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. INTRODUCTION

This paper explains how ARC sets the Sovereign ratings and Country Ceilings that it uses

as analytical reference in its rating assignments.

II. SETTING SOVEREIGN RATINGS AND

COUNTRY CEILINGS

ARC does not currently assign sovereign ratings nor country ceilings. The approach used
for its rating assignments is that, when necessary, the analytical reference will be the
second-best sovereign rating and country ceiling (or a similar measure of transfer and
convertibility risk) assigned and publicly available by a set of reference credit rating
agencies (the ‘Reference CRAs’). The selection of the Reference CRAs will be carried out by
a panel of ARC’s cross sector senior rating analysts (the ‘Senior Panel’), will be reviewed at
least on a quarterly basis and will be approved by its Board Criteria Review Committee.
The selection of the Reference CRAs and, as a result, the sovereign ratings and country
ceilings used by each asset class, cannot be overruled by a rating panel.

ARC notes that choosing the second best of sovereign rating and country ceiling from a
set of reference credit rating agencies might lead to situations in which the result of the
second best for each factor comes from a different Reference CRA. For example, the
second best sovereign rating comes from CRA 1 and the second best country ceiling from
CRA 2. ARC considers that this outcome guarantees the consistency and independency of
its approach.

The specific use of the sovereign ratings and country ceilings is described in each asset
class’ Methodology and Criteria available on ARC's website.

11l. SOVEREIGN RATINGS AND COUNTRY

CEILINGS

Sovereign ratings are a key reference point in any rating assignment, however, they are
not necessarily the highest achievable credit rating for any particular entity domiciled in
a certain country.

For financial instruments denominated in local currency, issued by issuers domiciled in a
certain country, the factors that might lead to assign a credit rating higher than the
sovereign are captured in the specific Criteria, as well as on the specific weaknesses and
strengths of the issuer/transaction.

For financial instruments denominated in foreign currency, issued by issuers domiciled in
a certain country, the country ceiling is the relevant measure for the highest achievable
credit rating. The country ceiling, which itself is linked to the sovereign rating, can be the
highest achievable credit rating for the financially strongest issuers domiciled in the

2 | RATING WORLD PARTNER



A R‘ SOVEREIGN
APPROACH

RATINGS

specific country. Therefore, ARC uses it as a cap for any foreign currency debt issuance
made by an issuer domiciled in that country.

The country ceiling can be higher than the foreign currency sovereign rating depending
on two key risks: transfer risk and convertibility risk which, combined, is referred by ARC as
‘T&C risk'.

The country ceiling can be higher than the foreign currency sovereign rating of a country
to recognise that certain entities or issues can have more robust payments prospects in
foreign currency than the sovereign. This situation could exist because the issuer’s intrinsic
financial situation is healthier than the sovereign in foreign currency, combined with an
assessment that the government would not want to, or be able to, interfere with scheduled
payments due by that issuer. This could happen despite the government’s control over
the levers determining the availability of foreign exchange. Whereas in any economy the
government is much stronger than other economic agents in its own local currency (due
to taxing authority and ability to print money), in foreign currency the government has no
direct comparative advantage over the private sector other than its unique relationship
with official creditors and its willingness and ability to interfere with foreign currency
payments of economic agents domiciled in that country - T&C risk -, which is what
fundamentally constrains the country ceiling.

TRANSFER AND CONVERTIBILITY RISK DEFINED

Transfer risk is the risk that a government might interfere with the distribution of foreign
currency in order to ration it for its own use, or to prevent downward pressure on its
currency. In doing so, it would interfere with payment mechanisms of other economic
agents for foreign currency obligations falling due.

Convertibility risk is the risk that a government would interfere with the conversion of local

currency into foreign exchange. The main reason for this would be the same as for transfer
risk, namely, to hoard foreign exchange for a government’s own use and to prevent a
currency from sliding.

Both risks implicitly limit the unfettered availability of foreign exchange to be accessible
by economic agents in an economy, and therefore are critical considerations for the
currency ceiling.
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ARC Ratings, S.A. is registered as a Credit Rating Agency with the European Securities and Markets
Authority (ESMA), within the scope of the Regulation (EC) N° 1060/2009 of the European Parliament
and of the Council, of 16 September, and recognised as External Credit Assessment Institution (ECcAl).

ARC Ratings (UK) Limited is registered as a Credit Rating Agency with the United Kingdom Financial
Conduct Authority, within the scope of the Statutory Instrument N° 266/2019, of 13 February, and
recognised as ECAI.

Credit Ratings assigned by ARC Ratings are independent and forward-looking opinions on the
capacity and willingness of an entity or the capacity of a transaction to make all required interest
and principal payments on a given obligation in a timely manner interest and principal. The
meaning of each rating category is explained in www.arcratings.com. ARC's credit ratings are based
on ARC's published rating criteria.

Ratings do not constitute a recommendation or offer or solicitation to buy or sell any investments
that may be mentioned, and are only one of the factors that investors may wish to consider. The use
of any rating is entirely at the user’s own risk.

In the rating process, ARC Ratings adopts procedures and methodologies aimed at ensuring
transparency, credibility and independence, and also that rating classifications are not influenced
by conflicts of interest.

CONTACT DETAILS

ARC Ratings (UK) Limited ARC Ratings, S.A.

30 Churchill Place Rua de Sdo José

Canary Wharf 35-1°B 99

London E14 5RE 1150-321 Lisbon Q
UNITED KINGDOM PORTUGAL . @
+44203 927 8600 +351213041110 —— ¢
arcratings_uk@arcratings.com  arcratings_eu@arcratings.com

Site:  www.arcratings.com

Ashley Thomas Stefan Augustin

Co-Head of Structured Finance (UK) Co-Head of Structured Finance (EU)
ashley.thomas@arcratings.com stefan.augustin@arcratings.com
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