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Abstract 

In recent years, investors are increasingly focusing on international diversification due to the inevitable globalisation of markets, 

and due to this the demand for sovereign ratings has increased manifold. Sovereign credit rating indicates the performance of a 

country on economic, political and financial fronts from the point of its ability in repayment of debt. It can affect the cost of capital 
of a company, its cash flows, its equity markets, and its firms’ ability to raise capital on better terms. Due to its great importance 

for a country and the investors, sovereign credit rating emerged as an important topic of research. The aim of the present study is to 

highlight and explore the important research streams around sovereign credit ratings by summarising much of the available 

literature related to the topic. The study can provide insight to the future researchers about the areas sufficiently explored so that 

they can explore new areas of research related to sovereign credit ratings. 
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1. Introduction 

Due to the rapid globalisation of markets in past few years, 

investors are increasingly inclined towards international 

diversification (Bissoondoyal- Bheenick, 2005) [8, 9]. They 

place a high value on the systematic assessment of credit risk. 

The risk of default to honour the debt obligations by the 

borrower when they fall due is known as credit risk (Kumar 

and Rao, 2012). The credit risk is one of the most important 

areas of recent financial research (Cantor, 2004) [12]. Most of 

the studies in financial research have used credit rating as a 

proxy measure for credit risk (Murcia et al., 2014) [24]. 
Standard & Poor’s (S & P), one of the top global rating 

agencies, has defined credit rating as “the opinion of a rating 

agency about the ability and willingness of the issuer, may be 

a corporation/firm or state or city government, to meet its 

financial obligations in full and on time” (Standard & Poor’s, 

2010) [27]. The risk evaluation provided by rating agencies of 

economic as well as financial obligations of a specific country 

by way of a ranking is known as sovereign credit rating. It 

indicates the performance of a country on economic, political 

and financial fronts from the point of its ability in repayment 

of debt. It determines countries' access to international debt 
markets and the terms of that access (Erdem and Verli, 2014) 

[18]. Sovereign ratings, like other ratings, represent an 

evaluation of the relative possibility that a country will not 

fulfill its obligations (Cantor and Packer, 1996) [13]. A 

country's sovereign rating is the major indicator of the 

development of its financial system and its openness (Butler 

and Fauver, 2006) [11]. In past few years, sovereign ratings’ 

demand has increased manifold due to the rapid globalisation 

and integration of markets. Sovereign rating change can 

provide a major input in the re-weighting of international level 

portfolios (Bissoondoyal- Bheenick, 2005) [8, 9]. Further, 
sovereign credit ratings can affect the cost of capital of a 

company, its cash flows, its equity markets, and its firms’ 

ability to acquire capital on better conditions (Butler and 

Fauver, 2006) [11]. Also, the sovereign credit ratings act as a 

major determinant for foreign institutional investment and 

foreign direct investment (Roychoudhary and Lawson, 2010) 

[26]. Sovereign credit ratings are highly relevant for 

international financial markets, governments as well as 

economic agents. It determines the interest rates faced by a 

country in the international financial market and which in turn 

determines its borrowing costs and also because of its limiting 

impact on the ratings provided to companies and local banks 

(Afonso, Gomes, and Rother, 2011) [1]. Due to these reasons 
and realising its great importance for a country and the 

investors, sovereign credit rating is continuously being 

focused as an important topic of research by academicians and 

professional and government institutions. So, the objective of 

the present study is to identify the important streams of 

research related to sovereign credit ratings focused upon, by 

the review of literature available in this context.  

 

2. Various Streams of Research around Sovereign Credit 

Ratings 

On the basis of a review of available literature, following 
important research areas around corporate credit ratings have 

been identified: 

 

2.1 Factors determining/affecting sovereign credit ratings  

One of the most important research areas related to sovereign 

credit ratings being explored in the recent past has been the 

identification of factors affecting the ratings. Several studies 

in the literature have identified the determinants of sovereign 

credit ratings and the macroeconomic factors influencing 

sovereign credit ratings. Cosset and Roy (1991) [15] tried to 

identify the determinants of country risk ratings and found that 
the level of per capita income and propensity to invest affect 

positively the rating of a country. Cantor and Packer (1996) [13] 
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conducted a study to identify the determinants and impact of 

sovereign credit ratings and concluded per capita income, 

GDP growth, inflation, external debt, economic development, 

default history, fiscal balance and external balance as 

statistically significant determinants of sovereign credit 

ratings. Bissoondoyal- Bheenick (2005) [8, 9] identified GNP 

per capita and inflation as the most important variables 

affecting the sovereign ratings. Later Bissoondoyal-Bheenick, 

Brooks and Yip (2005) [8, 9] reported technological 
development, GDP and inflation as the most important 

determinants of sovereign credit ratings. On the other hand, 

quality of a country’s legal and political institutions found to 

have a positive association with sovereign credit ratings by 

Butler and Fauver (2006) [11]. The authors also remarked that 

on an average, sovereign credit ratings are three times more 

sensitive to a change in legal environmental composite as 

compared to factors such as change in GDP, GDP per capita, 

inflation, foreign debt per GDP and overall economic 

development. Another study by Mellios and Paget-Blanc 

(2006) [23] reveal that government income, real exchange rate 
changes, per capita income, default history and inflation rate 

are the factors that mostly influence sovereign ratings. 

Similarly Roychoudhary and Lawson (2010) [26] revealed that 

countries with higher values on the EFW index, measuring the 

consistency of country’s institutions and policies towards 

economic freedom, have higher sovereign credit ratings. A 

study conducted by Afonso, Gomes, and Rother (2011) [1] 

identified certain short term determinants such as GDP 

growth, government balance, government debt, GDP per 

capita and long term determinants such as external debt, 

foreign reserves, government effectiveness and foreign default 
affect a country’s sovereign rating. In a study conducted in 

Latvia on determinants of sovereign credit ratings by Arefjevs 

and Braslins (2013) [6] GDP per capita, external debt as a 

percentage of exports, real growth rate, fiscal deficit, 

unemployment rate and the inflation rate are identified as the 

determinants of sovereign ratings. Also the factors that 

determine the ratings of China’s Local Government bonds 

have been explored by Luo and Chen (2013) [17]. The results 

revealed that bond issue characteristics particularly bond issue 

size and bond type are the major factors determining the 

ratings whereas bond issuer characteristics have little 

explanatory power. Recently budget balance/GDP, 
governance indicators, reserves/GDP and GDP per capita are 

identified as most relevant macroeconomic indicators behind 

the sovereign credit ratings by Erdem and Verli (2014) [18]. 

Another latest study on the macroeconomic determinants of 

sovereign credit ratings by Chee, Fah and Nassir (2015) [16] 

concluded that six variables namely, ratio of foreign reserve to 

GDP, ratio of money supply to GDP, GDP growth rate per 

capita, economic development indicator, value of exports over 

GDP, and world’s economic freedom have a positive effect on 

the sovereign credit rating. Further, five variables namely, real 

exchange rate, the default history, ratio of external debt to 
GDP, the real interest growth rate and value of external debt 

to exports reported to affect the sovereign credit rating 

negatively by the study. 

2.2 Relating sovereign credit rating changes with 

associated national stock market and bond returns, 

volatility and capital inflows 
The effect of sovereign credit rating change announcements 

on national stock market and bond returns, volatility and 

capital inflows is examined by a group of studies. For 

instance, Cantor and Packer (1996) [13] in their study to 

identify the effect of sovereign rating changes on bond yields 

reported that the bond yield movements follow the sovereign 
rating changes in the expected direction that are statistically 

significant. Brooks et al. (2004) [10] investigated the impact of 

sovereign rating changes on the returns of the associated 

national stock markets. The study revealed that rating 

downgrades have a negative wealth impact on market returns 

whereas upgrades have no effect on market returns. Another 

study by Pukthuanthong-Le, Elayan and Rose (2007) [25] 

assessed the impact of changes in sovereign ratings and 

outlooks on equity and bond market returns. The study 

reported that changes in sovereign ratings and outlook 

significantly affect both the stock and bond markets and only 
downgrade has a noticeable impact on equity and bond 

returns. Also, Cavallo, Powell and Rigobon (2008) [14] in their 

study revealed that upgrades in the sovereign ratings and 

outlook are related to lower spread forward, increases in the 

stock market, and an increase in the exchange rate. Recently, a 

study was conducted by Afonso, Gomes, and Taamouti (2014) 

[2] to investigate the effect of sovereign credit rating 

announcements on the volatility of stock and bond market in 

European Union (EU) countries. The study concluded that 

upgrades had no significant effect on volatility but 

downgrades increased stock and bond market volatility.  
Association of sovereign credit rating changes with capital 

inflows has also been examined by few studies such as Gande 

and Parsley (2004) [20], Kim and Wu (2008) [21], Chen et al. 

(2013) [17] and Bayar and Kilic (2014) [7]. These studies found 

that changes in sovereign credit ratings significantly and 

positively affect portfolio inflows, international capital 

inflows, private investment growth and FDI inflows. 

  

2.3 Spillover of sovereign credit rating announcements  
Some previous studies also examined the spillover effects of 

sovereign credit rating announcements on stock markets of 

other countries, on other credit ratings and other aspects also. 
For instance, Ferreira and Gama (2007) [19] in their study 

explored the impact of sovereign debt rating changes in one 

country on stock markets in other countries. The authors 

reported that rating downgrades have economically and 

statistically significant negative return spreads. Further, 

interdependence in rating actions of different rating agencies 

is analysed by Alsakka and Gwilym (2010) [5]. The researchers 

found evidence of interdependence in rating actions. The 

results of their study also revealed that downgrade (upgrade) 

probabilities are much lower and upgrade (downgrade) 

probabilities much higher for a sovereign rating issuer with a 
recent downgrade (upgrade) by another agency. Williams, 

Alsakka, and Gwilym (2013) [28] conducted a study to examine 

bank ratings’ sensitivity to sovereign ratings and stated that 
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there is a high probability of banks being upgraded 

(downgraded) soon after an upgrade (downgrade) to their 

sovereign rating. Further, Almeida et al. (2014) [3] in their 

study on the effect of sovereign downgrades on investment of 

firm and its financial policy found that that firms with ratings 

at the sovereign bound reduce investment and leverage more 

than similar firms with a rating lower than the bound 

following a sovereign downgrade. 

 

3. Conclusion 

Sovereign credit rating plays a very important role for 

countries and international investors by supplying them 

superior information at low cost. By providing a reliable 

opinion about the default likelihood of the countries and their 

credit instruments, rating agencies help in the development of 

international capital markets. This further results in reducing 

the information asymmetry of the investors and enhances their 

confidence in investing in the rated instruments and countries. 

Realising such great importance to investors and users, 

sovereign ratings assigned to countries has evolved as a focus 
of research in the recent past. So, the present study tries to 

summarise the literature available to the best of knowledge, 

related to the sovereign credit ratings to highlight the major 

research streams around the sovereign credit ratings. The 

study finds three important areas of research related to 

sovereign credit ratings continuously focused upon by the 

researchers which include factors determining/affecting 

sovereign credit ratings, relating sovereign credit rating 

changes with associated national stock market and bond 

returns, volatility and capital inflows and spillover of 

sovereign credit rating announcements. The study can provide 
insight to the future researchers about the areas sufficiently 

explored so that they can identify new areas of research 

related to sovereign credit ratings. 
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