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Focus: "HK Bank subnotes — a fast growing investment-grade bond
sector”
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There have been a total of 5 new subnote issuances from HK

banks since the beginning of this year. All are in the 10-year
bullet, lower tier 2 (LT2) form.
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The main drive of this surging issuance is banks’ need to re-
plenish their capitals. Market demand for high-quality names

and the near record low of Treasury yields were other incen-
tives for them to borrow.
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Our relative value analysis shows these bank subnotes mostly
trade cheaper to their corporate peers. Those from Standard
Chartered Bank (HK) and Bank of East Asia appear to offer the
best relative values.
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Biweekly Overview:
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Rates

After a stream of losses over several days in
the 1°' week, Treasuries regained back lost
ground in the 2" week to end higher for the
two-week period. Treasury prices fell while risk
asset performed well during the 1°* week when
investors became more optimistic on the back
of a likely another strong report card from the
approaching corporate earnings season and
stepped in to bolster their portfolios with
value-buying of equities. The release of details
on the European bank stress tests also helped
to lift the risk sentiment. During the 2" week,
Treasury market focused on the refunding auc-
tions, and all three of them saw good demand.
Despite of better-than-expected earnings from
some early reports in the week, lackluster
economic data, such as a hefty drop in U.S.
retail sales, a pair of tepid manufacturing re-
ports and a plunge in consumer sentiment
re-clouded the market. Treasury prices re-
bounded quickly. For the period, the 10-year
yield retreated 6bps to 2.923%, while the
2-year yield shed 4bps to 0.589%.

EX

Euro bounced back to above 1.29 towards the
end of the period, after Spanish government’s
successful sale of 15-year bonds on solid de-
mand. The Dollar Index sank 2.3% to 82.486.
The expectation of further Yuan appreciation in
the near term cooled off somewhat over the
period. RMB gained 0.05% against Dollar to
6.7750, while the 1-year NDF edged up by 0.1%
to 6.6610.

Credits

Asian credits had a strong performance during
the period. The iTraxx ex-Japan Asia ended
12bps tighter to 128bps.

In the cash market, Asian offshore new issu-
ance surged with 10 deals priced for a total of
S4.2bn. In the secondary market, real money
funds continued buying of bank papers. Bank of
East Asia’s new 2020 notes tightened to 290bps
(priced at 320bps) before the issuer retapped
market for another $150mm. In the HY sector,
Chinese property bonds had a strong rally with
some bonds back to the 97 level. We did see
profit taking on Country Garden 2017 and Ev-
ergrande 2015 despite of their better June
presale numbers.

In China/HK CB market, some bonds traded

higher along with the gains in the stock prices.
The new Gome rose 5.75pts for the period.

EES

g —A P ESEHRTRE, BHENMHES =
BN # Tk, BALKGTE. H—8
B, A AR R B R ) TR G A
IR, MmAEIRT P AR LA G, BN RATE
J3 MK b e A AL B T R4 4 4d
Wi, FRAY, X TH X I I XE MM
EHEFEREA, E, BREDAF Y
— e BRI T L, REAAZTNZFHK
B, QREREREHERE TE., —xbHlE iR
AR T HAZ IR, MET Y HI
W=, BfEmisteiest. )/ 2 H4 R,
10 S EMEI A F R 6 5% 2.923%,
W2 FHEFRKAENE4EEZE 0.589%.
$hiC

EAMAT N, RARECLARILL 29 KF,
B THEFBAEEREDTF TR EH
15 FHe AR, ELHRKTH2.3%E
82.486, WA AR ML B4 LK INEAR
Brobdp. ANR T LELILMAHA 0. 05%E

6. 7750, f9— 4 H NDF #% 3% 0.1% £ 6. 6610,
158

B FAZHA T HEAIES., iTraxx BB A
SFMAE R A R ERF 12 AR E
128 & &,

BT &, T 6 BT K AT, A
10 X #H 15 k47, Bt 4. 21040, —KTH
E, AeEXeHS FALITH. RRE/ITH L
892020 3| MR A K 1510 E LA E
E290 &S (KAMA 304 E). E5KaA
ZH @, FE T RRS B, — AN
BwE 9T KFEL., EREHEBRIEKR 6 AN
MEREFTRT 2T T I EAAR 2017
HFAelE K 2015 F 2] 206y 3K A = ok SHAE
EFYBAFATHMGT @, —EFAMERE
oy Lakm L4, #E & T 4 & sk e Bk
5.75% .




@ sz I%R@FIO%

Focus: HK Bank subnotes — a fast growing
investment-grade bond sector

Until this year, HK-based banks have been
relatively quiet in issuing new G-3 bonds after
the start of the global financial crisis. As of the
end of last year, the outstanding amount of G-3
bonds issued by HK banks makes up only about
10% of the HK G-3 bond pool. This is in contrast
to other more developed markets, such as U.S.
and Europe, where bonds issued by banks and
other financial firms make up a significant
portion of the overall bond market (around
30%). Among these HK bank bonds, subordi-
nated notes make up about 60% of the total,
while the rest are senior notes.

Given the fact that subordinated debt borrow-
ings have been a popular way for banks
worldwide to raise capitals, the relatively low
utilization rate by HK banks in respect of this
funding vehicle simply illustrates the ample
room these banks still have to expand this
funding base. The recent surge of subnote is-
suance by HK banks could be the start of a new
trend.

The 5 recently-issued subnotes

There have been a total of 5 new subnote is-
suances from HK banks since the beginning of
this year (see Fig. 1). All are in the form of
10-year bullet maturity, lower tier 2 structure.
While most of the issuers are regular market
participants, some are new comers, including
Bank of China (HK) and Standard Chartered
Bank (HK). Both have raised a mega-sized LT2
bond. ICBC (Asia) is also expected to bring a
subnote to the market in the near future.

The drives behind the recent wave of LT2 sub-

B K B AR

Fixed Income Research

AR A: FBBRTRARMGE - SRRk
LB E ) R T

A AR BEARK B SR, Fba4RATA -3
0% T K a AL AT— A %, BRELFR,
W BB ARATEATH) -3 B PAT AR LY & B
C-3 B MIEATHE 10%, 40T, ik T
Kk ey & B ABMN F AT 9 L, AT e A ek
MM ZAT R ARG AT P S EZH (4
30% ), fEiXseARARATH) G-3 T TiE ATt KA
29 & 60%, &6 AHMRARMA.

BT R BARAT i © A B IABATIRAT O T
BT K, BB AT AT i 6 BARA R R A0
CAVE A RS R R R AL AR, ML R
B A AT R BAT Y EATHIE A3, THEILT —/A
AL B e 45

RILEATH 5 LKRB A%

QA A, HEBYBRITELITT 5 RAEML
(JUE 1), 4304 10 540 LT2 5k Bfi by R AAT.
BARLEP RSB RATAART R B REH,
fa 3 f R 2 — T GIA e F BARAT(E)
FaiBATHRAT (F8 ). XAFHEAEITT — 2R
KHAEE) LT2 A4, TRARAT (M) oA 2 AR

A K R ZAT R BAR

A BB A ARAT R AR KAT LT KRBt %k h
8. R EBAR RE L % s A BT R
20T R KR E ALK AL, AT

B 1: 2010 Sk 694RAT K AT49 LT2 X B A%/ Fig. 1: HK bank LT2 subnotes issued in 2010

¥F
i % EATA (BHERL)
Notes Issuer Amount
($mm)
BCHINA 5.55 20 BANK OF CHINA HK 2500
BNKEA 6.125 20 BANK OF EAST ASIA 600
CITIC BANK
KAWAH 6.875 20 INTERNATIONAL 500
DAHSIN 6.625 20 DAH SING BANK 225
STANDARD CHARTER
STANLN 5.875 20 BANK HK 750

2 HAa 28 K FENM S
Maturity Cpn Rating Bid price YTW
2/11/2020 5.55 A1/BBB+ 100.85 5.43
7/16/2020 6.125 A3/BBB+ 100.53 6.05
6/24/2020 6.875 Baa3/BBB 102.74 6.50
2/11/2020 6.625 Baal/BBB+ 103.91 6.08
6/24/2020 5.875 Al/A 102.41 5.55

TR BN, P4EFRR (20104 7 A 16 B4 ) / Source: Bloomberg, BOCI (Data as of 16 July 2010)
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debt issuance from HK banks are two layered.
The main drive, as usually the case for banks,
could be a need of replenishing capitals after a
period of fast loan growth. In the BOC (HK)
case, its loan growth reached 11.8% in 2009.
On average, HK retail bank’s loan growth was at
3.6% for the year. This loan growth was mostly
a manifestation of the red-hot HK property
market that has pushed the rapid growth of
development and mortgage loans. The other
drive is the V-shaped economic rebound in both
mainland China and HK that has pushed up
demand on trade-related bank financing.

On the technical side, strong investor demand
for quality paper issued from HK/China-related
names creates a favorable market for these
banks to tap, and BOC (HK) is a good example.
Limited bond supply from China’s SOE (state
owned enterprises) also makes the bonds from
BOC (HK), CITIC Bank and the potential future
issuer ICBC (Asia) attractive. These new comers
also give bond investors an incentive to par-
ticipate for diversification.

The near historic low of U.S. Treasury yields
also magnifies the spread value that a bank
subdebt offers to investors, while at the same
time gives issuers a window opportunity to lock
up some low-cost yet long-term funds.

Capital structure of HK banks

HK banks have always maintained a capital
adequacy ratio (CAR) well above the regulatory
required minimum of 8%. The 5 issuing banks
had CARs mostly in the 16.5% area as of Dec.
31, 2009, with Bank of East Asia is an exception
at 13.3% (see Fig. 2). Considering the 13.7%
CAR of HSBC, one of the better capitalized
western banks with substantial presence in
Asia and particularly in HK, we view these HK
banks are in stronger capital positions.

In the tiered structure of these banks’ capital
formation, their tier 1 capital ratios were be-
tween 9.4% and 11.91% (the ratios of their tier
2 capital component were therefore between
3.9% and 6.7%). As a comparison, HSBC’s tier 1
ratio was at 10.8%, which is comparable to
those of the HK banks, but its tier 2 ratio was at
2.9%, much lower than that of the HK banks. In
other words, HK banks’ excessive capital above
regulatory requirement comes most in the form
of tier 2 capitals based on the HSBC example.
Since the tier 2 capital is considered of lower
quality in terms of capital support to a bank’s
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4R E
BOCHK
(holdings)
W44k % / Fiscal year end
A7/ S&P A-
#1i4/ Moody's Al
& | Fitch A
W5HE (AT 8%5)
Financial highlights (HKS mm)
% F) B )X\ INet interest income 17,932
34 B ARA I INet fee and com- 6503
mission income ’
% & L\ [Total operating income 33,341
2 b % | /Operating expenses (12,141)
 p g . i
WKEWMEZE J/!ﬂ/Op'eratlng profit be 26,055
fore impairment
Bt K AR K E&-/Net impairment loss on (103)
loans
4 #)i8/Net income 160,788
& Pt Loan to customers 642,457
& P 53 /Customer deposits 842,321
& FAlTotal asset 1,212,791
E 2k £ /Key ratios
ik & FIROE 14.79%
P 72l s % IROA 1.19%
# 8 % [Net interest margin 1.69%
AR AP P /Cost-to-income ratio 36.41%
4 b /Customer loan-to-deposit ratio 76.27%
A% TR AR [Tier-1 ratio 11.64%
A $7ﬂ/i—?/Tota'l capital adequacy (REH
ratio
S o1 AL 2R . 0,
R ER m?/lmplilar:d loan % of total 0.34%

RTHAT  RHRAT  PEER  RITRIT (5B)
Bank of Dah Sing Citic Bank Standard Char-
East Asia Bank Int’l tered Bank (HK)
31-Dec-09
A- BBB+ NA NA
A2 A3 Baa2 A+
NA A- BBB+ Aa3
6,747 2,094 1,937 9,705
2,262 328 858 4,829
10,188 2,272 3,194 16,343
(6,129) (1,622) (1,594) (8,996)
4,059 651 1,599 7,347
(1,105) (392) (559) (901)
2,638 661 953 4,911
247,654 48,713 72,215 226,236
342,528 85,673 94,240 524,050
434,082 109,226 120,123 674,154
7.70% 6.13% 7.79% 12.67%
0.60% 0.61% 0.79% 0.73%
1.97% 2.44% 2.06% 1.85%
60.16% 71.39% 49.91% 55.04%
72.30% 56.86% 76.63% 43.17%
9.40% 9.80% 11.91% NA
13.30% 16.50% 16.44% NA
1.00% 1.01% 1.81% NA

TR A8 4RE. P4REFR/ Source: Company reports, BOCI

balance sheet, we think going forward that is-
suing more LT2 subnotes may not be the most
effective solution to beef up these HK banks’
capital strength. Considering the credit market
has recently shown signs of opening up to tier 1
capital securities, we would suggest HK banks
to use tier 1 hybrid bonds as additional funding
vehicles in their future plan for capital raising.
The recent new tier 1 issues from the banking
sector include the $S300mm HSBC 8% perp-NC5
and the 500mm euro Unicredit S.P.A. 9.375%
non-cumulative step-up.

IEAEATEA T R, AVEEBBATR
RERFAEA T RAFO AT X, RLFLAT
8 Tl frends: ILFHRATIMCEA. ZE8%EYS
F 1 T B E KA A, BB KAV BRAZ T4RAT 5
AR, F 8 9. 375 % a3 B 2 & R Rt frif 3 ey
T1 1%.

ARKF A

BT K ) B BARAT LT2 oy 3 e Aaxt i 2 &
1B R 2. RN GARTIES T AT R e fr 5 by
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Relative value comparison

There are some relative value points worth of
attention on these new HK bank LT2 debts. Our
relative value analysis is based on their com-
parisons with similar rated 10-year notes from
HK/China corporates, as well as among them-
selves.

Fig.3 plots the credit spreads (OAS) of a group
of 10-year HK/China bonds against their com-
posite credit ratings. Here we use the average
rating between Moody’s and S&P to represent
the composite rating of a bond (a single rating
is used when only one rating is available from
either Moody’s or S&P). The regression fit of all
the data points in Fig. 3 gives us a reference
fair value mark for these bonds.

At sector level, we are not surprised to see all
the bank papers trade cheaper to their corpo-
rate peers (except in the Noble Group case).
There are a number of reasons for this general
discount of bank subnotes. The large supply of
bank bonds in the credit market has always
pressured bank papers to be priced at a con-
cession. This bias becomes even more pro-
nounced since the global financial crisis when
Investor concerns on the banking sector has
depressed demand for bank papers. The sub-
ordination nature of these LT2 paper causes an
additional level of discount, as investors’
sponsorship on subdebts is generally less than
that on senior debts.

The Noble bond is an exception in the relative
value chart. We believe, since the credit is still
in a recovery state as its ratings just got up-
graded from junk to investment-grade in
Sep./Oct. last year, investors might still have
some reservations on the credit improvement.

Among the bank LT2 bonds themselves, Stan-
dard Chartered (HK) and Bank of East Asia ap-
pear to have cheaper relative values versus
their peers based on the fair value reference.
The cheapness of the SC(HK) LT2 paper may
have to do with its European connection as
investors view its parent as a European bank. In
reality, SC is now earns 81% of its pre-tax
revenue from Asia and around 20% from
HK/China and has become an Asian bank. In the
BNKEA case, the bond is the newest LT2 issue
issue among the group and its new issue dis-
count might have not been yet completely di-
gested by the market. (Analyst: Steve Wang)
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B 3: 7 B /&% R4 5ABRAT LT2 REAA £ ik
(#4%: #.%) /Fig. 3: Rating-based spread (OAS)
comparison (in bps): China/HK HG corporates vs. HK
bank LT2 subnotes
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CHINAM 7.125 18
250 - iy Wl
_- “ HUWHY5.75 19
200 T _ .7 AURNGs2520
SWIRES.5 19
150 e
100 - oaoco T

CHINLP 4.75 20

A+ A A- BBB+ BBB BBB-
FHEE: BHR. F4ERF (20104 7 A 16 B44E) /Source:

Bloomberg, BOCI (Data as of 16 July 2010)
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Listed Companies in this Report

Country Garden Holdings Co (2007.HK/HKD2.28, BUY)

Evergrande Real Estate Group Ltd (3333.HK/HKD2.49, BUY)

Gome Electrical Appliances Holdings Ltd (493.HK/HKD2.56, HOLD)
Bank of East Asia Ltd (23.HK/HKD4.52, HOLD)

Dah Sing Banking Group Ltd (2356.HK/HKD9.79, HOLD)

Standard Chartered PLC (2888.HK/HKD209.20, BUY)

BOC Hong Kong Ltd. (2388.HK/HKD18.68, BUY)

Prices as of 16 July 2010
All figures subject to rounding
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DISCLOSURE

The views expressed in this report accurately reflect the personal views of the analysts. Each analyst declares that
neither he/she nor his/her associate serves as an officer of nor has any financial interests in relation to the listed
corporation reviewed by the analyst. None of the listed corporations reviewed or any third party has provided or
agreed to provide any compensation or other benefits in connection with this report to any of the analysts, BOCI
Research Limited and BOCI Group. Member companies of BOCI Group confirm that they, whether individually or
as a group (i) do not own 1% or more financial interests in any of the listed corporations reviewed; (ii) are not in-
volved in any market making activities for any of the listed corporation reviewed; (iii) do not have any individual
employed by or associated with any member companies of BOCI Group serving as an officer of any of the listed
corporation reviewed; and (iv) have not had any investment banking relationship with Evergrande Real Estate

Group Ltd ,Bank of East Asia Ltd ,BOC Hong Kong Ltd. within the preceding 12 months.

Notwithstanding that BOCI Research Limited and BOC International Holdings Limited is a subsidiary of Bank of
China Ltd and affiliate of BOC Hong Kong Ltd, BOCI Research Limited and BOC International Holdings Limited have
no authority whatsoever to give any information or make any representation or warranty on behalf of Bank of

China Ltd and BOC Hong Kong Ltd.

This disclosure statement is made pursuant to paragraph 16 of the “Code of Conduct for Persons Licensed by or
Registered with the Securities and Futures Commission” and is updated as of 2 July 2010. Waiver has been ob-
tained by BOC International Holdings Limited from the Securities and Futures Commission of Hong Kong to dis-

close any interest the Bank of China Group may have in this research report.
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