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Sovereign Credit Ratings
Sovereign credit ratings reflect Standard & Poor's Ratings Services' opinions on the future ability and
willingness of sovereign governments to service their commercial financial obligations in full and on time.
Ratings coverage continues to expand, with the 113th sovereign rating recently assigned to the Republic
of Seychelles (see "Sovereign Ratings History Since 1975," available on RatingsDirect, the real-time
Web-based source for Standard & Poor's credit ratings, research, and risk analysis, at
www.ratingsdirect.com).

A sovereign rating is a forward-looking estimate of default probability. A sovereign rating does not
address recovery or loss given default, although Standard & Poor's plans to introduce sovereign recovery
ratings within the next year (see " Request For Comment: Expanding Recovery Rating Coverage And
Enhancing Issue Ratings," RatingsDirect, Oct. 4, 2006). Sovereign ratings also are not country ratings, an
important and often misunderstood distinction. Thus, they do not speak specifically to exchange rate or
regulatory risk or any of a host of country characteristics that affect the operating and financial
environment of a private sector entity.

Sovereign ratings address the credit risk of national governments, but not the specific default risk of other
issuers. A rating assigned to a nonsovereign entity is, most frequently, the same as or lower than that
assigned to the sovereign in the main country of domicile, but may be higher. Foreign currency ratings
may be higher when the nonsovereign entity has stronger credit characteristics than the sovereign and
when the risk of the sovereign limiting access to foreign exchange needed for debt service is less than the
risk of sovereign default. Examples of such cases include: (1) a highly creditworthy private sector issuer
located in a country where the risk of the sovereign restricting the convertibility of its currency and the
transfer of foreign currency to nonresidents is relatively low; (2) an issuer with a significant percent of
assets and business offshore; and (3) an issuer with a very supportive offshore parent. Similarly, an issue
benefiting from specific structural enhancements can be rated above the sovereign. The risk of
restrictions on access to foreign exchange needed for debt service is reflected in transfer and
convertibility (T&C) assessments, which are available for each of the 113 countries for which Standard &
Poor's has a sovereign rating (see "Transfer & Convertibility Assessments Since November 2005,"
updated monthly on RatingsDirect].

Sovereign default and transition studies (see " 2005 Transition Data for Rated Sovereigns," RatingsDirect,
Feb. 2, 2006) indicate that, compared with corporate ratings, sovereign ratings show slightly more stability
at most rating levels. The sovereign default record is lower than the corporate default record at most
rating levels, but such comparisons are affected by the small number of rated sovereign defaults.
Standard & Poor's expects sovereign default probabilities to converge with corporate ratios over time as
the number of sovereign observations increases, something one would expect given the same rating
definitions. Table 1 shows sovereign and corporate default rates over one-, three-, and five-year intervals.
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Table 1

Sovereign And Corporate Default Rate Comparison

One-year Three-year Five-year

(% of rated issuers) Sovereign Corporate Sovereign Corporate Sovereign Corporate

AAA 0 0 0 0 0 0.1

AA 0 0 0 0.1 0 0.3

A 0 0 0 0.2 0 0.6

BBB 0 0.3 2.1 1.3 5.6 2.8

BB 1.1 1.1 5.6 6 8.8 10.7

B 3 5.4 8.8 17.1 17.6 24.2

CCC/CC 40 27 58.9 40.9 58.9 47.6

Note: Implied senior ratings through 1995; issuer credit ratings thereafter. Sovereign foreign currency ratings for 1975-2005; corporate
local currency ratings for 1981-2005.

Defaults on sovereign foreign currency bonds occurred repeatedly, and on a substantial scale, throughout
the 19th century and as recently as the 1940s. Sovereign bond default rates fell to low levels only in the
decades after World War II (see chart 1), when cross-border sovereign bond issuance also was minimal.
Defaults on bank loans, the main vehicle for financing governments in the 1970s and 1980s, peaked in
the early 1990s and have since fallen, while bond defaults have turned up again.

Chart 1

Past sovereign defaults reflect a variety of factors, including wars, revolutions, lax fiscal and monetary
polices, and external economic shocks. Today, tenuous fiscal discipline, debt-management pressures,
structural inefficiencies constraining productivity, and contingent liabilities arising from off-budget activities
and weak banking systems are among the significant economic policy challenges facing many
sovereigns. The associated credit risk, which may seem manageable for a time, can mushroom—as
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events in a number of emerging market countries over the last decade have shown. Standard & Poor's
believes that an understanding of sovereign ratings—what they mean and the criteria behind them—is as
relevant now as ever.

Behind The Ratings
Standard & Poor's appraisal of each sovereign's overall creditworthiness is both quantitative and
qualitative. The quantitative aspects of the analysis incorporate a number of measures of economic
performance, although judging the integrity of the data is a more qualitative matter. The analysis is also
qualitative due to the importance of political and policy developments and because Standard & Poor's
ratings indicate future debt-service capacity.

Standard & Poor's divides the analytical framework for sovereigns into nine categories (see sidebar 1). As
part of the committee process that Standard & Poor's uses to assign credit ratings, each sovereign is
ranked on a scale of one (the best) to six for each of the nine analytical categories. There is no exact
formula for combining the scores to determine ratings. The analytical variables are interrelated and the
weights are not fixed, either across sovereigns or over time. Most categories incorporate both economic
risk and political risk, the key determinants of credit risk. Economic risk addresses the government's
ability to repay its obligations on time and is a function of both quantitative and qualitative factors. Political
risk addresses the sovereign's willingness to repay debt.
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Sidebar 1

Willingness to pay is a qualitative issue that distinguishes sovereigns from most other types of issuers.
Partly because creditors have only limited legal redress, a government can (and sometimes does) default
selectively on its obligations, even when it possesses the financial capacity for timely debt service. In
practice, of course, political risk and economic risk are related. A government that is unwilling to repay
debt is usually pursuing economic policies that weaken its ability to do so. Willingness to pay, therefore,
encompasses the range of economic and political factors influencing government policy.

Sovereign Defaults and Emergence From Default
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Sidebar 2 highlights Standard & Poor's definition of sovereign default, which includes a sovereign's failure
to service its debt as payments come due, as well as distressed debt exchanges (even when no payment
is missed). Emergence from default also can be a complicated issue for sovereigns. Sovereign debt
restructurings are often undertaken through exchange offers that rarely "close the books" on the
restructured debt. For a number of reasons, ranging from difficulty in contacting all debtholders to
"holdouts" seeking payment in accordance with the original terms, participation in sovereign distressed
debt exchanges usually does not reach 100%. This stands in sharp contrast to corporate debt
restructurings in the U.S. and in many other jurisdictions, where all obligations are addressed in
bankruptcy reorganization. A corporate reorganizing outside of bankruptcy must continue payments on
the holdouts' debt or face the prospect of an involuntary bankruptcy filing.

Less common among sovereign defaults is the repudiation of debt, which most often follows a
revolutionary change of regime (as occurred in the Soviet Union in 1917, China in 1949, and Cuba in
1960). Standard & Poor's takes no position on the propriety of government debt defaults, repudiations,
and the like. Nor does Standard & Poor's take a position on the course of negotiations (or the absence
thereof) between creditors and the government about working out debt that is repudiated, or on the
parameters of any settlements between creditors and governments that may occur. Instead, Standard &
Poor's ratings are an opinion of the probability of default on a forward-looking basis. Historical defaults
are analyzed to the extent they may affect the likelihood of the sovereign defaulting in the future.

In general, Standard & Poor's sovereign ratings thus apply only to debt that the present government
acknowledges as its own. For example, Standard & Poor's has no rating on direct and guaranteed debt of
the government of China issued prior to the founding of the People's Republic of China in 1949. Had
Standard & Poor's rated China before 1992, when ratings were first assigned, the repudiation of pre-1949
debt by the new government would have been regarded as a default; it is included as such in Standard &
Poor's annual sovereign default survey, which covers defaults by rated and unrated issuers ( see "
Sovereign Defaults At 26-Year Low, To Show Little Change in 2007," Ratings Direct, Sept. 18, 2006).
However, even if there is no resolution of the default through the courts or by the parties involved,
Standard & Poor's eventually removes the default ratings based upon the diminished prospects for
resolution and the lack of relevance of the default ratings in the context of the market. (For more
information on emergence from default when a significant amount of debt has not been restructured, see
"Argentina Emerges From Default, Although Some Debt Issues Are Still Rated 'D'," RatingsDirect, June 1,
2005.)

Standard & Poor's. All rights reserved. No reprint or dissemination without S&Ps permission. See Terms of Use/Disclaimer on the last page.

www.standardandpoors.com/ratingsdirect Page 5 of 18
539683 | 300135785


