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Corporates 

Walgreen, Express Scripts Pharmacy Agreement Is Credit Positive for Both 

Last Thursday, drugstore chain Walgreen Co. (A3 review for downgrade) and pharmacy-benefits 
manager Express Scripts Holding Company (Baa3 stable) said they had reached a multi-year pharmacy 
network agreement, after having allowed their contract to expire late last year. The agreement is credit 
positive for both companies and will help Walgreen recover lost business and Express Scripts broaden 
its pharmacy network. 

The agreement will allow consumers whose prescription-drug programs Express Scripts manages to fill 
their prescriptions at Walgreen pharmacies beginning 15 September. The arrangement will also give 
Walgreen the opportunity to win back the prescriptions covered by the Express Scripts’s contract that 
went to other pharmacies after the contract expired at year-end 2011. According to Walgreen, about 
85% of those prescriptions went to other pharmacies. Walgreen expects the benefits from the new 
agreement to be incremental over time. Furthermore, Walgreen will likely incur marketing and other 
costs as a part of its efforts to regain former customers.  

We will consider the potential effect of the new pharmacy-network agreement on Walgreen’s earnings 
in our review of its ratings, which results from its pending purchase of 45% of the equity of Alliance 
Boots (unrated) for $6.7 billion.1 The company will take on a sizable amount of additional debt to 
fund the purchase and has debt maturities beginning in 2014. 

The agreement is credit positive for Express Scripts because it expands the company’s pharmacy 
network and therefore reduces the risk of customer defections. Although Express Scripts did not cite a 
material loss of customers during the most recent selling season, we believe that customers seeking 
pharmacy-benefits management services generally prefer having a broad network of pharmacies for 
their members. Express Scripts acquired Medco Health Solutions, Inc.

Express Scripts and Walgreen have not disclosed the terms of the new contract, and it is too early to 
determine the effect on Express Scripts’ overall margins and profitability.  

 (Baa3 stable) on 2 April. 
Because Medco’s legacy contracts include Walgreen in its pharmacy networks, we expect this 
agreement will also ease the integration of Medco’s pharmacy-benefits management business and help 
Express Scripts retain Medco’s customers.  

 

  

                                                 
1  See Moody’s Places Walgreen’s A3 Senior Unsecured Rating on Review for Downgrade, 19 June 2012 and Walgreen’s Stake 

in Alliance Boots Cuts into its Credit Profile, 25 June 2012. 
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Olin’s Acquisition of K.A. Steel Chemicals Is Credit Positive 

Last Wednesday, Olin Corporation (Ba1 stable) said it had agreed to acquire K.A. Steel Chemicals Inc. 
(unrated) for $328 million in cash. The acquisition is credit positive because it will significantly expand 
the company’s business and increase cash flow. 

The deal will deepen Olin’s presence in caustic-soda distribution, increase its bleach capacity by 20%, 
broaden its customer base, and reduce freight and logistics costs. Furthermore, the company believes 
the transaction will provide a platform to expand its sales of other value-added chlor alkali derivatives, 
such as hydrochloric acid and potassium hydroxide. Olin expects to more than double its EBITDA 
over the next three years through synergies with K.A. Steel.  

The acquisition comes at a high price, however. Olin is paying a multiple of more than 10x K.A. 
Steel’s current EBITDA, which will initially weaken its net leverage and retained cash flow. But as Olin 
increases cash flow, the valuation multiple will decline to a more reasonable level. We do not expect 
any change to the company’s rating or outlook arising from the acquisition. 

Olin will initially finance the acquisition with a combination of balance sheet cash and revolver 
borrowings. After closing the deal, Olin plans to issue new senior unsecured notes to finance a portion 
of the purchase price. The companies expect to complete the transaction, which is subject to regulatory 
approval, by the end of the third quarter. 

Although Olin’s credit metrics will weaken at first, they will remain strong relative to its Ba1 rating, 
with pro forma net debt/EBITDA at 2x and retained cash flow/net debt at just under 30% (including 
our adjustments). We expect these ratios to improve over the next 18 months as the company realizes 
synergies from the acquisition and generates cash.  

Our stable outlook on Olin also assumes that the company will not pursue another sizable acquisition 
over the next 18 months so that it can demonstrate the successful integration of K.A. Steel and increase 
its balance sheet cash to prefund a portion of its next acquisition or large capital investment. 
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Cequel’s Sale to New Private Equity Sponsors Is Credit Negative  

Last Thursday, Cequel Communications Holdings, LLC (dba Suddenlink, B1 stable), said that its 
management team would partner with private-equity firms BC Partners and CPP Investment Board to 
purchase the company for $6.6 billion. The deal is credit negative for the cable broadband company 
because the incremental debt to fund the transaction will increase leverage.  

The deal is unlikely to trigger change-of-control provisions that would require Cequel to repay its debt 
because debtholders, when they lent to the company, agreed to an unusual provision that a sale of the 
company would not trigger a change of control if management remained.  

Cequel will take on an additional $500 million of debt, which will push its debt-to-EBITDA ratio to 
slightly over 6.0x from 5.8x for the trailing 12 months ended 31 March. We expect, however, that 
with continued EBITDA growth, leverage will decline to around 6.0x by the time the transaction 
closes, which the company expects will occur in the fourth quarter, and then fall below 6.0x during 
2013. That’s why we do not expect to change the company’s corporate family rating if the transaction 
occurs as the parties have proposed. 

Although we expect capital expenditures to remain substantial given Cequel’s investments for growth, 
particularly in its commercial business, we expect capital intensity to decline after Cequel concludes its 
network upgrade this year. Such a decline, together with the expiration of unprofitable interest-rate 
hedges, would offset the increased interest expense (which we estimate will be $40-$50 million 
annually) and increase free cash flow even with the incremental debt. 

We also expect a comparable, or potentially less aggressive, fiscal policy from the new owners compared 
with the existing sponsor group. Before this proposed buyout and including a $70 million distribution 
in May 2012, Cequel had distributed about $800 million of cash to its equity holders since January 
2011, representing 86% of the sponsors’ initial investment, and repaid approximately $125 million of 
preferred stock.  

The new private-equity sponsors just put cash into the company and don’t have immediate liquidity 
needs. Moderate cash distributions would not surprise us, but we expect the new owners to focus more 
on the growth of the company than pulling cash out of it over the next few years, potentially boosting 
the value of the company for lenders without increasing leverage. The company management, 
Goldman Sachs, and private-equity firms Quadrangle Group LLC and Oaktree Capital Management 
currently own Cequel. Its revenue was approximately $1.96 billion for the 12 months ended 31 
March. 
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Rovi’s Lower Revenue and Earnings Outlooks Are Credit Negative 

Last Tuesday, media technology company Rovi Corporation (Ba3 stable) slashed its projections for 
2012 adjusted pro forma revenue2 and earnings per share (EPS). The announcement is credit negative 
because cash flow generation in 2012 will be weaker than the company expected and will consequently 
delay the company meeting its leverage target of less than 4.0x (total debt to adjusted pro forma 
EBITDA) by first-quarter 2013. We expect leverage to be about 5.5x at first-quarter 2013, although 
on a net leverage basis we expect it will be approximately 1.9x owing to the company’s approximately 
$950 million of cash and investments.  

Rovi now expects revenue of $650-$680 million, down from its previous forecast of $755-$785 
million, and EPS of $1.60-$1.90, versus its previous estimate of $2.35-$2.65. Although we expect the 
lowered earnings outlook to result in a reduction of about $50-$60 million in operating cash flow in 
2012, Rovi should still generate free cash flow of about 10% of its total debt. However, given the 
company’s high leverage and that the majority of revenue growth is going to come from new growth 
initiatives, it’s important that management successfully executes its growth strategy in the next two to 
three quarters through the addition of new licensing agreements and growing revenues. Growth from 
new products is key to maintaining a credit profile consistent with Rovi’s Ba3 rating, while retaining 
adequate balance sheet flexibility to make acquisitions to broaden its technology portfolio.  

Excluding the legacy analog content security business, which is in a secular decline, we estimate Rovi’s 
2012 adjusted pro forma revenue will be flat year over year. The company’s previous revenue guidance 
in May incorporated its expectations that a stronger ramp-up of its key growth initiatives would more 
than offset the decline in its high-margin analog content protection revenue stream. The lowered 
revenue outlook reflects execution challenges in those growth initiatives, exacerbated by the weak 
macroeconomic environment and delays in signing new patent licensing agreements, including those 
from some new customers. 

The stability of Rovi’s service providers (SP) segment, which accounts for 43% of total adjusted pro 
forma revenue, remains critical to its credit profile because the company relies on this segment to generate 
stable cash flows that enable it to invest in new products. The segment derives recurring revenues from a 
large installed base of about 140 million licensed pay TV subscribers globally. The SP segment’s weaker 
growth prospects reflect delays in adding new licensees for its TV Everywhere solution and the slower-
than-expected rollout and deployment of its Total Guide solution for service providers.  

Rovi’s consumer electronics manufacturers segment, which is 46% of total adjusted pro forma revenue, 
is facing headwinds from weaker-than-expected shipments of connected devices such as flat screen TVs 
and Blu-ray players, consumer electronics manufacturers incorporating Rovi’s guide and DivX 
products into fewer devices, and slower activations by consumers of connected devices with embedded 
Rovi products.  

The diminished revenue and earnings outlook is credit negative but it won’t affect Rovi’s ratings for 
now because the company maintains robust liquidity, which provides a cushion to absorb slower-than-
expected deleveraging resulting from execution challenges in driving revenue growth from new growth 
initiatives. Also, we expect the company’s revenue to return to mid-single-digit growth rates in 2013. 
Technology and execution risks inherent in the company’s evolving digital media market and litigation 
risks inherent in the company’s business model underscore the need to maintain solid liquidity and 
conservative financial policies.   

                                                 
2  Adjusted pro forma revenue assumes the company’s combination with Sonic Solutions and its disposition of the Roxio 

software business both occurred on 1 January 2010. 
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Grupo Posadas’s Sale of South American Hotels Is Credit Positive  

Last Monday, Grupo Posadas, S.A.B. de C.V. (B3 negative) said it had agreed to sell its hotel business 
in South America to the French hotel group ACCOR, S.A. (unrated) for $275 million. The sale is 
credit positive because it will provide the company with a liquidity boost that will enable it to cover its 
debt maturities in 2013. 

With the sale of the South American business, Posadas will now operate almost entirely in Mexico. 
The Mexican hotel industry is recovering from the downturn in 2009, despite weak economic 
conditions in the US and Europe and continuing security concerns in the country that have kept some 
international visitors away. 

Proceeds of the sale will allow Posadas to meet a $216 million debt maturity in 2013. The company 
had just $33 million of cash against total debt of $475 million as of 31 March. Despite the breathing 
room it will gain with the sale, Posadas faces another significant maturity of $207 million in 2015. 
That hurdle will now be higher with the sale of its South America operations, which provided about 
14% of its total revenues and geographic diversification. Posadas’s operation in South America includes 
15 hotels and 2,656 rooms in Brazil, Argentina and Chile.  

Despite the loss of hotels and rooms in South America, Posadas will continue to operate 99 hotels and 
17,134 rooms in Mexico, and one hotel with 202 rooms in Texas. It also plans to expand its operation 
in Mexico by 29 hotels and 3,765 rooms during the next two years. Its brands in Mexico include the 
five-star Fiesta Americana, four-star Fiesta Inn, three-star One and a timeshare business called Vacation 
Club. 

Posadas will continue to benefit from the Mexican hotel industry’s recovery in occupancy rates, which 
have been improving from the 2009 trough even as total available rooms have crept higher (Exhibit 1).  

EXHIBIT 1 

Mexico’s Total Rooms and Occupancy Rate 

 
Source: Mexico’s Secretaría de Turismo 

 
In 2011, Mexico had 167.3 million domestic tourists, up 3.9% from 2010, and 75.7 million 
international visitors, down 7.6% during the same period, according to estimates from the government 
tourism office, Secretaría de Turismo. Domestic tourism has recovered steadily since the trough of 
2009, but international tourism has been on a multi-year decline (Exhibit 2), reflecting weak economic 
conditions in the US and Europe and security concerns in Mexico. Tourism is one of the most 
important industries in Mexico, representing close to 8% of GDP. 
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EXHIBIT 2 

Domestic and International Tourists in Mexico 

 
Source: Mexico’s Secretaría de Turismo 

 
Although international tourism in Mexico has declined, spending by international tourists has not. 
International tourists spent close to $11.9 billion in Mexico in 2011, according to government 
estimates, relatively in line with levels of the prior two years (Exhibit 3). In a positive sign, for the five 
months ended 31 May, international tourists spent $5.6 billion, a 5.6% increase over the year-ago 
period.  

EXHIBIT 3 

International Tourists’ Spending in Mexico 

 
Source: Mexico’s Secretaría de Turismo 
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GlaxoSmithKline’s Acquisition of Human Genome Sciences Is Credit Negative  

Last Monday, GlaxoSmithKline (GSK, A1 stable) sealed a deal to acquire its longtime partner Human 
Genome Sciences Inc (HGSI, unrated) after raising its offer for the US biotech company to $3 billion 
from the $2.6 billion it offered in April. The proposed transaction, which GSK will finance with debt 
and/or cash, is credit negative for GSK because it comes at a time when the group is facing other 
significant cash calls in 2012 that will weaken its finances. 

Litigation payments combined with share repurchases are already consuming a sizable amount of 
GSK’s cash. Indeed, this year GSK intends to repurchase £2.0-£2.5 billion ($3.1-$3.9 billion) worth of 
shares, including £450 million ($704 million) of share buybacks that it will fund with net disposal 
proceeds. In addition, GSK spent $3 billion this month to settle an investigation by US Attorney’s 
Office for the District of Colorado into the group’s US sales and marketing practices and additional 
settlements for product-liability claims relating to Avandia, a drug that treats type 2 diabetes.  

The acquisition of HGSI will further crimp cash flows and weigh on GSK’s financial profile. For the 
next couple of years after the acquisition, we expect cash flow from operations/debt and cash/debt to 
be, on average, below our targets for an A1 rating of more than 40% and of around 30%, respectively. 

The strategic benefit of the transaction is clear: the acquisition would give GSK full control over 
HGSI’s advanced drugs pipeline. GSK has been in partnership with HGSI for many years and 
currently has in-licensing contracts in place for three molecules. These comprise Benlysta, a treatment 
for lupus that launched in both the US and the European Union in 2011 (GSK booked £15 million in 
revenues3 from the drug last year), Albiglutide, a treatment for diabetes, and Darapladib, a treatment 
for atherosclerosis, both of which are in phase III trials. However, it is unclear how much these two 
pipeline drugs will eventually contribute to GSK’s future cash generation because the companies 
haven’t submitted them for regulatory approval. 

In the case of Albiglutide, studies of which are the most advanced of the two, we expect the company 
to file for regulatory approval in the US and Europe in early 2013, with a possible launch in early 
2014. If regulators were to approve Albiglutide, which is a glucagon-like peptide-1 (GLP-1) receptor 
agonist, it will enter an already competitive market. Albiglutide’s efficacy is weaker than those of some 
existing treatments on the market, such as Novo Nordisk A/S’s (A2 positive) Victoza, but its 
gastrointestinal tolerability is relatively better. In addition, Albiglutide’s once-weekly administration is 
convenient, although a once-weekly GLP-1 already exists on the market (Amylin’s Bydureon), likely 
making Albiglutide more of a niche product. 

The deal concludes a months-long pursuit of HGSI by GSK. In April, HGSI’s board rejected GSK’s 
initial offer of $13.00 per share, saying the total consideration of $2.6 billion was “inadequate.” Under 
the terms of the current agreement, which both companies’ boards have approved, GSK has increased 
its offer to $14.25 per share in cash, a total consideration of $3.0 billion, net of cash and debt. GSK 
anticipates that it will derive at least $200 million in cost synergies related to this acquisition by 2015. 

Although the acquisition is credit negative, there will be no immediate effect on GSK’s A1 long-term 
ratings and stable outlook. However, GSK’s positioning in its rating category will be weak following 
the transaction, leaving the group with very limited headroom for further acquisitions and share 
buybacks.   

                                                 
3  GSK’s turnover of £15 million for Benlysta in 2011 reflects the share of gross profit in the US and total sales in all other 

markets. 
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Disposal Tax on Vehicles Imported to Russia Is Credit Positive for Russian 
Automakers 

Last Monday, the State Duma, the Russian parliament’s lower chamber, approved a car disposal tax on 
new and used cars and trucks imported into the country. The tax is credit positive for domestic 
automakers as the tax will counteract the effects of an upcoming reduction of import duties on vehicles 
that accompanies Russia’s recent accession to the World Trade Organization. Domestic automakers 
that will benefit from the tax include OAO KamAZ (unrated), OAO AvtoVAZ (unrated) and Gaz 
Group (unrated).  

The tax will immediately help domestic producers avoid the declines in revenue, EBITDA, 
profitability and cash flow that we predict will otherwise occur as a result of the reduction of the 
import duties.4 

Under the new law, the government will impose a tax on any means of transport imported to Russia 
starting in August. Although the government will determine the precise rates on 1 August, the Ministry 
for Industry and Trade and the Economic Development Ministry forecast that the basic rate would be 
RUB20,000-RUB45,000 ($612-$1,375) for a new passenger car and RUB150,000-RUB400,000 
($4,584-$12,225) for new trucks. The Economic Development Ministry also said that the rates for 
used cars could be four times higher than the new car rates.  

The proposed tax will compensate for the upcoming reduction of import duties and even make some 
types of vehicles more expensive. For example, duties on a new passenger car imported from China for 
$10,000 would decrease by around $500 in 2012, but the new imposed tax would be $612, wiping 
away the benefit from lower duties. For light commercial trucks costing $40,000, a tax of $4,584 
would erase duty savings of $4,000 in 2013. 

We expect the new tax to benefit AvtoVAZ, the largest state-controlled domestic car producer with 
23% of the domestic passenger car market, because it will make it economically inefficient for 
consumers to import used cars older than five years, whose price point is approximately equal to that of 
AvtoVAZ’s new cars. That will help cushion what we expected, in the absence of the new tax, to be a 
20% drop in demand for its cars because of the lower duty. 

Truck producer OAO KamAZ forecasted in March that its revenue growth would drop to 9% in 2012 
from 45% in 2011, and cited WTO accession as one of the reasons. GAZ Group, another Russian 
producer of light trucks, buses and cars, said in March it might lose up to $100-$120 million in 
revenue in 2012-13, and up to $130 million in 2014, owing in part to lower duties for passenger 
buses. 

The introduction of the car disposal tax may be the first step by the Russian government to protect 
domestic producers from revenue and profitability losses following its accession to the WTO. Recently, 
Vladimir Gutenev, first deputy chairman of the Duma’s Committee for Industry, said Russia may soon 
introduce a disposal tax for agricultural, construction and timber harvesting machinery. WTO 
accession would likely hurt these domestic industries. Therefore, introducing a new tax would support 
them.  

  

                                                 
4  See Russia’s WTO Membership Will Lead to Winners and Losers Among Domestic Non-Financial Corporates, 14 March 

2012. 
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Ardagh Packaging’s Acquisition of Anchor Glass Is Credit Negative 

Last Tuesday, Ardagh Packaging Group plc

This transaction is indicative of the aggressive financial policy that Ardagh is pursuing to transform 
itself into one of the leading rigid packaging companies globally. Ardagh has already made a string of 
debt-funded acquisitions in less than two years, significantly increasing its financial leverage and its 
debt/EBITDA ratio to 6.8x before the latest transaction. Assuming the Anchor deal goes ahead, 
Ardagh’s debt load (as adjusted by us) will increase to €4.7 billion ($5.8 billion) on a pro forma basis, 
up from €1.3 billion ($1.6 billion) as of September 2010. Still, we do not expect the Anchor 
acquisition to further weaken Ardagh’s debt protection metrics because the transaction multiple of 
about 6.0x Anchor’s 2011 EBITDA is slightly lower than Ardagh’s current leverage.  

 (B2 negative), a leading European producer of glass and 
metal containers, said it had agreed to acquire US-based glass container producer Anchor Glass 
(unrated) for a total enterprise value of $880 million on a debt-free basis. The transaction is credit 
negative for Ardagh because it will increase the group’s debt load and reduce its financial flexibility at a 
time when sluggish demand and higher input costs are harming the profitability of its existing business. 
Consequently, following the announcement, we changed the outlook on Ardagh’s rating to negative 
from stable.  

Nevertheless, the incremental debt load could prevent Ardagh from meaningfully reducing leverage 
because the profitability of the group’s existing operations has weakened owing to the challenging 
macroeconomic situation in Europe. Against this backdrop, we had expected Ardagh to concentrate on 
improving profitability in its existing business by focusing on integrating prior acquisitions and 
restructuring its metal operations. Incorporating Anchor will add a further degree of complexity to the 
business when the existing operations already require significant management attention. In addition, 
we believe the synergy potential from the acquisition is modest because of the negligible direct overlap 
between the two businesses that could generate savings at the operational level. 

The acquisition of Anchor is moderately accretive to Ardagh’s business profile, raising Ardagh’s share 
of the US glass container market to around 25% (including its existing Leone business) and also 
increasing the scale and diversification of the business. Anchor will add approximately 20% to Ardagh’s 
existing group sales and about 40% to its existing glass operations. Furthermore, the transaction will be 
margin accretive as Anchor has higher profit margins than those of the Ardagh group as a whole.  

Strategically, the transaction is in line with Ardagh’s aim to expand into businesses that have stable 
end-customer demand. Anchor is the third-largest producer of glass containers in the US, with sales 
largely to customers in the food and beverage sectors, which are largely non-discretionary items. The 
US and European glass container market is highly consolidated with the top three producers 
accounting for about 80%-90%. We expect that Ardagh will be able to leverage its position with 
existing clients, as it can now serve them both in Europe and the US. 
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Chinese Developers’ Recent Land Acquisitions Are Credit Negative 

Last Tuesday, Kaisa Group Holdings Ltd (B1 negative) announced land acquisitions in the city of 
Dalian for a total consideration of RMB814 million, and Central China Real Estate Limited (Ba3 
stable) announced land acquisitions in the Henan province for a total consideration of RMB312 
million. Combined with their other land purchases so far this year, the two developers have together 
spent around RMB3.3 billion, a size we consider material for them. The purchases are credit negative 
for both issuers because using their cash on hand or bank funding diminishes their liquidity in an 
uncertain operating environment, which overwhelms the benefits they would reap from developing 
their economies of scale.  

Kaisa’s land acquisition in Dalian poses more negative credit implications than Central China’s 
acquisition in Henan.  

Kaisa, based in Shenzhen, has an established market position in southern China. In recent years it has 
rapidly extended its footprint to other major cities in northern, western and central China to diversify 
its operations. Given its short track record in developing commercial projects in Dalian, the land 
acquisition there will raise the developer’s business and execution risks. In contrast, Central China is 
based in Henan and has a long track record of operating in the province, where property markets are 
relatively stable because of growing housing demand. Its land acquisition in Henan will reinforce its 
market-leading position there, although it will also increase its concentration risk.  

Kaisa’s liquidity is more adversely affected by these transactions than Central China’s. The aggregate 
land acquisitions year to date represents 53% of Kaisa’s cash balance of RMB4.486 billion and 23% of 
Central China’s cash balance of RMB3.908 billion as of December 2011. Under a stress scenario, 
Kaisa would be more vulnerable to liquidity stress than Central China because of its relatively large 
committed land payments. We expect Kaisa would have to raise additional borrowings to maintain an 
adequate cash buffer of RMB3.5-RMB4.5 billion against an uncertain operating environment. Such an 
increase in borrowing would increase the risk of breaching financial covenants and raise the already 
high level of debt capitalization ratio above 55%. In contrast, Central China’s liquidity level is 
healthier and its need for additional borrowing is lower.  

Contracted sales for both have picked up recently owing to improved market sentiment. Kaisa’s 
contracted sales were RMB6.5 billion in the first half, up 44% year on year, and Central China’s were 
RMB5.1 billion, up 14% year on year. But Kaisa’s first-half contracted sales are only around 39% of its 
full-year sales target, compared with around 57% for Central China. Any slowdown in cash collection 
or contracted sales in the second half would exacerbate Kaisa’s need for additional financing.  

Although land prices have not declined but remained stable, developers have been active buyers. For 
example, Yuzhou Properties Company Limited (B1 stable) acquired land plots in Hefei and Tianjin in 
July, while Longfor Properties Co. Ltd (Ba2 stable), Evergrande Real Estate Group Limited (B1 
negative) and Agile Property Holdings Limited (Ba2 stable) actively acquired land in the first half of 
the year.  

The developers’ purchase and risk appetites reflect their expectation that a recent rebound in sales in 
China’s property market will continue (see exhibit). Despite government officials’ reiteration of strict 
real estate policies remaining in place, they have not yet tightened existing restrictions to prevent the 
latest round of increase in real estate activity.  

More accommodative monetary policies following recent cuts in interest rates and a relaxation of 
required reserve ratios have lowered developers’ borrowing costs and supported liquidity, making them 
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more willing to expand their operations lest they miss opportunities to benefit from a sustained 
recovery in China’s property market.  

Year-Over-Year Change in China Property Sales 

 
Source: National Bureau of Statistics of China, Company announcements 
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Strong Auto Sales in Indonesia Are Credit Positive for Jardine 

Last Wednesday, the Association of Indonesian Automotive Industries (Gaikindo) announced that 
June sales of new vehicles in Indonesia were 101,743, a 45% increase from a year earlier. That figure 
was also 6.5% higher than May sales, and contributed to a nearly 30% year-over-year increase in year-
to-date sales of 535,263. Leading the sales were Toyota and Daihatsu, for which PT Astra 
International (unrated) is the sole distribution agent in Indonesia. The sales increase is credit positive 
for Jardine Strategic Holdings Limited (A3 stable) because Astra, of which Jardine owns 50.1%, is a 
key subsidiary and is the group’s largest profit contributor. In 2011, Astra contributed 37% of Jardine 
Group’s total underlying profits.  

Driven by the country’s steady economic growth, booming middle class and low interest rates, auto 
sales in Indonesia increased to a record 894,164 units in 2011 from 483,548 units in 2009 (Exhibit 1).  

EXHIBIT 1 

Indonesia’s Monthly New Vehicle Sales (2009-12) 

 
Source: Association of Indonesian Automotive Industries 

 
According to Gaikindo, Toyota Astra Motor, Astra International’s 51% joint venture with Toyota 
Motor Corporation (Aa3 negative), was the market leader based on total sales, with sales in the first 
half of 2012 topping 202,519 units, or 37.8% of all sales. Meanwhile, Astra Daihatsu Motor, of which 
Astra owns 32%, was second with total sales of 80,956. In total, Toyota Astra Motor and Astra 
Daihatsu Motor accounted for 53% of all new vehicle sales in the first half of 2012, giving Astra a 
commanding market position in Indonesia.  

Benefiting from such strong market fundamentals, Astra’s financials have improved markedly over the 
past few years. Astra’s automotive division’s operating income grew 47% to IDR2,871 billion in 2011 
from IDR1,953 billion in 2009. During the same period, Astra’s contribution to Jardine’s underlying 
profit climbed to 37% from 25% (Exhibit 2).  
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EXHIBIT 2 

Astra’s Underlying Profit and Profit Contribution to Jardine 

 
Source: Astra International 2009-11 annual reports, Jardine Matheson Group 2009-11 annual reports. 

 
Ever since Jardine acquired Astra in 2005, it has grown increasingly important to Jardine, both in 
terms of strategic value and profits. As the largest profit contributor among all of the group’s 
subsidiaries, Astra has significant influence on Jardine’s overall credit profile and its performance has 
helped the group maintain strong financial metrics. As of December 2011, Jardine’s adjusted 
debt/EBITDA was 1.8x, while its funds from operations interest coverage was 11.0x, both of which 
were among the highest in its rating category. 

Although we expect Indonesia’s recently imposed higher down payments of 25%-30% on cars to 
slightly temper new car demand, the country’s improving economy portends a robust market. 
Furthermore, even if demand slips as a result of higher down payments, we expect the effects to be less 
pronounced for Astra because its products target a mass audience.  
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Fortescue’s Cost Overruns and Debt-Raising Plans Are Credit Negative 

Last Tuesday, Fortescue Metals Group Ltd. (Ba3 positive) announced that the cost of expanding its 
iron ore production capacity would be $600 million, or 7%, higher than its previously announced 
expansion budget of $8.4 billion. The company also announced that it would likely borrow up to $1 
billion to cover the overrun and provide additional liquidity. The project cost overrun is credit negative 
for Fortescue, as it requires additional debt and reflects an increase in the challenges of executing its 
major expansion plans, which involve almost tripling current production to 155 million tons per 
annum (mtpa) from 55 mtpa.  

The $1 billion of additional debt will raise Fortescue’s ratio of debt to EBITDA for the fiscal year 
ending on 30 June 2013 to the mid-to-high 2x range from 2.0x-2.4x, assuming the company finishes 
the project on schedule in June 2013 and that the realized price of iron ore is $115-$125 per tonne.  

Although Fortescue’s credit profile has benefited from solid iron ore prices over the past two years, the 
cost overrun will be a credit challenge, not only because of the resulting increase in financial leverage 
but also because it raises uncertainty about its ability to complete the project within the revised budget. 

The cost overrun also comes at a time when iron ore prices are soft and the company’s margins per 
tonne of iron ore are falling. As shown in Exhibit 1, the realized iron ore price is down around 23% 
from a high of around $162 per tonne in the company’s fiscal 2011 third quarter, despite the cash 
production cost being steady, which combine to constrict margins. However, as Exhibit 2 shows, we 
expect the company’s sharp increase in shipments will generate higher cash flow, although margins will 
likely be lower. 

EXHIBIT 1 

Iron Ore Price and Fortescue’s Cost per Tonne 

 
Source: Company quarterly production reports  
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EXHIBIT 2 

Fortescue’s Quarterly Iron Ore Shipments 

 
Source: Company quarterly production reports 

 
Fortescue has said that the expansion project remains on schedule to reach a run-rate production of 95 
mtpa by the end of 2012, and 155 mtpa by June 2013. 

The cost overrun highlights the execution challenges faced by companies embarking on large-scale 
expansions and new projects, especially in resource-rich Western Australia and in the liquefied natural 
gas sector. As Australia’s massive pipeline of resources projects ramp up development, we expect the 
already intense competition for skilled labor, material and equipment to increase, thereby increasing 
the risk of cost overruns and schedule delays. 

Fortescue’s overrun includes a $500 million increase at the green field Solomon hub, owing mainly to 
changes to the design and scope of the two ore processing facilities. In addition, the cost of a previously 
announced expansion of rail lines and ports each rose by $100 million. However, those cost increases 
were partially offset by a $100 million decline in the project cost to increase production to 95 mtpa at 
the brown field Chichester hub. 
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Infrastructure 

Korea’s Limit on Power Tariff Increase Is Credit Negative for KEPCO 

Last Thursday, Korea’s Ministry of Knowledge Economy (MKE) officially informed majority-state-
owned utility Korea Electric Power Corporation (KEPCO, A1 stable) that it would not allow KEPCO 
to raise tariffs by more than 5% this year, far less than the 16.8% increase the firm requested on 10 
July. MKE’s decision is credit negative for KEPCO, making it more difficult for the firm to absorb fuel 
cost hikes and pay for necessary capital expenditures (capex) to build new power facilities. 

KEPCO’s initial request for an annual tariff hike of 16.8% included a 6.1% adjustment under the 
automatic cost pass-through tariff mechanism. The requested 16.8% tariff increase would have enabled 
the company to cover rising fuel prices and recoup losses recognized over the past few years. In the first 
five months of 2012, KEPCO’s total fuel costs increased 11.2% year on year, more than double the 
maximum 5% tariff increase that MKE is allowing. 

In response to KEPCO’s request, the government directed the utility to cut its costs before it could 
obtain an approval for any tariff hike this year. In contrast to the government’s prior responses, this 
latest one was a more specific and formal requirement that the increases be less than 5%. 

MKE’s position also shows that the government has no intention of allowing an automatic mechanism 
to fully pass through the utility’s fuel costs to businesses and consumers. The Finance Ministry joined 
MKE in opposing any annual tariff hike beyond 5% to minimize cost-push inflation in other sectors 
(e.g., manufacturing) and to support low-income household budgets. 

Inadequate tariff adjustments will hinder improvement in KEPCO’s weakened financial profile, which 
may worsen if fuel costs continue to rise without corresponding tariff increases. KEPCO’s inability to 
recover costs negatively affects its credit profile. We expect the suppressed tariffs, together with 
increasing capex, to exacerbate KEPCO’s negative free cash flow to more than KRW9.0 trillion per 
year over the next one to two years, from KRW6.5 trillion in 2011. 

The lack of an automatic cost-pass-through mechanism has been a key weakness in KEPCO’s credit 
profile because uncertainty in recouping costs has led to volatility in the firm’s financial performance 
and consecutive net losses from 2007 through 2011. Moreover, we expect KEPCO to continue its 
heavy reliance on debt to pay for its increasing capex, which the company needs to address Korea’s 
currently tight electricity supply. Korea’s power reserve margins are a very low 5%-6%. 

The exhibit below shows KEPCO’s volatile and weakened performance for five years through 2011, 
and its persistently insufficient retained cash flow to fund capex. 
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KEPCO’s Financial Performance (2007-11) 

 
Source: KEPCO, Moody’s 

 
KEPCO’s ratio of retained cash flow (RCF) to debt plummeted to 8.8% in 2011 from well above 25% 
before 2008. Its ratio of funds from operations (FFO) to interest plummeted to 2.7x from more than 
9x.  

We expect KEPCO’s RCF/debt to stay below 10% and FFO/interest to remain below 3x in 2013, 
reflecting the continued likelihood that allowable tariff increases will be insufficient to cover costs and 
the lack of any governmental plans to implement an automatic cost-pass-through mechanism for 
adjusting electricity tariffs.  
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Banks 

A New ECB Stance on Burden-Sharing Would Be Credit Negative for Senior Bank 
Creditors 

Last Tuesday, European Central Bank (ECB) President Mario Draghi classified the question of 
whether senior bondholders should share the costs of future bank bailouts as “evolving at the European 
level,” according to an ECB announcement.5 Other media reports in recent days quote senior ECB 
officials as more directly stating that the ECB’s stance has relaxed from its prior strong opposition to 
imposing losses on senior bondholders of banks that receive government support. Such a shift by the 
ECB would be credit negative for senior bondholders of euro area banks, particularly weak ones that 
may require government support.  

The ECB does not have authority to impose losses on senior bondholders of a bank receiving 
government bailouts, but a relaxed stance by the central bank would weaken one obstacle to national 
authorities doing so. The ECB’s opinion carries weight because the banking systems of stressed euro 
area states rely heavily on ECB funds. Indeed, the Irish government dropped its plan to impose losses 
on senior bondholders of Irish banks after consulting with the ECB. 

The recent signals from the ECB may indicate the start of a broader shift in authorities’ response to the 
ongoing European sovereign and bank crisis away from protecting senior bank bondholders at all costs 
and towards balancing that goal with protecting governments’ finances. The signals come at a time 
when the European Council has put forth the ECB as a key player in the future supervision of 
European banks.6 Another step in the same direction is the introduction of bank resolution regimes in 
many countries, and, prospectively, at the European Union (EU) level, that allow for the imposition of 
losses on all (including senior) creditor classes outside liquidation.7  

To date, the cost of bank bailouts in the euro area has largely been borne by governments, and thus 
taxpayers, as well as by holders of equity and subordinated debt instruments. Senior bank creditors 
generally have been fully supported, with a few notable exceptions, such as two cases in Denmark. The 
policy of fully supporting senior bank bondholders sought to preserve investor confidence and financial 
stability by avoiding large, disruptive bank failures. However, the actual and potential costs of bank 
recapitalizations have stretched the financial resources of several euro area sovereigns and weakened 
their creditworthiness, one reason why Europe’s sovereign and banking crisis persists.  

The desire to share the cost of future bank bailouts with senior bondholders reflects, among other 
things, the authorities’ desire to weaken the link between banking sector problems and sovereign 
creditworthiness. Governments can reduce their burden by forcing senior bondholders to bear more of 
the cost of bank recapitalizations. So far, however, governments have rarely done so out of fear that 
more bank bailouts will become necessary if investors shy further away from holding bank bonds 
because of their reluctance to sustain losses in a bailout. The apparent change in the ECB’s stance may 
reflect the fact that, in practice, investors are already shying away from senior bonds of many banks, as 
reflected by the low recent level of euro area bank debt issuance following a, partly seasonal, first-
quarter bounce (see exhibit). 

                                                 
5  The statement is quoted in Bloomberg, Draghi Says Senior Bondholder Burden-Sharing Issue Evolving, 18 July 2012. 
6  See European Council: Euro Area Summit Statement, 29 June 2012. 
7  Referred to as “bail-in” in the EU Framework for Bank Recovery and Resolution, June 2012. 
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Euro Area Bank Wholesale Debt Issuance 

 
Note: Unsecured issuance (mostly senior long-term debt), excluding covered bonds, of euro area banks as of 12 July 2012. 
Source: Moody’s Investors Service and Bloomberg 

 
Although the practical implications of Mr. Draghi’s remarks are unclear, a more relaxed stance 
increases the likelihood of more senior bondholder losses in future bank bailouts, particularly for 
smaller, less complex banks that can be wound down with limited risk to the financial system. 

The Spanish government’s current recapitalization plan forecasts losses only for subordinated creditors, 
not senior ones.8 Furthermore, in many countries, including Spain, there are legal obstacles to 
imposing losses on senior creditors outside liquidation. At this stage, the EU-wide bail-in and 
resolution framework is only a proposal and only provides guidance for national law. However, 
examples such as the imposition of losses on subordinated creditors in Ireland show that lawmakers can 
overcome legal obstacles.  

 

  

                                                 
8  See Spanish Banks Restructuring Plan Is Credit Negative for Junior Bondholders, 16 July 2012. 
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US Senate Report Findings Are Credit Negative For HSBC 

Last Tuesday, HSBC Holdings plc (Aa3 negative) management, including David Bagley, the head of 
group compliance, and Paul Thurston, the chief executive of retail banking and wealth management, 
appeared before the US Senate Permanent Subcommittee on Investigations (PSI) to answer questions 
on a wide range of compliance failures over several years. The PSI’s report, titled “US Vulnerabilities to 
Money Laundering, Drugs and Terrorist Financing,” and published the day before, cited many of 
HSBC’s failures in a detailed case history on control failures. The PSI’s findings are credit negative for 
HSBC, its reputation and potentially for its future activities in the US.  

If HSBC fails to improve its compliance problems in accordance with any agreement it makes with US 
authorities, it could face restrictions on its activities in the country, which is a crucial hub for the 
group’s international activities (net operating income from North America, including Canada, was 
22% of total net operating income in 2011). 

According to the PSI report, HSBC had extremely poor controls in place and failed to sufficiently 
improve them even after US authorities issued both warnings in 2003 and a cease and desist order in 
2010 for severe deficiencies in anti-money laundering.  

Although the Department of Justice has yet to impose a specific fine, it is unlikely to be large enough 
to have significant negative credit implications for HSBC Holdings, which reported pretax earnings 
(adjusted for fair value of own debt) of $17.9 billion in 2011. 

Since 2011, HSBC has made significant further investments in anti-money laundering and 
compliance. Moreover, to address the past pattern of control failures, HSBC has been altering its 
business model to give greater authority and responsibility to global businesses and functions and less 
responsibility to regional and country heads. However, this is a departure from HSBC’s long-
established business model and we question how quickly and successfully it will fully embed the new 
approach. 

The PSI report covers events that occurred from 2001 to 2010, during which time HSBC acquired a 
Mexican bank and rapidly expanded its Mexican operations, apparently without sufficient investment 
in compliance infrastructure. The higher-risk operating environment in Mexico was not fully 
recognised across the group and HSBC Bank USA, N.A.

The PSI report also has negative credit implications more broadly for large, complex global banks. A 
number of large banks have previously been subject to fines or prosecution in relation to Office of 
Foreign Assets Control violations, including 

 (A1 stable; C/a3 negative)9 carried out a high 
number of transactions with the group’s Mexican subsidiary, HSBC Mexico N.A. (Baa1 stable; C-
/baa1 stable) on the back of poor controls and the erroneous assumption that it was a low-risk 
counterparty. In addition to the money laundering problems, parts of the HSBC group were involved 
in activities designed to circumvent prohibitions from the US Office of Foreign Assets Control 
regarding engaging with terrorists, drug traffickers and rogue jurisdictions, including numerous 
transactions with Iranian counterparties. 

ING Bank N.V, Barclays plc, ABN AMRO Bank 
N.V., Credit Suisse AG and Australia and New Zealand Banking Grp. Ltd. between 2009 and 2012. 
We see the challenges of managing these businesses and the costs of complying with tough 
international regulations, as well as potential fines for compliance shortfalls or failures, as negative 
credit factors for these firms.   

                                                 
9  The bank ratings shown in this article are the bank’s deposit rating, its standalone financial strength rating/baseline credit 

assessment, and the corresponding rating outlooks. 
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State Street Chooses to Leverage Up When Capital Rules Remain Uncertain, a 
Credit Negative 

Last Tuesday, State Street Corporation (A1 stable)10 announced that it would acquire Goldman Sachs’s 
hedge-fund administration business in a $550 million cash transaction that the companies expect to 
close in the fourth quarter of 2012. Although the acquisition makes strategic sense, it is credit negative 
because it reduces State Street’s capital under both the current rules and, more importantly, under the 
proposed Basel III regulatory framework outlined by US regulators last month. 

The acquisition deepens State Street’s already large global asset-under-administration business. It also 
continues the consolidation of the broader global custody business, of which State Street is a major 
benefactor.  

Regardless of the transaction’s strategic benefits, the cash financing of the acquisition increases State 
Street’s leverage. Furthermore, the increased leverage comes at a time when we project that State 
Street’s comparatively high capital standing will fall under the proposed Basel III regulatory framework 
outlined by US regulators in a 7 June notice of proposed rulemaking (NPR). 

Under the current Basel I regulatory framework, State Street’s benchmark Tier 1 common ratio was a 
very high 17.9% as of 30 June, and under the previous Basel III framework, the company’s ratio was 
also a comparatively high 12.7%. However, under the Basel III framework proposed in the NPR, State 
Street’s Tier 1 common ratio estimate falls to 9.8%. On a pro forma basis, including the Goldman 
Sachs acquisition, that ratio would fall to near 9%, well below the 10% Basel III floor that 
management has set for itself.  

Moreover, State Street’s comparatively large holding of highly rated securities is becoming more 
problematic under the Basel III framework. Under that framework, State Street will have to 
incorporate into its regulatory capital swings in the value of its securities that are available for sale, 
creating more capital volatility. Meanwhile, in its quarterly call with investors, State Street’s 
management said that under the proposed NPR, it would have to increase the risk weightings for 
higher quality securities.  

In the same call, management highlighted that the NPR is only a proposal and that the final rules may 
change. Regardless, management added that State Street would take steps to restore its capital ratio to 
the current level by the time the rules go into effect in 2015.  

The second-quarter US bank earnings season highlighted that State Street may not have the luxury of 
time. In banks’ quarterly calls, investors focused on how banks now stand under the proposed NPR 
guidelines. State Street’s action to leverage its balance sheet by making a sizable cash acquisition 
exacerbated its slippage under those proposed guidelines.  

 

  

                                                 
10  Holding company senior debt and outlook. 
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Denmark’s Refined Impairment Rules Are Credit Positive for Danish Banks 

Last Tuesday, Jyske Bank A/S (Baa1 stable; C-/baa2 stable)11 reported a DKK209 million (€28.1 
million) net loss during the first half of 2012, reflecting increased provisioning as a result of tighter 
regulatory rules that Denmark introduced in April. We expect to see the effects of increased 
provisioning in the first-half results of most Danish banks, and view the refined impairment regulation 
as credit positive because it increases banks’ reserves against loan losses and improves the transparency 
of banks’ asset quality. 

The Danish government’s regulatory tightening mainly affects real estate lending, clarifying when 
exposures are subject to impairment, and providing rules that determine the impairment amount. 
Those rules include a provision that the fair value of a property is the price at which an independent 
buyer would purchase it within a maximum of six months.  

The Danish Financial Services Authority reports that real estate lending constituted 12% of Danish 
banks’ loan portfolios at year-end 2011. The sector has been characterised by higher provisioning, and 
accounted for 22% of banks’ total loan-by-loan determined impairments. Also, a number of bank 
failures, including Sparekassen Ostjylland (unrated), which collapsed in April, were related to property 
lending. 

These increased impairments reflect a drop in property prices: business property prices declined 23% 
between first-quarter 2010 and first-quarter 2012, according to Statistics Denmark. We do not expect 
this decline to reverse in the near future, as office vacancies reached 9.2% in April, the highest level 
since the Danish Association of Chartered Estate Agents began publishing such data in 1988.  

Some banks have made specific announcements with regards to the tightened regulations. In addition 
to Jyske Bank, Spar Nord Bank A/S (Baa3 negative; D+/baa3 negative) on 6 July indicated that it 
expected impairments in the second quarter to be double those of the first quarter. Other banks, such 
as Sydbank A/S (Baa1 stable; C-/baa2 stable), have not made specific announcements. Where the new 
guidance leads to provisioning exceeding income, bank capitalisation might decline. However, 
improved transparency and reserve increases that shield against further portfolio deterioration are more 
important than higher capital achieved with inadequate reserves.  

 

  

                                                 
11  The ratings shown are the bank’s deposit rating, its standalone bank financial strength rating/baseline credit assessment and 

the corresponding rating outlooks. 
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Israel’s Bank Competition Report Is Credit Negative for Local Banks 

On 15 July, a team established by Israel’s Ministry of Finance and central bank proposed measures to 
increase competition among Israel’s banks. The recommendations in the team’s interim report on 
increasing bank competition call for regulatory intervention aimed at reducing bank fees to consumers 
and small businesses, and structural changes aimed at increasing the number of bank competitors. 
Although the team’s recommendations are positive for consumers, the immediate and medium-term 
implications for bank profitability are negative.  

The team, established in December 2011, found that households and small businesses face relatively 
high costs owing to the concentrated nature of the banking sector, which is dominated by five 
banks: Bank Leumi (A2 stable; C-/baa2 stable),12 Bank Hapoalim (A2 stable; C-/baa2 stable), Israel 
Discount Bank (A3 negative; D+/baa3 stable), Mizrahi Tefahot Bank (A2 negative; C-/baa2 negative), 
and First International Bank of Israel (A3 stable; D+/baa3 stable). In contrast, the team said corporates 
benefit from increasing competition among banks and non-bank institutions and a developed local 
corporate bond market. 

The team’s recommendations focus on the following three areas: 

» Structural changes to increase the number of players in the industry. The Banking Supervision 
Department will work toward this initiative by facilitating foreign banks’ entry into retail banking, 
expanding the Postal Bank’s (unrated) scope of current activities to include retail banking products, 
and licensing an Internet bank. 

» Measures to increase competition, enhance transparency and reduce so-called “information 
barriers” (i.e., information gaps between banks and customers). The main recommendations 
include the possibility of opening accounts through the Internet, simplifying procedures to close an 
account and move to another bank, full reporting to customers, and expanding the existing databases 
of credit bureaus. 

» Regulatory intervention to control fees and commissions that banks charge. The recommendations 
call for a reduction in fees and commissions that banks charge on capital markets activities (e.g., 
securities transactions, brokerage and custody fees), and that the “retail tariff” for fees and 
commissions should also apply to small businesses, which banks currently charge higher fees. 

The team’s recommendations are neither final nor binding, and banks have a chance to respond to 
them. However, we believe that in the coming months, the team will conclude its work and Israel’s 
regulators will implement many of the recommendations. At this time, it is difficult to accurately 
estimate the effect on the banking sector, but our initial estimates suggest that the controls on fees and 
commissions will diminish the sector’s operating profits by NIS500-NIS800 million, which is equal to 
a 5%-9% reduction of pretax profits. According to the Bank of Israel, the banking sector reported 
2011 pretax profits of NIS9.1 billion ($2.4 billion) last year. 

We expect the five dominant banks will be materially affected by these measures given that consumer 
banking and capital markets form an important part of their operations. However, we also expect 
banks to gradually compensate for this loss of revenue by increasing the pricing on other less profitable 
segments of their operations, such as the interest margins earned on their corporate lending operations.  

  

                                                 
12  The bank ratings shown in this report are the bank’s deposit rating, its standalone bank financial strength rating/baseline 

credit assessment and the corresponding rating outlooks. 
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Sovereigns 

Peru’s Tax Reform Is Credit Positive 

Last Tuesday, Peru’s (Baa3 positive) Finance Minister Luis Castilla announced the first of a series of 
reforms to the country’s tax system. The credit positive measures aim to increase revenues by 
expanding the tax base and simplifying the tax code without raising existing tax rates. Nevertheless, 
there is a risk that enforcement of the reform will fall primarily on the formal sector instead of 
capturing those firms and individuals that currently do not pay taxes.13  

Tax reform is part of a government push that began earlier this year14 to address structural deficiencies. 
In June, Congress gave the Finance Ministry 45 days to legislate by decree laws that affect the tax code. 
Such permission illustrates the support that President Ollanta Humala’s administration has from other 
parties in Congress for moderate economic policies, enabling important reforms to pass despite Mr. 
Humala’s party not having a majority in the legislature. 

Before the reform, firms faced limits on the amounts that they could deduct from their income taxes 
for employee-training programs. The new measures eliminate these limits, as the government seeks to 
provide incentives for firms to increase human capital investment, addressing a weakness of the 
Peruvian labor market. 

Other measures strengthen the government’s tax-collection agency (SUNAT) to decrease tax evasion 
by, for example, requiring individuals who generate income abroad to report and pay taxes on their 
earnings. Similarly, to simplify and deepen taxation in the capital markets, individuals who invest in 
mutual funds will pay taxes on capital gains equal to their share in the fund. 

The authorities’ aim is to increase the government’s tax take to close to 18% of GDP by 2016 from 
around 15% today. The measures are a positive step towards achieving that goal, and would enable the 
government to capture larger revenues. 

Nevertheless, the implementation of the tax reform will be challenging. Companies in the formal 
economy already bear the brunt of the country’s tax burden. If the reform fails to capture those that do 
not pay taxes today, thus perpetuating the current status quo, it risks hindering the competitiveness of 
the formal economy. 

After almost one year in office, Mr. Humala’s government has shown a strong commitment to 
maintaining Peru’s market-oriented economic model, while deepening structural improvements that 
previous administrations had only addressed on the surface. The result has been a strengthening of the 
sovereign’s credit profile. The additional revenues that the government expects to receive from this 
reform will enable Mr. Humala to increase social spending, which we expect will diminish the social 
unrest currently affecting Peru without jeopardizing the government’s fiscal performance. However, to 
the extent that revenues fall short of the government’s expectations, it will face a choice between its 
ultimate goal of increased spending and maintaining its fiscal targets. 

  

                                                 
13  The International Labor Organization said that 49.2% of all non-farm workers in Peru belonged to the informal sector in 

2010. When the organization included farm laborers, the figure rose to 70.3%.  
14  See Peru’s Reform Agenda Is Credit Positive, 16 January 2012. 
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Dismissal of Tunisia’s Central Bank Governor Is Credit Negative 

Last Wednesday, Tunisia’s National Constituent Assembly (NCA) voted to dismiss Central Bank of 
Tunisia Governor Mustapha Kamel Nabli, following President Moncef Marzouki’s recommendation. 
Mr. Nabli’s dismissal is credit negative for Tunisia (Baa3 negative) as it damages the central bank’s 
credibility, a key factor in the sovereign’s credit strength, and will further unsettle investors already 
jittery after last year’s revolution. Mr. Marzouki recommended Chedly Ayari as Mr. Nabli’s 
replacement. 

At a time of economic fragility and the country’s ongoing political transition towards democracy, 
replacing the central bank governor following weeks of political tension within the country’s ruling 
coalition sends the wrong signal to Tunisia’s partners, as it creates uncertainty about the future of 
Tunisia’s monetary policy. As Mr. Ayari would likely need time to familiarize himself with all the key 
issues confronting the central bank, his appointment is also likely to add further delays in 
implementing necessary reforms in the banking sector, such as a much needed restructuring of the 
public banks and a strengthening of bank supervision. 

We interpret Mr. Nabli’s dismissal as a way for the government to intervene in the financial and 
banking sector and potentially undermine the central bank’s independence, which is critical for 
macroeconomic stability. Since the ouster of former president Mr. Zine Abidine Ben Ali, and under 
Mr. Nabli’s leadership, the central bank has maintained a steady course on Tunisia’s inflation, interest 
and exchange rates, even during the political uprisings. It has also provided adequate liquidity to the 
banking system and helped protect the real economy, which contracted by 2.2% last year. Mr. Nabli 
received the 2012 Central Bank Governor of the Year Award in the African Continent from the 
African Development Bank in May.  

Mr. Marzouki’s recommendation of Mr. Ayari has led to further tensions within Tunisia’s governing 
coalition, with some members of the coalition opposing Mr. Nabli’s ouster. The controversy over the 
central bank’s leadership comes at a difficult time for Tunisia, which is transitioning toward democracy 
after 23 years of the Ben Ali regime. The NCA aims to finish writing Tunisia’s constitution by the end 
of October, setting the stage for a general election in March 2013. Economically, the country has yet 
to act on reforms and other measures that would support economic growth that provides jobs for the 
country’s youth and promotes regional development. 

Although following Mr. Nabli’s dismissal the NCA expressed its support of the central bank remaining 
independent, that is not enough to reassure both internal and external economic agents. Furthermore, 
although we continue to believe Tunisia benefits from an administration led by competent technocrats, 
it is possible that some political leaders within the temporary government will be tempted to 
procrastinate until the next elections. Such procrastination would not be compatible with Tunisia’s 
current investment grade rating, as the country’s credit fundamentals have been steadily deteriorating 
for 18 months. How the authorities react in this fragile environment is key in our assessment of 
Tunisia. Also important is allowing the technocrats to act decisively on key reforms. We will closely 
monitor what reforms are put in place before the new electoral cycle starts at the end of the year. 
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US Public Finance 

Further Job Cuts At Bank of America Are Credit Negative for Charlotte, North 
Carolina 

Last Tuesday, Bank of America Corporation (BofA, Baa2 negative) announced a fresh round of job 
cuts, on top of the 12,000 US positions the second-largest US bank eliminated last year. The job cuts 
are credit negative for the city of Charlotte, North Carolina (Aaa), home of BofA’s headquarters. 
Charlotte is among the five largest financial centers in the country and has experienced significant 
pressure since 2008 owing to job losses in the banking sector.  

Further job losses would reduce sales tax receipts, which were 13.3% of the city’s General Fund 
revenues in fiscal 2011. This revenue stream had recently begun to recover from the trough of the 
downturn. Fiscal 2011 sales tax revenues grew over 20% from 2010 owing to a combination of 
increased purchases and a change in the point-of-sale distribution formula. Job losses in the financial 
services sector would limit discretionary spending by the public and would negatively affect license and 
fee revenues. Additionally, job losses would indirectly pressure property values over time. Property 
taxes, the city’s largest revenue source, accounted for 56.7% of General Fund revenues in fiscal 2011. 

BofA’s announcement follows Wells Fargo & Co.’s (A2 negative) announcement on 13 July that it 
would miss some of its fourth-quarter targets. Wells Fargo eliminated 3,800 jobs in 2011, largely in 
Charlotte.  

Wells Fargo and BofA are Charlotte’s second- and fourth-largest employers, respectively, composing 
8.7% of all jobs the city. As of late 2011, Wells Fargo, which acquired the beleaguered Wachovia in 
2009, employed 22,500 individuals, while BofA employed 15,000. BofA’s assessed property valuation 
is $1.5 billion, accounting for 1.9% of the city’s total assessed value, and Wells Fargo is $1.2 billion, or 
1.6%.  

The city’s finance and insurance sector lost 9% of its jobs between 2008 and 2010, dropping to 
77,000. Unemployment in the city was 8.4% in May (the latest data available), versus the national rate 
that month of 8.2%, and double the 4.2% rate recorded in 2007. Unemployment in the Charlotte 
metropolitan statistical area remained above 10% every month from January 2009 to January 2012, 
when it finally dipped to 9.9% (compared with 8.3% for the nation), as shown in the exhibit below. 

Charlotte’s Unemployment Rate Will Be Affected by Further Job Cuts by Banks 

 
Source: US Bureau of Labor Statistics 

0%

2%

4%

6%

8%

10%

12%

2006 2007 2008 2009 2010 2011 May-12

Ted Damutz 
Vice President - Senior Credit Officer 
+1.212.553.6990 
edward.damutz@moodys.com 

 

http://www.moodys.com/credit-ratings/Bank-of-America-Corporation-credit-rating-541000�
http://www.moodys.com/credit-ratings/Charlotte-City-of-NC-credit-rating-600007545�
http://www.moodys.com/credit-ratings/Wells-Fargo-Company-credit-rating-560000�


 

NEWS & ANALYSIS 
Credit implications of current events  

 

 

28 MOODY’S CREDIT OUTLOOK 23 JULY 2012 

In total, 26 banks, with approximately 226 offices, are located in Charlotte. Other financial services 
that have a significant presence include mortgage banking, commercial finance and insurance. The city 
remains susceptible to market disruptions and the downsizing of financial institutions weighs on its 
otherwise strong credit profile, which includes 10 consecutive years of revenue growth and 
maintenance of strong General Fund reserve balances. Favorable population growth trends, sound 
wealth indices and prudent management help buoy the rating, but further job losses would intensify 
negative credit pressure. Consequently, to maintain stability the city would need to continue exercising 
extreme fiscal discipline. 
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Recent Local Government Defaults and Bankruptcies May Indicate A Shift in 
Willingness to Pay Debt 

Recent decisions to seek bankruptcy protection by two large California cities – Stockton and San 
Bernardino – provide some indication that willingness to pay debt obligations may be eroding in the 
US municipal market. Although many municipalities have faced severe fiscal pressures since the start of 
financial crisis, only a handful of municipalities have chosen not to pay their debt. Most of these 
municipalities have defaulted due to exposure to failing enterprises, such as a convention center, sports 
arena, or other project that was backed by a government until the project and related debt were left to 
falter.  In contrast, Stockton and San Bernardino’s pursuit of bankruptcy are different and potentially 
more significant given that these defaults emanate not from enterprise risk but instead from stress on 
core government operations, notably high pension and other compensation costs and debt service.  

» While Stockton and San Bernardino did cut spending in advance of their moves toward bankruptcy, 
their efforts to cut spending or reduce services further were weaker or later than expected and less 
than other cities have successfully done.  Instead they chose to pursue bankruptcy as means to extract 
concessions from city employees, suppliers, and creditors including bondholders.  These cases raise 
the question of whether distressed municipalities will begin to view debt service as a discretionary 
item in their budgets and whether defaults will increase. We expect that a growing but still small 
number of financially strapped governments will take a more calculated approach to weighing the 
costs and benefits of default or bankruptcy. Still, events of the last few years prompt us to review our 
long-held assumptions about municipal behaviors and attitudes toward debt repayment.   

This report examines recent default trends and potential warning signs related to willingness to pay 
debt.  Our preliminary conclusions include:   

» Defaults and bankruptcies due simply to what might be described as “ordinary” financial distress 
caused by falling revenues or irreducible costs of essential services government operations are still few 
in number and are not a well-established trend. 

» Most public sector defaults continue to be associated with enterprise risk, typically involving large 
scale projects that grossly failed to meet revenue or cost projections. 

» A few defaults in the past year, however, appear to reflect some erosion in willingness to pay in the 
context of stressed ability to pay debt service. 

» The circumstances in which willingness to pay may erode are strongly correlated with evidence of 
diminished ability to pay, such as severe declines in housing prices and property tax revenues, high 
foreclosure rates, abrupt spikes in debt service costs, rising pension and other employment benefit 
costs, limits on revenue raising ability, or unexpected debt incurred from failed projects that were 
expected to pay for themselves. 

» Although we have observed a number of issuers whose behavior suggested an unwillingness to meet 
debt service, we have in other cases observed issuers exhibit a strong willingness to pay despite 
substantial budgetary pressure. Our expectation is for unwillingness-driven defaults to remain rare, 
particularly among the roughly 8,500 local government issuers rated by Moody’s. 

» Certain debt structures – in particular those whose debt service payments are guaranteed rather than 
directly issued and those subject to appropriation without consequence for default –may be more 
heavily exposed to a potential erosion in willingness to pay. 

» Local governments in California may also be more susceptible to an erosion in willingness to pay 
than those in most other states, like Michigan or Rhode Island, because of California’s hands off 
home rule policy, limited ability to raise revenues, generous employment and retiree benefits 

Anne Van Praagh 
Chief Credit Officer – US Public Finance 
+1.212.553.3744 
anne.vanpraagh@moodys.com 

Dan Seymour, CFA 
Associate Analyst 
+1.212.553.4871 
dan.seymour@moodys.com 

Josellyn Yousef 
Assistant Vice President - Analyst 
+1.212.553.4854 
josellyn.yousef@moodys.com 

 



 

CREDIT IN DEPTH 
Detailed analysis of an important topic 

 

 

30 MOODY’S CREDIT OUTLOOK 23 JULY 2012 

extracted from governments during better economic times, and the new state law, AB 506, creates a 
pathway to bankruptcy court for stressed municipalities. 

When does a default result from a reduced willingness to pay? 

As a municipality’s credit stress rises, it can be challenging to distinguish between an erosion of ability 
to pay and a weakening of the willingness to pay bonded debt.  The most clear case of declining 
willingness to pay occurs when an issuer’s ability to pay remains intact, but an issuer’s political 
motivations, rather than a dislike for tax increases generally, leads an issuer to address the specific cause 
of a high debt burden by defaulting on specific series of bonds.  Another situation in which a default 
caused by an unwillingness to pay may involve an issuer with an unsustainable budget that requires a 
bankruptcy process to break through the political tension often involved in making tough choices 
between raising tax revenues, cutting spending or service levels and funding debt.  In this second type, 
an issuer’s decision to ask bondholders to participate in credit losses may become politically more 
attractive. 

Small number of municipalities turn to default and bankruptcy to solve fiscal problems 

The number of governments resorting to default and bankruptcy remains very small relative to the 
total of 8,500 Moody’s-rated US local governments, which, in turn, is small relative to the roughly 
90,000 rated and unrated municipalities across the US.  We expect the vast majority of rated 
municipalities, despite their  financial pressures, will turn to one or a combination of measures such as 
spending cuts, service reductions, tax increases and use of reserves to meet their debt and non debt 
obligations.  We expect even the most financially distressed credits will likely continue to muddle 
through and pay their debts.   

Nonetheless, unrelenting pressures on municipal finances have forced a few severely distressed local 
governments to make tradeoffs that ultimately resulted in default.  While negative credit pressure is 
widespread, the most severely distressed speculative grade-rated municipalities face pressure emanating 
from a combination of factors, notably multi-year declines in housing prices, high foreclosure rates, 
weak underlying demographics, recurring operating deficits and in some cases management missteps 
including fraudulent financial reporting.  

A growing number of stressed cities have declared fiscal emergency or taken equivalent measures in an 
attempt to increase leverage to reopen labor contracts and reduce payroll, pensions and other financial 
contracts.  The most severely distressed municipalities – a small albeit rising number – are looking to 
manage debt and other financial contracts through more aggressive steps such as receivership, 
mediation, bankruptcy and default. In the current environment, as more municipalities approach the 
economic or political limit to raising taxes or adjusting spending, we could see an increase in defaults 
and bankruptcies over the next few years. We continue to watch closely the events in Stockton, San 
Bernardino, Scranton and elsewhere for a potentially more widespread trend of defaults. 
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Notable municipalities in distress 

  Ratings 
Fiscal 

Emergency Receivership Mediation Bankruptcy Default 

Central Falls, RI Caa1 Rating under 
review 

 x x x  

Detroit, MI  B3 Rating under 
review 

x     

Harrisburg, PA  Withdrawn    x x 

Jefferson Cty, AL Caa3 Rating under 
review 

  x x x 

Menasha, WI  Ba2 Stable     x 

Moberly, MO  Not Rated     x 

Pontiac City School 
District, MI  

B2 Negative x     

San Bernardino, CA  Not Rated    x  

Scranton, PA Not Rated     x 

Stockton, CA  Caa3 Negative x  x   

Vallejo, CA  Withdrawn  x x x x 

Victor Valley, CA  Ba1 Rating under 
review 

    x 

Wenatchee, WA Ba2 Rating under 
review 

    x 

 
Importantly, municipal defaults are still tracking below the expected rate of default imbedded in the 
ratings we have assigned.15  Moody’s current ratings distribution for US public finance is consistent 
with an expectation of an uptick in rated defaults over a one to three year period based on global 
historical realized average default rates associated with various rating levels.  Despite the somewhat 
surprisingly low number of defaults since the onset of the financial crisis of 2008, we continue to 
expect a substantial increase in defaults as the cumulative burden of multiple years of lower revenues 
impact selected municipalities. 

Signs of Erosion in Willingness 

In the modern era the US municipal market has demonstrated very low default rates, both in absolute 
terms and relative to corporate, banking and sovereign sectors.  Unlike corporations in the 1980s that 
turned with increased frequency to using bankruptcy as a strategic maneuver to reduce or restructure 
debt, municipalities have rarely turned to bankruptcy or default for these purposes. 

From 1970 through 2011, only one out of the 71 cases of Moody’s-rated defaults involved a local 
government that defaulted due to lack of willingness rather than ability to pay.  The Town of Cicero, 
NY voted not to appropriate funds for lease payments to service debt on a failing ice-skating rink.  In 
five other cases involving general governments in the last 40 years, defaults resulted primarily from an 
inability to pay, typically running out of cash. 

During the last year, however, we have seen a break in that history with some distressed municipalities 
selectively defaulting on contingent liabilities while staying current on their general obligation debt.   

                                                 
15 See Moody’s U.S. Municipal Bond Defaults and Recoveries, 1970-2011, published March 7, 2012. 
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Four cities – Stockton, CA, Scranton, PA, Wenatchee, WA, and Moberly, MO – have made deliberate 
decisions to miss payments on debt, even though they may have had the resources to make these 
payments. Most recently, San Bernardino’s city council announced its intent to file for bankruptcy as it 
faces the possibility of insolvency due to various fiscal pressures, including accounting errors, large 
operating deficits, and growing pension and debt costs. These cities, as outlined below, made difficult-
but-deliberate choices that have or will soon result in foregone debt service payments instead of making 
other adjustments.  These choices are indicative of municipalities that signal a limit on willingness to 
pay against a backdrop of increasingly pressured finances. We also note below Mammoth Lakes, CA – 
notably the third California city to file for bankruptcy in 2012 – whose default was precipitated by a 
soured real estate development project, not stress on core government operations.   

Please click here to read the rest of this report. 
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Corporates 

ENI S.p.A. 
  Downgrade 

 16 Feb ‘12 16 Jul ‘12 

Long-Term Issuer Rating A2 A3 

Short-Term Issuer Rating P-1 P-2 

Outlook Negative Negative 

 
The downgrade of Eni's rating and the negative outlook reflect the company's exposure to the 
domestic economy and financial system in Italy, which are sensitive to the decline in the credit strength 
of the Italian government. The deterioration in Italy's near-term economic outlook is likely to curtail 
the earnings and cash flow generation from Eni's domestic business activities.  

Finmeccanica S.p.A. 
  Review for Downgrade 

 15 Feb ‘12 16 Jul ‘12 

Senior Unsecured Rating Baa2 Baa2 

Outlook Negative Review for Downgrade 

 
The review reflects our heightened concerns about Finmeccanica's ability to successfully implement its 
operational restructuring and asset disposition plans in a more challenging economic environment and 
the implicit level of support for the company from the Italian government.  

Linn Energy, LLC 
  Outlook Change 

 8 Sep ‘10 17 Jul ‘12 

Corporate Family Rating B1 B1 

Outlook Stable Negative 

 
The negative outlook reflects Linn’s aggressive and primarily debt-financed acquisition strategy and the 
ultimate assimilation and integration of reserves about three times the level they were at the beginning 
of 2009. This outlook change follows Linn’s acquisition of the Hugoton properties, the Jonah Field 
and the Anadarko Salt Creek JV in the first half of 2012.  

  

http://www.moodys.com/research/Moodys-downgrades-Enis-ratings-to-A3P-2-outlook-negative--PR_250691�
http://www.moodys.com/research/Moodys-places-Finmeccanicas-Baa2-ratings-on-review-for-downgrade--PR_250716�
http://www.moodys.com/research/Moodys-changes-Linn-Energys-outlook-to-negative--PR_250994�
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Poste Italiane S.p.A. 
  Downgrade 

 16 Feb ‘12 16 Jul ‘12 

Long-Term Issuer Rating A3 Baa2 

Short-Term Issuer Rating P-2 P-2 

Outlook Negative Negative 

 
The downgrade of Poste's rating is in line with that of the Italian government, reflecting our view that 
the group’s credit quality is strictly correlated with that of the government, given the group’s exposure 
to the difficult macroeconomic situation in Italy, as well as its large portfolio of Italian government 
bonds. This strict correlation also reflects the funds that Poste has deposited with the Italian Ministry 
of Economy and Finance and the fact that the Italian government is the group's largest customer.  

Thermo Fisher Scientific Inc. 
  Downgrade 

 14 Feb ‘11 16 Jul ‘12 

Senior Unsecured Rating A3 Baa1 

Short-Term Issuer Rating P-2 P-2 

Outlook Stable Stable 

 
The downgrade reflects Thermo Fisher’s announcement of its acquisition of One Lambda for $925 
million and the increase in share repurchases by $500 million for the remainder of 2012. We expect 
Thermo Fisher to raise approximately $1.3 billion to fund the acquisition and repurchases, 
significantly raising its leverage and lowering its credit quality. 

SUPERVALU INC. 
  Downgrade 

 8 Dec ‘10 19 Jul ‘12 

Corporate Family Rating B1 B3 

Outlook Stable Negative 

 
The downgrade reflects SUPERVALU's persistently weak operating performance as compared to its 
peers and our expectation that revenue and profit declines will continue in the near to medium term 
and credit metrics will remain weak. The rating also reflects the execution risk associated with the 
company's aggressive price investment strategy and our opinion that the weak economic environment 
will weigh heavily on consumer spending behavior as strong competition from alternative food retailers 
continues. 

 

http://www.moodys.com/research/Moodys-downgrades-Poste-Italiane-to-Baa2-from-A3-outlook-negative--PR_250465�
http://www.moodys.com/research/Moodys-downgrades-Thermo-Fisher-to-Baa1-outlook-stable--PR_249787�
http://www.moodys.com/research/Moodys-downgrades-SUPERVALUs-CFR-to-B3-outlook-changed-to-negative--PR_251144�
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Financial Institutions 

 
Italian Banks 

 Downgrades 

  16 Jul ‘12 

 
On 16 July 2012, we downgraded by one or two notches the long-term debt and deposit ratings of 10 
Italian financial institutions and the issuer ratings of three, prompted by the weakening of the Italian 
government's credit profile, as captured by our downgrade of Italy's government bond rating to Baa2 
from A3 on 13 July 2012. We downgraded the ratings of seven of these institutions by one notch, and 
of the remaining six by two notches. We also downgraded the short-term ratings of three banks by one 
notch, as a result of the long-term rating changes. We affirmed the long-term debt and deposit ratings 
of one bank.  

 
Italian Insurance Groups 

 Downgrades 

  17 Jul ‘12 

 
We downgraded ratings on three Italian insurance groups and their related entities because of the 
weakening of the Italian government's creditworthiness. Given the extent of the three groups' 
operations in Italy, their key credit fundamentals, asset quality, capitalisation, profitability and 
financial flexibility, are sensitive to economic and market conditions in the country.  

 
iShares Exchange Traded Funds 

 Downgrade 

  16 Jul ‘12 

iShares Barclays Capital Euro Government Bond 1-3 ETF A-bf Baa-bf 

iShares Barclays Capital Euro Government Bond 15-30 ETF Aa-bf A-bf 

 
We downgraded the ratings of iShares ETFs because the credit deterioration of the Italian sovereign’s 
rating directly affects their credit profiles, given the funds’ direct exposure to Italian government debt 
obligations. The funds aim to track indices based on the Barclays Capital Euro Government Bond 
index range, which currently includes conventional and inflation-linked government bonds from 
France, Germany, Italy, the Netherlands and Spain.  

  

http://www.moodys.com/research/Moodys-downgrades-Italian-banks--PR_250584�
http://www.moodys.com/research/Moodys-downgrades-the-ratings-of-three-Italian-insurance-groups--PR_250681�
http://www.moodys.com/research/Moodys-downgrades-two-iShares-bond-funds-following-downgrade-of-Italian--PR_250818�
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Pakistani Banks 
  Downgrades 

  17 Jul ‘12 

 
We downgraded by one notch the local-currency deposit ratings of five Pakistani banks to B3, with 
negative outlook, from B2, and lowered their standalone credit assessments to caa1 from b3. These 
actions follow the one-notch downgrade to Pakistan's government bond ratings to Caa1, with negative 
outlook, from B3, on 13 July 2012, and reflect the significant linkage between the credit profiles of 
Pakistani banks and sovereign credit risk. We also downgraded the foreign-currency deposit ratings of 
the five banks by two notches to Caa2 from B3, to reflect the lowering of the foreign-currency deposit 
ceiling in Pakistan, which is the highest rating that we can assign to a foreign-currency deposit 
obligation of a domestic bank. We affirmed the banks’ short-term ratings.  

Banca del Mezzogiorno - MedioCredito Centrale SpA 
  Downgrade 

 26 Mar ‘12 17 Jul ‘12 

Long Term Deposits Baa3 Ba1 

Short Term Deposits Prime-3 Not-Prime 

Standalone Bank Financial Strength / Baseline Credit Assessment D- / ba3 D- / ba3 

Outlook Negative Negative 

 
The one-notch downgrade was due to the weakening credit profile of the bank’s parent, Poste Italiane, 
which implies a declining capacity to provide capital and funding support to MCC, if needed.  

Banca Infrastrutture Innovazione e Sviluppo 
  Downgrade 

 15 Feb ‘12 17 Jul ‘12 

Long Term Deposits A2 Baa2 

Short Term Deposits Prime-1 Prime-2 

Standalone Bank Financial Strength / Baseline Credit Assessment C / a3 C- / baa2 

Outlook Review for Downgrade Negative 

 
We downgraded the ratings on BIIS to the same level as parent Intesa Sanpaolo's ratings following the 
3 July announcement of its full integration into the parent group. The transaction will have no impact 
on Intesa group's consolidated financial statements. If the transaction does not go ahead, BIIS's 
standalone BFSR could be subject to a multi-notch downgrade, given the bank’s intrinsic weaknesses, 
and we may bring its ratings in line with the same level or close to the parent's deposit ratings, on the 
assumption of parental support if required.  

  

http://www.moodys.com/research/Moodys-downgrades-five-Pakistani-banks-following-sovereign-action--PR_250866�
http://www.moodys.com/research/Moodys-downgrades-MedioCredito-Centrale-to-Ba1N-P-from-Baa3P-3--PR_250485�
http://www.moodys.com/research/Moodys-downgrades-Poste-Italiane-to-Baa2-from-A3-outlook-negative--PR_250465�
http://www.moodys.com/research/Moodys-downgrades-Banca-Infrastrutture-Innovazione-e-Sviluppo-to-Baa2C-outlook--PR_249359�
http://www.moodys.com/research/Moodys-downgrades-Italian-banks--PR_250584�
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Bank of Queensland Limited 
  Downgrade 

 28 Mar ‘12 17 Jul ‘12 

Senior Unsecured Debt A3 Baa1 

Short Term Rating Prime-2 Prime-2 

Standalone Bank Financial Strength / Baseline Credit Assessment C- / baa1 C- / baa2 

Outlook Review for Downgrade Stable 

 
The downgrade reflects the ongoing pressure on asset quality, given the relatively weak state of the 
economy in southeast Queensland. The new rating also incorporates the structural earnings challenges 
BoQ faces, in common with Australia's other regional banks. BoQ's loan quality deteriorated 
throughout in fiscal 2011 and into first-half 2012. Substantial provisioning resulted in the bank’s 
reporting a loss for the first half.  

BSI AG 
  Downgrade 

 27 Jun ‘12 19 Jul ‘12 

Long Term Deposits A2 A3 

Short Term Deposits Prime-1 Prime-2 

Standalone Bank Financial Strength / Baseline Credit Assessment C / a3 C / a3 

Outlook Negative Negative 

 
The downgrade reflects BSI's substantial recurring goodwill amortisations from past acquisitions, 
which constrain its recurring earnings power; its earnings' dependence on capital-market 
developments; and the risk typical to private banks, such as significant sensitivity to reputational and 
operational risk. The parent, Generali, will continue to support BSI in case of need, but the insurance 
group's weakened creditworthiness means that BSI's ratings no longer benefit from any rating uplift. 
As a result, the A3 long-term bank deposit ratings on BSI are now based exclusively on its standalone 
credit profile of a3, which is based on the franchise’s on- and off-shore wealth management, its 
moderate risk appetite, and adequate financial fundamentals. 

  

http://www.moodys.com/research/Moodys-downgrades-Bank-of-Queensland-to-Baa1-on-profitability-and--PR_250953�
http://www.moodys.com/research/Moodys-downgrades-BSI-AG-to-A3P-2-outlook-negative--PR_250814�
http://www.moodys.com/research/Moodys-downgrades-the-ratings-of-three-Italian-insurance-groups--PR_250681�
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Close Brothers Limited (CBL) 
  Downgrade 

 23 Feb ‘12 19 Jul ‘12 

Long Term Deposits A2 A3 

Short Term Deposits Prime-1 Prime-2 

Baseline Credit Assessment C+ / a2 C / a3 

Outlook Review for Downgrade Negative 

Close Brothers Group Plc (CBG) 
   

Senior Unsecured Debt A3 Baa1 

Long Term Issuer Ratings A3 Baa1 

Short Term Rating Prime-2 Prime-2 

 
The downgrade reflects primarily CBL’s high loan growth in recent years, as well as the exposure to 
further deterioration in the UK economy, especially in light of its focus on lending to SMEs. The one-
notch differential between the ratings on CBL (the operating bank) and CBG reflects the structurally 
subordinated position of the holding company as well as the risk profile of its other main subsidiary, 
Winterflood, which, given the vulnerabilities inherent in a capital markets business, is not strong 
enough to mitigate structural subordination.  

Cassa Centrale Banca-Credito Cooperativo del Nord Est 
  Downgrade 

 3 Apr ‘12 17 Jul ‘12 

Long Term Deposits A3 Baa3 

Short Term Deposits Prime-2 Prime-3 

Standalone Bank Financial Strength / Baseline Credit Assessment C / a3 D+ / baa3 

Outlook Review for Downgrade Negative 

 
The downgrade to the standalone ratings reflects CCB’s weakened credit fundamentals and pressures 
stemming from the weakening macro environment in Italy. The downgrade of the long- and short-
term ratings also reflects our lower assessment of the credit strength of CCB's support provider, the 
Banche di Credito Cooperativo (BCC, unrated), in light of (1) the country’s deteriorating 
macroeconomic environment; (2) the bank’s deteriorating asset quality; (3) more restricted and more 
expensive wholesale funding; and (4) pressure on profitability.  

  

http://www.moodys.com/research/Moodys-downgrades-Close-Brothers-Ltd-to-A3P-2--PR_250965�
http://www.moodys.com/research/Moodys-downgrades-Close-Brothers-Ltd-to-A3P-2--PR_250965�
http://www.moodys.com/research/Moodys-downgrades-Cassa-Centrale-Banca-to-Baa3-from-A3-outlook--PR_250134�
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Cassa Centrale Raiffeisen dell'Alto Adige 
  Downgrade 

 3 Apr ‘12 17 Jul ‘12 

Long Term Deposits A3 Baa3 

Short Term Deposits Prime-2 Prime-3 

Standalone Bank Financial Strength / Baseline Credit Assessment C- / baa1 D+ / baa3 

Outlook Review for Downgrade Negative 

 
The downgrade to the standalone rating on CCR primarily reflects the bank’s weaker financial 
fundamentals, its high loan concentration relative to profitability and capital, and the pressure of the 
challenging operating environment, which will adversely affect profitability, asset quality, and funding.  

 

Sovereigns 

Czech Republic 
  Affirmation  

 12 Nov ‘02 17 July ‘12 

Gov Currency Rating A1 A1 

Foreign Currency Deposit Ceiling  A1 A1 

Foreign Currency Bond Ceiling  A1 A1 

Local Currency Deposit Ceiling Aaa Aaa 

Local Currency Bond Ceiling  Aaa Aaa 

Outlook Stable Stable 

 
The key drivers for the affirmation are the government’s sustained commitment to fiscal consolidation, 
despite an unfavorable macroeconomic environment, and the containment of contagion from the 
European debt crisis, despite the expectation of further economic weakness. Despite slower-than-
expected growth, the government's ongoing austerity measures reduced the general government deficit 
to 3.1% of GDP in 2011, which is well below the initial budgetary target of above 4% of GDP, given 
the weak recovery in the economy. Last year's results represented a major step towards stabilizing debt 
metrics and curing the excessive deficit procedure, and have also brought the deficit target closer to the 
European Commission's requirement for a reduction in the fiscal shortfall to below 3% of GDP by 
2013. 

http://www.moodys.com/research/Moodys-downgrades-Cassa-Centrale-Raiffeisen-to-Baa3-from-A3-outlook--PR_250794�
http://www.moodys.com/research/Moodys-affirms-Czech-Republics-A1-rating-and-stable-outlook--PR_250969�
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Sub-sovereigns 

23 Italian Sub-sovereigns 

Autonomous Provinces of Bolzano and Trento 
  Downgrade 

 15 Feb ‘12 16 Jul ‘12 

Issuer  A1 A3 

Outlook Negative Negative 

Cassa del Trentino 
  Downgrade 

 15 Feb ‘12 16 Jul ‘12 

Issuer and Debt rating A1 A3 

Outlook Negative Negative 

Region of Lombardy 
  Downgrade 

 15 Feb ‘12 16 Jul ‘12 

Issuer and Debt rating A2 Baa1 

Outlook Negative Negative 

Regions of Veneto, Basilicata, Liguria, Umbria, Puglia, Sicily, Sardinia; Cities of Siena, Milan, 
Venice; Finlombarda 

  Downgrade 

 15 Feb ‘12 16 Jul ‘12 

Issuer and Debt rating A3 Baa2 

Outlook Negative Negative 

Region of Piedmont 
  Downgrade 

 01 Jun ‘12 16 Jul ‘12 

Issuer and Debt rating Baa1 Baa3 

Outlook Negative Negative 

Region of Abruzzo, City of Civitavecchia 
  Downgrade 

 5 Oct ‘11 16 Jul ‘12 

Issuer and Debt rating Baa1 Baa3 

Outlook Negative Negative 

http://www.moodys.com/research/Moodys-downgrades-Italian-sub-sovereign-ratings-following-sovereign-downgrade--PR_250041�
http://www.moodys.com/research/Bolzano-Autonomous-Province-of-Credit-Opinion--COP_600070360�
http://www.moodys.com/credit-ratings/Trento-Autonomous-Province-of-credit-rating-600068593�
http://www.moodys.com/research/Cassa-del-Trentino-SpA-Credit-Opinion--COP_820362781�
http://www.moodys.com/research/Lombardy-Region-of-Credit-Opinion--COP_600049243�
http://www.moodys.com/research/Veneto-Region-of-Credit-Opinion--COP_600049232�
http://www.moodys.com/research/Basilicata-Region-of-Credit-Opinion--COP_600049234�
http://www.moodys.com/research/Liguria-Region-of-Credit-Opinion--COP_600047636�
http://www.moodys.com/research/Umbria-Region-of-Credit-Opinion--COP_600049267�
http://www.moodys.com/research/Puglia-Region-of-Credit-Opinion--COP_600052831�
http://www.moodys.com/research/Sicily-Autonomous-Region-of-Credit-Opinion--COP_600049263�
http://www.moodys.com/research/Sardinia-Autonomous-Region-of-Credit-Opinion--COP_600023142�
http://www.moodys.com/research/Siena-City-of-Credit-Opinion--COP_600058464�
http://www.moodys.com/research/Milan-City-of-Credit-Opinion--COP_600049239�
http://www.moodys.com/research/Venice-City-of-Credit-Opinion--COP_600049217�
http://www.moodys.com/credit-ratings/Finlombarda-SpA-credit-rating-821115430�
http://www.moodys.com/research/Piedmont-Region-of-Credit-Opinion--COP_600049246�
http://www.moodys.com/research/Abruzzo-Region-of-Credit-Opinion--COP_600049233�
http://www.moodys.com/research/Civitavecchia-City-of-Credit-Opinion--COP_807371704�
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Region of Molise 
  Downgrade 

 15 Feb ‘12 16 Jul ‘12 

Issuer and Debt rating Baa2 Baa3 

Outlook Negative Negative 

Region of Lazio, Calabria, Campania 
  Downgrade 

 5 Oct ‘11 16 Jul ‘12 

Issuer and Debt rating Baa2 Baa3 

Outlook Negative Negative 

City of Naples 
  Downgrade 

 5 Oct ‘11 16 Jul ‘12 

Debt rating Baa3 Ba1 

Outlook Negative Negative 

 
The downgrades are in line with our downgrade to the rating of the Italian government. We 
downgraded the sub-sovereign issuers in the A1-Baa1 rating range by two notches, mirroring the 
change in the sovereign rating. We downgraded the sub-sovereign ratings that were previously Baa2 or 
Baa3 by one notch to Baa3 or Ba1, however, to reflect greater tolerance of lower ratings to sovereign 
credit deterioration. 

University of Ontario Institute of Technology 
  Upgrade  

 27 Jun ‘11 19 Jul ’12 

Backed Senior Unsecured Baa1 A2 

Outlook Positive Stable 

 
The upgrade is based on the improvements in the university’s financial position since it signed a 
Transfer Payment Agreement in August 2011 with the Province of Ontario (Aa2, stable) for 
permanent debenture grant payments. Under the agreement, the province will provide C$13.5 million 
in annual debenture grants to support the university's debenture payments of roughly C$16.5 million. 
Since the signing, UOIT's financial position has improved, and the university has reduced its reliance 
on its revolving credit facility. 

 

http://www.moodys.com/research/Molise-Region-of-Credit-Opinion--COP_600049245�
http://www.moodys.com/research/Lazio-Region-of-Credit-Opinion--COP_600039205�
http://www.moodys.com/research/Calabria-Region-of-Credit-Opinion--COP_600049236�
http://www.moodys.com/research/Campania-Region-of-Credit-Opinion--COP_600049237�
http://www.moodys.com/research/Naples-City-of-Credit-Opinion--COP_600018002�
http://www.moodys.com/research/Moodys-upgrades-University-of-Ontario-Institute-of-Technologys-Debt-Rating--PR_250184�
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US Public Finance 

Puerto Rico Sales Tax Financing Corporation 
  Downgrade 

 17 Apr ‘12 18 July ‘12 

Revenue (Senior) Aa2 Aa3 

Revenue (Subordinate) A1 A3 

Outlook Review for Downgrade Stable 

 
The downgrades reflect the increased risk in the bonds' escalating debt service structure because of the 
effects on Puerto Rico's economy of the extended recession, coupled with structural changes in the 
manufacturing sector due to the phase-out of territorial tax benefits and exposure to greater global 
competitive forces. We expect the commonwealth's economy to underperform compared to the US 
economy, decreasing the likelihood that sales tax collections will achieve the growth necessary to 
maintain levels of debt service coverage consistent with prior rating levels and compared with other 
credits at that rating level.  

State System of Higher Education, PA  
  Review for Downgrade  

 29 Mar ‘12 17 July ‘12 

Revenue Aa2 Aa2 

Outlook Negative Review for Downgrade 

 
The rating action is driven by the reliance on the commonwealth for annual operating funding and 
expectations of reduced state funding, which made up 27% of operating revenues in fiscal 2011. 
During the review, we will examine the system's enrollment for fall 2012 and tuition revenue 
projections for fiscal 2013, its operating performance for 2012 and 2013 projections, strategic and 
operational plans, its relationship with the commonwealth with expectations of operating and capital 
funding, relationship and oversight of the member universities, liquidity management and future 
capital and debt plans. We expect to conclude our review within 90 days. 

  

http://www.moodys.com/research/Moodys-downgrades-68-billion-Puerto-Rico-Senior-Sales-Tax-Revenue-Rating-Update--RU_900526109�
http://www.moodys.com/research/Moodys-places-State-Systems-of-Higher-Educations-PA-Aa2-rating-Rating-Update--RU_900548130�
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Adventist Health System/Sunbelt Obligated Group 
  Outlook Change 

 9 Jun ‘11 17 July ‘12 

Revenue Aa3 Aa3 

Passenger Facility Revenue  A2 A2 

Outlook Stable Positive 

 
We assigned Adventist Health System’s Series 2012A bonds a Aa3 rating, which reflects the entity’s 
scale, its strong financial performance, and the improvement in debt coverage and liquidity measures 
under the direction of a highly seasoned management team that adheres to a highly centralized 
operating model. These attributes are offset by the competitive makeup in Adventist's largest markets, 
as well as an atypical cash flow distribution for a multistate system that shows high reliance on one 
state, Florida, for system cash flow.  

Chicago O'Hare Airport 
  Downgrade 

 13 Dec ‘11 20 July ‘12 

Revenue A1 A2 

Passenger Facility Revenue Bond A2 A2 

Outlook Negative Stable  

 
The downgrade is based on the airport's high leverage and narrow financial margins in a difficult 
economic and industry environment and the construction risk inherent in its large capital construction 
plan. The collective risks associated with (1) the weak national economic growth, (2) the bankruptcy of 
American Airlines, and (3) its large modernization program are more appropriate to the A2 rating 
category given the airport's financial margin and liquidity. 

 

Structured Finance 

Downgrades to 15 Italian Structured Finance Transactions  

We downgraded the ratings on seven Italian ABS and two CLO transactions directly linked to the 
ratings of the Italian sovereign and sub-sovereigns. We also downgraded the ratings on six structured 
credit securities linked to the ratings of Italy and Unicredit SpA. The rating actions follow our 
downgrade of Italy's government bond rating to Baa2 from A3 on 13 July 2012, the subsequent 
downgrade of the long-term issuer and debt ratings of 23 Italian sub-sovereign entities on 17 July 
2012, and our downgrade of Unicredit SpA on 16 July 2012. 

 

http://www.moodys.com/research/Moodys-assigns-Aa3-rating-to-Adventist-Health-Systems-FL-Series--PR_251014�
http://www.moodys.com/research/Moodys-downgrades-Chicago-OHare-Airports-Revenue-Bond-ratings-to-A2-New-Issue--NIR_900537977�
http://www.moodys.com/research/Moodys-downgrades-Italian-banks--PR_250584�
http://www.moodys.com/research/Moodys-downgrades-the-ratings-of-seven-Italian-ABS-directly-linked--PR_251216�
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Corporates 

US Gaming - Weakening Consumer Data Temper Revenue, Profit Outlook 

Our stable outlook anticipates 0%-2% growth in gaming revenue over the next 12-18 months as the 
current slowdown, combined with weakness in consumer confidence, employment and retail sales, all 
weigh on the sector. However, we do still expect some revenue and profit improvement as cost 
reductions mitigate the ongoing pressure from weakening profits. 

US Retail: Retail Sales Growth Slows Amid a Cautious Consumer 

The slowdown in consumer spending is set to continue for the rest of the year as consumers continue 
to worry over the US economic recovery, the ongoing euro area crisis and potential tax increases. We 
anticipate year over year growth will slow to 4.0% in the third and fourth quarters of 2012, from 4.1% 
in the second quarter compared to the previous year. 

European Pharmaceutical Companies: Cash Flow Metrics Not Immune to 
Inconsistency and Other Distortions 

In our analysis of pharmaceutical companies, free cash flow is an important measure of financial 
flexibility. Our calculations of FCF produce significantly lower outcomes than those of four of the five 
European pharmaceutical companies we rate. FCF is 33% lower on average by our calculation, mainly 
because we include the payouts for dividends and exclude cash received from the disposal of non-
current assets. Moreover, not only is FCF lower by our calculation, but also debt is 29% higher on 
average, because we include pension deficits and off-balance-sheet leases. As a result, the average 
FCF/debt ratio is considerably lower, at 23%, rather than 49% based on the companies’ calculations. 

European Corporates: EU Sovereign Crisis Poses Growing Risks For European Non-
Financial Companies 

Our second report in a series of four explaining our significant adjustments to the financial statements 
of major European companies examines the pharmaceutical sector, including AstraZeneca, 
GlaxoSmithKline, Novartis, Roche and Sanofi. The other reports cover telecoms service providers, 
automobile manufacturers, and retailers. 

Back-to-College Spending - The More Expensive Sibling to Back-to-School 

Back-to-college spending will mirror the broad trend in the retail sector, but discounters and 
electronics retailers will benefit from pre-college shopping sprees. With a per-consumer spend 
approaching $1000, back-to-college spending offers an opportunity for retailers to kick-start the 
second half of 2012. 

Credit Card Interchange Fee Settlement Is Credit Positive for Visa, MasterCard 

The July 13 settlement of a lawsuit over allegedly fixed credit card interchange fees is a credit positive 
for the two largest industry players Visa and Mastercard, but will have a smaller impact on merchant 
acquirers, retailers and banks. 
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US Radiation Oncology Industry: Proposed Medicare Cuts Would Reduce Liquidity, 
Raise Debt Leverage 

The proposal from the Centers for Medicare and Medicaid Services (CMS) to cut aggregate payments 
to freestanding radiation oncology providers by 15% in 2013 could lead to negative adjustments to the 
ratings and/or outlooks of the rated radiation oncology providers: Radiation Therapy Services, Inc., 
OnCure Holdings, Inc. and Physician Oncology Services, LP (Vantage).  

Positive Growth Loses Traction as Sectors Drift Towards Stable and Negative 
Outlooks 

We changed outlooks for five of the 58 non-financial corporate sectors worldwide. The shift away from 
positive outlooks reflects the overall struggle in the world economy. The major world economies 
remained soft as mid-2012 approached. Europe continues to grapple with heavy government debt 
burdens, and leaders in Spain, Greece and other countries struggled to meet austerity targets in line 
with EU budgetary policy -- more so as their economies remain sour and unemployment high. 
Meanwhile, US economic growth also slowed down, with national unemployment levels stuck at 8.2% 
the entire second quarter. Chinese growth slowed as well. 

 

Financial Institutions 

Moody's Proposes Revisions to Global Methodology for Rating Mortgage Insurers  

Changes in our proposed methodology include adding housing market attributes as a new rating 
factor, revising our capital adequacy metrics, and recapping the top score for each factor at Aa. A 
monoline business model business model makes the insurers highly sensitive to housing market 
corrections.  

UAE Banks: Problem-Loan Reporting in the Context of Local Restructurings 

Since the June 2011 Dubai World Group’s US$25 billion distressed debt restructuring, the accounting 
treatment of DWG’s sizable exposures by UAE banks has diverged. One approach doesn’t affect 
reported NPL figures, but two others resulted in declines in these figures in 2011.  

 

Sovereigns 

Lithuania Credit Analysis 

Our Baa1 rating on the government of Lithuania reflects the country’s small, open and flexible export 
oriented economy; high institutional strength, evidenced by the strong structural and consolidation 
measures undertaken in the past three years; and moderate government financial strength, based on 
moderate debt levels and the gradually decline in fiscal deficits. 
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Indonesia Credit Analysis 

Indonesia’s Baa3 sovereign rating is anchored by strong growth, low government debt, and the recent 
track record of prudent fiscal management. The momentum in the country’s economic growth 
continued into this year, following real GDP growth of 6.5% in 2011, the strongest since 1996. We 
expect full-year growth to moderate slightly to 6.0% in 2012, as robust domestic demand relative to 
net exports will likely result in a mild deterioration in Indonesia’s external payments position and 
depreciation of the rupiah.  

Key Drivers of Moody's Decision to Downgrade Italy’s Rating to Baa2 from A3 

Italy’s near-term economic outlook has deteriorated, as manifest in both weaker growth and higher 
unemployment. The country is now more likely to experience another sharp increase in funding costs 
or a loss of market access than at the time of our rating action five months ago, because of increasingly 
fragile market confidence, contagion risk emanating from Greece and Spain, and signs of an eroding 
non-domestic investor base. Over the last five months, the risk of a Greek exit from the euro area has 
increased. In addition, the Spanish banking system will experience greater credit losses and Spain’s own 
funding challenges have turned out to be greater than previously recognised; these have required the 
assistance of the euro area to recapitalise the country’s banking system and liquidity assistance may be 
necessary to meet the sovereign’s funding needs. 

 

US Public Finance 

Key Drivers of Pennsylvania’s Downgrade to Aa2 

The downgrade reflects the commonwealth’s weakened financial position and the expectation that 
reserves and liquidity position will not be replenished to historic levels in the near term. The main 
drivers for the downgrade include: large and growing unfunded pension liabilities; weakened reserve 
balances and liquidity; and a financial position that will not recover in the medium term. 

Recent Local Government Defaults and Bankruptcies May Indicate A Shift in 
Willingness to Pay Debt 

The looming defaults by Stockton and San Bernardino raise the possibility that distressed 
municipalities -- in California and, perhaps, elsewhere -- will begin to view debt service as a 
discretionary budget item, and that defaults will increase. Although a few issuers have suggested an 
unwillingness to meet debt service, we have also seen many distressed issuers demonstrate a strong 
willingness to pay.  
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Structured Finance 

Credit Insight Newsletter  

Our July edition of explores inconsistencies between proposed Solvency II capital charges, which are 
largely based on US-sourced structured finance bonds, and the historical performance of UK RMBS, 
Dutch RMBS and German auto ABS transactions. We also discuss the credit consequences of the 
Dutch Intervention Act, mixed credit implications of the publication of Ireland’s Personal Insolvency 
Bill, and significant changes that the euro area debt crisis has introduced to the wider European 
mortgage market. 

Auto Navigator Newsletter 

Used vehicle prices have come down for three consecutive months and will continue to fall through 
mid-2014, but they should not recede to their prerecession levels, a Moody’s Analytics story says in our 
July edition. Also discussed: subprime auto lending market harkens back to 1990s, prime auto loan 
ABS performance continues to improve, new transactions with called collateral require a blended 
analysis, among other topics. 

Resi Landscape Newsletter 

Widespread use of eminent domain to seize mortgage loans would increase losses by 30% in private-
label RMBS pools, we estimate. Also discussed: house price declines are nearly over; further 
depreciation will be driven by an increase in discounted sales of distressed homes; the resolution status 
of conflicting language in documents governing ten RMBS transactions; increases ABX market prices 
as credit fundamentals stabilize. 
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NEWS & ANALYSIS 
Corporates 2 
» Credit Card Fee Settlement Is Credit Positive for Visa, MasterCard 
» Second-Quarter Retail Sales Data Are Credit Negative for US 

Retailers 
» Thermo Fisher’s Acquisition and Share Repurchase Are Credit 

Negative 
» Korean Regulator’s Guidelines on Telcos’ Network Traffic Controls 

Are Credit Positive 6 

Banks 8 
» Australian Regulator’s Hard-Line on Securitisation Is Credit 

Positive for Banks 8 

Sub-sovereigns 10 
» Spain’s New Regional Funding Mechanism Is Credit Positive 

US Public Finance 11 
» Report on Sandusky Scandal Is Credit Negative for Penn State 

Covered Bonds 12 
» Italian Banks’ Retention of Covered Bonds Allows Relaxation of 

Covered Bond Protections 12 

Accounting 13 
» US SEC Makes No Recommendation on IFRS Adoption, Putting 

Convergence at Risk 13 

CREDIT IN DEPTH 
Securitization 15 

Sustained Decline in Cigarette Consumption Rates Will Cause Many 
Tobacco Settlement Bonds to Default.  

Declining rates of cigarette consumption in the US pose a major credit 
risk to tobacco settlement bonds. In this report we present 
consumption breakeven decline rates that quantify this risk. 
Consumption breakevens estimate the rate of decline in cigarette 
consumption that would lead to default for each tobacco settlement 
bond we rate. The breakeven cigarette consumption decline rates for 
each rated bond also show that under our projection of an annual 
decline rate range of 3%-4%, bonds constituting 74% of the aggregate 
outstanding balance of all tobacco bonds we rate will default. This 
finding is consistent with the bonds’ current ratings, 79% of which are 
B1 or lower. The factors leading to low breakeven rates are high 
leverage ratios, long bond maturity, and low cash reserves. 
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