
Sovereign Update

Distributed at the Moody’s & NYU 2010 Credit Conference

MAY 2010Richard Cantor, Chief Risk Officer and Chief Credit Officer



May 2010

2

Topics

» Stable rating outlook for the Aaa’s

– Well positioned for now

– Potentially vulnerable to sharp increases in interest rates

– Credible fiscal consolidation plans are critical

» Eurozone support package has generally positive credit implications

– Increases pressure for rapid fiscal consolidations

– Keeps borrowing costs affordable for the more challenged governments

» Greece:  with interest rate risk greatly reduced, debt stability is now possible
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Key rating factors for Aaa sovereigns

Debt-to-GDP needs to be stabilized, directly impacts affordability

Affordability debt service / government revenues:  Aaa criteria < 10%

Reversibility restoration of affordability after a shock via fiscal policy or growth

In the reversibility zone:  candidate for a negative rating outlook
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Some countries have rebounded in the past….But….
Canada - Debt Trajectory- 1992-2004
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Italy - Debt Trajectory - 1990-2001
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Spain - Debt Trajectory- 1993-2003

4

6

8

10

12

14

16

30 40 50 60 70 80

GG Debt / GDP

In
te

re
s

t 
P

a
y

m
e

n
t 

/ 
G

G
 R

e
v

e
n

u
e

1996

1993

2003

Belgium - Debt Trajectory- 1990-2003
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Interest rates will not help much
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OECD countries: a long term fiscal performance 

flattered by the decline in interest rates
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Projecting fiscal metrics: baseline & adverse scenarios
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Aaa government ratings well positioned under baseline
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Aaa’s look more dicey in the adverse scenario

France Germany

UK
USA
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More Detailed Scenario Analysis Assumptions
Each scenario is mapped out in our Quarterly Aaa Sovereign Monitor
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Aaa’s vulnerable to stress interest rate scenarios (+200 & +300 bps)

US
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Aaa key messages: an increasingly delicate balancing act

» Economic growth alone will not resolve Aaa government's fiscal problems

» Global recovery under way, but at variable speed, and generally moderate in fiscally-challenged 

Aaa countries

» Large Aaa governments are vulnerable to a rise in their cost of funding

» Risks are very asymmetric and particularly for governments funding themselves at the short end 

of the curve

» Anchoring fiscal expectations is key to an orderly exit from the fiscal crisis

» Market confidence is key to keeping debt affordable;

» Focus moves to medium-term fiscal stabilisation programmes.



May 2010

12

Greece: Downgrading… at a Measured Pace

» Greece rated as single A rated country when it borrowed on Aaa terms for several years

» October 2009: Review for downgrade based on long term solvency questions

» December 2009: Fact finding, then downgrade to A2 and Negative outlook

» April 2010: Downgrade to A3 and placed on review for downgrade

» External support, while short-term positive and protective against a rise in funding costs, 

does not change dramatically the parameters of the long term debt equation.

» Tangible signs that deficit reductions will fall short of what has been promised will likely 

lead to downgrades
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Greece: What Has Happened in the Past? 
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Greece: ambitious fiscal plan would stabilize affordability

Full Compliance with Medium-Term Objectives 

 
 

 
Source: “Spain, Portugal & Greece: Contagion or Confusion?, Restating the Case for Differentiation” - February 2010
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EU Support Package: The Principles

Main features of the EU support package: 

Wall of money to ensure continuous access to funding for euro area governments:

– Up to € 750 billion made available by euro area governments, the EU and the IMF;

– Interventions by the ECB in government securities market.

Conditionality attached to any liquidity support:

– IMF involvement (similar to Greece) in the form of a programme;

– Spain and Portugal committed to frontloading fiscal consolidation.

Reformulation of the Stability Pact:

– EU Commission proposals on strengthening multilateral surveillance (of budgets but also of 

competitiveness).

Increased multilateral solidarity in return for increased multilateral surveillance
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EU Support Package: The Details (as available)

Large scale liquidity support from euro area governments, the EU, the IMF and the ECB: 

» Up to € 750 billion of funding available to governments if required:

– Up to € 440 billion raised by a SPV guaranteed by euro area governments + Sweden and Poland;

– Up to € 60 billion provided by the EU under existing Treaty provisions;

– Up to € 250 billion provided by the IMF under programmes.

Broad intervention by the ECB in support of banks and (indirectly) governments:

– Purchases of governments bonds and other securities in the secondary market (amount unspecified);

– Unlimited supply of liquidity to banks through 3-month and 6-month repos;

– Additional supply of US dollar liquidity;

This is in addition to the euro area/IMF suport package for Greece

– € 110 billion (€ 80 billion euro area governments, € 30 billion IMF);

– Greek government bonds guaranteed eligibility as collateral (announced 6 May 2010).

Wall of Money Provides Contingent Source of Liquidity for Extended Period
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EU Support Package: Credit Implications

Material reduction in liquidity risk for more vulnerable euro area governments: 

– Moody’s ratings already assumed no material risk of liquidity in the near-term

– Near-term risk of adverse interest rate scenarios greatly reduced

Limited mutualization of credit risk among governments (governments become partial 

contingent liabilities of each other):

– Marginally negative for stronger governments;

– Marginally positive for weaker governments;

Strengthening of fiscal surveillance (if implemented) is credit positive for all governments

Shift towards frontloading of fiscal adjustment will result in painful economic adjustment:

– Governments can expect little relief from growth in the next few years.

Step towards enhanced fiscal integration



May 2010

18

© 2010 Moody’s Investors Service, Inc. and/or its licensors and affiliates (collectively, ―MOODY’S‖). All rights reserved. ALL INFORMATION CONTAINED HEREIN IS PROTECTED 

BY COPYRIGHT LAW AND NONE OF SUCH INFORMATION MAY BE COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, 

DISSEMINATED, REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR MANNER OR 

BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY’S PRIOR WRITTEN CONSENT. All information contained herein is obtained by MOODY’S from sources 

believed by it to be accurate and reliable. Because of the possibility of human or mechanical error as well as other factors, however, all information contained herein is provided ―AS 

IS‖ without warranty of any kind. Under no circumstances shall MOODY’S have any liability to any person or entity for (a) any loss or damage in whole or in part caused by, resulting 

from, or relating to, any error (negligent or otherwise) or other circumstance or contingency within or outside the control of MOODY’S or any of its directors, officers, employees or 

agents in connection with the procurement, collection, compilation, analysis, interpretation, communication, publication or delivery of any such information, or (b) any direct, indirect, 

special, consequential, compensatory or incidental damages whatsoever (including without limitation, lost profits), even if MOODY’S is advised in advance of the possibility of such 

damages, resulting from the use of or inability to use, any such information. The ratings, financial reporting analysis, projections, and other observations, if any, constituting part of 

the information contained herein are, and must be construed solely as, statements of opinion and not statements of fact or recommendations to purchase, sell or hold any securities. 

NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF 

ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY MOODY’S IN ANY FORM OR MANNER WHATSOEVER. Each rating or other opinion must 

be weighed solely as one factor in any investment decision made by or on behalf of any user of the information contained herein, and each such user must accordingly make its own 

study and evaluation of each security and of each issuer and guarantor of, and each provider of credit support for, each security that it may consider purchasing, holding or selling.

Moody’s Investors Service, Inc. (―MIS‖), a wholly-owned credit rating agency subsidiary of Moody’s Corporation (―MCO‖), hereby discloses that most issuers of debt securities 

(including corporate and municipal bonds, debentures, notes and commercial paper) and preferred stock rated by MIS have, prior to assignment of any rating, agreed to pay to MIS 

for appraisal and rating services rendered by it fees ranging from $1,500 to approximately $2,500,000. MCO and MIS also maintain policies and procedures to address the 

independence of MIS’s ratings and rating processes. Information regarding certain affiliations that may exist between directors of MCO and rated entities, and between entities who 

hold ratings from MIS and have also publicly reported to the SEC an ownership interest in MCO of more than 5%, is posted annually at www.moodys.com under the heading 

―Shareholder Relations — Corporate Governance — Director and Shareholder Affiliation Policy.‖

www.moodys.com



May 2010

19

Spain – Finding a New Balance
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Portugal: Debt Affordability Projections

 


