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Questions and Answers About
S&P’s European Downgrades

Because the recent European Union (EU) ratings cuts by Standard &
Poor’s were generally anticipated by investors, and were in most
cases not as large as feared, the market reaction was relatively
muted: some 10-year bonds rallied (ltaly -22 basis points, Spain -
7bps) while others sold off marginally (France +6 bps, Austria +6
bps, European Financial Stability Fund (EFSF) +10 bps) according to
Bloomberg as of January 19. The notable exception was Portugal
(10-year +200bps and 5-year +300bps) which is now rated below
investment grade by all three agencies. Despite the tepid market
response to the news, many investors are concerned about the
potential impact of the downgrades on the eurozone crisis -- in
particular, the implications for ratings on European banks and
government guaranteed securities and for the composition of
global indexes with exposure to downgraded sovereigns. Here,
members of PIMCQ'’s global product management team answer
some of the most common questions being asked by investors:

Q: Is this the end of the downgrades?

A: We do not believe this is the end of the downgrades for eurozone sovereigns
or European banks because most remain on negative watch by the agencies.
And yet the real concern about S&P’s downgrades and further cuts by other
agencies is the growing dispersion of ratings across the eurozone. Dispersion of
ratings -- a reflection of the economic and financial bifurcation in the union -- is
extremely problematic for the zone with a homogenized monetary policy yet
heterogeneous fiscal positions. Moreover, by formalizing the credit
differentiation within the eurozone, S&P’s move could accelerate the trend of
intra-euro capital flight, where investors show a greater home bias propensity
when faced with eurozone policy and credit quality uncertainty.

Q: Will European banks be downgraded?

A: Sovereign downgrades will likely be another trigger for cuts in the ratings of
European banks. Nearly all major eurozone banks are on negative watch. We
believe the big Italian banks and Spanish banks are likely to see at least a one-
notch cut with most major French banks also getting a one-notch downgrade.
Concerns about market access are less relevant in an environment where most
banks are already reliant on the ECB for their financing, but it should be noted
that these downgrades may prolong banks’ dependence on the central bank
and delay their return to market funding.



Table 1: S&P, Fitch and Moody’s Ratings and Outlooks

S&P: Reviewed 15 EMU
countries mid-January

Fitch: Review 6 EMU credits
below by end of Jan
| s | owtook | o | Ouook | Moodys | outook |
AAA AAA

Moody's: Revisit EMU rating
level and dispersion 1Q12

Norway Stable AAA Stable Stable
Sweden AAA Stable AAA Stable AAA Stable
Denmark AAA Stable AAA Stable AAA Stable
Germany AAA Stable AAA Stable AAA Stable
UK AAA Stable AAA Stable AAA Stable
Finland AAA Neg AAA Stable AAA Stable
Netherlands AAA Neg AAA Stable AAA Stable
Luxembourg AAA Neg AAA Stable AAA Stable
Austria AA+ Neg AAA Stable AAA Stable
France AA+ Neg AAA Neg AAA Stable
Belgium AA Neg  [NUAARIINT [URevieWI  Aa3 Neg
Spain A Neg  [NNNARNNN DUREEAN A1 Neg
Italy BBB-+ Neg  [NUARINNN IUReview A2 Neg
Ireland BBB+ Neg ~ BBB+  Review  Bal Neg
Portugal BB Neg BB+ Neg Ba2 Neg
Greece CC Neg CCC Ca Developing
Cyprus BB+ Neg  [FBBBIIIN [ Review I [Baa3ii

Estonia AA- Neg A+ Stable A1 Stable
Malta A- Neg A+ Stable A2 Neg
Slovenia A+ Neg . AA- | Review | Al Neg
Slovakia A Stable A+ Stable A1 Stable

Source: S&P, Fitch, Moody's as of 19 January 2012

Q: Will banks be less inclined to hold certain
eurozone sovereign debt because of the
downgrades?

A: Most eurozone government bonds owned by the
eurozone banks carry a 0% risk weight as defined by
prevailing regulatory capital rules. In theory, Italy’s
downgrade to BBB+ by Standard & Poor’s should,
therefore, have no impact on banks’ ability to hold BTPs
(Italian government debt, or Buoni del Tesoro Polianuali).
Despite theory, in practice these downgrades will likely put
further pressure on foreign banks to reduce peripheral risk.
But this de-risking is not new -- shedding of peripheral
assets by banks has been a consistent feature of the past
several months as banks have sought to shore up their
capital ratios in line with European Banking Authority
(EBA) stress tests and in an effort to demonstrate a
reduction in peripheral risk exposures to international
shareholders and creditors.

Q: How will government guaranteed securities fare
in light of the downgrades?

A: All so-called “government guaranteed securities” of
those countries that were downgraded are now at risk of a
ratings cut, including EFSF bonds, which were

subsequently downgraded. Even those securities
guaranteed by eurozone sovereigns not downgraded are
also in the agencies’ crosshairs. More recently, 25
government-related entities of Austria, Belgium, France,
Germany, Italy, Ireland, the Netherlands and Spain were
downgraded and many more were placed on negative
watch.

Q: How does the EFSF downgrade impact its role in
resolving the eurozone crisis?

A: With the rating of the EFSF dependent on the sovereign
ratings that guarantee the fund, the subsequent
downgrade of the EFSF was not surprising. At present, the
EFSF has committed to fund a portion of the Portuguese
and Irish bailouts, which should be manageable for it even
with S&P’s AA+ rating.

The credit quality of the EFSF is inherently linked to that of
its underlying guarantors’. Further eurozone sovereign
downgrades or higher yields would therefore drive EFSF
borrowing costs higher. However, the real challenge for
the EFSF isn't just its borrowing costs, but rather its ability
to find buyers for its issuance fast enough in a crisis
situation. If another country (aside from Ireland, Portugal
and Greece) requires immediate support and the EFSF
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cannot raise sufficient funds in a timely fashion, then the
ECB is the only institution that can provide this emergency
liquidity. So while the EFSF is part of the eurozone
resolution, the EFSF is not a silver bullet. It's clear that the
EFSF (in its current form) will not play the lead role in a
eurozone resolution, but that was baked in before the
downgrades.

Q: How wiill the downgrades impact the composition
of global indexes?

A: Each index provider utilizes a different methodology for
calculating the ratings in their index based on the agency
ratings — e.g., higher of (or average of) methodologies. In
the recent S&P eurozone downgrades, the most relevant
for benchmark compositions was Portugal -- downgraded
to below investment grade by S&P, now consistent with
Moody’'s and Fitch. Portugal will be removed from the Citi
suite of indexes at the end of January, affecting the
February profile. The following table represents the
decrease in a market capitalization of some of Citi’s
flagship indexes as result of Portugal’s downgrade and

removal. It should be noted, however, that subsets of
these indexes could have a much larger impact.

Table 2: Change in Market Cap for Select Citi Indexes

World Government Bond Index -0.40%
EMU Government Bond Index -1.47%
World Broad Investment Grade Index -0.24%
Euro Broad Investment Grade Index -0.84%

Source: Citi as of 19 January 2012

The downgrades will not result in any countries being
removed from Barclays indexes. The table below from
Barclays captures the changes, and its new index ratings.
Again, subsets of the major indexes could have an impact.
For example, note that Spain is now rated single-A, and
would be removed from a AAA-AA only index.

JP Morgan has confirmed that no countries will be
removed from its indexes.

Table 3: Changes and New Index Ratings from Barclays

Moody's S?‘P =l I;:‘tiii); I;:‘tiii);
i) (Updated) (Prior) (Updated)

Austria AAA AAA AAA AA+

Cyprus BAA3 BBB BBB BB+ BAA2 BAA2
France AAA AAA AAA AA+ AAA AAA
Italy A2 A+ AAA BBB+ A2 A2
Malta A3 A+ AAA A- A2 A2
Portugal BA2 BB+ BBB- BB BA1 BA2
Slovakia Al A+ A+ A Al Al
Slovenia Al AA- AA- A+ AA3 Al
Spain Al AA- AA- A AA3 Al

Source: Barclays as of 19 January 2012

Note: Index Rating refers to countries within the Barclays indexes.
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Investing in the bond market is subject to certain risks including market, interest-rate, issuer, credit, and inflation risk.
Sovereign securities are generally backed by the issuing government; portfolios that invest in such securities are not
guaranteed and will fluctuate in value. The credit quality of a particular security or group of securities does not ensure
the stability or safety of an overall portfolio. The Quality ratings of individual issues/issuers are provided to indicate the
credit worthiness of such issues/issuer and generally range from AAA, Aaa, or AAA (highest) to D, C, or D (lowest) for
S&P, Moody's, and Fitch respectively.

This material contains the current opinions of the author but not necessarily those of PIMCO and such opinions are
subject to change without notice. This material is distributed for informational purposes only. Forecasts, estimates,
and certain information contained herein are based upon proprietary research and should not be considered as
investment advice or a recommendation of any particular security, strategy or investment product. Information
contained herein has been obtained from sources believed to be reliable, but not guaranteed.

The Citigroup World Government Bond Index (WGBI) is a market capitalization weighted index of the global
government bond markets. To join WGBI, countries must satisfy market size, credit and barriers-to-entry requirements.
The EMU Government Bond Index consists of those EMU-participating countries that meet the WGBI index criteria.
Current EMU-participating countries include: Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece,
Ireland, Italy, Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia and Spain. An individual EMU-
participating country must satisfy the WGBI entry criteria for its market to be included in the EGBI. Therefore, the debt
of Cyprus, Estonia, Greece, Luxembourg, Malta, Slovakia and Slovenia is not currently included in this Index. The
Citigroup Euro Broad Investment Grade Bond Index is an unmanaged index representing all sectors of the investment-
grade fixed-income market accessible. The Citigroup World BIG (Broad Investment-Grade) Bond Index is a market
capitalization weighted index that tracks the performance of international fixed rate bonds that have remaining
maturities of one year or longer and that are rated BBB-/Baa3, or better, by S&P or Moody's, respectively. It is not
possible to invest directly in an unmanaged index.

PIMCO provides services only to qualified institutions and investors. This is not an offer to any person in any
jurisdiction where unlawful or unauthorized. | Pacific Investment Management Company LLC, 840 Newport Center
Drive, Newport Beach, CA 92660 is regulated by the United States Securities and Exchange Commission. | PIMCO
Europe Ltd (Company No. 2604517), PIMCO Europe, Ltd Munich Branch (Company No. 157591), PIMCO Europe, Ltd
Amsterdam Branch (Company No. 24319743), and PIMCO Europe Ltd - Italy (Company No. 07533910969) are
authorised and regulated by the Financial Services Authority (25 The North Colonnade, Canary Wharf, London E14
5HS) in the UK. The Amsterdam, Italy and Munich Branches are additionally requlated by the AFM, CONSOB in
accordance with Article 27 of the Italian Consolidated Financial Act, and BaFin in accordance with Section 53b of the
German Banking Act, respectively. PIMCO Europe Ltd services and products are available only to professional clients as
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defined in the Financial Services Authority's Handbook and are not available to individual investors, who should not
rely on this communication. | PIMCO Deutschland GmbH (Company No. 192083, Seidlstr. 24-24a, 80335 Munich,
Germany) is authorised and regulated by the German Federal Financial Supervisory Authority (BaFin) (Lurgiallee 12,
60439 Frankfurt am Main) in Germany in accordance with Section 32 of the German Banking Act (KWG). The services
and products provided by PIMCO Deutschland GmbH are available only to professional clients as defined in Section
31a para. 2 German Securities Trading Act (WpHG). They are not available to individual investors, who should not rely
on this communication. | PIMCO Asia Pte Ltd (501 Orchard Road #08-03, Wheelock Place, Singapore 238880,
Registration No. 199804652K) is regulated by the Monetary Authority of Singapore as a holder of a capital markets
services licence and an exempt financial adviser. PIMCO Asia Pte Ltd services and products are available only to
accredited investors, expert investors and institutional investors as defined in the Securities and Futures Act. | PIMCO
Asia Limited (24th Floor, Units 2402, 2403 & 2405 Nine Queen's Road Central, Hong Kong) is licensed by the
Securities and Futures Commission for Types 1, 4 and 9 regulated activities under the Securities and Futures Ordinance
("SFO"). PIMCO Asia Limited services and products are available only to professional investors as defined in the SFO. |
PIMCO Australia Pty Ltd (Level 19, 363 George Street, Sydney, NSW 2000, Australia), AFSL 246862 and ABN
54084280508, offers services to wholesale clients as defined in the Corporations Act 2001. | PIMCO Japan Ltd’s
(Toranomon Towers Office 18F, 4-1-28, Toranomon, Minato-ku, Tokyo, Japan 105-0001) Financial Instruments
Business Registration Number is Director of Kanto Local Finance Bureau (Financial Instruments Firm) No.382. PIMCO
Japan Ltd is a member of Japan Securities Investment Advisers Association and Investment Trusts Association.
Investment management products and services offered by PIMCO Japan Ltd are offered only to persons within its
respective jurisdiction, and are not available to persons where provision of such products or services is unauthorized.
The value of assets fluctuate based upon prices of securities in the portfolio, market conditions, interest rates, and
credit risk, among others. Investments in foreign currency denominated assets will be affected by foreign exchange
rates. All profits and losses incur to the investor. There is no guarantee that the principal amount of the investment
will be preserved, or that a certain return will be realized; the investment could suffer a loss. The fee charged will vary
depending on the investment trust acquired or the investment advisory agreement entered into; these materials do not
set forth specific fee amounts or their calculation methodologies. | PIMCO Canada Corp. (120 Adelaide Street West,
Suite 1901, Toronto, Ontario, Canada M5H 1T1) services and products may only be available in certain provinces or
territories of Canada and only through dealers authorized for that purpose. | No part of this publication may be
reproduced in any form, or referred to in any other publication, without express written permission. © 2012, PIMCO.
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