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Research Update:

Zuercher Kantonalbank 'AAA/A-1+' Ratings
Affirmed On Bank Criteria Change; Outlook
Stable

Overview

e Following a review under Standard & Poor's revised bank criteria
(published on Nov. 9, 2011), we have affirmed our 'AAA/ A-1+'" ratings on
Swi t zer | and- based Zuercher Kantonal bank (ZKB). The outl ook is stable.

* In our view, ZKB has an adequate business position, very strong capita
and earnings, an adequate risk position, average funding, and strong
liquidity, reflecting its stand-alone credit profile (SACP) of 'aa-

* W continue to consider ZKB to be a governnment-related entity with an
"extrenely high" |ikelihood of extraordinary support in times of stress,
which results in a three-notch rating uplift fromthe SACP

e The stable outlook reflects that on ZKB's owner and guarantor the Canton
of Zurich. W believe ZKB will continue its close relationship with the
canton, and sustain very strong capital and earnings.

Rating Action

As previously announced, on Dec. 5, 2011, Standard & Poor's Ratings Services
affirmed its ' AAAN A- 1+ |long- and short-termcounterparty credit ratings on
Swi t zer | and- based Zuer cher Kantonal bank (ZKB). The outl ook is stable.

Rationale

Standard & Poor's bases its ratings on ZKB on its view of an "extrenely high"
i keli hood of support for ZKB fromits owner, the Canton of Zurich

(AAA/ Stable/--), in times of stress. The ratings also reflect our view of the
bank's "very strong" capital and earnings, "adequate" business position and
ri sk position, "average" funding, and "strong"” liquidity, as our criteria
define these terns. The stand-al one credit profile (SACP) is at 'aa-'

Qur bank criteria use the economc risk and industry risk scores from our
Banki ng Industry Country Ri sk Assessnent (BICRA) to determi ne a bank's anchor
the starting point in assigning an issuer credit rating. The anchor for a
conmer ci al bank operating only in Switzerland is 'a', based on an economc
risk score of '1' and an industry risk score of '2'.

The BI CRA score includes our evaluation of econonmic risk. In this respect, we
view Switzerland as a highly diversified and conpetitive economny, benefiting
fromone of the highest GDPs per capita in the world and very robust

government finances. We believe Switzerl and denpbnstrates a conservative risk
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and | ending culture, which has acconpani ed recent noderate growth of house
prices and | oan portfolios.

The Swi ss banking industry is supported by its sizable and very stable
customer deposit base. Pure donestic Swi ss banks have not |oosened credit
standards in recent years, thanks to sound earnings potential fromcore
products. W consider regulatory standards to be nore stringent than in other
devel oped countries.

We regard ZKB' s business position as "adequate" and in line with Switzerland' s
i ndustry risk score of '2'. Wth total assets of Swiss franc (CHF) 130 billion
(about $156 billion) at midyear 2011, ZKB is the third largest bank in
Switzerland. It is by far the |argest cantonal bank and its business
activities are nore diverse than those of other cantonal banks. For instance,
ZKB origi nates syndicated | oans for other cantonal banks and trades in
financial instrunents. The bank has a | ong-standi ng presence in the Canton of
Zurich, one of Switzerland' s economcally strongest regions, with a | eading
mar ket share of about 30% W regard ZKB's geographi c concentration as a

rel ati ve weakness. However, this is mtigated by diversification across the
retail segnent, business with snall and m dsize enterprises and corporate
customers, private banking activities in the canton and further afield, as
well as its stable overall financial performance.

Qur assessnment of ZKB's capital and earnings as "very strong" reflects ZKB' s
| evel of capital, the quality of earnings, and our expectation that capita
will continue to be conservatively managed. W expect the risk-adjusted
capital (RAC) ratio to rise marginally over the mediumterm given steady
profitability and nodest |oan growth in the range of 16.0%to 17.0% This
expectation is supported by a robust earnings buffer of nore than 100 basis
points, even conpared with that of peers with a greater risk appetite. Capita
generation remai ns supported by consistent earnings and relatively small
distributions to the canton, taking into account the negligible effective tax
rate on earnings. The bank has no hybrid capital

ZKB's "adequate" risk position reflects the econonmic risk score of "1' (I owest
ri sk) for Swi ss banks under our BI CRA nethodol ogy, as well the bank's

hi gh-quality residential nortgage portfolio, which is fully reflected in our
RAC ratio. High-quality nortgage | oans account for nore than 70% ZKB' s | oan
book and 40% of its total assets. W view the |loan portfolio as granular, with
general Iy transparent and standard products. Cccasional volatility associated
with ZKB's trading activity has been evident in ZKB's results, but not to an
extent that endangers its very strong capital position. W anticipate annua
loan growth of 3% 5% for ZKB, in line with its conservative risk nanagenent,
whi ch should help the bank maintain its favorable | oss record. However,
excessive real estate prices in certain regions and the inpact of a potentia
strengt hening of the Swiss franc on corporate exposures could heighten ZKB' s
risks. In addition, we believe a |lengthy continuation of low interest rates
could restrict ZKB's net interest margin

ZKB's funding is "average" and its liquidity "strong" in our view The bank's
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fundi ng benefits substantially fromits strong franchise in the canton and

wi th private banki ng custoners, which have generated a w despread, |oyal

deposi tor base. The | oan-to-deposit ratio was 78% on June 30, 2011. The Canton
of Zurich's ownership and its guarantee for ZKB's liabilities enhance ZKB's
ability to attract funds, which benefits liquidity, since market turbul ence
can spark a "flight to quality" in ZKB' s favor. Furthernore, we consider that
ZKB woul d be able to operate without new funding for up to 12 nonths, given
the maturity structure of its assets and liabilities, the quality of its
retail deposits, and the magnitude of its liquid assets.

We continue to consider ZKB to be a governnent-related entity (GRE). In
accordance with our criteria for GREs, our view of an "extrenely high"
likelihood of timely and sufficient extraordinary governnent support is based
on our assessnent of ZKB's:

* "Very inportant” role as Zurich's largest GRE and a | eading credit
institution. A default by ZKB m ght destabilize the Swi ss banking system
and tarnish the canton's reputation in the capital narkets; and

* "Integral” link with the canton based on a strong and durable
rel ationship. ZKB benefits fromthe canton's statutory guarantee, which
ultimately covers ZKB's liabilities, except those of its subsidiaries. W
do not anticipate any material changes to ZKB' s ownership structure,
| egal status, or the canton's statutory guarantee over the nediumterm

Outlook

The stable outlook reflects our view of ZKB's SACP, the ratings on the Canton
of Zurich, and ZKB's role for and link with the canton as a GRE. Although a
deterioration of any one of these factors could lead us to | ower our ratings
on ZKB, we view the bank's position as solid in all respects.

More specifically, a one-notch reduction of ZKB's SACP would lead to a
one-not ch downgrade of ZKB, all other things remaining equal. This could
concei vably be the result of a general deterioration in the Swi ss econony or
ZKB's declining asset quality. Alternatively, a weakening of the bank's
capital and earnings to "strong" fromthe current "very strong" would al so
lead to a one-notch reduction in the SACP, the | ower score usually being
associ ated with RAC ratios of |ess than 15%

Under our criteria, the ratings on ZKB are linmted by those on the Canton of
Zurich, meaning that a downgrade of the canton would have a corresponding

i mpact on ZKB. In addition, a reduction in the Iikelihood of support for ZKB
to "very high" from"extrenmely high" would cause us to | ower our rating on ZKB
by one notch. However, a |lower |ikelihood of support could only result froma
fundanental change in ZKB's long-termrelationship with the canton that woul d
probably require a change in the law. This scenario currently appears renote.
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Ratings Score Snapshot

| ssuer Credit Rating AAA
SACP aa-
Anchor a
Busi ness Position Adequat e (0)
Capital and Earnings Very strong (+2)
Ri sk Position Adequat e (0)
Fundi ng and Liquidity Average and Strong (0)
Suppor t 3
GRE Support 3
G oup Support 0
Sover ei gn Support 0

Addi ti onal Factors 0

Related Criteria And Research

Al articles listed below are available on RatingsDirect on the dobal Credit

Portal, unless otherw se stated.

 Banks: Rating Methodol ogy And Assunptions, Nov. 9, 2011

* Banking Industry Country Ri sk Assessment Methodol ogy And Assunpti ons,
Nov. 9, 2011

e Group Rating Methodol ogy And Assunptions, Nov. 9, 2011

« Rating CGovernnment-Related Entities: Methodol ogy And Assunptions, Dec. 9,
2010

Ratings List
Rati ngs Affirned

Zuer cher Kant onal bank

Counterparty Credit Rating AAA/ St abl e/ A- 1+
Certificate O Deposit AAA/ A- 1+
Seni or Unsecured AAA

Additional Contact:
Financial Institutions Ratings Europe;FIG_Europe@standardandpoors.com

Conplete ratings information is avail able to subscribers of RatingsDirect on
the @ obal Credit Portal at www gl obal creditportal.com All ratings affected
by this rating action can be found on Standard & Poor's public Wb site at
www. st andar dandpoors. com Use the Ratings search box located in the |eft
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colum. Alternatively, call one of the follow ng Standard & Poor's nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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