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Figure 8. Current Crisis: Sovereigns Rated by Moody's between July 31, 2007 and June 30,2010
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Note: The numbers in the brackets indicate the muber of issuers associated with that rating.
Table 4. Sovereign Rating "Failures" During the 1997-1998 Asian Crisis

Fitch Moody's S&P
Start End  Notches Start End  Notches Start End  Notches

Indonesia BBB- B- -6 Baa3 B3 -6 BBB B- -7
Korea' AA- B- -12 AA- B+ -10
Korea' B- BBB- 6 B+ BBB- 4
Malaysia Al Baa3 -5 A+ BBB- -5
Romania Ba3 B3 -3 BB- B- -3
Russia BB+ B- -5 Ba2 B3 -4 BB- B- -3
Thailand A2 Bal -5 A BBB- -4
Venezuela Ba2 B2 -3

Sources: Fitch; Moody's; and Standard & Poor's.
Note: Table shows successive downgrades or upgrades by three or more notches in aggregate during any

rolling 12-month period, excluding downgrades or upgrades into, out of, within, or between rating
categories below B- or B3; 1997 through January 1999.

'Korea was downgraded by Fitch and S&P in October 1997-December 1997; and then a series of upgrades
occurred between February 1998 and January 1999.
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Table 5. Sovereign Rating "Failures" During the 2008-2010 Crisis

Fitch Moody's S&P

Start End  Notches Start End  Notches Start End  Notches
Greece A BBB- -4 Al Bal -6 A- BB+ -4
Iceland’ A+ BBB- -5 Aaa Baal -7 A+ BBB- -5
Iceland’ Al Baa3 -5
Ireland AAA AA- -3
Latvia BBB+ BB+ -3 A2 Baa3 -4 BBB+ BB -4
Lithuania A BBB -3
San Marino AA A -3

Sources: Fitch; Moody's; and Standard & Poor's.

Note: Table shows successive downgrades or upgrades by three or more notches in aggregate during any
rolling 12-month period, excluding downgrades or upgrades into, out of, within, or between rating
categories below B- or B3; 2007 through June 2010.

The Iceland downgrades by Moody's involve overlapping periods. The first period includes downgrades from
May 2008 through end-December 2008, while the second period includes downgrades from December 1
2008 through end-November 2009. That is, both periods include the 3 notch downgrade on December 4,
2008.

40. Confronted with these evident “failures,” CRAs have been developing rating
procedures that would condition a rating to the country’s ability to survive a crisis.
However, it is not clear whether this methodology enhances stability beyond that provided by the
TTC approach. Kiff, Kisser, and Schumacher (2010) show that although TTC ratings are
inherently more stable than point-in-time assessments, some of this stability is undermined by
the aforementioned rating change smoothing rules. If the smoothing rule’s prescribed downgrade
turns out to be persistent, and the creditworthiness of the issuer has possibly worsened, a more
abrupt downgrade is required. In other words, by attempting to smooth ratings, typical TTC
methodologies run the danger of actually exacerbating procyclical cliff effects. Even “through
the crisis” methodologies will be prone to these smoothing-induced cliff effects, although
perhaps with less frequency, because of the more severe ex-ante stress tests.

IV. SOME POLICY RECOMMENDATIONS

o Based on the evidence of the impact of the CRA’s certification services, the removal of
the excessive reliance of regulations on ratings is warranted. This will not affect the
information value of ratings—that appears to work mostly through outlook reviews—and
will help lessen the additional liquidity impact due to the need to meet regulations,
reducing potential cliff effects.

o To the extent that ratings continue to play a significant role in regulations, an issue arises
as to whether CRAs should be more transparent about the quantitative measures they
calibrate in the rating process (PDs, LGD, and stability assumptions), how these
measures are mapped into ratings, and whether the final ratings can be used to infer the
parameters used to obtain these measures. This is particularly relevant in the use of
external ratings by banks employing the standardized approach in Basel II since internal
ratings systems are subject to rigorous back testing.
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Moreover, recent heavy downgrade activity suggests that ratings should embed the notion
that risk is a forward looking dimension conditional on the macroeconomic scenario. In
this regard, ratings should be better tied to macroeconomic conditions, including their
resilience to stress scenarios.
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APPENDIX 1: ANALYSIS OF ONE-YEAR FITCH AND S&P SOVEREIGN RATING CHANGES

Figure Al.1. Average Proportion of Fitch Sovereign Ratings Unchanged Over One Year
(In percent of unchanged ratings)
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Source: Fitch Ratings.
Note: Sovereign ratings for 1995-2009 and corporate ratings for 1990-2009.

Figure A1.2. Average Proportion of Fitch Sovereign Ratings Downgraded More Than Two Notches Over One Year
(In percent of ratings downgraded more than two notches)
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Source: Fitch Ratings.
Note: Sovereign ratings for 1995-2009 and corporate ratings for 1990-2009.
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Figure A1.3. Average Proportion of Moody's Sovereign Ratings Unchanged Over One Year
(In percent of unchanged ratings)
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Figure A1.4. Average Proportion of Moody's Sovereign Ratings Downgraded Through at Least One Grade
Over One Year (In percent of ratings downgraded at least one grade)
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APPENDIX 2: SOVEREIGN DOWNGRADES AND UPGRADES DURING THE ASIAN AND GLOBAL

CRISIS
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Figure A2.1. Asian Crisis: Sovereigns Rated by S&P between July 31, 1997 and December 31, 1998

o

C

B B- CCC+ CC CCC-

B+

BB-

BB+ BB

A+

AAA  AA+  AA

(4)
- - L - L
L (4
(4)
r L]
r -
L Total number of ratings = 69
| Onthe diagonal line = 53
Quadrant breakdown:
0|4
r L]
L 9 3
. . . . \ . . . . | \ . . . . \ \ . . .
AAA  AA+ AA AA- A+ A A~ BBB+ BBB BBB- BB+ BB BB- B+ B B- CCC+ CCC CCC- €
Source: Standard & Poor's. December 31,1998

Figure A2.2. Current Crisis: Sovereigns Rated by S&P between July 31, 2007 and June 30, 2010
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Figure A2.3. Asian Crisis: Sovereigns Rated by Fitch between July 31, 1997 and December 31, 1998
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Figure A2.4. Current Crisis: Sovereigns Rated by Fitch between July 31, 2007 and June 30, 2010
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