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Research Update:

HSBC Bank Bermuda Ltd. Ratings Lowered To
'A+/A-1' From 'AA-/A-1+'"; Outlook Is Stable

Overview

e Following a full review on HSBC Bank Bernuda Ltd. (HSBC BB) under
Standard & Poor's revised bank criteria (published on Nov. 9, 2011), we
| owered our ratings on HSBC BB to ' A+/ A-1' from'AA-/A- 1+ on Nov. 29,
2011. The outl ook on the long-termrating is stable.

e Qur ratings on HSBC BB reflect our view of the bank as a highly strategic
operating subsidiary of HSBC Hol di ngs PLC (HSBC, A+/ Stable/A-1).

e Under our group methodol ogy criteria, our 'A+ rating on HSBC BB is one
notch below the "AA-' ratings on the group's core operating entities.

e Qur stand-alone credit profile (SACP) on HSBC BB is 'a-', which reflects
our view of its adequate business position, very strong capital and
earni ngs, noderate risk position, average funding, and adequate liquidity
conpared with the average bank in Bernuda.

Rating Action

As we previously announced, on Nov. 29, 2011, Standard & Poor's Ratings
Services lowered its long- and short-termissuer ratings on HSBC BB to
"A+/A-1" from'AA-/A-1+ . The SACP is 'a-'. The outlook on the long-term
rating is stable, reflecting the outl ook on the parent, HSBC

Rationale

The downgrade of HSBC BB resulted fromthe downgrade of HSBC BB' s parent
conpany, U. K. -incorporated bank hol di ng conmpany HSBC, under our revised bank
criteria. Under our group methodology criteria, we view HSBC BB as havi ng high
strategic inportance to its parent conpany. The 'A+' rating on HSBC BB is one
notch below the 'AA-' ratings on the group's core operating entities, as
opposed to the group's SACP of 'a+', because we believe it is likely that
extraordi nary U K. sovereign support provided to HSBC woul d extend to HSBC BB

Standard & Poor's assessment of HSBC BB's SACP is based on our view of its
"adequat e" busi ness position, "very strong" capital and earnings, "average"
fundi ng, and "adequate" liquidity (as our criteria define these terns)
conpared with other banks in Berrmuda. Qur view of its "noderate" risk
position, which results fromthe significant deterioration in its |oan
performance in recent years; our expectations for further weakening in 2012;
and its large concentrated commercial | oan exposures, including exposures in
the hospitality sector, partially offsets the strengths.

Qur bank criteria use our Banking |Industry Country Ri sk Assessnent (Bl CRA)
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econom ¢ and industry risk scores to deternmine a bank's anchor, the starting
point in assigning an issuer credit rating. The 'bbb+ anchor for HSBC BB
draws on our view of Bernmuda as a small econony that is highly dependent on
the financial services, real estate, and tourismindustries. The |oca
economy's growh is materially slowi ng down, in our assessnment, in part
because of the departure of several thousand expatriates in recent years from
the island as well as lower real estate sales. Wth regard to industry risk, a
hi gh and stabl e share of core custoner deposits and a very high concentration
of banking assets underpin the Bernuda banking industry.

We believe that HSBC BB, a wholly owned subsidiary of HSBC, has an "adequate"
busi ness position in Bermuda relative to the average bank there. HSBC BB is
the largest bank in Bermuda, with nearly $12.9 billion in total credit
exposures as of June 30, 2011, according to its interimPillar 3 disclosures.
Establ i shed in 1889 and i ncorporated in 1891, HSBC BB provides retail and

cor porate banking, investnent, trust, custody, and insurance services. W
estimate that HSBC BB has a deposit nmarket share of roughly 45%in
Bermuda--slightly nore than its nearest conpetitor. W believe that HSBC BB s
managenent is focused on its core businesses and regions, given its
conservative views regarding potential expansion opportunities. W viewthis
conservatismfavorably in our rating assessnent because of the limted
opportunities for loan growmth within the bank's |local nmarket and its excess of
custoner deposits relative to | oans.

Capital and earnings are "very strong," in our opinion. W expect the

ri sk-adjusted capital (RAC) ratio to decline over the next few years given our
forecast of strong corporate |oan growh and a very high dividend payout

ratio. Specifically, we project that HSBC BB's RAC rati o before adjustments
will decline to about 24% by the end of 2012. This projected RACratio is one
of the highest of the banks we rate globally. The bank's quality of capital is
al so high given that the bank has no hybrid issues outstanding. Al though we
expect | oan performance to weaken further and | oan | oss provisions to rise, we
expect the bank to remain solidly profitable as a result of a healthy net
interest margin (NIM, a rebound in fee-based revenues, and a continued focus
on cost managenent.

HSBC BB's risk position is "npderate" in our assessnent. W believe that HSBC
BB s | oan performance has weakened significantly in recent quarters because of
a weaker econony in Bernuda, challenges within its comercial |oan portfolio,
and increasing pressure on residential home prices and rental income. The
bank's various | oan exposures, notably in the commercial |oan portfolio

i ncluding | arge, single-nane exposures to the hospitality sector, and a weaker
| ocal econonic environment may have al so played a part. In addition, we expect
further deterioration in | oan performance in 2012 largely as a result of the
bank's exposure to the hospitality sector and | ocal comrercial businesses.
Loan | oss reserves are weak, in our opinion, even though net charge-offs have
been extrenely |ow historically.

HSBC BB's funding is "average" and liquidity is "adequate,"” in our opinion
conpared with the average bank in Bernuda. The bank's | arge deposit base
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benefits fromits captive insurance clients--which provide a relatively stable
and i nexpensive source of funding for the bank. Customer deposits easily
exceed | oan bal ances, and the bank invests these excess deposits primarily in
financial instrunments and |oans to banks. However, the majority of the bank's
cust omer deposits have very short maturities, typically one month or less, in
part as a result of corporate clients depositing working capital with the
bank. We view this as a minor concern given that deposits have been rel atively
stable historically in part due to the strength of the HSBC franchi se.

Outlook

We expect that HSBC BB's | oan performance coul d weaken further in 2012 and
that its net earnings could decline sonewhat. Despite this, the outl ook on
HSBC BB is stable, which is consistent with the outl ook on its parent comnpany,
HSBC. W expect that our ratings on HSBC BB will nove in line with our ratings
on HSBC

Separately, we may |lower our rating on HSBC BB if we no | onger consider the
bank to be highly strategic to HSBC under our group nethodol ogy criteria.
Conversely, we could raise the rating on HSBC BB if we reclassify it as "core"
to HSBC under our group rating methodol ogy. We consider this as unlikely,

gi ven our expectation that HSBC BB is likely to remain relatively snmall in a
group context and we do not consider it to be as "fully integrated" into the
group, as defined in our criteria, as certain other subsidiaries.

Ratings Score Snapshot

I ssuer Credit Rating A+/ St abl e/ A- 1
Bank Hol di ng Conpany Rati ng A+/ Stabl e/ A-1

SACP a-
Anchor bbb+
Busi ness Position Adequat e (0)
Capi tal and Earni ngs Very Strong (+2)
Ri sk Position Moderate (-1)
Fundi ng and Liquidity Aver age and adequate (0)
Suppor t +2
GRE Support 0
G oup Support +2
Sover ei gn Support 0
Addi tional Factors 0
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HSBC USA Capital Trust 11
Preferred Stock
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Preferred Stock
Commer ci al Paper

Republic New York Capital |
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Downgr aded; Ratings Affirmed

HSBC Bank Canada
HSBC Bank USA N. A
Counterparty Credit Rating

HSBC Bank Canada
Certificate OfF Deposit

Ratings Affirmed

Banco HSBC Sal vadoreno S. A
Counterparty Credit Rating
Certificate O Deposit

Local Currency
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HSBC Mexico S. A
Counterparty Credit Rating
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HSBC Bank Canada
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Preferred Stock
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Pref erence Stock P- 1(Low)
Certificate OF Deposit A-1+

HSBC Canada Asset Trust
Preferred Stock P-1(Low)

HSBC Mexi co S. A
Seni or Unsecur ed mxAAA

Conplete ratings information is avail able to subscribers of RatingsDirect on
the @ obal Credit Portal at www gl obal creditportal.com All ratings affected
by this rating action can be found on Standard & Poor's public Wb site at
www. st andar dandpoors. com Use the Ratings search box located in the |eft

col um.
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