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I.  Overview of the Rating Methodology for Sovereigns 

1.  Sovereign Issuer Ratings 

The term 'sovereign' means a ruler and generally refers to the central government that governs a country. 

In R&I's analysis, central banks are included in sovereigns because central banks in some countries raise funds 

on behalf of central governments. 

When assigning a credit rating to an individual obligation, R&I first evaluates default risk, i.e., the 

probability of the issuer defaulting by, for example, going bankrupt, and then evaluates recovery risk for the 

individual obligation, i.e., the probability of losses in the event of default, among other factors, and incorporates 

the outcome into the rating. The analysis of the issuer's default risk forms the base of the assessment and 

determines the issuer's general capacity to fulfill all of its financial obligations. This credit rating is called an 

Issuer Rating. 

The purpose of government activities is to achieve sustainable economic growth by providing social capital 

and administrative services and distributing resources efficiently. A government finances such activities mainly 

with tax revenue, which is earned based on its authority to levy tax, and social security contributions, and also 

meets financing needs by borrowing funds through the issuance of government bonds and other instruments. 

Many governments are indebted partly because sizable funds are required for infrastructure development, 

fostering of highly skilled human resources, creation of new industries and other projects aimed at a country's 

long-term development. 

Economic fundamentals and a stable social system are the key determinants of government revenue, such 

as taxes, and form a foundation for debt repayment by a government. R&I assesses a government's capacity to 

repay debt by also examining the policy management skills of the government and central bank, the fiscal 

conditions of the government, and a funding structure that reflects the external capital transactions of the entire 

economy. Accordingly, a sovereign Issuer Rating is determined by a comprehensive evaluation of three factors: 

(1) economic and socio-political fundamentals, (2) policy management and (3) fiscal conditions and funding 

structure (see II for details). 

 

2.  Foreign Currency and Domestic Currency Issuer Ratings 

A government not only issues bonds in the local currency, but also issues foreign currency-denominated 

bonds in financial markets outside the country in order to diversify its investor base and because of a dearth of 

investment funds domestically. A sovereign Issuer Rating is primarily a Foreign Currency Issuer Rating, which 

reflects the ability to repay all financial obligations, with the risks associated with raising funds in foreign 

currencies and converting the local currency to foreign funds taken into account. 

R&I may assign a Domestic Currency Issuer Rating, which does not address the risks relating to foreign 

fund procurement or conversion to foreign currency. For the countries whose Foreign Currency Issuer Ratings 

are in the A rating category or above, Domestic Currency Issuer Ratings are the same as Foreign Currency 
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Issuer Ratings, in principle. This is because sovereigns with certain creditworthiness have local currencies that 

are used for international settlements, or well-developed financial and foreign exchange markets domestically. 

R&I thus believes that the risks involved with raising foreign funds and converting to foreign currencies are 

sufficiently low. Conversely, countries with Foreign Currency Issuer Ratings in the BBB rating category or 

lower may face decent risks with raising foreign funds or converting to foreign currencies, so Foreign Currency 

Issuer Ratings can be lower than Domestic Currency Issuer Ratings in some cases. 

 

3.  Assessment for Long-term Issue Ratings and Short-term Ratings 

When assigning a rating to an individual long-term obligation, R&I evaluates the recovery risk of the 

obligation and other factors based on the Issuer Rating and incorporates such factors into the rating, if necessary. 

Generally, when a payment default has occurred on one obligation of an issuer, the other financial obligations of 

the same issuer will be in default as well. However, the possibility of default may vary by obligation, as only 

some obligations may be selectively rescheduled. Further, when the borrower has difficulty repaying debt, the 

borrower and the creditor may negotiate debt rescheduling and the recovery rates of individual obligations may 

also vary as a result. Therefore, individual obligations even by the same issuer may be assigned ratings different 

from the Issuer Rating. 

Although a Short-term Rating differs from an Issuer Rating in both definition and symbol, the two share 

the same aspect of assessing the certainty of meeting payment obligations. Short-term Ratings cannot be 

decoupled from a medium- to long-term evaluation and are usually assessed based on the Issuer Rating. 

R&I may assign different Short-term Ratings to issuers with the same Issuer Rating, because it assesses 

the characteristics of cash management during the period, the composition and degree of liquidity on hand, 

short-term capacity to raise funds and other factors after considering the level of the Issuer Rating and the 

Rating Outlook. 

 

II.  Analytical Approach to Sovereign Issuer Ratings 

1.  Framework for assessment 

1-1. Economic and socio-political fundamentals 

For economic and socio-political fundamentals, R&I analyzes the robustness of economic fundamentals, the 

stability of a political system and the strength of a social system, among other factors that form the basis of 

assessment for sovereign Issuer Ratings. The analysis of economic fundamentals is centered on long-term 

economic trends and the structural factors that anchor them, which range from the economic size and income 

level, the stability and growth potential of the economy and the degree of industrial development to 

international competitiveness and the strength of a financial system. 

Socio-political fundamentals are analyzed with a primary focus on whether there is a system that allows the 

voices of the people to be reflected in political processes, whether a political check-and-balance mechanism is in 

place, and whether the laws and regulations governing economic and social activities are observed. These factors 

are also important from the perspective of determining the strength of the government's willingness to repay 

debt. R&I also looks at the magnitude of the risk of domestic politics and society destabilizing and the risk 

associated with external relations. 
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1-2. Policy management 

Government and central bank policies affect the country's economy, including employment, investment and 

prices, and influence the sovereign's debt repayment capacity through fiscal conditions and a financial 

environment. For policy management, R&I examines whether a government is using limited financial resources 

effectively to implement well-balanced economic and fiscal policies that contribute to economic stability and 

development, and to press ahead with reforms that bolster growth potential and fiscal stabilization. With regard 

to a central bank's monetary policy, a focus is on whether the policy is managed in line with policy objectives 

such as price stability. 

 

1-3. Fiscal conditions and funding structure 

For fiscal conditions and funding structure, R&I analyzes a government's fiscal conditions and the funding 

situation of the entire economy. The analysis of fiscal conditions addresses the size of outstanding government 

debt, which is a stock variable, and the past trend and future outlook, as well as debt tolerance reflecting the 

average remaining term to maturity, interest payment and a creditor mix, for example. The size of assets held 

by the government or public sector, including highly liquid financial assets, is also gauged to the extent possible 

and incorporated into the evaluation as needed. With respect to the fiscal balance, a flow variable, R&I examines 

not only a balance trend, but factors such as whether flexible fiscal management that copes with economic 

fluctuations has taken hold and whether fiscal discipline is ensured from a medium- to long-term perspective. 

Since the fiscal balance and government debt are affected by economic trends, it is necessary to make a 

comprehensive evaluation that takes into account a balance with the assessment of economic stability and 

growth potential. 

The stability of a government's financing in the future depends on the funding situation of the economy as a 

whole. The assessment of a funding structure addresses the resilience to external shocks, which is examined 

through the availability of domestic funds as measured by the savings-investment balance, the degree of 

development of the domestic financial market, a foreign exchange system and foreign reserves, among other 

factors. 

 

Framework for assessment 

 

2.  Economic and socio-political fundamentals 

2-1. Economic fundamentals 

Economic fundamentals are assessed by examining the economic size and income level, stability and growth 

potential of the economy and stability of funds supplying functions and financial system. 

Economic and socio-
political fundamentals Policy management Fiscal conditions and 

funding structure

Issuer Rating
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Component Sub-component Qualitative/Quantitative Assessment 

Economic 
fundamentals 

Economic size and income 
level 

Nominal GDP 

Nominal per capita GDP 

Stability and growth 
potential of the economy 

Economic stability 

Economic growth trend 

Sophistication of industrial structure 

Cross-country indicators for international competitiveness 

Stability of funds supplying 
functions and financial 
system 

Funds 
supplying 
functions 

Domestic credit (% of GDP) 
Adequateness of credit supply (outstanding 
credit growth) 

Stability of financial system 

 

1)  Economic size and income level 

The economic size is assessed using nominal gross domestic product (GDP) denominated in U.S. dollars. 

Countries with large economies tend to have a sizable population and relatively large markets. Therefore, they 

are considered to have some tolerance to shocks from outside. To grasp income levels, R&I emphasizes nominal 

per capita GDP denominated in U.S. dollars. Except for certain countries like oil-producing nations heavily 

dependent on natural resources, high nominal per capita GDP reflects a very mature economy. Countries with 

large nominal GDP and high nominal per capita GDP are rated highly. Some countries have extremely large 

nominal GDP but low per capita GDP because of huge populations, and there are also opposite cases. This 

makes it necessary to consider the economic development stage and demographics of each country. 

 

2)  Stability and growth potential of the economy 

High economic growth indicated by real GDP growth rates helps improve the fiscal balance mainly through 

higher tax revenue, and results in lower outstanding government debt as a share of GDP. In emerging countries, 

in particular, expectations for high economic growth can attract funds from abroad and support stable funding. 

Meanwhile, a country with overheating domestic demand, as exemplified by an asset bubble, has a potential 

risk of its economy plunging sharply in the future. Moreover, growth rates of low-income emerging countries 

tend to be higher than developed countries whose economies are mature. High real GDP growth in relative 

terms therefore does not directly translate into a strong evaluation. It is essential to examine whether enhanced 

growth potential is attributable to the fact that a country has made its industrial base more advanced, for 

example, while maintaining the stability of economic growth over an economic cycle. 

Specifically, R&I first examines the volatility of past growth rates to see economic stability. If a country 

maintains a certain level of growth with low volatility, R&I considers that stable growth has been achieved, 

which is a positive factor for its evaluation. It then analyzes a trend real GDP growth rate, including growth 

prospects, in comparison with the average growth rate in the past. It is desirable that growth on par with the 

past average or higher has been or will likely be achieved. An economic contraction in the most recent period will 

not usually lead to a negative evaluation, as long as the downturn is temporarily caused by external shocks and 

the economy is expected to head for recovery in the next few years. 

An industrial structure is another important factor for the evaluation of growth potential. A focus is on 

which of the primary, secondary or tertiary sector accounts for a large proportion of the economy. High 

dependence on specific industries or otherwise ill-balanced industrial composition may affect economic stability. 
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For this reason, the progress of industrial diversification is examined. If the economy heavily depends on 

industries that are influenced by international efforts to reduce greenhouse gas emissions or by natural 

phenomena resulting from climate change, R&I incorporates such factors into its evaluation based on the 

timeline of the impact. 

Understanding industrial competitiveness is also essential. If a country has industries that provide high 

value-added products and services and possess strong international competitiveness, a high evaluation will 

result. R&I believes that the aggregation of such companies and industries makes an industrial base more 

sophisticated, regardless of whether it is driven by domestic capital or foreign direct investment. For 

international competitiveness, cross-country indicators compiled by reliable public institutions are referred to. 

 

3)  Stability of funds supplying functions and financial system 

A smooth supply of funds by a financial system and its expected stability are critical to stable economic 

growth. For funds supplying functions, R&I mainly looks at the ratio of financial institutions' outstanding 

domestic credit to GDP. Generally, a high ratio is considered to be a reflection of strong funds supplying 

functions. That said, a rapid increase in the ratio could be attributable to excessive credit growth, making it 

more likely that the financial system will destabilize in the future. On the other hand, a marked decline in the 

ratio will raise concerns about credit contraction, which implies the possibility that the economy may be under 

downward pressure. R&I examines the long-term trend of outstanding credit growth to see whether funds are 

flowing either excessively or insufficiently. 

R&I determines the stability of a financial system through a comprehensive evaluation of the structure of 

the financial sector and the maturity of the financial market, as well as major financial institutions' risk 

resilience, liquidity, asset quality and other factors. If the results of stress tests published by financial 

supervisory authorities are available, they will be used for assessment where necessary. It is also essential to 

understand the markets targeted by the country's financial businesses. This is because businesses operated not 

only domestically but in foreign markets could represent a considerable proportion of the financial sector's 

business portfolio. In some countries, credits and deposits denominated in foreign currencies such as U.S. dollars 

or euros are common, so R&I checks the degree of foreign exchange risk for both borrowers and lenders. If 

dependence on foreign markets is high, or assets and liabilities denominated in foreign currencies are large, R&I 

will incorporate into its evaluation whether there are regulations that take account of such risk. 

 

2-2. Socio-political fundamentals 

Socio-political fundamentals are assessed by examining stability of political structure, observance of socio-

economic systems, risk of destabilization of domestic politics and society and risk associated with external 

relations. 

 
Component Sub-component 

Socio-political 
fundamentals 

Stability of political structure 

Observance of socio-economic systems 

Risk of destabilization of domestic politics and society 

Risk associated with external relations 
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1)  Stability of political structure 

The stability of a political structure is the basis for formulating and implementing economic and fiscal 

policies that support a government's debt repayment, and is mainly determined by the systems and political 

institutions governing the country. To assess the stability of a political structure, R&I analyzes whether there is 

an institutional framework that allows the voices of the people to be reflected in political processes, whether a 

check-and-balance mechanism is in place to prevent the overconcentration of power, and whether an elected 

government gains the confidence of international society, for instance. Reliable public institutions' cross-country 

indicators are also used to see the degree of the people's participation in the selection of a government and the 

extent to which freedom of expression, etc. is assured. 

 

2)  Observance of socio-economic systems 

R&I believes that the more certainly a government, citizens and companies observe the systems governing 

economic and social activities and such activities are protected by the systems, the stronger the government's 

willingness to repay debt. It assesses the observance of socio-economic systems by referring to reliable public 

institutions' cross-country indicators concerning the extent of the rule of law and control of corruption. However, 

legal compliance and corruption are affected by government policies and socio-political situations. For example, 

if the government tackles corruption as a priority policy agenda, the degree of corruption is expected to improve 

gradually. This makes it necessary to take into account the situation and prospect at a given time. 

 

3)  Risk of destabilization of domestic politics and society 

Political risks, including political stagnation stemming from conflicts within the administration, frequent 

elections and changes of government, and political vacuum, affect the government's debt repayment capacity 

through reduced policy credibility and continuity. Moreover, uncertainty about the future may lead to subdued 

economic activity. The evaluation will be dragged down if political issues could influence economic and fiscal 

conditions, or large-scale unrest, coup d'etats or internal strife has occurred or is highly likely to occur. Whether 

there are factors that could heighten political and social tensions, such as disparities between rich and poor, 

religious or ethnic conflicts and an increase in immigrants, is also incorporated into the evaluation. 

 

4)  Risk associated with external relations 

R&I assesses the degree of geopolitical risk, including heightened military or social tensions with a specific 

country or region. It needs to consider not only armed conflict but the risks relating to international economic 

relations, such as intensifying trade friction and deterioration of diplomatic relations with a specific country or 

region, from the viewpoint of the debt repayment capacity of the country's government. 

 

3.  Policy management 

Policy management is assessed by examining the ability to formulate and implement policies, 

appropriateness of economic and fiscal policies, mainly of a government, and appropriateness of monetary policy, 

primarily the realm of a central bank. 
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1)  Ability to formulate and implement policies 

A government's capacity to formulate and execute sound policies is gauged. R&I assesses the quality of the 

public administration, the credibility of the government in policy making and implementation, and the 

government's ability to establish sound regulatory frameworks that contribute to the development of the private 

sector, by referring to reliable public institutions' cross-country indicators. In countries where a government has 

a high policy implementation capacity, policy management remains effective and stable, and policy measures 

that promote private companies' activities are expected to drive stable economic growth. The political preference 

of the administration of the time and economic and social conditions, among other factors, are incorporated into 

the evaluation as necessary, because they may affect policy management capacity. 

 

2)  Appropriateness of economic and fiscal policies 

R&I evaluates the appropriateness of economic and fiscal policies formulated and implemented by a 

government from the perspective of debt repayment capacity. The evaluation will be positively affected if the 

government has a track record of achieving balanced economic growth through policies and reforms that help 

improve factors supporting growth, such as labor, capital and productivity. The possibility of these efforts 

progressing in the coming years is also considered. A country that has imbalances, including a large current 

account deficit and a consistently high unemployment rate, and is slow to correct them will be rated low. When 

formulating policies, a government needs to strike a balance with debt sustainability. R&I mainly examines 

whether the government is tackling the issues facing the economy and society with an appropriate tax system 

that allows it to secure financial resources and room for spending, or whether efforts to establish such a system 

are going on. Another point of evaluation is how the government addresses unforeseen circumstances, such as 

economic and financial crises and the occurrence of massive natural disasters that could damage economic 

fundamentals seriously. 

 

3)  Appropriateness of monetary policy 

It is important that monetary policy goals be clearly stated. On top of that, R&I assesses whether the 

environment allows such goals to be achieved, such as the presence of political intervention, whether policy 

management in line with the goals has continued from the past to the present, and whether the goals are 

expected to be met in the next few years, for instance. Central banks in many countries have price stability as 

their primary policy goals. If inflation rates have not been kept within a target range for a long period of time or 

fluctuate widely, it is highly likely that effective policies have not been implemented, which leads to a low 

evaluation. Among other negative factors are extremely volatile exchange rates and a situation where monetary 

policy is considered to be a cause of economic imbalances. 

  

Component Sub-component 

Policy management 

Ability to formulate and implement policies 

Appropriateness of economic and fiscal policies 

Appropriateness of monetary policy 
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4.  Fiscal conditions and funding structure 

4-1. Fiscal conditions 

Fiscal conditions are assessed by examining government debt and fiscal balance. 

 

Component Sub-component Qualitative/Quantitative Assessment 

Fiscal conditions 

Government debt 

Outstanding debt (to GDP) 

Outstanding debt trend 

Debt tolerance 

Fiscal balance 
Fiscal balance (to GDP) 

Probability of maintaining fiscal discipline 

 

1)  Government debt 

Assessing government debt involves examining outstanding debt, its trend and debt tolerance. Outstanding 

debt to be assessed is basically that of the general government sector consisting of a central government, local 

governments and social security funds, and the debt level is quantitatively grasped vis-à-vis GDP. R&I also 

examines whether the ratio is increasing or decreasing and analyzes a trend based on projections for a few years 

ahead. In addition, a potential debt burden is analyzed and incorporated into its evaluation. Debt may increase 

if a government performs its guarantee obligations for public enterprises, etc., which are not included in 

government debt. Further, the debt ratio may rise significantly due to fiscal spending in response to economic 

crises and natural disasters, for example. It is necessary to determine whether the increase will be temporary or 

continue for the medium- to long-term. 

Debt tolerance must also be evaluated, mainly through the size of a repayment burden. A high debt ratio 

does not necessarily mean a heavy repayment burden. The repayment burden can be suppressed by a sound 

debt structure, as suggested by low interest rates with a long average remaining term to maturity, and a large 

proportion of debt denominated in the local currency. If the majority of bonds are held by domestic investors or 

institutions with long-term holding strategies, uncertainty about refinancing will be mitigated. Assets are 

another factor to consider. Financial assets accumulated primarily through past fiscal surpluses can reduce a 

funding burden. R&I refers to publicly available data for each country, including net debt (gross debt minus 

liquid financial assets), and incorporates them into its evaluation as needed. 

 

2)  Fiscal balance 

The starting point of analysis is to understand the ratio of the general government sector's fiscal balance to 

GDP. Because the balance for a single year fluctuates depending on economic trends and policy factors, R&I 

references the balance for a several year period, including future projections, and checks whether it is in surplus 

or deficit. Ensuring economic stability is one of the key objectives of fiscal policy, and during a recession, a 

government needs to shore up the economy through fiscal spending. Fiscal balance deterioration resulting from 

such policy measures does not have to be viewed negatively, as long as the deterioration is temporary. It is 

essential to ascertain whether the government will be able to shift its policy focus to fiscal consolidation in line 

with economic recovery. 

R&I considers that disciplined fiscal management is to stabilize the medium- to long-term fiscal balance 

through the cycle of economic expansion and recession. The evaluation of the likelihood of maintaining fiscal 
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discipline is centered on whether a government has been implementing policies with due consideration to 

discipline to date. Other factors for assessment include the degree of development and observance of fiscal rules 

that set numerical targets for the fiscal balance, outstanding government debt, etc., a medium-term fiscal 

framework, which provides a fiscal policy for the next few years, and a system that allows a fiscal committee or 

other third-party organizations to monitor adherence to targets. 

 

4-2. Funding structure 

A funding structure is assessed by examining availability of domestic funds and accessibility to 

domestic/foreign funds and tolerance against changes in the financial environment. 

 
Component Sub-component Qualitative/Quantitative Assessment 

Funding structure 

Availability of domestic funds 
Current account balance (to GDP) 

Current account trend 
Accessibility to 
domestic/foreign funds and 
tolerance against changes in 
the financial environmental 

Net international investment position (to GDP) 

Accessibility to domestic/foreign funds 

 

1)  Availability of domestic funds 

To grasp the availability of domestic funds, R&I focuses on the ratio of the current account balance to GDP. 

The current account balance is equivalent to the balance between savings and net investments based on 

National Accounts Statistics (SNA) figures, and a surplus reflects domestic savings exceeding investments. In 

this case, a government deficit is covered by a surplus of savings in the private sector. R&I also examines 

whether the ratio is increasing or decreasing and analyzes a trend based on projections for a few years ahead. 

Even if the current account balance has been positive recently, domestic funds available in aggregate terms 

would be very different between the case where a deficit had persisted for a long period of time and the case 

where the balance had been consistently in surplus. 

 

2)  Accessibility to domestic/foreign funds and tolerance against changes in the financial environment 

To assess the accessibility to domestic and overseas funds, R&I analyzes the funding structure and situation 

of the economy as a whole. The main points in the assessment are: a foreign exchange system, the degree of 

development of the domestic financial market, the trend of financial markets, the level of foreign reserves, and 

the ease of converting to foreign funds and raising funds in foreign currencies. The United States, a key currency 

country, can always raise funds smoothly on both domestic and foreign financial markets and is rated highest. 

Other countries whose currencies are regarded as reserve currencies are also rated highly, but countries that 

have adopted the common currency euro are evaluated on an individual basis, with the degree of development of 

the domestic financial market, the trend of financial markets and other factors taken into account. Foreign 

reserves are basically examined relative to external short-term debt maturing within one year. If foreign 

reserves are insufficient, R&I considers foreign currency assistance by the International Monetary Fund and 

other multi-lateral institutions, as well as foreign currency financing arrangements with foreign governments, 

as a supporting factor. 

Tolerance against changes in the financial environment is assessed based on the country's international 
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investment position (IIP), which indicates the balance between the external assets and liabilities of the entire 

economy, including the government and private sectors. A focus is on the ratio of net investment (assets minus 

liabilities) to GDP. A country in a larger negative net IIP is considered to have lower tolerance to changes in 

international financial markets. 

 

5.  ESG considerations 

R&I examines environmental, social and governance (ESG) factors where necessary in its assessment of 

economic and socio-political fundamentals, policy management, and fiscal conditions and funding structure. The 

occurrence of natural disasters and adaptation to a low-carbon society, which are environmental factors, are 

thought to affect the evaluation of economic stability and growth potential according to the characteristics of the 

industrial structure of the country. They may also influence fiscal conditions and policy management through 

increased government spending and changes in a tax revenue structure. Among social factors, population aging 

and decline could weigh heavily on economic fundamentals and fiscal conditions, unless efforts to enhance 

productivity progress. Poverty and disparities, which tend to result in social unrest and political risk, are 

incorporated into the evaluation of socio-political fundamentals, together with the risk of terrorism and conflict. 

Governance factors are mainly analyzed in the assessment of socio-economic fundamentals and policy 

management, particularly of socio-economic systems and policy making and implementation capacity. Since 

ESG factors involve various risks that appear to have a gradual impact over a long period of time, R&I considers 

reflecting them in ratings by taking account of the timeline of the impact. 

 

 

 

 

 
 

 

 

 

* This report replaces all previous versions that have been released to date. 
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