judgement is used.

bankruptcy or other credit-related

actions.
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