HSBC HOLDINGS

PAN-EUROPEAN BANKS

CONCERNS ON NIM, CAPITAL AND
DIVIDEND

The key concerns for the market in HSBC’s 2009 results were the
weak NIM in H2 2009 and higher than expected loan losses in
some divisions, (albeit not for the group as a whole). However,
we believe going forward that the key incremental negative will
be the market coming to the view that the Core Tier 1 ratio under
Basel lll is rather low. We see it at only 6.3% at year-end 2012.
Importantly for income funds, capital constraints mean that
dividend growth is likely to be limited, and may indeed be
negative at some point as capital preservation becomes key. We
believe management is already aware of this, declaring a
dividend for Q1 2010 of only $0.08, which is flat on Q1 2009. We
reduce our target price to 750p from 800p. Although we maintain
our HOLD rating on HSBC, we believe it will be a structural
underperformer against Standard Chartered (also rated HOLD).

¢ NIM. The negative development in the net interest margin is somewhat of a
surprise. The FY 2009 NIM was 2.94% (HSBC'’s basis of calculation), falling
from 3.05% in H1 2009. This implies that the H2 2009 NIM was some 2.83%, a
fall of 11bps HoH. This is disappointing as HSBC had previously demonstrated
a robust NIM despite falling base rates. Our view is that the NIM can stabilise
at this level. Management indicates that NIM expansion should be driven by a
rising US base rate, but we do not expect this until after year-end 2010.

e Capital adequacy. We believe there were increased concerns at the
conference call over how HSBC will fare under Basel Ill. Our own analysis
shows that HSBC’s Core Tier 1 ratio is quite low under the proposed regime.
Despite the 2009 results showing the Basel lll Core Tier 1 ratio has improved
30bps by our analysis to 6.4%, it is likely the market will become incrementally
negative on HSBC’s capital adequacy as it catches up with our view.

e Dividend. We believe management realises that the new Basel regulations are
likely to affect HSBC more than its peers. Indeed, management highlighted that
regulatory change was a key reason why it was maintaining the dividend at
$0.08 for Q1 2010, which is flat on Q1 2009 and represents an annualised yield
of 3.1%. Income funds are likely to be disappointed by this.

e Impairments. In our view the market is overly concerned with the perceived
negative development of asset quality. There was indeed a severe
deterioration in the Middle East, and HSBC Finance suffered a modest
increase in impairments to $3.2bn in Q4 2009 from $3.0bn in Q3 2009,
following consistent improvement over 2009. However, on a group basis, the
loan loss rate was better than we were expecting and importantly, there was an
improvement from H1 to H2 2009. The NPL ratio was stable HoH.
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Rating HOLD

Target price (p) 750

Yesterday’s closing price (p) 682

Upside / Downside 10%

Market cap (£b) 119

Market cap (€b) 131

Sector Pan-European Banks

USD/(USDm) 2009A 2010E 2011E
Net interest income 40,730 39,845 40,462
Net fees & 17,664 18,703 19,816
commissions

Trading profits/losses 9,863 7,217 6,815
Other revenue -815 2,544 4,738
Total operating 67,442 68,309 71,831
revenues

Operating costs -34,395 -33,614 -33,140
Operating profit 33,047 34,695 38,691
Total provisions -26,488 -21,048 -17,658
Pre-tax profit 7,079 14,031 21,417
ROA 0.24% 0.39% 0.58%
ROE 526% 7.25% 10.60%
ROTNAV 7.09% 9.48% 13.85%
Cost/Income -50.61% -48.93% -45.89%
Net interest margin 294% 2.76% 2.73%
LLC % gross loans -2.82% -227% -1.88%
NPL ratio 3.32% 3.00% 2.00%
NPL coverage ratio 83.45% 92.50% 97.50%
Loans % deposits 77% 7% 77%
Core tier 1 ratio 9.38% 9.50% 10.03%
EPS 0.38 0.53 0.81
DPS 0.34 0.34 0.34
Payout ratio 101% 63% 41%
P/TNAV 1.90 1.86 1.74
Div yield 4.72% 4.72% 4.72%
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Figure 1: Net Interest Margin for UK banks

Further Detail

Earnings were lower than consensus expectations for FY 2009 due to a number of
reasons: lower than expected NIl, underpinned by a weak NIM in H2 2009; low
trading profits; a weak insurance result; and a larger-than-expected fair value
reversal on own debt. Of these, the weak NIM is likely to cause most concern among
analysts. Impairments were also a concern in some regions and businesses, but we
note that for the group overall, impairments and asset quality were in-line with
consensus expectations and better than in H1 2009.

Net Interest Margin Weak in H2 2009

The negative development in the NIM is somewhat of a surprise. The FY 2009 NIM
was 2.94% (HSBC'’s basis of calculation), falling from 3.05% in H1 2009. This
implies that the H2 2009 NIM was some 2.83%, a fall of 11bps HoH. This is
disappointing as HSBC had previously demonstrated a robust NIM despite the fall in
base rates. The conference call did not really enlighten us as to the reasons why this
fall occurred, but management alluded to the fact that balance sheet restructuring
may have had an effect. Management indicated that the key driver for NIM
expansion going forward should be an increasing US base rate, but we do not
expect this for a long time (at least until after the end of 2010).

We model a stabilisation in the NIM for H1 2010 and thereafter (in the absence of an
expected increase in base rates). We note that the loan-to-deposit ratio has
improved further to 77% from 80% at H1 2009, which should have a positive mix
effect on the NIM, on the basis that cheap customer deposits will fund high margin
loan growth.

Figure 2: Loan-to-Deposit ratio for UK banks
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Capital Adequacy is Weak

The 2009 results showed an improvement in the Core Tier 1 ratio to 9.4% from 8.8%
at H1 2009, underpinned by $4.8bn of positive foreign exchange effects aiding
dollar-denominated equity, and a 2.3% HoH fall in RWA.

We have re-run our Basel Il analysis and arrive at a new Core Tier 1 ratio at year-
end 2012 of 6.4%. This is better than our previous estimate of 6.0%, but still very
weak compared to peers and only slightly better than a regulatory minimum of 6.0%
that we would expect.

We estimate that to reach a Core Tier 1 ratio of 7.5% under Basel Ill (just below the
average for the peer group) would require an increase in capital of approximately
$13bn, which is roughly 9% of expected shareholders’ funds in 2012
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Figure 3: Banks Ranked by Expected Core Tier 1 Ratio at Year-end 2012
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Figure 4: Banks Ranked by Estimated Change in Core Tier 1 Ratio under Basel Il
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Impairments

We believe the market is overly concerned with the perceived negative development
of asset quality. There is indeed a severe deterioration in the Middle East business,
and HSBC Finance has shown a very modest increase in impairments to $3.2bn in
Q4 2009 from $3.0bn in Q3 2009, following consistent improvement over 2009.
However, on a group basis, loan losses were lower than we were expecting (and in-
line with consensus forecasts). Importantly, there was an improvement from H1 to
H2 2009, when seasonally there are usually larger loan losses in the second half of
the year. We therefore view the loan loss experience as positive on the whole and
are encouraged that 2010 should be marked by a significant improvement.
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However, we believe this is already accounted for in consensus expectations, so do
not see this as an incremental positive.

Figure 5: LLC % Average Total Assets for UK Banks
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Figure 6: HSBC Earnings Table

HSBC HLDGS PLC FY 2008 FY 2009E FY 2009 FY 2010E FY 2011E FY 2012E
INCOME STATEMENT (US$m)

Net interest income 42,563 40,818 40,730 39,845 40,462 41,454
Net fees & commissions 20,024 17,913 17,664 18,703 19,816 21,008
Trading profits/losses 6,560 11,413 9,863 7,217 6,815 6,454
Other revenue 13,999 3,890 -815 2,544 4,738 4,329
Total operating revenues 83,146 74,035 67,442 68,309 71,831 73,245
Operating costs -38,535 -34,399 -34,395 -33,614 -33,140 -32,990
Operating profit 44,611 39,636 33,047 34,695 38,691 40,255
Total provisions -24,937 -29,169 -26,488 -21,048 -17,658 -14,227
Investment income 197 500 520 384 384 384
Impairments on other assets 0 0 0 0 0 0
Goodwill impairment -10,564 0 0 0 0 0
Pre-tax profit 9,307 10,967 7,079 14,031 21,417 26,412
Taxes -2,809 -3,068 -385 -3,508 -5,354 -6,603
Minorities -770 -947 -860 -1,105 -1,687 -2,080
Other non-operating items 0 -1 0 0 0 0
Net profit 5,728 6,950 5,834 9,418 14,376 17,729

ASSETS (US$m)

Loans to customers 932,868 919,241 896,231 906,439 932,504 955,977
Interbank loans 153,766 184,089 179,781 183,395 187,081 190,841
Total securities 756,097 860,561 845,183 862,305 897,142 933,386
Intangible assets 27,357 29,396 29,994 31,206 32,466 33,778
Total assets 2,527,465 2,518,508 2,364,452 2,434,204 2,511,120 2,593,683
Net interest-earning assets 1,439,265 1,549,050 1,629,683 1,561,833 1,610,653 1,657,726

LIABILITES (US$m)

Interbank borrowings 130,084 131,734 130,606 135,882 141,372 147,084
Customer deposits 1,295,020 1,380,833 1,323,393 1,353,330 1,384,003 1,415,433
Total shareholders' equity 93,591 119,973 128,299 131,527 139,714 151,253
Tangible net asset value 66,234 90,577 98,305 100,322 107,247 117,475

IMPORTANT FINANCIAL RATIOS

ROA 0.23% 0.32% 0.24% 0.39% 0.58% 0.69%
ROE 5.17% 7.62% 5.26% 7.25% 10.60% 12.19%
ROTNAV 7.41% 10.37% 7.09% 9.48% 13.85% 15.78%
Cost/income -46.24% -45.43% -50.61% -48.93% -45.89% -44.81%
Tax rate -30.18% -25.26% -5.44% -25.00% -25.00% -25.00%
Payout 134.58% 71.30% 101.16% 62.85% 41.17% 33.38%
Net interest margin 2.90% 0.00% 2.94% 2.76% 2.73% 2.72%
LLC % gross loans -2.55% -3.06% -2.82% -2.27% -1.88% -1.48%
Non-performing loans % gross loans 2.65% 4.00% 3.32% 3.00% 2.00% 1.50%
NPL coverage ratio 94.31% 87.00% 83.45% 92.50% 97.50% 97.50%
Loans % deposits 83.64% 75.25% 77.33% 76.67% 77.32% 77.70%
Tier 1 ratio 8.30% 10.17% 10.78% 10.87% 11.37% 12.13%
Core tier 1 ratio 6.99% 8.84% 9.38% 9.50% 10.03% 10.82%
Equity % total assets 3.70% 4.76% 5.43% 5.40% 5.56% 5.83%
RWA % total assets 45.42% 46.49% 47.93% 47.49% 46.96% 46.38%

Source: Matrix Corporate Capital Research
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IMPORTANT DISCLOSURES

General Disclosures

MCC is committed to publishing accurate but non-independent research reports. MCC may provide
financial advice to, and undertake corporate finance and other transactions on behalf of, companies
on which it publishes research. Therefore, research reports published by MCC have not been
prepared in accordance with legal requirements designed to promote the independence of
investment research; nor is MCC subject to any prohibition on dealing ahead of the dissemination of
investment research. Accordingly, this research report should be treated as a marketing
communication.

This report was first released on 02 March 2010.

Unless otherwise noted, the securities prices noted in this report were market prices on 01 March
2010.

We seek to update our research as appropriate, but various regulations may prevent us from doing
so. Our reports are published at irregular intervals as appropriate in the analyst's judgement.

MCC's price targets are based on several methodologies, which may include, but are not restricted
to, analyses of market risk, growth rate, revenue stream, discounted cash flow, EBITDA, EPS, cash
flow (CF), free cash flow (FCF), EV/EBITDA, P/E, PE/growth, P/CF, premium (discount)/average
group EV/EBITDA, premium (discount)/average group P/E, sum of the parts, net asset value,
dividend returns, and return on equity over the next 12 months.

This report has been prepared by the individual(s) whose name(s) appear(s) on the front cover.
Unless it has been otherwise specified, the preparers are employed by MCC as research analysts.
Research analysts are paid in part based on the profitability of MCC, which includes remuneration
received from investment banking transactions.

Specific Disclosures

Company Disclosure
HSBC Holdings (HSBA) None

1. Matrix Corporate Capital acts as broker
2. Matrix Corporate Capital acts as NOMAD
3. Matrix Corporate Capital acts as market maker

MCC, its partners, employees and any affiliated undertaking may have a position or holding in any of
the securities mentioned in this report or in a related instrument.

Disclaimer

This report is issued by Matrix Corporate Capital LLP ("MCC") which is authorised and regulated in
the United Kingdom by the Financial Services Authority (FSA) and is a member of the London Stock
Exchange.

This report is not directed to, or intended for distribution to, or use by, any person or entity who is a
citizen or resident of, or located in any locality, state, country or other jurisdiction where such
distribution, publication, availability or use would be contrary to law or regulation or which would
subject MCC to any registration or licensing requirement within such jurisdiction.
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This report is for the use of the addressees only and is intended for use only by a person or entity
that qualifies as an authorised person or exempt person within the meaning of section 19 of the
Financial Services and Markets Act 2000 (the "Act") or qualifies as a person to whom the financial
promotion restrictions imposed by the Act do not apply by virtue of the Financial Services and
Markets Act 2000 (Financial Promotion) Order 2005, or is a person classified as an "professional
client" for the purposes of the Conduct of Business Sourcebook of the FSA. Consequently, this
report is intended for use only by high net worth entities or by persons having professional
experience in matters relating to investments. This report is not intended for use by other persons, in
particular, "retail clients" as defined by the rules of the FSA. Any such person who receives this
report should not act upon the contents of this report.

The information and materials presented in this report have been obtained or derived from sources
believed by MCC to be reliable. Such information and materials have not been independently verified
and MCC makes no representation as to their accuracy or completeness. Neither MCC, nor any of
its directors or employees accepts liability for any loss arising from the use of material presented in
this report.

Any forecasts or target prices shown for companies or securities noted in this report may not be
achieved due to multiple risk factors including, without limitation, market volatility, sector volatility,
corporate actions, the unavailability of complete and accurate information or assumptions made by
MCC or other sources relied on in the report subsequently transpiring to be inapposite.

The information and materials presented in this report are provided to you for information purposes
only and are not to be used or considered as an offer, or the solicitation of an offer, to sell or buy or
subscribe for securities or other financial instruments. This report was prepared for general
circulation and does not give investment advice or personal recommendations specific to individual
investors. As such, the companies and securities discussed in this report may not be suitable for all
investors who must make their own investment decisions based on their specific investment
objectives and financial situation utilising their own financial advisors as they deem necessary. MCC
will not treat recipients of this report as clients by virtue of their receiving it.

Past performance should not be taken as an indication or guarantee of future performance, and no
representation or warranty, express or implied, is made regarding future performance. Information,
opinions and estimates contained in this report reflect the preparer's best judgement at the date of
publication and are subject to change without notice. The price, value of, and income from any of the
securities or financial instruments mentioned in this report can fall as well as rise. You may not get
back as much as you invest. Fluctuations in exchange rates could have adverse effects on the value
or price of, or income derived from, certain investments.

None of the material presented in this report, nor its content, nor any copy of it, may be altered in
any way, transmitted, copied or distributed to, any other party, without the express prior written
permission of MCC.
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