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5 OBJECTIVES

1. Role of rating agencies

2. Looking at the pitfalls of rating agencies:
Poor track record and shortsightedness

3. Rating methodology
4. Specific country risk ratings
5. Challenge of governance rating

QUANTITATIVE APPROACH: RATING

» Means: Transforming a number of observations
(Delphi method, surveys) or quantitative indicators
into one single number.

» The various indicators can be weighted regarding
their impact on creditworthiness and risk.

P End-product: one single grade to assess past and
current country risk situation with possible cross-
country comparisons across time

RISING NUMBER OF
RANKINGS AND RATINGS
SINCE THE 1980s
SOMETIMES WITH SHAKY
NUMBERS, INCLUDING
SUBJECTIVE JUDGMENTS AND
DIFFERENT CALCULATION
METHODOLOGIES ACROSS
COUNTRIES
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QUANTIFYING COUNTRY RISK
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PolitcalFactors Weights
Political factor A 30%
0% Political factor 8 50
Political factorC 20
Overall
Country
Risk
Rating
Weights
Financial factor A~ 30%
0% Financial factor 8 40
Financial factorC 30

[ EX.:S&PS COUNTRY RISK ASSESSMENT FRAMEWORK

Sovere suer Credit Rating Framework

MAIN COUNTRY RATING AGENCIES

g . 90% market
) > S&Ps (1860) . share
‘.’\ » Moody’s (1909) 40% market share l‘,‘

. PFitchIBCA(1913) -~

> COFACE (1946)
» A.M. Best Rating (1899)
> Dagong Credit Rating Co (1994)
> Euler-Hermes
> INCRA (2012)
»Thomson Reuters
»EIU

Five key areas 1o determine a sovereign’s creditworthiness.
Institutional and
nance
L ouy Economic score

External score
scors

Fiscal score Monetary score

%

Flexitility and performance
prefila

Sovarslgn Indicative rating
level

Institutional and govemance
effactivaness and economic

Forelgn-currency sovereign rating

COUNTRY RISK RATING ?

Advantages/ Pros
»simple

P shrinks a large number

Shortcomings/Cons
P “reductionist”

fvariables it P simplistic

of variables into one [ .
single grade P risk r;f self-fulfilling
> cross-country prophecy

comparison
P comparison across time

» reliable for smooth risk
evolution

» useful for statistical and
econometric analysis

P little predictive value

P weighted average tends
to bury salient trends

P> gives “market consensus”

often made of herd
instinct
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SHORTCOMINGS OF RATING AGENCIES?

" Power without accountability + conflict of interest

&~ Conformity bias and herd behavior

““"Sociocultural bias

“ Punishment of disobedient firms/countries that do
not request a rating

% Procyclical bias, hence followjng the majority
opinion of market participants without any early
warning signals nor predictability track record

= Spill-over effect!
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THE OCDE IMPLEMENTS A RATING AND

Vardanch T8 e 28
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RANKING OF COUNTRY RISK FOR
PROVIDING A LEVEL PLAYING FIELD TO

Gt

o

EXPORT GUARANTEE COMPANIES WITHIN

e
O

THE GROUP OF 34 DEVELOPED COUNTRIES

AND FOR THE PURPOSE OF SETTING

MINIMUM PREMIUM RATES FOR EXPORT

CREDIT TRANSACTIONS

SOURCE:HTTP://WWW.OECD.ORG/TAD/XCRED/CRC.HTM
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FITCH SOVEREIGN RATING SNAPSHOT 10-2013

RATING DOWNGRADES 10-2014

FITCH MOODY’s
»Tunisia = BB FUSA=AAA
N » Egypt= Caal
» Egypt = B-

»Tunisia = Ba3
> Greece = CCC > Greece = Caal

S&Ps DAGONG
> USA=AA+ > Tunisia = B-
: $gypt‘ B_B > Greece = CC
unisia = B- . B
> Greece=B > USA = A-
« selective default »
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DAGONG 2017

»Japan A- P Argentina CC-
P> Spain BBB+ P Nigeria BB+

P Italy BBB- P Venezuela BB-
» Greece CC » Turkey BB-

P Chile AA- » Ecuador B-

P China AAA P> Malaysia A+
P France A+ » Thailand BBB-
> Brazil A6 » Vietnam B+
P> Germany AA+ » Morocco BBB-
P Russia A stable » Korea AA-

> USA A-
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MOODY'S 15 TRIPLE-A RATING COUNTRIES

Sovereignsl Foreign Currency Debt
Australia Aaa STA
i NEG
STA
STA
STA
NEG
RUR-
NEG
NEG
STA
STA
STA
STA
STA
STA
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RATING = POOR EARLY WARNING SIGNAL?

1997 Asia risk ?« It’s like growth stocks...
sovereign risk has never looked better! »
* Institutional Investor (March 1997)

P South Korea was rated as Italy and Sweden until
October of 1997... but was abruptly downgraded
to junk bond status!

« There were no early warnings about Korea from us
or, to the best of our knowledge, from other
market participants, and our customers should
expect a better job from us! » FITcH1BCA January 14,1998

ASIA-1998: LESSONS OF THE CRISIS

» “Any agency which rated the Republic of Korea
at the high investment grade rating of AA- (in the
case of Fitch IBCA and S&Ps) or A1 (Moody’s)
before the crisis, and which now rates Korea at a
speculative grade B-, was clearly either wrong
initially or subsequently”

Fitch IBCA January 13, 1998
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WAS THE 1998 ASIAN CRISIS ANTICIPATED EUROMONEY’S RISK RATING
BY RATING AGENCIES? THE HIGHER THE SCORE, THE LARGER THE RISK

Credit Ratings 1996/1997(1998/1999(2000|2005|2009 20{0
Standard & Poor' s Moody' s Korea 28 130 [ 42 4429284025
_ June 1996 June 1997  June 1996  June 1997 e | 45 1511541496549 60145
Indonesia BBB BBB Baa3 Baa3 -
Korea AA- AA- AL AL philippines | 35 | 57 | 55 |53 [ 78 | 75| 77| 58
g;llgy;ia é; ;\E; é‘alz é‘ll malaysiz | 33 | 35 [ 56 | 46 | 46 | 46 45| 60
jlippines a.
Tamd A Y wsonsis | 45| 49 | 91|98 [107] 81 76 | 61

Agencies were blind Tor too Tong then
hammered the countries with abrupt
\ » downgrading!

s
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RATING = POOR EARLY WARNING SIGNALS? RATING = POOR EARLY WARNING SIGNALS?

. ENRON S collapse' |n'De.cember 2001 ) »2007-2008 US Subprime crisis: from Triple A rating of
» The credit agencies were still tipping the energy firm as an MBS (mortgage backed securities) to junk bonds
investment-grade credit four days before it filed for » 06/2010: Dagong downgrades the US

bankrupcy protection on 12/2/2001. »08/2011: US d ding to AA+: Political Risks, Risi
: +: )
» Moody'’s and S&Ps finally downgraded Enron to junk status owngre:)elgf Bﬁrden oitical isis, Rising

on 11/28/01 » Fall 2011: Italy-Spain d di
a : Italy-Spain downgradin
» « The credit raters -despite their unique position to obtain P 8 s

information unavailable to other analyst- were no more »>2012: Greece's multiple downgradings

astute and no quicker to act than others » » October 2012: Spain downgrading by S&Ps
= Senator Joe Lieberman » November 2013: S&Ps downgrading of France: Political
Source: Credit-October 2006, Vol7, Issue 09 Risks, Rising Debt Burden
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06/2013: US GOVERNMENT VERSUS S&PS

P Civil lawsuit against Standard & Poor's: the US Department of
Justice accuses the credit-rating agency to have defrauded
federally insured financial institutions... The US complaint
alleges that S&P’s presented overly optimistic credit ratings as
objective and independent when, in truth, S&P’s downplayed
and disregarded the true extent of credit risk...

P According to the plaintiff, Standard & Poor’s catered rating
favors in order to maintain and grow its market share and the
fee income generated from structured debt ratings.

09/2013: S&P SUES US GOVERNMENT OVER ALLEGED
RETALIATION FOR AAA CREDIT DOWNGRADE

> "Plaintiff [Justice Department]
« commenced this action in retaliation for
S&P's exercise of their free speech
) 4 rights with respect to the
creditworthiness of the USA"

2011- 2017
MOODY'S DOWNGRADES TUNISIA'S TO BAA3 NEGATIVE

P January 2011: Moody's Investors Service downgraded to Baa3 from Baa2 the local
and foreign currency government bond ratings of the Tunisian government.

The main drivers for the rating action were as follows:

(1) The country's instability due to the unexpected recent regime change, which

resulted from the ongoing political crisis that first began as social unrest.

(2) The significant uncertainties surrounding both the economic and political

outcomes.

(3) The ongoing unrest and the fluidity of the political situation which further
endangers the country's future stability.
» May 2013: new downgrading to Ba2
» October 2017: B1 negative

COUNTRY RISK AND
COMPETITIVENESS INDICES

DBRS

AM. Best rating services
Coface
SACE
AT Kearney
WEF
IMD
World Bank

du/c 8p=442929



http://researchguides.library.vanderbilt.edu/c.php?g=68502&p=442929
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DBRS’S SOVEREIGN RISK DBRS (CANADA’S RATING AGENCY SINCE 1976)
ASSESSMENT METHODOLOGY
DERS Soversign Ratings 1
. itosix catesories. each of Tong Term Foreign Tong Term Looat
‘Currency Currency
quantitative and qualitative considerations: yorrr— vy vy
Canada Ana Ann
(1) Fiscal management and policy e o e
(2) Debt and liquidity B nan v
. United Kingdom AAA AAA
(3) Economic structure and performance Spain An an
. - . L Haly AA (low) N AA (low) N
(4) Monetary policy and financial stability el A thigh) A oy
(5) Balance of payments & exchange rate S 588 gt N 855 e
(6) Political environment Brazil oo o oo
Colombia BE2B (low) BBB
India BEB (low) BEB (low)
Uruguay BE P BE P
5 (low) P 8 glow) P
Michel H. Bouchet/SKEMA () Michel H. Bouchet/SKEMA (c)
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AM. BEST RATING UNTRY RISK R COFACE
SERVICES éIRg?-’Sia h:b“ 4 A 155 countries
Aot 2. 210 %z z Country risk + Business climate ratings:
. e ey >
o kT 3 AT D Lok e : MR
e Comty R T 441 ey » Al= steady economic and political situation
i » A2= weak default probability
sk a0 e 47 e o ks o i e Regional Summary: Middle East & . .
- 2 P A3= adverse circumstances may lead to worsening
= i et e i payment record
" |t gy o e ey weBs CEP gh  Aoovingi 4 . s g i s 1 P Ad4= patchy payment record could be worsened by adverse
= vt s w30 w30 o e s : itical devel "
e o sy . - R economic/political developments
on » Speculative grade:
I m—— P B= unsteady economic and poltical environment
. :‘ » C=bad payment record
o] 3 » D= high risk profile and very bad payment record
ooy . T o eyt ek e st
Dot : U3 e ok ot g 0 st
el . Bouchet/SKEN iy Y "o oo sy
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corace

160 COUNTRIES UNDER
'THE MAGNIFYING GLASS

COFACE CREDIT RATING END-2018

v/Canada= A1 »South Africa= B
v Australia = A1 » Ivory Coast=B
/Japan: A2 » Russia= B
V' UsA= A2 » China=B
v'Korea= A2 P Vietnam = B

v'France = A2

P Tunisia= C

v Thailand = A4 P> Russia= C

¥ Morocco= A4 »Brazil= C

v Philippines= A4 > Algeria= C
v'Indonesia= A4 i*

P Venezuela = E
»Cuba=E
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TUNISIA END-2018: COFACE’'S MACRO-ECONOMIC PROSPECTS

MAJOR MACRO ECONOMIC INDICATORS.
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COFACE RATING OF CORPORATE PAYMENT ARREARS
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AT KEARNEY: THE FDI CONFIDENCE INDEX

ITALY’S ECA: SACE
P Constructed using primary data from a proprietary

indicatort di rischio OCSE  S&Ps  Moody's Fiteh
\Rating an BBB+ BBB BBB+ L. R . )
survey administered to senior executives of the world’s
ndicatori di Business Climate Attuale  Precedente .
[Doing Business 2014 a2sul1s9  39°suls3 1000 largest corporations.
\tdex of Economic Freedom 2014 47°su 178 44°su177 R R —
8°sul?77  83°sul76 P> 25-country survey is designed to gauge the likelihood of
investment in specific markets in order to gain insights

|Corruprion Perceptions Index 2013

2011 2012 2013(s) 2014(p) 2015(p)
20 32 5 into likely trends in global FDI flows over the next one to

PIL (variazione % reale) 69 63
Inflazione media annua (%5) 34 37 28 33 2.7
Saldo Bilanclo pubblico/PIL (%) 20 22 09 04 02 three years.
Bilancia dei pagamenti

Esportazioni (S mld) 410 476 P Index values are based on non-source country responses

Importazioni ($ mld) 134 -16.0 - . .

Saldo transazioni correnti/PIL (%) G704 about various markets (eg: the index ranking for the
Debito estero totale (S mld) 589 608 .
Debito estero totale/PIL (%) 271 276 268 United States reflects all non-US company responses
Riserve valutarie lorde ($ mld). 64.2 658 65.5 67.1

e wn es o about the US market)
> il

Riserve valutarie lorde (mesi import)
Foute: EIU, Gingno 2014 s: stime; p: previsioni

ST —

o . WORLD ECONOMIC FORUM:
AT KEARNEY “ COMPETITIVENESS RANKING
FDI o P Growth prospects of 146 countries
CONFIDENCE = » Countries in are ranked by the Growth
INDEX = Competitiveness Index and the Microeconomic
Competitiveness Index, which combined
- encapsulate the relative strengths and weaknesses
of growth
- P Hard + Soft DATA: Public debt + REER + interest
. rates + inflation + savings rate + legal and
regulatory framework + infrastructure &
- institutions + Health & Education....
Michel H. Bouchet/SKEMA (c) e




INDEX COMPONENTS:

* The Global Competitiveness Report is backed up by the GCN's annual Executive Opinion Survey
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COMPETITIVENESS INDEX

DAVOS-WORLD ECONOMIC FORUM

(EOS). It captures the expert opinions of over 11,000 business leaders and entrepreneurs on 1 Switzerland ::: H:'Cﬂ'ma
2 Singapore 128 Liberia
T 5 129 Uganda
womarve 3 Finland 1a0 o
Macoeconamic 4 Germany 131 Zimbabwe
132
5 usa 133 Pakistan
6 Sweden France= 23 134 venezuela
125 Mali
7 HongKong . 136 Malawi
“ | 8 Netherlands China =29 137
. b South Afr =53 138 Timor Leste
9 Japan ot 130 Myanmar
10 UK Brazil= 56 140 Burkina Faso
T Norway India = 60 141 i
Russia = 64 142 Angola
1 Taiwan 143 Haiti
144 SierraLeona
13 Qatar 1a5 Yemen
u Canada 146 Burundi
1a7 Guinea
15 Denmark Michel H. 148 Chad
IMD WORLD COMPETITIVENESS YEARBOOK IMD CRITERIA
+Over 300 competitiveness criteria are selected.
» World Competitiveness Index : ability of Economic (74 criteria) Macro-economic evaluation of the
nations to provide an environment that sustains Performance domestic economy.
the com petltlveness of ente Fprises; Government (84 criteria) Extent to which government policies
P Extensive coverage of 60 countries chosen Efficiency are Sonduciv to competitiveness.

because of their impact on the global economy
and the availability of comparable international
statistics.

P> Over 300 competitiveness criteria are selected.

Business Efficiency

(66 criteria) Extent to which enterprises are

performing in an innovative, profitable
and responsible manner.

Infrastructure

(90 criteria) Extent to which basic, technological,

scientific and human resources meet
the needs of business.
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IMD: COMPUTING THE RANKINGS

IMD
SCOREBOARD

60 COUNTRIES

France = 32
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