
 

 

Sovereign Ratings 
 

Since its inception, the Capita suggested methodology and weekly suggested counterparty 
list have been based upon a “minimum” sovereign rating of AA-. However, through the 
financial crisis a number of clients tightened this criterion within their own Treasury Strategy 
documents to either “UK only” or “UK plus overseas banks based in a sovereign with a AAA 
rating”. The basis of such changes was predicated on both limiting the number of 
counterparties that could be used, as well as recognition of the fact that sovereign support 
would be potentially made available to a counterparty to avoid potential contagion to other 
counterparties within a particular country. This specific issue was also incorporated into 
rating agency methodologies in the form of implied sovereign support, whereby there was 
some underlying expectation that a sovereign capable of providing support (i.e. one with a 
strong credit rating) would do so, if it was deemed necessary. Another key consideration was 
taking account of the wishes of members, who, in some cases, only wanted the Council’s 
surplus monies invested in well-known, typically UK, counterparties. It should be noted, 
however, that this strategy will eliminate US banks from any list as the US sovereign rating 
falls below the AAA requirement, which puts it on a par with the UK, but by implication 
suggests that the US is a greater credit risk than the AAA rated countries. 
 
While economic conditions remain tepid in some regions, the overall state of financial 
markets and counterparties operating therein has changed markedly since the height of the 
crisis. Furthermore, in response to regulatory changes, the three main rating agencies have 
all made adjustments to their methodologies in an effort to remove any adjustment based 
upon implied sovereign support. These changes have already begun to be implemented 
across all three agencies, Fitch, Moody’s and Standard & Poor’s. 
 
As a result, the emphasis on the sovereign rating within an Investment Strategy has changed. 
Whilst Capita does not advocate the removal of a minimum sovereign rating criterion, it 
does suggest that the application of a AAA minimum is not as valid as it has been in recent 
years. Given the evolution of rating methodologies, it is now more important to focus solely 
on the ratings of an entity itself. Sovereign ratings do still play a part in the ratings of an 
entity, as conditions within a particular country will provide a baseline from which an entity’s 
ratings will evolve. In addition, sovereign ratings can also be applied as a “cap” on an 
individual’s ratings – i.e. an entity is unlikely to have a higher rating than that of its sovereign 
unless a large part of its business is conducted outside of its home state. 
 
When compiling a suitable Investment Strategy, it is important not just to apply appropriate 
minimum criteria, but also to consider how this application will work in practice. We have 
always advocated the need for a wide range of entities to be available for potential 
investment and to provide diversification of risk, rather than the use of just a small number 
of counterparties, which poses potential unwarranted concentration risk.  This is especially 
true when taking account of current market conditions, where not all counterparties are 
necessarily viable options for regular investments, especially at the short end of the yield 
curve. 
 



 

 

It is also important to note that the use of Money Market Funds has become much more 
widespread among clients in recent years. Although denominated in sterling, these will use 
counterparties from a wide array of different regions to invest monies. There are no specific 
minimum sovereign ratings required by the agencies to achieve their “AAA” status, with the 
emphasis being on the invested entity itself having a minimum F1 / P-1 / A-1 Short Term 
rating. 
 
Taking the above into consideration, we would suggest that clients review any application of 
sovereign ratings within their Investment Strategy document. If this is set at AAA, or UK only, 
you may wish to review the position to incorporate a wider range of entities on your working 
counterparty list. Any additions would evidently still need to meet entity-level minimum 
requirements and, whilst a counterparty may meet all requirements, it does not mean you 
have to use them. In essence such a change should provide clients with greater depth and 
diversification to their counterparty list, while still maintaining the tenets of security and 
liquidity in its application. 
 
Conclusion 
In order that you can fully access the list of banking counterparties that are included on our 
weekly suggested list, you will need to ensure that your Annual Investment Strategy has a 
minimum sovereign credit criterion of AA- for all sovereigns. This is consistent with the 
suggested approach and the rationale we have discussed above. It is not essential that such 
a change is enacted immediately but it could be incorporated at future member updates, for 
example when the Outturn Report or Mid Year Review is drafted or presented. 
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