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We examine whether the banking sector within a nation is related to
sovereign risk. We hypothesize that more competitive and sophisti-
cated financial systems are less prone to panics or bank runs, and
consequently will be associated with superior sovereign credit
ratings. Using Ordered Probit with Aggregate Time Effects method-
ology, our results show that banking sector characteristics such as
concentration in the banking system, liquidity of bank assets, and size
of financial system are significantly related to sovereign credit ratings.
Since the use of these sovereign ratings is ubiquitous in international
finance in varied applications such as determination of the cost of
international borrowing by governments, international cost of capital
for FDI, and others, the relationships identified in this paper have
important public policy implications.

© 2013 Elsevier Inc. All rights reserved.

JEL classification:
G100
G150
G180

Keywords:
Sovereign credit ratings
Banking
Competition
Liquidity

Global Finance Journal 24 (2013) 222–249

☆ This paper is dedicated to the memory of our coauthor, Geraldo M. Vasconcellos, who passed away suddenly on August 29th,
2011. We miss you Geraldo.
☆☆ This paper is an outgrowth of the doctoral dissertation work of the first author at Lehigh University. We are grateful to the other
members of the dissertation committee, Parveen Gupta, Youngsoo Bae and Vladimir Dobric, for providing their input. We received
useful input from Ahmet Kocagil, Krishna Narasimhan, Greg Gupton, Jochen Andritzky, Stefan Boes, Shin-Yi Chou, Anne Anderson,
Wei-Min Huang, and participants at presentations held at Fitch Ratings (New York, NY), Moody's KMV (San Francisco, CA), Moody's
Economy.com (West Chester, PA), American Express International Marketing Capabilities (Phoenix, AZ), Mid Atlantic Research
Conference (MARC) at Temple University (discussant, Joe Mason), Eastern Finance Association Conference, and Lehigh University.
We also thank the editor, Manuchehr Shahrokhi and an anonymous referee for comments that helped improve the paper
tremendously. All errors are the responsibility of the authors. Nayar is grateful for financial support from the Hans Julius Bar chair.

⁎ Corresponding author at: 101 Vera King Farris Drive, Galloway NJ 08205, United States. Tel.: +1 609 626 3810.
E-mail addresses: erdem.aktug@stockton.edu (R.E. Aktug), nnayar@lehigh.edu (N.(N.) Nayar), gmv0@lehigh.edu

(G.M. Vasconcellos).
1 Tel.: +1 610 758 4161.
2 Tel.: +1 610 758 3440.

1044-0283/$ – see front matter © 2013 Elsevier Inc. All rights reserved.
http://dx.doi.org/10.1016/j.gfj.2013.10.001

Contents lists available at ScienceDirect

Global Finance Journal

j ourna l homepage: www.e lsev ie r .com/ locate /gf j

http://dx.doi.org/10.1016/j.gfj.2013.10.001
mailto:erdem.aktug@stockton.edu
mailto:nnayar@lehigh.edu
mailto:gmv0@lehigh.edu
http://dx.doi.org/10.1016/j.gfj.2013.10.001
http://www.sciencedirect.com/science/journal/10440283
http://crossmark.crossref.org/dialog/?doi=10.1016/j.gfj.2013.10.001&domain=pdf


1. Introduction

Global markets have gained significant importance due to financial liberalization across the globe. As a
result, many businesses operate internationally, and investment portfolios include securities from various
exchanges. Financial liberalization has been linked to growth (see Bekaert, Harvey, & Lundblad, 2005) and
it is not surprising that emerging economies are increasingly embarking on such policies. The gains
in these global markets are also associated with risks that can be different from those in domestic
markets.

As a result, an understanding of these risks is essential in efficient allocation of investment capital.
Consequently, this paper focuses on the exposures within different territories, namely country risk. In
particular, we examine whether banking sector characteristics are related to the unique risk level of a
country, as proxied by its sovereign credit ratings.3 For example, even though there is an extensive
literature on how competition in banking sector affects the probability of a bank failure (see Berger,
Klapper, & Turk-Ariss, 2009; Turk-Ariss, 2010), there has been very little discussion on how this
competition is related to sovereign risk. Our exploration into the importance of banking sector variables is
especially timely given the recent bailout of banking institutions by governments across the international
landscape.

Sovereign credit ratings are well suited for our purpose of examining sovereign risk since their use is
ubiquitous in the field of international finance. First, they affect the cost of debt service for the borrowing
nation, and superior ratings translate into cheaper access to international capital. Second, sovereign yield
spreads, which are directly related to sovereign ratings, are used by financial analysts to compute risk
premia that are incorporated into cost of capital computations for international project evaluation, and
stock/asset valuation.4 Given this importance of sovereign ratings in international financial markets, we
attempt to uncover the factors that affect those ratings. While macroeconomic, social and legal factors, as
prior research has indicated, would naturally affect the ratings, we examine some other factors that are
relatively new. In particular, we explore variables that capture unique aspects of a nation's financial
system and its institutional environment. We believe that these factors may have some additional
explanatory power over and above the variables already uncovered in the literature.

We can summarize our results regarding non-macroeconomic variables as follows. First, we confirm
that the Corruption Index (from Transparency International) is significantly associated with the ratings
under our panel setting and ordered probit methodology. Second, when we introduce the “Trade in
Services” variable as a continuous variable, we find that it is also a significant factor. More importantly, we
demonstrate that concentration in the banking sector and increased liquid reserves of the banking system
are associated with worse sovereign ratings, while nations with larger banking assets and higher market
capitalization stock markets are associated with better ratings. The significance of these additional
financial sector variables not only improves the explanatory power of the rating model, but also suggests
some important policy implications related to the banking system for sovereign risk reduction. Our
findings also support the “competition-stability” view on how competition in banking sector affects
financial system fragility. Boyd and De Nicolo (2005) argue that the empirical literature on market power
and bank risk taking can best be described as “mixed”. However, our results are more in line with the
positive effect of competitive markets.

The remainder of the paper is as follows. In Section 2, we provide a literature review related to
sovereign risk. Next, we formulate our hypotheses explicitly, lay out the econometric model, and describe
how we will test our hypotheses in Section 3. Then, in Section 4, we describe our dataset and discuss the
expected behavior of macroeconomic factors. We present our analysis and empirical findings in Section 5,
and explain the intuition behind the results. Section 6 presents several robustness checks on the results we
presented previously in Section 5. Finally, we conclude in Section 7 with a discussion of our findings and
potential directions for further exploration.

3 We use foreign currency denominated sovereign credit ratings in our analysis. Even though, by definition “country risk” and
“sovereign risk” are not the same, since the actions of governments have a direct impact on the economy, and sovereign credit
ratings constitute a ceiling for the overall credibility of an economy, these terms are sometimes used interchangeably.

4 See, for example, Lessard (1996).
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