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Sovereign credit rating changes are often met with price and interest rate adjustment in financial markets, and subsequent commentary in the financial press. Since sovereign debt is typically the benchmark for all other debt in an economy, such reactions reflect the anticipated impact of ratings revisions throughout the economy. Interestingly, price reactions have been observed (e.g. Gande and Parsley ) even thought cross-country differences in sovereign ratings closely reflect international differences in macroeconomic conditions. That is, since the primary data on factors affecting a sovereign’s credit worthiness, such as tax collections, government spending, economic growth, the level of foreign exchange reserves, and net exports are generally known at the time of a rating change, a market response to a sovereign rating change world seem to be prima facie evidence that rating changes contain new information. Presumably, announcements affect market expectations which necessitate price reactions.

The purpose of this study is explore these market reactions to sovereign rating changes further by focusing on international portfolio capital flows. Note that news announcements need not induce capital flows. Recent research however, provides several plausible justifications for a capital flows response. First, recent theoretical models suggest a role for portfolio rebalancing in crisis propagation (e.g., Pavlova and Rigobon, 2004, Kodres and Pritsker, 2002). Rating agencies have been also accused of exacerbating chasing boom/bust cycles in capital flows to small open economies. Finally, evidence of ‘trend chasing’ and herding in international portfolio flows (e.g., Gelos and Wei, 2004, Froot and Ramadorai, 2003, and Froot, O’Connell and Seasholes, 2001), suggests that even if capital flows anticipate rating changes, there will be additional flows whenever there is price response to the announcement. 
