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PROJECT TITLE: Suitability of external agency ratings for rating in-country bank borrowers in
emerging markets

PROJECT GOAL:

Given the considerations employed by the rating agencies in producing their ratings (data,
methodology, overlays, adjustments, floors, seniority, etc...), should the bank’s lending to the rated
borrowers use the ratings and PDs published by the agencies, or should the agencies’ ratings/PDs be
adjusted due to the fact that the bank faces different level of risk compared to the intended consumers
of rating agencies’ ratings by virtue of the comparative domicile/seniority/contract/legal environment? If
they should be adjusted, how could this be undertaken? The answer will likely differ on the type of the
borrower (sovereign, bank, non-bank financial institution, large corporate), the industry of the borrower
and local versus in-country business.

HIGH LEVEL DESCRIPTION OF PROBLEM

External rating agencies (e.g. S&P and Moody's) rate South African entities by taking a generic lender
view, i.e. the ratings are not conditional on the lender type/position and take into account the borrower
and transaction characteristics only. The rating also depends on the sovereign rating through a full or
partial use of sovereign floors. However, when a South African bank lends to a local entity, the bank’s
perception of the PD may be different (in our experience, lower) that that implied by the external rating
agencies. As an example, a systemically important SA bank and a small Canadian bank would assign
the same PD to a South African Bond Issuance through the use of external agency ratings. However, it
is not clear-cut whether the risk of sovereign default to the two banks is the same, by virtue of the
importance of a systemically important local bank to the SA economy and not being exposed to transfer
risk through its locale.

The AIRB banks are not compelled to use external agency ratings/PDs. However, they are widely used,
either directly or as a benchmarking tool for internal models. It is, therefore, important in the interest of
consistency across the industry to develop guidelines for use and adjustment of external agency ratings
in the South African (and emerging markets) context, taking into account both the borrower and lender
characteristics

PROJECT OBJECTIVES

To provide a scientific analysis of the rating/PD assignment methodologies followed by external rating
agencies for sovereigns, banks, non-bank financial institutions and corporates. To assess, on the basis
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of the analysis, what are the characteristics of the intended consumers of these ratings and whether
they are consistent with those of South African banks. Consequently, to determine the suitability of
external rating agencies’ ratings/PDs in a South African context.

Specific questions that need to be addressed are:

How are the ratings calibrated to be converted to PDs? (not necessarily the rank-ordering
ability)

Is it and in which situations it is applicable to apply the sovereign floors to PDs?

Whether and how the external ratings should be adjusted based on lender and borrower
characteristics?

To articulate which lender/borrower characteristics (e.g. domicile, legal environment, borrower
type, lender type, industry, loan characteristics, etc...).

Should the in-country banks lending to corporates take into account sovereign risk?

OUTPUTS REQUIRED
A report that provides a conclusive and theoretical assessment of the project’s objectives.

STRATEGIC VALUE TO DIRECTED RISK RESEARCH

This research will increase insight into how to use both internal and external ratings in determining

corporations credit ratings.
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