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sovereign ratings affect not only the instrument being rated
(bonds) but also stocks.
We examine the impact of rating news on CDS markets, but also consider systematically the potential spillover
effects within the structure of different asset market classes
(Arezki, Candelon, and Sy, 2010). We compiled a database
that includes daily European sovereign CDS spreads and
stock market indexes—including subindexes for banking and
insurance equities—during 2007–10.
Our approach is designed to capture the effects of credit
rating agencies’ news while taking into account the structural
interdependence of financial markets. It allows us to identify
which markets and countries are affected by any given sovereign rating downgrade. In addition, we are able to isolate the
spillover effect of rating news on different asset classes across
countries after controlling for the tendency for large fluctuations to be followed by similar ones.
The main finding is that a sovereign rating downgrade
influences financial markets not only in the country affected,
but also in other euro area countries. The direction and magnitude of the effect of the rating news depend on where the
credit rating news originates. For instance, downgrades of
Greek sovereign debt systematically affected all euro area
countries, resulting in higher costs for insuring sovereign
debt (measured by CDS spreads) and pressure on stock
markets, even if the credit rating of the other countries was
unchanged. In contrast, downgrades of eastern European
economies affected only euro area countries to which they
were financially linked.
The nature of the interdependence of stock market performance and the cost of insurance against sovereign default
(CDS spreads) varies from country to country. This suggests
that sovereign rating news affects economies through a variety of channels, and the point of entry in one may be different
than in another. For example, in Spain, an increase in CDS
spreads on sovereign debt led to a decline in the stock market index—including the insurance and banking subindexes.
But a change in the stock market index did not significantly
affect CDS spreads in Spain. In contrast, in the Netherlands,
an improvement in the stock market led to a reduction in
CDS sovereign spreads. But in Italy, the effect went in both
directions: better stock market performance led to a reduction in CDS spreads, and a higher CDS sovereign spread
hurt stocks. Differences in market interdependence within
countries can be explained by differences in the economy’s
structure, including differences in public sector involvement
in the economy.
The type of rating news also matters. Credit rating agencies typically signal their intention to consider rating
changes. For example, the three major credit rating agencies—Fitch, Moody’s, and Standard & Poor’s (S&P)—all use
a negative “outlook” notification to indicate the potential for
a downgrade within the next two years (one year in the case
of speculative-grade credit ratings). We find that the average
effect of downgrades on CDS spreads is larger than the effect
of revisions of the outlook (when a rating is not changed but
a possible change is signaled).

Financial markets may be myopic because they focus narrowly on downgrades. The downgrade of one country may
convey new information about other countries (such as on
financial linkages). It could also prompt market participants to
reassess the fundamentals of countries with similar characteristics (such as fiscal deficits and indebtedness) or trigger herd
behavior. The less-uniform response to outlook revisions could
be related to the rating agency itself: either the market does not
understand what the agency is trying to communicate when it
ventures an opinion on the future, or the market doesn’t react
because it places little store in the agency’s opinion.
Of course, the explanation could be simpler. In rules-based
investing, holders of sovereign debt might be forced to sell
if there is a downgrade, but not in the event of a revised
outlook. Similarly, rating-based regulation constrains the
European Central Bank—which must reject downgraded
debt as collateral for a loan to a financial institution, but
could accept it in the case of an outlook revision.
Moreover, which credit rating agency issues the rating
news trumps the news itself. S&P outlook revisions are more
likely to spill across countries than those of the other two
major agencies. In contrast, rating downgrades that emanate
from Moody’s and Fitch tend to spill across countries more
than S&P downgrades. Financial markets are indeed selective
in the way they react to the rating news from different rating
agencies, perhaps because of differences in the credibility of
credit rating agencies. Other differences related to the communication strategy of rating agencies can also explain the
difference in market reactions.
This evidence of spillover effects indicates that bad news
does spread, but the transmission process is complex. The
news can move rapidly from country to country and market to market, with varying effects both across countries and
markets. The complexity of transmission complicates the
design of regulation and the conduct of surveillance, so it is
important that regulators understand how bad news spreads
and what happens when it does.
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