
What is the Meaning of a Sovereign Credit Rating?

Last Friday’s downgrade of several European countries by S&P, a process which started in early 

2009, and which is likely to carry on for some time forces us to ask: what does this rating 

actually mean? At the beginning of 2009, Ireland was rated AAA.  Through a process of repeated 

downgrades, the country was rated BBB+ (7 notches lower) within a space of a year or so.  Italy 

was rated A+ just 4 months ago.  Now it is rated BBB+ (3 notches lower).   

The theme here is not that the rating agencies got it wrong with their initial ratings.  That is 

known to everyone and their dog.   Rather it is that the agencies did not do the following a) once 

the error was known, acknowledge the error b) Revisit their methodology and analysis from 

scratch and come up with a fresh sovereign credit risk thesis – that is, assign a fresh rating. 

Instead they resorted to tinkering- that is changing the ratings a few notches at a time when 

things took a marked turn for the worse.   This in momentum based credit analysis at its worst 

as we highlighted in our piece California’s Credit Rating: Four Decades of Momentum Based  

Credit Analysis (See http://crediteye.wordpress.com/2010/12/03/californias-credit-ratingfour-

decades-of-momentum-based-credit-analysis/).

Either the agencies were intellectually dishonest.  Or they still did not have the intellectual 

wherewithal to conduct a ground level analysis.  The latter is the most likely case as we had 

explained in Stories in Credit Analysis.  The sovereign rating methodology was and continues to 

be flawed.  This is what makes the rating agencies unable to see the correct picture even when 

the flaw in their credit rating is exposed.  They resort to downgrades, a few notches at a time, 

hoping and praying that this time their “analysis” would be found less wanting.  Alas a 

methodology based more on a prayer and less on a wing is doomed to continue to disappoint. 



And you, dear investor, too, will continue to be disappointed if you think the credit rating 

symbol (AAA, BBB etc) meant what it said.      
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