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1. Executive summary

1.

This report describes the mapping exercise carried out by the Joint Committee to determine
the ‘mapping’* of the credit assessments of the Economist Intelligence Unit Ltd (EIU).

The methodology applied to produce the mapping is the one specified in the Implementing
Technical Standards on the mapping of ECAIls’ credit assessments under Article 136(1) and (3)
of Regulation (EU) No 575/2013 (Capital Requirements Regulation — CRR). These ITS employ a
combination of the provisions laid down in Article 136(2) of Regulation (EU) No 575/2013.

The mapping neither constitutes the one which ESMA shall report on in accordance with
Article 21(4b) of Regulation (EC) No 1060/2009 (Credit Rating Agencies Regulation - CRA) with
the objective of allowing investors to easily compare all credit ratings that exist with regard to
a specific rated entity” nor should be understood as a comparison of the rating methodologies
of EIU with those of other ECAIls. This mapping should however be interpreted as the
correspondence of the rating categories of the EIU with a regulatory scale which has been
defined for prudential purposes. This implies that an appropriate degree of prudence may
have been applied wherever not sufficient evidence has been found with regard to the degree
of risk underlying the credit assessments.

The resulting mapping tables have been specified in Annex Il of the Implementing Technical
Standards on the mapping of ECAIs’ credit assessments under Article 136(1) and (3) of
Regulation (EU) No 575/2013. Figure 1 below shows the result for the only ratings scale of the
EIU, the Sovereign rating band scale.

! According to Article 136(1), the ‘mapping’ is the correspondence between the credit assessments of and ECAl and the

credit quality steps set out in Regulation (EU) No 575/2013 (Capital Requirements Regulation — CRR).

% this regard please consider http://www.esma.europa.eu/system/files/esma__2015-
1473 _report_on_the_possibility_of establishing_one_or_more_mapping....pdf.
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Figure 1: Mapping of EIU’s Sovereign rating band scale
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2. Introduction

5. This report describes the mapping exercise carried out by the Joint Committee (JC) to
determine the ‘mapping’ of the credit assessments of the European Intelligence Unit Ltd (EIU).

6. EIU is a credit rating agency that has been registered with ESMA in 3 June 2013 and therefore
meets the conditions to be an eligible credit assessment institution (ECAI)®. EIU is an
independent business within The Economist Group that provides unsolicited ratings of 128
worldwide sovereigns through its Country Risk Service.

7. The methodology applied to produce the mapping is the one specified in the Implementing
Technical Standards on the mapping of ECAIls’ credit assessments under Article 136(1) and (3)
of Regulation (EU) No 575/2013 (Capital Requirements Regulation — CRR). These ITS employ a
combination of the provisions laid down in Article 136(2) of Regulation (EU) No 575/2013. The
information base used to produce the mapping is the same that has been employed when
performing the first mapping proposal which was disclosed during the consultation period to
these ITS. Two sources of information have been used. On the one hand, since EIU has not
reported rating information to ESMA Central Repository (CEREP*) by the time this analysis has
been made, a database with the relevant historical rating information has been directly
requested to the ECAI. On the other hand, due to the scarcity of default data typically
expected from EIU’s rated population, the credit assessments produced by a group of
benchmark ECAIs has been used to infer the long run default rates of EIU’s credit assessments
and to compare EIU’s point in time rating methodology with the rating methodology of other
benchmark ECAIs.

8. The following sections describe the rationale underlying the mapping exercise carried out by
the Joint Committee (JC) to determine the applicable mapping. Section 3 describes the
relevant ratings scales of EIU for the purpose of the mapping. Section 4 contains the
methodology applied to derive the mapping of EIU’s ratings scale. The mapping table is shown
in Appendix 4 of this document and has been specified in Annex Ill of the Implementing
Technical Standards on the mapping of ECAIls’ credit assessments under Article 136(1) and (3)
of Regulation (EU) No 575/2013.

itis important to note that the mapping does not contain any assessment of the registration process of EIU carried out
by ESMA.

* CEREP is the central repository owned by ESMA to which all registered/certified CRAs have to report their credit
assessments. http://cerep.esma.europa.eu/cerep-web/.
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3. EIU credit ratings and rating scales

9. EIU produces one type of credit ratings, Country credit risk ratings, which may be used by
institutions for the calculation of risk weights under the Standardised Approach (SA)°, as
shown in Column 2 of Figure 2 in Appendix 1.

10.A country credit risk rating is defined as an objective assessment of the risks facing institutions
lending money, financing trade or conducting other types of business that expose them to
cross-border credit or financial risk. Therefore, they are opinions on the willingness and
capacity of governments to honour their obligations whether in local or foreign currency. The
model provides "point-in-time" rather than "through-the-cycle" ratings.

11.EIU assigns these credit ratings to the Sovereign rating band scale as illustrated in column 3 of
Figure 2 in Appendix 1. Therefore, a specific mapping has been prepared for this rating scale.
The specification of Sovereign rating band scale is described in Figure 3 of Appendix 1.

12.The rating categories, letter grades and descriptive characteristics of the Sovereign rating band
scale are similar to those of the large international ECAls. However, they are not necessarily
comparable due to the following:

e EIU ratings are point-in-time as opposed to the through-the-cycle ratings of the large
international rating agencies.

e EIU ratings relate solely to the probability of default and do not explicitly seek to take
account of a loss given default.

e EIU rating methodology is mostly model-determined, as opposed to the mostly judgment-
determined ratings of five benchmark ECAl’s. Furthermore, the model contains numerous
variables, which makes it harder to achieve the very low scores required to qualify for an
AAA rating in EIU system than it is in the judgment-determined system of the large
international rating agencies.

13.The differences between EIU ratings and those of the three international ECAIls are further
explained in Appendix 2.

14.The mapping of the Sovereign rating band scale is explained in Section 4 and it has been
derived in accordance with the quantitative factors, qualitative factors and benchmarks
specified in the ITS.

4. Mapping of EIU Sovereign rating band scale

> As explained in recital 4 ITS, Article 4(1) CRA allows the use of the credit assessments for the determination of the risk-
weighted exposure amounts as specified in Article 113(1) CRR as long as they meet the definition of credit rating in
Article 3(1)(a) CRA.
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15.The mapping of the Sovereign rating band scale has consisted of two differentiated stages
where the quantitative and qualitative factors as well as the benchmarks specified in Article
136(2) CRR have been taken into account.

16.In the first stage, the quantitative factors referred to in Article 1 of the ITS have been taken
into account to differentiate between the levels of risk of each rating category.

17.In a second stage, the qualitative factors proposed in Article 7 of the ITS have been considered
to challenge the result of the previous stage, especially in those ratings categories where less
default data has been available.

4.1. Initial mapping based on the quantitative factors

18.The long run default rate cannot be calculated based on the default behaviour of the items
rated by EIU because such items do not belong to the ‘Corporate’ type of rating, as specified in
point (a) of Article 2 ITS.

19.In this case the qualitative factors acquire fundamental importance for the production of the
mapping. In particular, any alternative default data, such as different measures of
creditworthiness assigned to items of the same rating category would help to reduce the
degree of uncertainty regarding the default rate.

4.2. Final mapping after review of the qualitative factors

20.The qualitative factors specified in Article 7 of the ITS have been used to produce the mapping
for this ECAI, as no initial mapping has been performed based on the quantitative factors.

21.A sufficient number of items assigned a different measure of creditworthiness is available,
namely the credit ratings assigned by a group of benchmark ECAIs to EIU’s rated population
(benchmark ratings)®. Such items assigned a different measure of creditworthiness have been
used in accordance with Article 11(2) of the ITS to complement the information provided by
the quantitative factors, as they were relevant for the mapping. Specifically, proxy’ long-run
default rates of all EIU’s rating categories have been calculated as the weighted average of the
long run default rate benchmarks associated with the related categories of the benchmark
ratings.

6 Appendix 2 describes the relationship between EIU and benchmark ratings over a common sample of rated items.

7 Given that we are dealing with qualitative factors, in this context we are not assessing long run default rates as
specified in Article 1 of the ITS. Instead we are deriving proxy long run default rates through the usage of a different
measure of creditworthiness.
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22.Figure 6 contains the relationship observed between EIU and Benchmark ratings during the
period 2006 — 2013 (i.e. 8 years). Given that the rating methodologies of EIU and the
benchmark ECAIs are very different (Point-in-time vs. Through-the-cycle), the calculation of
the long run default rate would be biased unless the relationship between EIU and benchmark
ratings was measured over a complete economic cycle (i.e. 10 years). Therefore, it has been
necessary to estimate the relationship between the two types of ratings for the period 2004h1
— 2006h1 in order to have a complete 10-year economic cycle. For simplicity reasons, and
because it was a period of significant economic stability, the relationship observed in 2006h2
has been assumed also for the preceding periods.

23.The result of the calculation of the proxy long run default rates for each rating category is
shown in Figure 9 and Figure 10 of Appendix 3°. The rating categories of the Sovereign rating
band scale of EIU have been initially allocated to each CQS based on the comparison of the
derived proxy long run default rates (see Figure 10 in Appendix 3) and the long run default rate
benchmark intervals established in point (a) of Article 14 of the ITS. Thus rating categories
AAA/AA, A, BBB, BB, B, CCC/CC are assigned to CQS 1, CQS 2, CQS 3, CQS 4, CQS 5 and CQS 5
respectively. In the case of EIU rating categories A and BBB, the long run default rate is very
close to the lower bound of the proposed CQS (2 and 3 respectively). Therefore, this proposal
should be particularly reinforced by other qualitative factors.

24.Time evolution of proxy LRDR: As shown in Figure 11 to Figure 18 in Appendix 3, the time
evolution of the proxy long run default rates of rating categories AAA to CC have been
compared with the upper bound benchmark values specified established in point (a) of Article
14 of the ITS, which represents the maximum value allowed for the long run default rate
within a CQS’. The objective is to assess, for each rating category, whether the proxy long run
default rates have deviated from their corresponding benchmark values and whether any
observed deviation has been caused by a weakening of the assessment standards. However, it
should be noted that any result should be taken with caution because the default rates are not
based on the own default behaviour of EIU ratings. The result of this comparison yields the
following considerations:

e AAA to CCC: no proxy long run default rate has breached the upper bound benchmark
values. In all cases except CCC the long run default rates are well below their
corresponding upper bound, meaning that the proposed mapping is adequate. Therefore,
the initial mapping based on the proxy long run default rate is confirmed at this stage.

e CC: The proxy long run average default rate calculated in the previous section (23.29%) is
very close to the upper bound of CQS 5 (26.50%). Therefore, it is not surprising that the
proxy long run default rate measured at each individual point in time has breached this

8 n the case of C and D, the proxy long run default rates have not been calculated because there are no rated items in
these categories.

ForCand D rating category, there were no credit ratings and therefore no calculation of the proxy long run default
rate has been made. Moreover, in the case of rating category D, the review of the proxy long run default rate would not
be necessary since it can be mapped to CQS 6 based on its meaning and relative positions (see qualitative factor).
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upper bound in 2010 and 2012. Although not conclusive, this result may suggest that CQS
6 is the appropriate mapping. This however has to be confirmed by other qualitative
factors.

25.The definition of default applied by EIU is not used for the calculation of the quantitative
factors. Also such definition is not used for the calculation of the proxy long run default rates
through the different measure of creditworthiness used in the previous section. Therefore it is
not relevant for the analysis and no specific adjustment has been proposed based on this
factor.

26.Regarding the meaning and relative position of the credit assessments, this factor is not
helpful due to the differences explained in section 3 between the international rating scale
(that serves as basis for Annex Il ITS) and EIU Sovereign rating band scale.

27.However, since the meaning of CC, C and D rating categories makes reference to a likely
default status of some obligations, it can be assumed on the basis of this qualitative factor that
all 3 rating categories should be mapped to CQS 6.

28.Regarding the time horizon, it plays a very important role in the mapping of EIU since the CRA
uses a 12-month time horizon when assigning its country ratings, compared to 3-year time
horizon used for mapping purposes. Therefore, the transitions matrices in Figure 7 and Figure
8 should be analysed to identify a potential worsening of the credit quality of any rating
category over the 3-year time horizon (which is the relevant one for mapping purposes):

e In the case of rating categories A and BBB, for which the mapping proposal based on the
proxy long run default rates factors was less clear, the transition matrix in Figure 8 of
Appendix 2 shows a significant expected downgrade probability after three years (58.3%
and 43% respectively)'. Therefore, despite the low values of the proxy long run default
rate, the mapping proposal to CQS 2 and 3 is confirmed. In the case of CCC and CC, the
probability of having the same rating after 3 years is very high (76.5% and 80%
respectively) and therefore no adjustment is proposed.

29.Finally, an estimate of the long run default rate associated with each rating category was
provided by the EIU to be considered in the mapping of the rating scale. The EIU recognizes
the difficulty in providing statistically significant estimate of the default rate underlying its
rating categories: ‘A problem in conducting analysis of sovereign defaults is the scarcity of
default events, both in absolute terms and in relative terms’. However, EIU has built internal
estimates of 12-month default probabilities during the back-testing of the rating model with
data from the January 1997 - December 2005 period. The results are presented in Figure 19. In

0 1he probability of an upgrade is calculated as the sum of probabilities to be downgraded to any category below A and
BBB respectively.
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light of these results, the mapping proposal of the CCC category should be modified and
changed to CQS 6.
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Appendix 1: Credit ratings and rating scales

Figure 2:The EIU’s relevant credit ratings and rating scales

SA exposure classes Name of credit rating

JOINT COMMITTEE OF THE EUROPEAN

SUPERVISORY AUTHORITIES

Credit rating scale

Long-term ratings

Central governments/ Central banks Country risk credit rating

Sovereign rating band scale

Source: EIU
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Figure 3: Sovereign rating band scale

Credit . .
Meaning of the credit assessment
assessment
AAA Capacity and commitment to honour obligations not in question under any foreseeable circumstances.
AA Capacity and commitment to honour obligations not in question.
A Capacity and commitment to honour obligations strong.
BBB Capacity and commitment to honour obligations currently but somewhat susceptible to changes in economic climate.
BB Capacity and commitment to honour obligations currently but susceptible to changes in economic climate.
B Capacity and commitment to honour obligations currently but very susceptible to changes in economic climate.
Ccc Questionable capacity and commitment to honour obligations. Patchy payment record.
CcC Somewhat weak capacity and commitment to honour obligations. Patchy payment record. Likely to be in default on some obligations.
c Weak capacity and commitment to honour obligations. Patchy payment record. Likely to be in default on significant amount of
obligations.
b Very weak capacity and commitment to honour obligations. Poor payment record. Currently in default on significant amount of
obligations.
Source: EIU

10
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Appendix 2: Relationship between EIU and Benchmark ratings

Figure 4: Distribution of Benchmark ratings
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Source: Joint Committee analysis based on CEREP and EIU data
Figure 5: Distribution of EIU ratings
100%
o A H B B = . I I I I
90%-—————'——————————
~HH g -
mC
70% —B—EB— 8B — 8B —58—8B—T—— 88—l 88— 88—
cC
60% —M—HE— BB B B EHE B BB B B BB
m CCC
50%-———————————————.B
40%'_____________I_I_ = BB
30 T B B B B B B B B B B B E H s
-~ HH -
10% -—I—I—I—I—I— e | m e e e s = AA
il I
0% [ — — — — — — = — H AAA
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As shown in Figure 4 and Source: Joint Committee analysis based on CEREP and EIU data

Figure 5, EIU ratings were generally more conservative than those of the main rating agencies
(denominated ‘benchmark’ ratings) before the onset of the crisis. Around 45% of sovereigns rated
by EIU were in the same rating band as those assigned by the main rating agencies, 45% of EIU
ratings were one band lower, 5% two bands lower and 5% one band higher.

12
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Figure 6: Observed relationship between EIU and Benchmark ratings. 8-year average (2006 - 2013)

Rating Benchmark AAA AA A BBB BB B CCC cc C D
Rating EIU

AAA 202 0 0 0 0 0 0 0 0 0
AA 715 123 13 0 0 0 0 0 0 0
A 327 466 376 24 0 0 0 0 0 0
BBB 201 366 790 535 25 0 0 0 0 0
BB 0 19 237 818 767 202 0 0 0 0
B 0 0 34 226 450 586 23 0 0 4
ccc 0 0 0 11 112 470 56 1 0 5
cc 0 0 0 0 6 88 29 6 4 4
C 0 0 0 0 0 0 0 0 0 0
D 0 0 0 0 0 0 0 0 0 0

Source: Joint Committee analysis based on CEREP and EIU data

Figure 6 shows the ratings assigned by EIU and the benchmark ECAIs to a common set of
countries (108 in total) since EIU started operating (2006). It should be noted that each of the 108
countries rated by EIU during this period might appear in the table as many times as it has been
rated by any of the benchmark ECAIs. For example, if country X has only been rated by EIU and
S&P at a specific date, this will give rise to only 1 observation at that specific date. However, if it
has been rated by EIU, S&P, Moody’s and Fitch, there will be 3 different observations, each one
reflecting the comparison of EIU’s rating with the benchmark rating.

Since most cells in the upper triangle are equal to zero it can be concluded that EIU has been
more conservative than the benchmark ECAIs during the observed period. For example, no
country rate AAA by EIU has been rated worse by the benchmark. However, most AAA countries
according to the benchmark ECAIs have received a more conservative rating by EIU.

13
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Figure 7: Transition matrix for Benchmark ratings

3-year transition matrices, 5-year average (2006 - 2013)

Rating end period AAA

Rating start period

AAA 89.6
AA 2.6
A 0.0
BBB 0.0
BB 0.0
B 0.0
CCC-C 0.0

AA

7.5

76.9

13.3

0.0

0.0

0.0

0.0

A

0.4

9.1
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0.0

0.0

0.0

il
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JOINT COMMITTEE OF THE EUROPEAN

0.0

0.5
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1.3

12.4

85.2

64.1

CCC-D

0.0

0.3

2.0

0.3

1.0

2.4

35.9

Source: Joint Committee analysis based on CEREP data. Only items rated both at the beginning and at the

end of the time horizon have been considered in the calculation.

Figure 8: Transition matrix for EIU ratings

3-year transition matrices, 5-year average (2006 - 2013)

Rating end period AAA

Rating start period

AAA 45.6
AA 0.0
A 0.0
BBB 0.0
BB 0.0
B 0.0
CccC 0.0
cC 0.0
C 0.0

AA

54.4

58.4

6.3

0.0

0.0

0.0

0.0

0.0

0.0

A

0.0

36.0

43.0

10.7

2.6

0.0

0.0

0.0

0.0

BBB BB
0.0 0.0
5.6 0.0
40.4 8.7
583 253
13.8 56.8
0.0 33.6
0.0 0.0
0.0 0.0
0.0 0.0

0.0

0.0

1.6

51

18.4

43.5

16.1

16.1

0.0

CcccC

0.0

0.0

0.0

0.0

8.0

22.8

76.5

20.0

0.0
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0.0

0.0

0.0

0.5

0.5

0.0

3.1

80.0

0.0

SUPERVISORY AUTHORITIES

0.0
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0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0
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Source: Joint Committee analysis based on EIU data. Only items rated both at the beginning and at the end of the time

horizon have been considered in the calculation.
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The difference in the time horizon considered by EIU and the benchmark ECAls in the assignment
of ratings can be easily observed in the transition matrices above. Whereas the benchmark ECAIs
have traditionally assessed their clients over a long-term horizon (i.e. through-the-cycle ratings),
EIU assesses country risk over the next 12 months. Furthermore, EIU ratings rely to a larger extent
on the automatic result of its underlying model, in contrast to the judgment-determined system
of the benchmark ECAls. As a result of these methodological differences, the transition
probabilities of the ratings produced by EIU are significantly larger than those of the benchmark
ECAls.

15
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Appendix 3: Default rates of each rating category

Figure 9: Calculation of the proxy long run default rates 2013h1

Rating Benchmark ~ AAA  AA A BBB BB B ccc-cc | Weighted

average
L benchmark long run
ong-runbenchmark 510 010 025  1.00 750 20.00  34.00 | benchmark
(%) '

(%)

Rating EIU
AAA 10 0.10
AA 55 12 0.10
A 38 26 26 10 0.23
BBB 21 37 31 44 0.43
BB 4 22 71 51 20 5.12
B 27 31 34 2| 1072
ccc 3 12 51 5| 18.07
cc 8 6| 24.67

Source: Joint Committee calculations based on CEREP and EIU data

Figure 9 shows the ratings assigned by EIU and the benchmark ECAIs to a common set of
countries during the first half of 2013. It should be noted that each of the 108 countries rated by
EIU at this date might appear in the table as many times as it has been rated by any of the
benchmark ECAls. For example, if country X has only been rated by EIU and S&P, there will only be
1 observation. However, if it has been rated by EIU, S&P, Moody’s and Fitch, there will be 3
different observations, each one reflecting the comparison of EIU’s rating with the benchmark
rating.

Proxy long run default rates of each rating category of EIU has been calculated as a weighted
average of the (mid-value) long run default rate benchmarks that are associated with the
benchmark ratings. For example, the long run default rate of EIU’s A category is equal to 0.10%
weighted by the number of external ratings that are associated with that value, i.e. AAA (38) and
AA (26) plus 0.25% weighted by the number of external ratings that are associated with that
value, i.e. A (26) plus 1.00% weighted by the number of external ratings that are associated with
that value, i.e. BBB (10). The long run default rate estimates in the last column of Figure 9
correspond to the values in date 01/01/2013 in Figure 10.

16
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Figure 10: Evolution of proxy long-run default rates
Date AAA AA A BBB BB B ccc cc o D

01/01/2004 0.10 0.10 0.18 0.78 538 1295 2454 2172 n.a. na.
01/07/2004 0.10 0.10 0.18 0.78 538 1295 2454 2172 n.a. na.
01/01/2005 0.10 0.10 0.18 0.78 538 1295 2454 2172 n.a. na.
01/07/2005 0.10 0.10 0.18 0.78 538 1295 2454 2172 na. na.
01/01/2006 0.10 0.10 0.18 0.78 538 1295 2454 2172 na. na.
01/07/2006 0.10 0.10 0.18 0.78 538 1295 2454 2172 na. na.
01/01/2007 0.10 0.11 0.17 0.89 6.23 13.76 2274 21.72 na. na.
01/07/2007 0.10 0.11 0.17 0.78 6.49 13.67 23.04 2019 na. na.
01/01/2008 0.10 0.11 0.16 0.76 592 1432 20.85 20.19 n.a. na.
01/07/2008 0.10 0.11 0.17 0.71 7.88 14.19 2229 20.19 n.a. na.
01/01/2009 0.10 0.10 0.13 046 493 13.12 1936 2550 n.a. na.
01/07/2009 0.10 0.10 0.12 032 257 1087 1739 2646 n.a. na.
01/01/2010 0.10 0.10 0.13 0.27 4.13 10.55 18.07 3244 n.a. na.
01/07/2010 0.10 0.10 0.13 031 495 10.23 1875 20.00 n.a. na.
01/01/2011 0.10 0.10 0.14 033 525 1090 1824 20.00 n.a. na.
01/07/2011 0.10 0.10 0.16 045 544 1336 17.10 20.00 n.a. na.
01/01/2012 0.10 0.10 0.14 051 569 1037 1942 26.00 n.a. na.
01/07/2012 0.10 0.10 0.23 042 510 12.03 17.27 27.00 n.a. na.
01/01/2013 0.10 0.10 0.23 043 512 10.72 18.07 24,67 n.a. na.
vxszgt;ed 0.10 0.10 0.17 0.57 531 1250 19.75 23.29 n.a. na.

Note: estimated values are marked in grey

Source: Joint Committee calculations based on CEREP data and EIU data

17



x ¥

*

* @SMa

* %

*

European Securities and
Markets Authority

»

D)
5
1) 4

EUROPEAN
BANKING

AUTHORITY

i

el0

EUROPEAN

[

INSURANCE

JOINT COMMITTEE OF THE EUROPEAN
SUPERVISORY AUTHORITIES

AND OCCUPATIONAL PENSIONS AUTHORITY

Figure 11: Proxy long-run default rates of AAA rating category
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Figure 12: Proxy long-run default rates of AA rating category

0.20%

0.15%

0.10%

0.05%

0.00%

200

- 180

- 160

- 140

- 120

— e —— 100

- 80

- 60

- 40

‘ J \; J ‘| J P

apaabaadaasapands a-a—tralasanaln 0
< < 1 W O N 00 0 OO O O +H (g\]
O O O O O O O O O d d A o <«
O O O O O O O O 0o o o o o o
o o o o o o o o o o o o o o
B e e e T
— @)} uwn — [e)) n — [e)) n — (o)) [Fp) i [e))
O O O O O O O O o o o o o o
~N NN N SN OSNSNS OSSOSO OSSOSO NS~
— — — — — — — — — — — — — —
O O O O O O O o o o o o o o

s Number of rated items
(right-hand scale)

e | 0ng run default rate
(LRDR)

e o o o Lower bound default rate
e e o o Upper bound default rate
e /\verage long run default

rate

Upper bound CQS

Source: Joint Committee calculations based on CEREP and EIU data

18




* X % ‘ i
" . European Securities and » ) EUROREAN
* @SMma k i | BANKING JOINT COMMITTEE OF THE EUROPEAN
Markets Authority [ H T
& & / AUTHORITY Qlea SUPERVISORY AUTHORITIES
* * "7 EUROPEAN | INSURANCE
* | AND OCCUPATIONAL PENSIONS AUTHORITY

Figure 13: Proxy long-run default rates of A rating category
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Source: Joint Committee calculations based on CEREP and EIU data

Figure 14: Proxy long-run default rates of BBB rating category
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Figure 15: Proxy long-run default rates of BB rating category
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Source: Joint Committee calculations based on CEREP and EIU data

Figure 16: Proxy long-run default rates of B rating category
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Source: Joint Committee calculations based on CEREP and EIU data
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Figure 17: Proxy long-run default rates of CCC rating category
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Source: Joint Committee calculations based on CEREP and EIU data
Figure 18: Proxy long-run default rates of CC rating category
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Source: Joint Committee calculations based on CEREP and EIU data
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Figure 19: Internal estimates of 12-month default probabilities, January 1997 - December 2005

Rating AAA AA A BBB BB B CCC CcC C D
PD (%) 0.0 0.0 0.0 0.0 1.4 139 59.0 90.0 100.0 n.a.
Source: EIU
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Appendix 4: Mappings of each rating scale

Figure 20: Mapping of EIU Sovereign rating band scale Long-term issuer credit ratings scale

Initial Review Final review
mapping based on based on
Credit . oy . .
based on evolution of  qualitative Main reason for the mapping
assessment LRDR LRDR factors
(cas) (cas) (cas)
AAA n.a. n.a. 1 The qualitative factors are representative of the final CQS, consistently with the results
suggested applying a different measure of creditworthiness assigned to items of the same
AA n.a. n.a. 1 rating category.
The qualitative factors are representative of the final CQS, consistently with the results
A na na ) suggested applying a different measure of creditworthiness assigned to items of the same
o rating category. The mapping has been reinforced by the expected downgrade probability
of A-rated items.
The qualitative factors are representative of the final CQS, consistently with the results
suggested applying a different measure of creditworthiness assigned to items of the same
BBB n.a. n.a. 3

rating category. The mapping has been reinforced by the expected downgrade probability
of BBB-rated items.

The qualitative factors are representative of the final CQS, consistently with the results
BB n.a. n.a. 4 suggested applying a different measure of creditworthiness assigned to items of the same
rating category.

The qualitative factors are representative of the final CQS, consistently with the results
suggested applying a different measure of creditworthiness assigned to items of the same
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Initial Review Final review
mapping based on based on
Credit . e s ] .
based on evolution of  qualitative Main reason for the mapping
assessment LRDR LRDR factors
(cas) (cas) (cas)
rating category.
ccc na na 6 The qualitative factors are representative of CQS 5. The internal PD estimate of EIU
o o suggests that CQS 6 should be proposed.
cc na na 6 The qualitative factors as well as meaning and relative position of the rating category the
o o factors are representative of the final CQS.
C n.a n.a. 6 The meaning and relative position of the rating category is representative of the final CQS.
D n.a n.a. 6 The meaning and relative position of the rating category is representative of the final CQS.
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