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Real yields are exceptionally low
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Normalisation of rates vs flight-to-quality

e China and Eurozone leading the drive to increase real rates

— Developing and emerging economies hiking because of inflation
— Fed and BoE have taken a different stance so far

e Rising geopolitical risk prompts flight-to-quality
— Pushing yields lower than they would otherwise have been
— Favouring shorter maturity bonds everywhere

e FX and energy prices are key
— Higher oil prices - impact on growth and inflation
— Impact of Central Bank intervention
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Eurozone - significant challenges
e ECB reacting to inflation expectation shift
e Does headline lead core inflation?

e More scope for short yields to rise as ECB starts to hike
— ECB expectations could start to reflect 2005-07 precedent
—or geopolitical risk could mean impetus for rate hikes is reduced

e ECB decision could also be influenced by creditisation-effect

—Focus will be on the new role of EFSF and bank stress tests
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ECB concerned inflation expectations are rising
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Policy will be set to ensure inflation is temporary
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Headline inflation leads core...
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...with a lag of about seven months
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Mean-reversion of Bund yields
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EUR forward curve shift has so far been parallel
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Compare with 2005-07 refi move from 2% to 4%
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Sovereign ‘creditisation’ impact changed in 2011

e Bund yields and curve inversely related to periphery performance

e Markets realise Germany has to pay

— How much contingent liability will Germany be prepared to take?

* Revamped EFSF and new ESM have attracted positive headlines
+ ECB’s role in secondary market remains important
» Policy intention may be to firewall Sovereigns from Banks
— EUR600bn bank supply this year

e Seniority at least as important as restructuring risk
— Decision on CACs will be reached by June 2011
— What happens to legacy bonds from mid-2013
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Last year - Bunds benefited from ‘flight-to-quality’
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This year - Italy and Spain decouple from periphery

1200

a

< 1000

©

c

& 800

g

e} 600

e}

s 400 T

oy 200 / 'y
FRF BEF ITL ESP PTE IEP  GRD
AAA  AA+ A+ AA /S A- A BB+

End of 2010 H Current (21 Mar 2011)
Source: Bloomberg data, HSBC calculations Note: S&P ratings used

HSBC <» 14



Higher Bund yield offsets Bonos spread tightening
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Eurozone 10- to 30-year segment relatively flat
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CDS negatively correlated with 30-10yr spread
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Eurozone periphery sovereign scorecard

Curve spread (bp)

Weight Greece Ireland Italy Portugal Spain

TOTAL SCORE 100% 41 33 25 30 23
TOTAL HARD DATA SCORE 75% a7 32 27 30 22
TOTAL SOFT DATA SCORE 25% 23 34 18 29 25
HARD DATA

Government Interest payments/Revenues, 2011F 22% 50 35 35 30 20
Blended rating 14% 50 35 30 40 20
Budget deficit 2011F (% GDP) 9% 35 50 10 20 30
Government effectiveness World Bank Index 7% 40 10 40 20 20
Debt 2011F (% GDP) 13% 50 40 40 30 10
Unemployment rate 2011F 9% 40 30 20 25 50
Output gap 2011F 8% 50 30 15 20 40
Private savings 2011F (% GDP) 18% 50 20 20 40 10
SOFT DATA

Contingent liabilities (% of 2009 GDP) 16.7% 10 40 10 10 10
Average life of outstanding bonds (years) 16.7% 25 25 10 25 20
Debt to be refinanced over the next 12 months (% of total) 16.7% 20 20 40 50 50
Foreign holdings (% of outstanding) 16.7% 40 50 20 50 20
Banking exposure to other peripheries (% of GDP) 16.7% 10 30 10 10 20
Bank refinancing (% of 2010 GDP) 16.7% 30 40 20 30 30

Source: HSBC, Bloomberg, EC, Eurostat, EFFAS, World Bank, Eurosystem, BIS, Moody’s
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Previous score in brackets

17

Note: Lower scores reflect better credit quality

where scores range from 10 to 50
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Eurozone periphery sovereign scorecard: Raw data

Weight Greece Ireland Italy Portugal Spain
TOTAL SCORE 100% 41 33 25 30 23
TOTAL HARD DATA SCORE 75% a7 32 27 30 22
TOTAL SOFT DATA SCORE 25% 23 34 18 29 25
HARD DATA
Government Interest payments/Revenues, 2011F 22% 14.8 10.0 10.5 8.8 6.5
Blended rating 14% 11.0 4.8 4.0 6.0 25
Budget deficit 2011F (% GDP) 9% 7.4 10.3 4.3 4.9 6.4
Government effectiveness World Bank Index 7% 0.6 16 0.4 11 1.0
Debt 2011F (% GDP) 13% 150.2 107.0 120.2 88.8 69.7
Unemployment rate 2011F 9% 15.0 13.5 8.3 111 20.2
Output gap 2011F 8% 7.7 3.1 1.7 25 35
Private savings 2011F (% GDP) 18% 11.1 18.9 18.6 14.4 20.7
SOFT DATA
Contingent liabilities (% of 2009 GDP) 16.7% 0.6 214.8 - 3.8 3.1
Average life of outstanding bonds (years) 16.7% 7.4 6.5 7.3 6.3 6.4
Debt to be refinanced over the next 12 months (% of total) 16.7% 12.1 11.0 17.3 19.3 21.7
Foreign holdings (% of outstanding) 16.7% 67.0 82.0 51.0 86.0 41.8
Banking exposure to other peripheries (% of GDP) 16.7% 0.6 40.2 29 25 10.1
Bank refinancing (% of 2010 GDP) 16.7% - 23.8 11.8 16.6 14.0

Source: HSBC, Bloomberg, EC, Eurostat, EFFAS, World Bank, Eurosystem, BIS, Moody'’s
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Key data for fiscal sustainability measures

Note: Lower scores reflect better credit quality
where scores range from 10 to 50
19

Country GDP growth (%) HICP (%) Budget deficit (% of Debt (% of GDP)
GDP)

2010 2011f 2010 2011f 2010 2011f 2010 2011f
Belgium 2.0 1.8 23 19 4.8 4.6 98.6 100.5
Germany 3.7 22 11 18 3.7 2.7 75.7 75.9
Estonia 2.4 4.4 27 3.6 1.0 19 8.0 9.5
Ireland -0.2 0.9 -1.5 0.4 323 103 97.4 107.0
Greece -4.2 -3.0 46 2.2 9.6 7.4 140.2 150.2
Spain -0.2 0.7 1.7 15 9.3 6.4 64.4 69.7
France 16 1.6 17 16 7.7 6.3 83.0 86.8
Italy 11 1.1 1.6 18 5.0 43 118.9 120.2
Cyprus 0.5 15 2.8 33 5.9 5.7 62.2 65.2
Luxembourg 32 2.8 2.8 2.1 1.8 13 18.2 19.6
Malta 3.1 2.0 1.9 2.0 4.2 3.0 70.4 70.8
Netherlands 17 15 1.0 15 5.8 3.9 64.8 66.6
Austria 2.0 1.7 1.7 2.1 4.3 3.6 70.4 72.0
Portugal 13 -1.0 1.4 2.3 7.3 4.9 82.8 88.8
Slovenia 11 1.9 21 2.0 5.8 5.3 40.7 44.8
Slovakia 4.1 3.0 0.7 3.2 8.2 5.3 42.1 45.1
Finland 2.9 2.9 1.6 2.1 3.1 16 49.0 51.1
Euro area 17 15 15 18 6.3 4.6 84.1 86.5

Source: European Commission data
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Shift to fiscal sustainability is more challenging
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Seniority questions for legacy bonds after mid-2013
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Summary of main views

Significant challenges remain as Eurozone ‘muddles through’
ECB exit policy and intervention
Eurozone curve and spreads also driven by ‘creditisation’

Seniority and restructuring concerns

HSBC <»

Global Research

Global Fixed Income Research

HSBC X»

Glabsl Ressarch

Fixsd Income Straiegy & Ecanomics
Global

Real Ide: i
. s~ HSBC <»
Global Research

Global Rates Weekly
Globel Fued Income Strategy HSBC <»

Fixed Income Asset Allocation Global Research

Fixed Income e 8y s s

et allocation

Source: HSBC

HSBC <» 2



Global Fixed Income Research

Gl Fraed Incoma Srsingy HSBC <>
Spmcin

ot Rasarch

European Sovercigns —

HSBC <»

Giobet Pasearch

Eurozone

G100 Fires mcome Swategy. HSBC &

Eurozone periphery
Ot Pt e gy
o

Dicing with debt

Source: HSBC

HSBC <»

Global Fixed Income Research Tools

HSBC <»

e p—

Source: HSBC

HSBC <»

25

26



Disclosure appendix

Analyst Certification

The following analyst(s), economist(s), and/or strategist(s) who is(are) primarily responsible for this report, certifies(y) that the opinion(s) on the subject
security(ies) or issuer(s) and/or any other views or forecasts expressed herein accurately reflect their personal view(s) and that no part of their compensation
was, is or will be directly or indirectly related to the specific recommendation(s) or views contained in this research report: Steven Major

Important Disclosures

This document has been prepared and is being distributed by the Research Department of HSBC and is intended solely for the clients of HSBC and is not for
publication to other persons, whether through the press or by other means.

This document is for information purposes only and it should not be regarded as an offer to sell or as a solicitation of an offer to buy the securities or other
investment products mentioned in it and/or to participate in any trading strategy. Advice in this document is general and should not be construed as personal
advice, given it has been prepared without taking account of the objectives, financial situation or needs of any particular investor. Accordingly, investors
should, before acting on the advice, consider the appropriateness of the advice, having regard to their objectives, financial situation and needs. If necessary,
seek professional investment and tax advice.

Certain investment products mentioned in this document may not be eligible for sale in some states or countries, and they may not be suitable for all types of
investors. Investors should consult with their HSBC representative regarding the suitability of the investment products mentioned in this document and take
into account their specific investment objectives, financial situation or particular needs before making a commitment to purchase investment products.

The value of and the income produced by the investment products mentioned in this document may fluctuate, so that an investor may get back less than
originally invested. Certain high-volatility investments can be subject to sudden and large falls in value that could equal or exceed the amount invested.
Value and income from investment products may be adversely affected by exchange rates, interest rates, or other factors. Past performance of a particular
investment product is not indicative of future results.

Analysts, economists, and strategists are paid in part by reference to the profitability of HSBC which includes investment banking revenues.
For disclosures in respect of any company mentioned in this report, please see the most recently published report on that company available at

www.hshcnet.com/research.

* HSBC Legal Entities are listed in the Disclaimer below.

HSBC <»

Additional disclosures

1 This report is dated as at 22 March 2011.

2 All market data included in this report are dated as at close 22 March 2011, unless otherwise indicated in the report.

3 HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its Research business. HSBC's
analysts and its other staff who are involved in the preparation and dissemination of Research operate and have a management reporting line independent
of HSBC's Investment Banking business. Information Barrier procedures are in place between the Investment Banking and Research businesses to ensure
that any confidential and/or price sensitive information is handled in an appropriate manner.

HSBC <»

27

28



Disclaimer

* Legal entities as at 31 January 2010 Issuer of report
'UAE" HSBC Bank Middle East Limited, Dubai; *HK' The Hongkong and Shanghai Banking Corporation Limited, Hong Kong; ‘TW' HSBC 16p.6 gk pie
Securiies (Taiwan) Corporation Limited; ‘CA" HSBC Securities (Canada) Inc, Toronto; HSBC Bank, Paris branch; HSBC France; 'DE"

HSBC Trinkaus & Burkhardt AG, Dusseldorf; 000 HSBC Bank (RR), Moscow; 'IN' HSBC Securities and Capital Markets (India) Private 8 Canada Square

Limited, Mumbai; "JP' HSBC Securities (Japan) Limited, Tokyo; 'EG' HSBC Securities Egypt S.AE., Cairo; ‘CN' HSBC Investment Bank  London, E14 5HQ, United Kingdom
Asia Limited, Beijing Representative Office; The Hongkong and Shanghai Banking Corporation Limited, Singapore branch; The Hongkong  Telephone: +44 20 7991 8888

and Shanghai Banking Corporation Limited, Seoul Securities Branch; The Hongkong and Shanghai Banking Corporation Limited, Seoul  Fay- +44 20 7992 4880

Branch; HSBC Securities (South Africa) (Pty) Ltd, Johannesburg; ‘GR' HSBC Pantelakis Securities S.A., Athens; HSBC Bank plc, London,
Madrid, Milan, Stockholm, Tel Aviv, 'US' HSBC Securities (USA) Inc, New York; HSBC Yatirim Menkul Degerler A.S., Istanbul; HSBC
México, S.A., Institucion de Banca Mialtiple, Grupo Financiero HSBC, HSBC Bank Brasil S.A. - Banco Multiplo, HSBC Bank Australia
Limited, HSBC Bank Argentina S.A, HSBC Saudi Arabia Limited., The Hongkong and Shanghai Banking Corporation Limited, New
Zealand Branch.

Website: www.research.hsbc.com

In the UK this document has been issued and approved by HSBC Bank plc (‘HSBC™) for the information of its Clients (as defined in the Rules of FSA) and those of its affiliates only. It is not intended for
Retail Clients in the UK. If this research is received by a customer of an affiliate of HSBC, its provision to the recipient is subject to the terms of business in place between the recipient and such affiliate.
HSBC Securities (USA) Inc. accepts responsibility for the content of this research report prepared by its non-US foreign affiliate. All U.S. persons receiving and/or accessing this report and wishing to
effect transactions in any security discussed herein should do so with HSBC Securities (USA) Inc. in the United States and not with its non-US foreign affiliate, the issuer of this report.

In Singapore, this publication is distributed by The Hongkong and Shanghai Banking Corporation Limited, Singapore Branch for the general information of institutional investors or other persons
specified in Sections 274 and 304 of the Securities and Futures Act (Chapter 289) (“SFA™) and accredited investors and other persons in accordance with the conditions specified in Sections 275 and 305
of the SFA. This publication is not a prospectus as defined in the SFA. It may not be further distributed in whole or in part for any purpose. The Hongkong and Shanghai Banking Corporation Limited
Singapore Branch is regulated by the Monetary Authority of Singapore. Recipients in Singapore should contact a "Hongkong and Shanghai Banking Corporation Limited, Singapore Branch"
representative in respect of any matters arising from, or in connection with this report.

In Australia, this publication has been distributed by The Hongkong and Shanghai Banking Corporation Limited (ABN 65 117 925 970, AFSL 301737) for the general information of its “wholesale™
customers (as defined in the Corporations Act 2001). Where distributed to retail customers, this research is distributed by HSBC Bank Australia Limited (AFSL No. 232595). These respective entities
make no representations that the products or services mentioned in this document are available to persons in Australia or are necessarily suitable for any particular person or appropriate in accordance with
local law. No consideration has been given to the particular investment objectives, financial situation or particular needs of any recipient.

This publication has been distributed in Japan by HSBC Securities (Japan) Limited. It may not be further distributed, in whole or in part, for any purpose. In Hung Kong, this document has been
distributed by The Hongkong and Shanghai Banking Corporation Limited in the conduct of its Hong Kong regulated business for the customers; it is not
intended for and should not be distributed to retail customers in Hong Kong. The Hongkong and Shanghai Banking Corporation Limited makes no represemallons mal me products or services mentioned
in this document are available to persons in Hong Kong or are necessarily suitable for any particular person or appropriate in accordance with local law. All inquiries by such recipients must be directed to
The Hongkong and Shanghai Banking Corporation Limited. In Korea, this publication is distributed by The Hongkong and Shanghai Banking Corporation Limited, Seoul Securities Branch ("HBAP
SLS") for the general information of professional investors specified in Article 9 of the Financial Investment Services and Capital Markets Act (“FSCMA™). This publication is not a prospectus as defined
in the FSCMA. It may not be further distributed in whole or in part for any purpose. HBAP SLS is regulated by the Financial Services Commission and the Financial Supervisory Service of Korea. This
publication is distributed in New Zealand by The Hongkong and Shanghai Banking Corporation Limited, New Zealand Branch.

This document is not and should not be construed as an offer to sell or the solicitation of an offer to purchase or subscribe for any investment. HSBC has based this document on information obtained from
sources it believes to be reliable but which it has not independently verified; HSBC makes no guarantee, representation or warranty and accepts no responsibility or liability as to its accuracy or
completeness. The opinions contained within the report are based upon publicly available information at the time of publication and are subject to change without notice.

Nothing herein excludes or restricts any duty or liability to a customer which HSBC has under the Financial Services and Markets Act 2000 or under the Rules of FSA. A recipient who chooses to deal
with any person who is not a representative of HSBC in the UK will not enjoy the protections afforded by the UK regulatory regime. Past performance is not necessarily a guide to future performance. The
value of any investment or income may go down as well as up and you may not get back the full amount invested. Where an investment is denominated in a currency other than the local currency of the
recipient of the research report, changes in the exchange rates may have an adverse effect on the value, price or income of that investment. In case of investments for which there is no recognised market it
may be difficult for investors to sell their investments or to obtain reliable information about its value or the extent of the risk to which it is exposed

HSBC Bank plc is registered in England No 14259, is authorised and regulated by the Financial Services Authority and is a member of the London Stock Exchange.

© Copyright. HSBC Bank plc 2011, ALL RIGHTS RESERVED. No part of this publication may be reproduced, stored in a retrieval system, or transmitted, on any form or by any means, electronic,
mechanical, photocopying, recording, or otherwise, without the prior written permission of HSBC Bank plc. MICA (P) 142/06/2010 and MICA (P) 193/04/2010

HSBC <»

29



