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Rating Agencies: Role and Rules e

CRAs play a decisive role in determining Despite their announced methodologies,
the borrowing costs in financial markets empirical evaluation receipt of CRAs is
through the ratings they produce. still not entirely uncovered.




Rating Rules: Reading from an Open Book T

Example:

United Arab Emirates’ credit profile is determined by four factors
Economic Institutional Fiscal Susceptibility
strength strength strength to event risk

Economic resiliency \

v

Government financial strength

Government bond rating range |

Source: Moody's Investors Service

« As per its rating manual, Moody’s depend on four sub-factors when assessing sovereign ratings.

« Empirically, economic and fiscal factors are given more weight than political and social factors.




Striking Balance: Not all Pages are Alike! T
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Factor 1: Sub-scores Factor 2: Suh:scc;res )

United Arab Soote for Lnied i United Arab Score for United ) ) )
® rab Emirates e=oaa Medn of counlies with Aa2 raiing a2 ® oo Emiates === Wedian of countries with Aa2 rating

Emirates Emirates
|ﬁ POLICY EFFECTIVENESS —l

SCALE OF THE
[— GROWTH DYNAMICS -—-] l—' ECONOMY ﬁ [— NATIONAL INCOME j
P per capita (PPP, Int

Economic and fiscal outcomes: Political and social choices:
simple to measure, evaluate and mostly indirect, uncertain and
communicate with markets. long-term in nature.

The question of how CRAs scrutinize various rating developments remains without answers.




A Novel Approach to Explore Rating Scrutiny:
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Novel

Approach 2
fo Inveseigpafe . 9,_

Scrutiny 3

« A bag-of-words approach to agnostically
assess empirical scrutiny policy of CRAS.
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This paper in a nutshell

Use a bag-
of-words to

assess

Moody's
scrutiny

policy

Report Categories _l
using 648 credit

rating reports -

Country Groups a4k
on 13 countries in ‘5:,’
the MENA region

Time Periods
during the period

from 1999 to 2021
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Rating Reports: The Untapped Treasure! et

SOVERAEIGN AND SUPRANATIONAL

pron?SQ%{gﬁ\%ﬁ of 4 iyt SO0 W Reports are widely

information on how observed and
CRAs make, JUSTIfy g ool Government of Egypt — B2 stable quoted by

Gnd dissemino_l_e Update following rating affirmation p|C<)|ICTZymCId|(erS,
their decisions. MArkets dna press.

Mooby’s
INVESTORS SERVICE

ISSUER COMMENT Tunisian Presidential Inauguration Caps
Democratic Transition, a Credit Positive

Using detailed rating y
comments can
cleanly disentangle

Reports are not
only reliable and

weight of qualitative Moobys influential but also
rating factors, such as forward-looking
pO|ITICG| & social issues. R (A a— Government of Saudi Arabia — A1 negative feedback
iy 202 channel.

Annual credit analysis
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Green Tunisia as an Example ]

s @ Economic Fiscal Politics Social Sectoral C.ha.nge. in

Reports Distribution
2000 1 0.54 0.21 0.14 0.07 0.04 -- Baa?2
2002 ] 0.55 0.25 0.05 0.07 0.08 -- Baa3
2004 1 0.49 0.21 0.11 0.06 0.13 - Baa3
2005 1 0.48 0.21 0.13 0.06 0.12 - Baa?2
2011 2 0.38 0.14 0.38 0.06 0.05 (++) Baa3
2012 3 0.32 0.17 0.38 0.04 0.09 -- Baa3
2013 4 0.27 0.18 0.48 0.03 0.04 - Baa3 - Ba2
2014 3 0.23 0.16 0.52 0.03 0.06 - Ba3
2015 4 0.32 0.17 0.39 0.03 0.08 (+) Ba3
2016 7 0.36 0.20 0.32 0.05 0.06 -- Ba3
2017 6 0.40 0.22 0.25 0.06 0.06 - Bl
2018 6 0.44 0.24 0.21 0.05 0.05 - B2
2019 5 0.36 0.18 0.34 0.08 0.05 (+) B2
2020 6 0.41 0.23 0.25 0.07 0.04 -- B2
2021 7 0.41 0.20 0.27 0.08 0.04 -- Caal
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Green Tunisia as an Example ]

No. of Change in

Year Economic Fiscal Politics Social Sectoral . g er ae
Reports Distribution

2000 1 0.54 0.21 0.14 0.07 0.04 -- Baa?2
2002 1 0.55 0.25 0.05 0.07 0.08 -- Baa3
2004 1 0.49 0.21 0.11 0.06 0.13 5 Baa3
2005 | 0.48 0.21 0.13 0.06 0.12 -- Baa?2
2011 2 0.38 0.14 0.38 0.06 0.05 (++) Baa3
2012 £ 0.32 0.17 0.38 0.04 0.09 ~= Baa3
2013 4 0.27 0.18 0.48 0.03 0.04 == Baa3 - Ba2
2014 3 0.23 0.16 0.52 0.03 0.06 - Ba3
2015 4 0.32 0.17 0.39 0.03 0.08 (+) Ba3
2016 / 0.36 0.20 0.32 0.05 0.06 -- Ba3
2017 6 0.40 0.22 0.25 0.06 0.06 - Bl
2018 6 0.44 0.24 0.21 0.05 0.05 -- B2
2019 5 0.36 0.18 0.34 0.08 0.05 (+) B2
2020 6 0.41 0.23 0.25 0.07 0.04 -- B2
2021 7 0.41 0.20 0.27 0.08 0.04 = Caal

Revolution has
expanded Moody'’s
coverage of rating
events in Tunisia.




Green Tunisia as an Example

No. of
Reports

Year

2000
2002
2004
2005

J—

2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021

NON O O N DM WhDNWN— — —

Economic Fiscal

0.54
0.55
0.49
0.48
0.38
0.32
0.27
0.23
0.32
0.36
0.40
0.44
0.36
0.41
0.41

0.21
0.25
0.21
0.21
0.14
0.17
0.18
0.16
0.17
0.20
0.22
0.24
0.18
0.23
0.20

Politics

0.14
0.05
0.11
0.13
0.38
0.38
0.48
0.52
0.39
0.32
0.25
0.21
0.34
0.25
0.27

Social

0.07
0.07
0.06
0.06
0.06
0.04
0.03
0.03
0.03
0.05
0.06
0.05
0.08
0.07
0.08

Sectoral

0.04
0.08
0.13
0.12
0.05
0.09
0.04
0.06
0.08
0.06
0.06
0.05
0.05
0.04
0.04

Change in
Distribution
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Baa2
Baa3
Baa3
Baa2
Baa3
Baa3
Baa3 - Ba2
Ba3d
Ba3
Ba3
Bl
B2
B2
B2
Caal

Revolution has

expanded Moody'’s
coverage of rating
events in Tunisia.

Politics is revived
at the cost of
economic issues.
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Green Tunisia as an Example ]

No. of Change in

Year Economic Fiscal Politics Social Sectoral . g er ae
Reports Distribution

2000 ] 0.54 0.21 0.14 0.07 0.04 — Baa2

2002 1 0.55 0.25 0.05 0.07 0.08 - Baa3

2004 ] 0.49 0.21 0.11 0.06 0.13 — Baa3

2005 1 0.48 0.21 0.13 0.06 0.12 - Baa?2

2011 2 0.38 0.14 0.38 0.06 0.05 (++) Baa3

2012 3 0.32 0.17 0.38 0.04 0.09 = Baa3

2013 4 0.27 0.18 0.48 0.03 0.04 - Baa3 - Ba2

2014 3 0.23 0.16 0.52 0.03 0.06 — Ba3

2015 4 0.32 0.17 0.39 0.03 0.08 (+) Ba3

2016 7 0.36 0.20 0.32 0.05 0.06 - Ba3

2017 /o) 0.40 0.22 0.25 0.06 0.06 - Bl

2018 6 0.44 0.24 0.21 0.05 0.05 - B2

2019 5 0.36 0.18 0.34 0.08 0.05 (+) B2

2020 6 0.41 0.23 0.25 0.07 0.04 — B2

2021 7 0.41 0.20 0.27 0.08 0.04 - Caal

| [
Revolution has A . .
' Politics is revived Changes in
expanded Moody's _ b £ of scrufinv dist
coverage of rating arihe costo - y dist.
economic issues. as an early

events in Tunisia.

indicator.
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Report Categories _l
using 648 credit

rating reports -

Use a bag-

of-words to
N?;;?:ISS’ . Country Groups sdka
V4 on 13 countries in A 14

scrutiny the MENA region
policy

Time Periods
during the period
from 1999 to 2021




Exploring Information Content of Rating Reports %/QLE\S,L
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Report Categories _l
using 648 credit @ Credit

rating reports -
Opinion
Issuer
Comment
Issuer
In-Depth

Use a bag-
of-words to

assess

Moody'’s
scrutiny

policy
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Exploring Information Content of Rating Reports AN

Use a bag-
of-words to
N‘\Jggzss‘,s Couniry Groups adka
Y on 13 countries in oy
scrutiny the MENA region HICs UMICs LMICs
pOIICy Arab Emirates (AE) Lebanon (LB) Egypt (EG)
Bahrain (BH) Jordan (JO) Morocco (MA)
Israel (IL) Irag (1Q) Tunisia (TN)
Kuwait (KW)
Oman (OM)
Qatar (QA)

Saudi Arabia (SA)




Exploring Information Content of Rating Reports %‘/\E/C\LE\S,.L
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Ir;lo
Use a bag-
a \\ \'5 \
of-words to .\qq .¢° .¢° .m&
assess’ < ¢ ) -«
Moody's Y N
scrutiny Before the
policy revolutions
During the
revolutions
Time Periods After the
during the period revolutions

from 1999 to 2021




Bag-of-Words Approach in Steps ﬁéf;}
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Use R environment to text-mine rating reports and exiract
unique terms along with their frequencies.

Follow the qualitative approach of Barta & Makszin
2 (2021) to classify terms into one of six categories.

3 The rating scrutiny categories are Economic,
Fiscal, Political, Social, Sectoral, Neuiral.

Calculate the inter-coder reliability
score and compare with term lists
from Barta & Makszin (2021).




Our Bag-of-Words: Not Just Terms! e

13 M 1 M M 13 "
w Word cloud of "Economics w Correlations with “debf
S Jecovery rates mon é""l Py o~ gdp ] b
o inge tors 2 Ve sy - e®
‘°“pame‘s’% InVES mentsi oods ,‘has,g ) ghange ] .-l
comp. tltlveness 4 flnanaalpnvategrow.ng & DORestic - .
«f.«),,,?, acthlty capl v & Jowd ernalnomlnaldemand :mﬁrjm - =
TacrO? ocn::ln';ctlslqu|dltysow own Ocsmlc Interest(g\namlci ;o‘\ t'!lglrlénll:‘% ] ..
bogromn £ € 2 omhm W o P il sovereign -
e TeductionConegdp o . G}
¢ mpvr:st:;i ?\lc rpri scs nvcst nents: o) f: rlskfore * boom g\“ bu“i't’;‘ess FEIFIHS i ..
exposure ) mest IC / ricey sc‘gﬁs\ o S%Fgln th ] :
proflle sw account(‘ Q bal ance XX orts Sav”ﬁy X
exc ‘a ge b ‘ P wviolatin ] L
’ currency x~inflation Q%% ') Smarkéts sector -
s ROr"y gliierability ’.'9 export_ccost’ ross 9y o, Growtn - #
e, c finanui Xé’ ﬁ"s”ép oduc ppph B performance Ca™s* 1Ems.s R
A% S8 infrastrulture : eptlblhtys rgscouices resiliency nonreSIdentou:put cﬂurﬁ:egnr} - =
ol B
structure - .
public - i
payments ] »
AT S |
inflation - &
currency .

The economic list covers short- and

Long-term economic issues fype (domestic vs external),

Burden (interest and payment),

management (vulnerability & risk)



Rating Scrutiny Patterns of the MENA %ﬁl}

* Revolutions have significantly boosted

Moody’s rafing scrutiny as indicated by 000
growing rating report length.

incomeGR
= HIC

« Cross-country differences still preserved

total word count

750 - m— LMIC
with HICs receiving the most scrutiny i e
and the LMICs getting the least. .
QDIOD 20:05 20l10 20'15 2DI20
« As Moody's main dish, economic and Std. B ]
. . . Issue Area Mean . o Minimum Maximum
fiscal results account for two-thirds of its Deviation
overall rating scrutiny of the MENA. Economics 39 07 08 66
I . Fiscal 24 07 01 58
« Political and social terms are not only eed
Political 25 11 05 79

less scrutinized but also exhibit more

variability with larger std. deviations. Social 04 03 00 47

Sectoral 05 00




Scrutiny Patterns Under the Lens of Mixed-Effects M



Scrutiny Paiterns Under the lens of 4‘/‘4\1@
Mixed-Effects Models

'ﬁie'ﬁ;ypmn Center for Economic Studies

vii=Bo+ B *(country—gmup)ij +55 *(time—period)ij + S 3 *(country—group *time—period)ij +
B4 *(rating—outlook)l-]'+ Bs *(report—type)ij + B¢ *(word—count)ij + 7 *(Sentence—count)ij +

Vi] + Vi) + 81']'

/

 Unbalanced sample across countries and years.

« Capture heterogeneity across individual reports.

« Flexible empirical specification of fixed and random effects

« Establishing the direction and magnitude of the differences across categories.
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Dependent Variable

Navigating Patterns of Moody’s Rating Scrutiny AN

Economics Political Social
Fixed Effects
Intercept 25.28% (10.74) -41.60** (14.94) 29.35%** (5.45)
Country Groupt (Base: LMIC)
. Cross-category differences. UMIC -13.12 (13.51)  32.81 (20.45) -19.01** (7.20)
HIC -32.88** (11.38) 28.47 (17.18) -20.04*** (5.98)
* COUﬂTI’Y-gI’OUp differences. Time Period+ (Base: Before Revolutions)
« Time-specific differences. Onset of Revolutions -30.00%* (9.86) 62.69*** (8.62) -27.20%** (4.68)
After Revolutions 21.77* (8.87) 31.79%* (7.71) -27.41%** (4.17)

Interaction: Group*Period (Base: LMIC*Before Revolution)

UMIC * Onset of Revolutions -4.15 (14.07) -34.28** (12.31) 16.77* (6.72)

UMIC * After Revolutions 4.70 (11.42) -16.07 (9.95)  17.39** (5.39)
. -49 38*** *

HIC * Onset of Revolutions 20.85 (11.56) (10.09) 14.09* (5.47)

HIC * After Revolutions 14.58 (9.45) -18.15* (8.17) 9.47* (4.42)
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Moody'’s scrutinizes distinct
rating developments relating
to different issue areas
differently.



Expected Share of Fiscal Terms (¥Word Count)

Fiscal Scrutiny as a Main Rating Dish

180

160

140

/

BEFORE

OMSET

AFTER

Time Relative to Revolution Period (2011-2013)

incomeGR
—+= LMIC
—— UMIC
= HIC

walois)l dlaljall ol 2,01
The Egyptian Censer for Economic Studies

Dependent Variable

Fixed Effects

Intercept

Country Groupt (Base: LMIC)
UMIC

HIC

Time Period* (Base: Before Revol
Onset of Revolution

After Revolution

Interaction: Group*Period (Base:
UMIC*Onset

UMIC*After

HIC*Onset

HIC*After

Fiscal

1.78 (11.03)

-1.83 (14.63)

6.10 (12.26)
ion)

-9.16 (8.44)

6.14 (7.60)
IC*Before)

21.21 (12.07)
4.79 (9.80
9.26 (9.90)
9.19 (8.07)

Sectoral

-9.73 (9.64)

6.91 (13.17)
21.40 (11.06)

2.57 (5.68)
4.07 (5.12)

2.23 (8.13)
-4.11 (6.59)
4.81 (6.66)
-9.45 (5.42)
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Moody'’s scrutinizes distinct
rating developments relating
to different country groups
differently.
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Country Club Matters After All! ﬁ?@u

ém Economics Political Social
f '\ _ Fixed Hffects
£ \\/ Fwe Infercept 25.28* (10.74) -41.60"* (14.94) 29.35%** (5.45)
@ | - hic Country Groupt (Base: LMIC)
%5325_ v UMIC -13.12 (13.51) | 32.81 (20.45) | -19.01** (7.20)
B HIC -32.88** (11.38) | 28.47 (17.18) | -20.04*** (5.98)
ESUU_ | | | Time Period* (Base: Before Revolutions)

" ime Relative to Revolution Period (2011-2013) Onset of Revolutions -30.00%* (9.86) 62.69%* (8.62) -27.20%** (4.68)
»‘;OH After Revolutions -21.77* (8.87) 31.79** (7.71) -27.41*** (4.17)
% Interaction: Group*Period (Base: LMIC*Before Revolution)
% = UMIC * Onset of Revolutions 415 (14.07) -34.28* (12.31) 16.77* (6.72)
% L " UMIC * After Revolutions 470 (11.42)  -16.07 (9.95)  17.39** (5.39)
51 N ] HIC * Onset of Revolutions 20.85 (11.56) -4(119&8):;* 14.09% (5.47)
5 | HIC * After Revolutions 14.58 (9.45)  -18.15% (8.17)  9.47* (4.42)

Time Relative to Revolution Period (2011-2013)
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Moody’s scrutinizes distinct
rating developments relating
to different issue area and
country groups differently
over time.



Revolutions as a Game Changer! 4{\@}
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= Dependent Variable

E Economics Political Social

%3?5-

E Fixed Effects

— incomeGR.

g ss0. H :r::lz Intercept 25.28* (10.74) -41.60** (14.94) 29.35*** (5.45)

E - HiC Country Groupt (Base: LMIC)

Eaas- UMIC -13.12 (13.51) |§ 32.81 (20.45) | -19.01** (7.20)

g HIC -32.88** (11.38))] 28.47 (17.18) |-20.04*** (5.98)

o — —— — Time Period+ (Base: Before Revolptions)
Time Relative to Revolution Period (2011-2013)

- Onset of Revolutions -30.00** (9.86) || 62.69*** (8.62) | -27.20*** (4.68)
H After Revolutions -21.77* (8.87) W31.79*** (7.71) | -27 .41*** (4.17)
% 200
2 - Interaction: Group*Period (BasejLMIC*Before Reyolution)

57 — - - L ncomeGR  JMIC * Onset of Revolutions -4.15 (14.07) |134.28** (12.31)] 16.77* (6.72)

(3 | - &~ LMIC

§m- I Hilo UMIC * After Revolutions 4.70 (11.42) -16.07 (9.95) | 17.39** (5.39)

5 HIC * O i Dty )

. f nset of Revolutions 20.85 (11.56) (10.09) 14.09* (5.47)

Em_ HIC * After Revolutions 14.58 (9.45) -18.15* (8.17) 9.47* (4.42)
BEFORE ONSET AFTER

Time Relative to Revolution Period (2011-2013)
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Scrutiny categories, country
groups and time patterns
and what is beyond?



Other fixed-effects variables e

+ Rating outlook:

When (_|_) fOCUS ChGﬂgeS Economics Political Social
When (RUR) politics reverses Fixed Effects
Rating Outlook (Base: Stable)

o Reporf Type: I Positive 10.03* (4.72) -5.42 (4.18) -5.07* (2.29) I
Issuer comment more pO”ﬂCS Negative -0.36 (2.86) -1.72 (2.52) -0.78 (1.38)
Issuer in—depTh more economics IRUR 16.72/(8.81)  -16.63* (7.70)  -7.40 (4.4 I

Report Type (Base: Credit Opinion)
- Report length and writing style  |issuer comment 11328 (3.11) 1004 (273) 220 (1.51) |
are both controlled for. Ilssuer In-Depth 418 (4.36)  -15.87*** (3.83) -9.27*** (2.12) |
Word Count 0.48%* (0.01)  0.20%* (0.01)  0.09*** (0.00)

Sentence Count -0.22%** (0.05) 0.20*** (0.05) -0.23*** (0.03)
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Country-to-couniry and
score-fo-score variability

on the impact of scrutiny
categories, couniry groups
and fime periods on scrutiny
patterns.
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10-

Normal Q-Q vs. Country Random Effects: Economics Normal Q-Q vs. Score Random Effects: Economics J‘/\’L
B “ —\Eces /L

Confirming the
Common Notion

Dependent Variable

Economics Political

-10-

-20-

| | . : . . . . Random Effects (Variance)
-4 0 1 -2 -1 0 1 2

theoritical theoritical Country 74.72 455.47
Normal Q-Q vs. Country Random Effects: Politics Normal Q-Q vs. Score Random Effects: Politics Score 137.93 44.4]

Residuals 661.97 509.51
20- 50-
TN
_ : * The nexus between score
10 AE et :
— = variability and economic
g e e e e = scrutiny is well established.
m : |t is still difficult to link socio-
10 [ polifical aspects to rating
= outcomes.
-20- | -20-
4 0 1 2 4 0 1 2

theoritical theoritical



Policy Takeaways and the Way Forward



Policy Takeaways and the Way Forward i
F = IR S - e
Policy w Rating
Makers s Participants 3 Agencies




Policy Makers AN
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« CRAs do not solely depend on economic and fiscal outcomes but
also incorporate political and social dimensions. (TURNKEY Scrutiny)

* The rafing scrutiny of sociopolitical aspects is not only increasing over
time but also persistent across all country groups. (CLUB Effect)

« Policy makers, therefore, need to re-read this paradigm shifts in rafing
policy and complement the missing factors. (The Missing Element)
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Market Participants VAN

The changes in rafing scrutiny can serve as a proxy to fill the empirical
==, QaAp on the (hard) to measure non-observed dimensions.

==« The losses in ratings due fo temporary or less established polifics in il

emerging countries should not undermine their strong economic
potential.

* Investment decisions should, therefore, be carefully studied in light of
each country’s rating scrutiny. circumstances.




Rating Agencies i

» Financial crisis proved that sociopolitical factors are as important as
economic and fiscal results as they govern the quality of ratings.

 CRAs, accordingly, started to incorporate these components in their
sovereign ratings but:

- still difficult to evident link sociopolitical decisions to rafing
outcomes from the rating manuals.

- CRAs avoid discussing some of these aspects not to lose their
epistemic authority.

 CRAs need to be transparent and accurate on the dedicated weights
of these factors in their manuails.




Fitted vs. Residuals: Economics Normal Q-Q vs. Residuals: Economics J\/\’L/\
E_
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