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Why are we concerned about Sovereign Credit Risk? 

Definition:

•



Sovereign credit risk - Types

Two main types of sovereign default events:

DESCRIPTIONTYPE

Default in a currency other than that of the sovereignForeign default

Default on debt issued in sovereign’s own currencyLocal default



Default risk of the South African Government
• The South African government was downgraded in 2020 to BB- by S&P and Fitch and Ba2 by

Moody’s.

• Since Covid-19 the gross debt to GDP has worsened – high dept to GDP ratios tend to be
used as an indicator for the likelihood of government default events, although interest
repayments vs revenue can sometimes be a better indicator.

• Other South Africa specifics:
1. Series of bailouts for state-owned entities (SOEs) like Eskom, South African Airways



Actuarial Society of South Africa’s Sovereign Credit 
Risk Working Group
Scope and Objectives 



Sovereign credit risk – Significance to banks

•



Global case studies
Global sovereign credit events and what we can learn from them.



Case study criteria

• Events that took place after 1995 given
developments in dealing with these

• Only consider rates sovereigns

• Other specific events that are of particular interest
e.g. defaults in South Africa and other similar
economies



Summary of Credit Events Investigated

34Total Events Investigated

100%34Included Debt Restructure

82%28Included Foreign Debt Default

32%11Included Local Debt Default

21%

2



Credit Events Investigated 1/2

RECOVERY RATERESTRUCTUREFOREIGN DEFAULTLOCAL DEFAULTCOUNTRYYEARNO

Not availableYYBrazil19801

92%YYSouth Africa19852

87%YYSouth Africa19893

78%YYSouth Africa19934

Not availableYThailand19975

18%YYY Russia19986

52%YYPakistan19997

Not availableYTurkey19998

27%YYYArgentina20019

60%YYMoldova200210

66%YYUruguay200311

Not availableYYNicaragua200312

15%YYCameroon200413

95%YYDominican Republic200414

76%YYBelize200615

49%YYNicaragua200816

28%YYEcuador200817



Credit Events Investigated 2/2



Key responses observed pre-default

• Additional revenue 
raised to meet expenses

Tax Reforms

• Structural changes to 
government spending to 
reduce expenditure to 
balance its accounts

Fiscal Reforms

• Reduction in public 
expenditure (e.g. State 
Benefit Reductions)

Austerity

• Central bank 
intervention to increase 
interest rates

Interest Rate 
Increase

• A change in central 
bank policy to forgo an 
inflation target to 
potentially reduce the 
impact of future fixed 
rate commitments on 
local debt

Increasing 
Inflation

• Purposeful devaluation 
of currency to increase 
exports or to stimulate 
growth 

Currency 
Devaluation 

• Cash and investment 





Evolution of structures



Conclusion



Sovereign credit risk management – Case of South 
Africa
Based on the ASSA Sovereign Credit Risk Working Group Industry Practices -

Insurance Survey Results



Sovereign credit risk practices survey

• The survey covered three dimensions:
1. Risk measurement
2. Risk exposure
3. Risk management



Sovereign credit risk practices survey- Risk Measurement





Sovereign credit risk practices survey- Risk Measurement
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Sovereign credit risk practices survey- Risk Exposure

Liquidity RiskSolvency 
Position NoYes

17Yes 

51No

ARE YOUR SOLVENCY POSITION AND L IQUIDITY 
RISK SIGNIFICANTLY EXPOSED TO THE SOUTH 

AFRICAN SOVEREIGN'S CREDIT RISK? THOSE WHO SAID YES:

• Sovereign bonds are a core component of 
hedging and ALM 

• Sovereign exposure is managed within certain limits 
but the exposure is still material

THOSE WHO SAID NO: 

• As government is treated as risk-free no threat to 
solvency position - the threat emerges in the event 
of default

• No direct exposure to SA Government sovereign 
credit risk



Sovereign credit risk practices survey- Risk Exposure



Sovereign credit risk practices survey- Risk Exposure

HOW AWARE IS  YOUR BOARD 
OF SOVEREIGN CREDIT  RISK FOR 

THE SOUTH AFRICAN 
GOVERNMENT?

0

1

2

3

4

5

1 2 3 4 5 6 7 8 9 10

HOW CONCERNED IS YOUR 
BOARD ABOUT SOVEREIGN 

CREDIT RISK FOR THE SOUTH 
AFRICAN GOVERNMENT? 
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Conclusion

• Some South African insurers have put in significant effort to measuring sovereign credit risk

• The scenarios considered focus on the economic impacts of a sovereign default event, with
most anticipating an increase in inflation, as well as the impact of a debt-restructure

• Many insurers are significantly exposed to this risk in terms of their solvency and liquidity
positions, whereas a large number consider the exposure insignificant for both

• While most boards are aware of the risk, there are varied views about whether it is a concern
and how prepared the industry is for such an event

• The majority of the insurers consider a sovereign default scenario in their ORSA and some
have also implemented risk/concentration limits and response/action plans

• There are concerns about the impact of this scenario on the banking system





Sovereign credit risk – Significance to banks





Significance of Sovereign Credit risk- Studies done (1):

• What do these findings imply?

1. Banks are vulnerable to the aggravation of sovereign risk concerns

2. Financial stability analysis, sovereign risk assessment, and



Significance of Sovereign Credit risk- Studies done (1):

• There are three contagion channels from sovereign risk to bank risk:

1. Information cascade.

2. Balance sheet exposure.

3. Asset valuation adjustments

• Discuss this in detail on next slide.





Significance of Sovereign Credit risk- Studies done (1):

A negative outlook about sovereigns can lead
to a general deterioration of domestic credit
ratings and reinforce the initial shock.

Economic agents may anticipate that the
government will force banks to buy their bonds
by, inter alia, raising bank reserve
requirements.

This may give rise to the “moral suasion”
hypothesis and households and firms may
refrain from depositing money into banks .

Banks may be forced to ration credits (reduce
lending) by raising lending rates.

Another contagion channel is based on the idea that sovereign ratings tend to impose a “sovereign ceiling” on the rating of
domestic firms and banks, particularly in small and opaque markets



Significance of Sovereign Credit risk- Studies done (1):

Public, bailed-out and poorly capitalized banks
were more likely to purchase domestic
government debt in response to sovereign
stress, in support of the “moral suasion” and
“carry trade” hypotheses.

Banks decrease lending when there is
increased sovereign stress due to bank losses
on public bonds.

The impact of sovereign stress on bank behaviour is mainly in two-folds:



Significance of Sovereign Credit risk- Studies done (1):

• In the developing world, an understanding of the impact of sovereign
credit risk on banks is important due to the following:

1. Banks have high exposure to sovereigns due to the underdeveloped
microstructure of the financial system and high banking reserve
requirements.

2. These markets are highly vulnerable to shocks stemming from high
global trade exposures and natural disasters



Significance of Sovereign Credit risk- Studies done (1):

The sovereign risk spill-over is particularly intense in countries with low
international reserves, reporting transparency, and central bank independence

• High reserves provide reassurance to the market that the country is still likely, despite the downgrade, to
meet its debt obligations

• In turn, banks and markets are less affected and continue to function under normal business conditions.
Further, banks and markets are less affected when reporting is made transparently, and central banks and
governments are not connected.

• In such environments, banks are less likely to face pressure (moral suasion) from governments to finance
their debt and domestic ratings are less dependent on the sovereign rating ceiling



Sovereign Credit risk - Impact of on Bank funding conditions

Higher sovereign risk
reduces the value of the
collateral banks can use to
raise wholesale funding and
central bank liquidity. The
repercussions of this channel



Sovereign Credit risk- Implications to banks & policy considerations

• Changes in banks’ operations may mitigate their exposure to sovereign risk. On the assets
side, banks might further diversify the country composition of their sovereign portfolio, to
contain their overexposure to the home sovereign

• For banks located outside the euro area this implied, in addition to currency risk, a trade-off
between sovereign and liquidity risk

• Banks may lessen the adverse impact of sovereign risk on their funding
•
• Cross-border banks might also diversify their debt issues across different jurisdictions

through their subsidiaries

• Internationally active banks – and their supervisors – need to track fiscal conditions in the
foreign countries in which they operate, as any worsening in sovereign risk in those countries
could affect their branches or subsidiaries, with negative spill overs on the parent bank



Sovereign Credit risk- Implications for the fiscal sector

• The negative spill overs from sovereign risk to bank risk, and the impossibility of fully
protecting the banking system from a severely distressed domestic sovereign, is yet another
reason to maintain sound public finance conditions.

• Increasing international financial integration and the close links between banks and
sovereigns imply that global financial stability depends on the solidity of fiscal conditions in
each individual country.

• Sound supervisory and macroprudential pol





Sovereign Credit risk- Interaction with IFRS 17

• The IFRS17 Standard can strictly be interpreted to require that credit risk should be stripped




