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Lesson 9. Regulating Credit Rating Agencies

Lecturer: PhD. Nargiza Dalmuradova
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What is Credit Rating?

= A Credit Rating is an opinion on the

v Relative degree of risk associated with
v Timely payment of interest and principle
v' on a Debt Instrument

Delimton :

“Credit Rating is an assessment of an entity’s

ility to pay its financial obligations.”
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ii.
V.

Assesses the credit worthiness of
business(company)

Based on Financial history and current
Assets and Liabilities

Determined by Credit Rating Agencies

Tells a lender or Investor the probabillity of
the subject being able to pav back a loan




Nature of Credit Ranting

" QRating is based on Information

" Many factors affect rating

i. Quality of Management
1. Corporate Strateqy
ii1. International Environment

" QRating by more than one agency

" QPublication of ratings

" QRating of Rating agencies
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" Rating can be done in symbols

" QRating are undertaken only at the request of the
issuers in India

" QRating is for instrument and not for issuer company

" QRating is not applicable to equity shares

" Time taken in rating process

" Success of Rating Agency
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Types of Credit Rating

1. Sovereign Credit Rating
I. Sovereign Entity
ii. Risk level of the investing environment
iii. Used by investor looking to invest Abroad
iv. Political Risk into account
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2. Short - Term
i. probability factor
ii. Contrast to long-term rating
iii. Commonly used
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3. Corporate Credit Rating

i. Financial indicator to potential
investors of debt securities such as bonds




Financial Obligations

1.EMPLOYEE: Salaries, Bonus on time
2.SHAREHOLDERS: Dividend on time
3.GOVERNMENT: Taxes payable on time

4 .FINANCIAL INSTITUTION: Installments,
Interest

5.CUSTOMERS: Quality products, competitive
price
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Benefits of Credit Rating

A. Benefits to investors

1. Minimization of Risks

1. Risk Recognition

1. Credibility of Issuer

1v. Ease i Decision Makings

v. Independent Decision Making

vi. Wider Choice

vil. Saving 1n Time and Resources
its of mtensive surveillance

ts Market Conditions
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B. Benefits to Company

1. Easy to sell
1. Lower cost of borrowing

1. Wider Market
1v. Image Building

v. Lower cost of Public Issues
v1. Facilitates Growth

vil. Benehcial to new, unknown and Small Companies




C. Benefits to Financial Intermediaries

1. Brokers
1. Agents

1. Portlolio Managers

ACCELERATE




Factors Responsible for the growth
of credit rating

i. Growth of information Technology
i. Globalization of financial markets

ii. Increasing role of capital and money
markets

iv. Inadequate government safety measures
v. Trend towards Privatization
vi. Securitization of debt
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Credit Rating Process

1. Receipt of Request
from the company

2. Assignment to
Analytical Team

3. Collecting
Information and
conducting
Preliminary Analysis

RATINt

interaction with
Management




1. Receipt of the request

* The process begins with the receipt of formal request
for rating from a company

« Afterwards the rating agency and the issuer company
enter into an agreement which 1s signed by both

 Agreement covers

- Company will provide all material information to
agency

- Agency promises to keep the informational
confidential.

e agreement gives to co. to accept or not the
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2. Assignment to Analvytical team

* Credit rating agency assigns the rating
task to an analytical team

* Team comprises of to analysts who have
expertise 1n the relevant business area

* These analysts are responsible for
carrying out the rating assignment




3. Obtaining Information

* The analytical team obtain the information from
1ssuer company .

 The analytical team analyses the information
relating to the issuer financial statement , cash
flow etc

« Analytical team then proceeds to have the detail
meeting with the company’s management .

Gather information



4.Presentation of finding to rating
committee

* An opinion on the rating i1s formed and
the finding are ultimately presented to
the rating committee which then decides
on the rating

* The rating committee meeting is only
aspect of the process 1n which the 1ssuer
does not participate directly
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5. Communication of decision to
the issuer

 The assigned rating grade 1s finally
communicated to the 1ssuer along with the
reasons

* In case the issuer 1s not satisfied with the
rating assigned he can appeal against the
assigned rating

 The rating which are not accepted are
rejected and are not disclosed




6.Dissemination to the public

* Once the 1ssuer accept the
rating , the rating agency
disseminate the information
through printed reports the
public -
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7. Monitoring

 The credit rating agency constantly monitors
on rating with reference to new political ,
economics & financial development etc.

« All this information 1s reviewed regularly .

 Any changes in the rating are made public
through published reports by credit rating
agency .




Factors Analyzed for Rating

1. Business Risk Analysis
i. Country and macroeconomic Risk
ii. Industry Risk
iii. Competitive Position
- Market Position
- Diversification
- Operating Efficiency
- Ownership/governance
- Profitability
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2. Financial Analysis
I. Accounting

ii. Cash flow adequacy

iii. Financial Governance and policies/risk
tolerance

iv. Liquidity/Short term Factors
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3. Management Evaluation

I. Management Goals, plans and
strategies

ii. Capacity to overcome unfavorable
conditions

iii. Staff’s own experience and skills,
planning and control system ESEEE
Procedures \

Ongoing
Feedback &

Employee
Feedback
<

Coaching



4. Geographical Analysis
i. Diversification

ii. Subsidies from the government

iii. Undertaken to determine the
locational advantages




5. Regulatory and Competitive
Environment

i. Evaluate the impact of
regulation/deregulation on the issuer
company
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6. Fundamental Analysis

Inc
.
.

udes Analysis of-
Liquidity Management
Profitability & Financial Position

1.

nterest and tax rates sensitivity of the

company

COMPANY
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A typical Credit Rating
Scale

Rating Marks for Long-Term Bonds Drefinitions

hMaoast liksly that debt ocbligations will be honored.
High
A

High likelihood that debt obligations will be honornad.

A : Reasonable likelihood that debt obligations
(4=—] wrill e honaorec.

y . - |\ Theare is a |l|‘l.E|l|'IDl:I'-I:| that debot oxligaticons will be honared,
= = q =4 e — Erat -|:.-|:\- areo Ehe I'IIE"IET rating (&), there is the

L~ = | possibality of a dll‘l‘lll‘llE ad likelihood of debt repaymants
Repaymeaent does not pose a problem at present
Bbut may becomeae probleamatic in the future.

Probabiity of repayment = weak, with cause for comoeme

Repayment is uncertaimn and thers is the danger
of default on debt aobligatorns as a real possibilty.

High likelihood of defaull on deil oligations.

Extremely high probabzility of default on
v debt abligations.
Lo

Crefaulting aomn debt obligations.

Mote: Credit ratings rangs from A48 o D, and are further subdivided into a total of
20 ratungs (ses chart) by the use of plus and MiNs signs Tor ratings A5 o B.
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[nstruments for Credit Rating

v’ Preference shares issued by a
company

v' Bonds, Debentures issued by
Corporate, Government etc.
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v' Commercial Paper issued by

manufacturing companies, finance
companies, banks, and financial institutions

for raising short term loans

D 92172
1-23

NO._4326 SANTOS, BRAZIL, APRIL 20th 20+ U.S. $ 50,000.00 L2

NINETY (90) DAYS AFTER,__SIGHT __ PAY TO THE ORDER OF
OURSELVES

DOLLARS

FIFTY THOUSAND AND 0O0/100
Drawn under Morgan Guaranty Trust Company of New York L/C No. 89054, dated New York

April 2nd 20 * covering shipment of 1,000 bags coffee.

TO GUARANI MENDOZA & CO.

MORGAN GUARANTY TRUST COMPANY
OF NEW YORK
NEW YORK, NEW YORK

1202107002312
o i g
NO. 4326 B SANTOS, BRAZ%APR L 20th 20* U.S. $ 50,000.00
- =]
(o]
NINETY (90) = ~ 8 DAYS AFTER,__ SIGHT PAY TO THE ORDER OF
<] BSELYES
=]
=)
DOLLARS

Y To] — 5 58
ant; rust C y|jof New York L/C No. 89054, dated New York
s poffee.

°©

; & sinanny Y 50,000 ano OO crs
T company ) H 3 GUARANI MENDOZA & CO.
o
g g £ 2
2021060231




v Fixed deposits raised for medium
term ranking as unsecured borrowings




v’ Borrowers who have borrowed
money

v Individuals \"W" g W
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v Mutual Fund Debt Scheme

v Asset backed securities

Proforma of Commaercial Paper (CP)

To e stamped as per the applicable rate in force

e e e
Vv N v "V o 2 I'a | Y .
L ommercial Paper
SERLAL 2 2 X X X > 8 fs >
Issued at Date of issue

PLACE)

o I

>

For value received ® OIAME OF THE ISSUDNG

COMPANY, DISTITUTION) Promi e - or order on

CEAME OF THE DNVESTOR) maturity date as specified above the sum of Ms an
> upon Presentation ana surrencer of i Conmimercial Paper

to,
OTANIE OF THE 155 UDN0 AND PAVESO AGENT)

Issussyinvestment and

(ACTHORISED SIONAFOR Y SIONATORIES)

ALL  ENDORSEMENTS £ R MUST BE CLEAN
ANDDISTDNCT. EACH EXN ¢ WITHDSY THE SPACE
ALLOTTED.

Pay to
CSANE OF TRANSFERER @
For and on behalf of

CYAME OF THE TRANSFEROR)




v Bank Certificate of Deposit

e o S=n
% Reserve Bank of India 8

1ST FLOOR, MAIN BUILDING SHASRID BHAGAT SINGH MARG MUMBAI 400 001.

This certificate is the Original Specimen and valid documents from the treasury and
security department of the RESERVE BANK OF INDIA The Agreement therein
contained are true, correct and binding on the parties, Alteration made on this
specimen after it has been legally issued and occepted renders this documents
valueless, null and void.

This is to certify that:

BENEFICIARY NAME:. .

OF®
BANK NAME

BAN ?‘DDRESS

51'}750 000.00.68P . >‘}
REFERENCE CODE: /Pu: 118/WB-NL- le) :

DEPOSIT NUMBER: 0680001
DEPOSIT CODE: /D
DEPOSIT TYPE: LlDYDS FIED DRAFT

INSURANCE : »u\\
XXXZ0007S0AXXX
¢ XXX001000127-81988XX
000127050001 XXABTSF
DEl NATURE 004531/VOL- 45

in case of death of the benefickary of this deposit or inability fo appear in person, the Next of Kin or any
Appointed reprezentative with a Power of AtterneySworn Affidavit takes delivery of funds.
BANK CF 150 ] ) e————

Deposited with this Apex Bank

RBL7T71/-FC957




v' Initial Public Offers (IPO)

Bharti Infratel > |

PClewellers | - ' Funds Raised
= | through
Repco Home I Po s
Finance ~—-—J
Tribhovandas (in X Crores)
Bhimji Zaveri Ltd '

Speciality g
Restaurants Ltd

Tara Jewels 0
VKS Projects ) 55

MT Educare J 35

V-Mart Retail J 26.25\ (, .f
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Recent Trends in Credit Rating

v’ Country rating

v’ Rating of states
v’ Rating of real estate builders and developers
v’ Chit funds

v’ Industry specific rating

% CRiSik,
titchRatings

v’ Short term rating
v’ Regulatory trends @ICRA (Z@ERaﬁngs

Professionl Risk Opinion
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1. Country Rating

1.  When loan 1s extended or
major investment made by

Country Rating |Outlook| Date
international investors, e b [ in
.. . #*1 |cCanada AAA Stable Jul-11
11.  With the purpose of safety =& oo A [stble | i1
. . Finland AAA Stable Jul-11
and security of their I [ronce AAA_ [stable | Julm
. Germany AAA Stable Jul-11
1investments , == | Guernsey AAA  |stable Jul-11
EJ |HongKong AAA  |Stable Jul-11
1. Factors such as Growth —mT s sk | ik
rate, government policies, S jat—fn—pae |
fiscal deficit etc. are taken ﬁ:i_‘ e e e | it
. . B Sweden AAA Stable Jul-11
for aklng the ratlng —n Swiss Confederation AAA Stable Jul-11
B United Kingdom AAA Stable Jul-11
[ Belgium AA+ Negative Jul-11
New Zealand AA+ Stable Jul-11
= United States of America |AA+ Negative | Aug-11
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2. Rating of States

1. Helps the state to attract
ivestors from India and
State Credit Rati
abroad, bt e

www. TaxFoundation.org

11. Investors also keen to know
about the safety of their funds

43 |

while 1nvesting, "2

oW

111. If there 1s positive rating then ul
foreign and domestic %8

o |

companies prefer to set
project in that states

LEGEND
B
B

S e ww stateing o
ScIs stane credia pankiags,”
by Casla Urioaa, Mary Mahling 1od Vicki Kieger
RN August 12, 911 ' s
B
! TAX

> Tax Foundation




3. Rating of real estate builders and
developers

1. The credit rating agency
CRISIL start assigning
rating to builders and
developers,

1. For the purpose of helping
prospective buyers,

111. For these the past
experience of builder,
properties built by
builder, financial strength
etc. are taken into account

aking their final

)
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11.

4. Chit Funds

Chit fund company rated on the bases of their ability
of making timely payment of prize money to

subscribers,

It helps the chit fund company in better marketing
of their fund and widening of their subscribers,

Top Chit-Fund Companies in Delhi

Contact Number Paid-up Capital Total Chit Total Amount
(in Rs) Groups Invested in

Groups (in Rs)
1 BLA Chit Fund 011-26531334 4,500,000 10 15,760,000
2 Abhilashi Chit Fund 011-25419710 2,500,000 12 6,280,000
3 Rani Sati Chit Fund 011-22226693 1,000,700 3 2,300,000
4 The Balussery Benefit 011-23231424 960,000 70 (16 in Delhi) 11,730,000

Chit Fund
5 Gee Aar Chits 011-23964083 900,000 2 6,050,000
6 | Nu Count Chit Fund 011-25713518 850,000 5 4,050,000
7 JB Chit Fund & Trading 9810069759 200,000 40 1,900,000
8 | Valentino Chit Fund 011-25825964 500,000 2 4,880,000
9 | Profit Chit Fund 011-27374466; 5,00,000 5 5,000,000
987122300

10 | Shikh Shibh Chits 9810028898 500,000 2 1,300,000
11 | Path Gamini Chit Fund 9311567747 100,000 7 800,000




5. Industry Specific Rating

1. Industry outlook over a short as well as
long term period depending on global
and domestic trends now,

11. Rating 1s Not just firm specific

CREDIT REPORT
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6. Short Term Rating

1. States the probability factor of an
individual going into default within a

year,
11. Rating should be made within one year

Bad Credit Good Credit

Bankruptcy Excellent Credit




7. Regulatory Trends

In India credit rating agencies(CRAs) are regulated by SEBI.
It has been entrusted with the power to oversee all matters
pertaining to the operations of these agencies operating in
capital market so, there are some guidelines issued by SEBI

time to time that are:

1.Registration of CRAs,
2.General obligations of CRAs,

3.Restrictions on rating of securities issued by promoters
or by certain other persons and

racedure for action in case of default
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i. Conducted on a half yearly basis.

ii. Conducted by chartered accountants, company secretaries or
cost and management accountants

iii. Cover all aspects of CRA operations and procedure

iv. Report shall state the methodology adopted, deficiencies
observed, and considerations of response of the
management on the deficiencies

v. Report shall include the summary of operations and of the
audit covering size of operations, number of transactions
audited and number of instances where violations were

‘RRATING
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Rating Process
. Default Studies
Dealing with conflicting Interest

& W N

. Obligations in respect of Rating structured
finance products

Unsolicited Credit Ratings
6. Disclosers

V1
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Types of Rating

v" Education Grading

v" Real Estate Developers Grading

v" Broker Quality Grading

v" Financial Strength Ratings

v" GVC (Governance & Value Creation) Ratings
v" Fund Ratings

v" Recovery Risk Ratings
v" MFI (Micro Finance Institution) Grading




Functions of a Credit Rating

Provides Reliable Information

Provides Unbiased opinion

Provides information at low cost FUNCTIONS OF CRISIL

Statement of risk and return
Investor Confidence

Best Price

Enhance corporate image

Formulate public policy

S A A o B

Facilitates growth




i. Concealment of Material Facts
i1. Static in Nature

ii1. No Conclusive Proof of Soundness

iv. Human Bias

v. Rating under Unfavorable Conditions
vi. Lack of Objectivity

vii. Difference in rating grades

"IRATINCG



Reference and source

Principles of Financial Regulation by John Armour , Dan Awrey, et al. | Sep 28, 2016

The Financial Courts: Adjudicating Disputes in Derivatives Markets (International Corporate Law and
Financial Market Regulation) Part of: International Corporate Law and Financial Market Regulation
(20 Books) | by Jo Braithwaite | Jan 7, 2021

The Foundations of Anglo-American Corporate Fiduciary Law (International Corporate Law and
Financial Market Regulation) Part of: International Corporate Law and Financial Market Regulation
(20 Books) | by David Kershaw | Aug 23, 2018

Corporate Governance and Responsible Investment in Private Equity (International Corporate Law
and Financial Market Regulation) by Simon Witney | Jan 7, 2021

Venture Capital Law in China (International Corporate Law and Financial Market Regulation) by Lin
Lin | Feb 28, 2021

Transatlantic Financial Regulation: US-EU Cooperation During the 2008 Financial Crisis by Peter
O'Shea | Jul 4, 2021

The AIFMD: Understanding the framework and ensuring compliance (International Financial
Markets Regulation) (Volume 1) by Heiko Timm | May 12, 2015

Risks and Returns: Managing Financial Trade-Offs for Inclusive Growth in Europe and Central Asia
(Europe and Central Asia Studies) by David Michael Gould and Martin Melecky | Dec 6, 2016



