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Research Update:

HSBC Bank Bermuda Ltd. Outlook Revised To
Stable From Negative On Encouraging Indicators;
Ratings Affirmed

Overview

« W continue to see encouragi ng recent econom ¢ indicators in Bernuda, the
principal jurisdiction of operations for HSBC Bank Bernuda (HBBM), one of
two banks that control the vast majority of the |ocal market.

« A strategy update by the bank's parent (HSBC Hol di ngs PLC) appears to
have concl uded wi t hout neani ngfully reducing HBBM s strategi c i nportance
to the group, lowering the likelihood of this downside risk

* W believe the likelihood that future capital payouts to the parent are
as high a share of annual net incone as the anounts paid in 2016 and
certain previous years is also | ower.

e In light of this, we now view the probability of upside and downsi de
nmovenment in the ratings as approxi nately bal anced.

» Therefore, we are revising our outlook on HBBMto stable from negative
and affirming our 'A-/A-2' issuer credit ratings on the bank

Rating Action

On Feb. 19, 2019, S&P d obal Ratings revised its outl ook on HSBC Bank Bernuda
(HBBM) to stable fromnegative. At the sane time, S& d obal Ratings affirnmed
its "A-/A-2'" issuer credit ratings on the bank

Rationale

The outl ook revision mainly reflects potential inprovenents in Bernuda's
econony, the bank's naintenance of very high capital ratios, and no recent
indication fromits parent that it is less comritted to doing business in
Bermuda, all of which reduce the odds of a downgrade.

In line with our positive economic risk trend in our Banking Industry Country
Ri sk Assessnent (BICRA) for Bernuda, and our positive outl ook on Bernuda, we
continue to see encouraging recent indicators in the territory, including
positive real growth in GDP in each quarter (quarter/quarter) since
fourth-quarter 2017. Economic inprovenent, if persistent, should help stem
further asset quality problens and perhaps hel p the bank nore quickly work
through its currently high | evels of nonperform ng assets (NPAs).
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Ri sk regardi ng the negative conpetitive pressure on Bernuda (a | owtax
jurisdiction) fromthe recent decrease in the U S. corporate tax rate appears
to be fading, and we do not expect en masse departures of insurers and
reinsurers that constitute Bernmuda's econom ¢ bedrock, although we expect
consolidation in those sectors to continue gradually. Mjor construction
projects (such as the airport renovation) are al so boosting enpl oynent and

i ncone, tenporarily.

Furthernore, a strategy update held by the bank's parent, HSBC Hol di ngs PLC
(A Stabl e/ A-1), appears to have concluded w t hout meani ngfully reducing the
strategic inportance of HBBMto the group. That |owers the likelihood of this
downsi de risk to our ratings, since we include three notches of uplift in our
ratings on HBBM for the |ikelihood of extraordi nary group support. That is, we
consi der the bank strategically inportant to the group (although not core nor
highly strategic) and likely to receive extraordi nary group support if needed.

The bank's earni ngs have been robust in recent years and its capital ratios
remain very strong (risk-adjusted capital ratio [RAC] of 18% as of year-end
2017, and regul atory conmon equity tier 1 ratios of 23.3%at June 30, 2018--
exceeding the regul atory requirement by 15.3%-and 21. 7% at Dec. 31, 2017).
W believe that capital payouts to the parent in the coning two years,

al t hough exceedi ng net inconme in each of the past five years, are nost likely
to be substantially |l ess, as a share of annual net inconme, than the |arge
amounts paid in 2016 (equal to 240% of that year's earnings) and certain
previous years. W estimate that even if the conpany were to pay out
substantially all of its projected annual earnings as dividends to the parent
in the comng two years, our RAC would nost |ikely renmain above our 15%
threshold for a very strong assessnent. Therefore, we now believe the risk
that our RAC for HBBM night fall so far as to | ead us to downgrade the bank
while not elimnated, is |ikew se | ower.

Neverthel ess, the stable outlook reflects our view that we cannot dismss the
possibility that the parent m ght decide to again require capital payouts
substantially exceedi ng net incone, both because HBBM s current capitalization
exceeds its regulatory requirenents and because this would hel p the bank
achieve its targeted return on equity.

Qur stand-al one anal ysis of HBBM recogni zes the bank's dom nant conpetitive
position in Bernuda, particularly in serving the reinsurance sector, the

mai nstay of the Bernudi an econony and its highest-incone segnent. At the sane
time, we see downside risk if HBBMwere to continue to cede market share to
conpetitors (such as with the 2016 sale of its private banking and trust

busi nesses).

Qur assessnent of the bank's risk position is unchanged. The bank's | oan
performance has inproved, but NPAs are still elevated relative to those of
peers. At year-end 2017 (nost-recent reported financial results), adjusted
NPAs to custoner |oans and other real estate owned were 19% though sonewhat
lower if troubled debt restructurings are excluded (15%. NPAs as a share of
| oans by both neasures remain substantially higher than those of HBBM s
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cl osest conpetitor in Bernuda (Bank of N.T. Butterfield & Son Ltd.

BBB+/ Positive/ A-2), with the latter's equival ent neasures at 3.0% and 1.5%
respectively, as of the sane date (we believe part of the difference results
fromthe latter's better-perform ng exposures outside the territory).

We continue to view HBBM s funding profile as average for a Bernudi an bank
but its liquidity profile as strong (better than the average Bernudi an bank),
gi ven substantial holdings of highly liquid assets (alnobst half were rated
"AAA') and very little short-termwhol esale funding (less than 1%of its
fundi ng base), at Dec. 31, 2017.

Al t hough we do not believe Bernmuda to be one of HSBC s priority growth
markets, and HBBMis small as a share of the group, the bank is wholly owned
by its parent, uses its parent's branding, and has a | eadi ng market position
wi thin Bernmuda. Moreover, we think custonmers' belief that HSBC stands behind
its subsidiaries is inportant to the parent's global franchise.

Outlook

The stable outl ook inplies upside and downside risks of simlar |ikelihood
during the conming two years. Qur base-case expectation is that the group's
proclivity to provide extraordi nary support to its Bermudi an subsidiary will
not meani ngfully weaken during that period, and it will not extract capita
fromthe bank that causes our RAC to fall below 15% W al so expect the bank
to maintain good profitability and nake gradual progress in reducing its NPAs
as a share of loans. In an alternate scenario, we view the chance of

strengt heni ng positive momentumin the Bernudi an econonmy and the risk that the
parent could extract so much capital that our RAC could fall bel ow 15% as
roughly offsetting.

We could raise our ratings on HBBMif we believe that signs of nascent

recovery in the | ocal econonmy will persist, leading to an inprovenent in the
economnmic risk score in our Bl CRA assessnent and a revision in our anchor for
bank ratings in Berrmuda to 'bbb' from'bbb-'. However, we are unlikely to

rai se the ratings unless we believe that capital payouts to the parent wll
not increase, in those circunstances, sufficiently to bring our RAC
significantly bel ow 15% asset quality inproves significantly, or there is
some further sign that the group is nore comritted to Bernuda.

We could lower the ratings if we believe the group's proclivity to support its
Ber nudi an operations will soon neaningfully decline, it extracts dividends
fromthe bank that cause its RACto fall below 15% regardl ess of donestic
econom ¢ conditions, or the bank's asset quality or market share in Bernuda
weaken further.
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Ratings List

Ratings Affirned; Qutl ook Action

To From

HSBC Bank Ber nuda Ltd.

| ssuer Credit Rating A-/ Stablel A-2 A-/ Negativel A-2

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neani ngs ascribed

t

o themin our criteria, and should therefore be read in conjunction with such

criteria. Please see Ratings Criteria at ww. st andardandpoors.com for further

nformati on. Conplete ratings infornation is available to subscribers of

Rati ngsDirect at www. capitalig.com Al ratings affected by this rating action
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can be found on S&P d obal Ratings' public website at
www. st andar dandpoors. com Use the Ratings search box located in the |eft
col um.
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