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CORPORATE DEBT RATING

INTRODUCTION
For ratings of corporate debt, the analytical framework consists of the following core areas:
» Business Risk Analysis

« Financial Risk Analysis

* Management and Other Qualitative Factors
e Issue Structure and Terms

Business Risk Analysis addresses industry characteristics, competitive
operations analysis and Financial Risk Analysis is segmented into three su
profltablllty, cash row/debt service capaC|ty, capltallzatlon/flnanC|aI p@me 1 and flnanC|aI

Qualitative Factors normally carry a weight of 10%. Inevitably there are Cases where specific
factors could exert a greater influence on the rating outcom justify a change in then
usual weightings. Where the approach is modified, ECRL wil outllne the differences and
reasons in its rating opinion.

BUSINESS RISK ANALYSIS ;
The industry assessment aspect of ECRL’s busm risk analysis considers the operating
enwronment of the ratee, its mdustry struc;t\re l;he relative market share of industry

as well as the regulatory environment. ECRL believes that the above factors will determine
the ratee’s ability to grow, operate profitably and to generate cashflow to service its debt.
Assessment of the current and long=term industry fundamentals of the industry or key
industry sectors in which the rateegperates include consideration of pricing power, product
or service substitution in addition arriers to entry and exit. Some industries exhibit a
high degree to sensitivity conomic cycles while others are relatively immune to economic
cycles. Industries also exhibit distinct attributes over their lifecycle which have important
implications for returns.and sustainability of financial performance. ECRL also considers the
predictability of the regu*atory environment and the extent to which regulation influences
the competitive €nvironment of the ratee and provides support for return on investments for
existing players_ 3 jtl new entrants.

A rateewhich ___eIongs to an industry or industries with less favorable industry characteristics
WI|| @eewre more conservat|ve f|nanC|aI profiles/policies to achieve the same ratlng IeveI as

““““

growth rates creates uncertainty about the reliability of earnlngs and cashflow.

The competitive position aspect of ECRL's analysis covers the ratee’s business model, its
looks at an organization’s strengths and weaknesses relative to its peers. In particular, the
question analysts must answer is whether the firm’s market positions and associated
business strategies allow it to favorably differentiate itself from its competitors or,
alternatively, limit it to mediocre performances at best. Size can be an advantage if it
translates into economies of scale, purchasing power, or pricing advantages. Geographic
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diversity is usually viewed positively in that it may promote a balance between slower and
higher growth markets and lessen the impact of downturns in a certain market. Similarly, a
ratee with diversified operations, by virtue of its breadth and scope of operations, would be
less impacted by weaker results from any single segment of its business mix.

Net operating margin is the universal measure of performance on which firms in the same
industry can be compared. It relates profits before interest expense and taxes to sales
revenue. Some caution needs to be exercised in utilizing this measure to compare firms in
different industries, segment information should be obtained to enable net operating
margins to be calculated for each part of the business, thus enabling more meaninéful peer
comparisons to be made.

OPERATIONS ANALYSIS

analysis is to assess the ratee's operational efficiency and effectiv S, and corresponding
implications for cost efficiency, profitability and relative competitive position. A manufacturer
could have a more favorable cost structure compared ts peers on the basis of
manufacturing efficiency, which may or may not have anything:to d6 with size. The age of
plant and equipment in use, together with the quality of systems*and processes, will often
be the more telling explanation for differences in performance. Similarly, for companies
operating in service industries, performance diffe als are typically associated with the
quaIity and execution of business strategies Size i ess important consideration Ongoing

“““““

important bearing on the strength o lts busmess position and its growth potent|aI ECRL
also considers operational initiative are currently employed by the rate to improve
productivity, cost structure competitiveness, quality, order fulfillment and service standards.

FINANCIAL RISK ANALY:
ECRL considers the :&t‘ee s.operational profitability, typically over a five-year period to assess
the volatility of opera ting@iargms and its record of earnings generation. This allows us to

cycle as far as 55|ble Isolated from other credit considerations, ratees that are able to
demonstrate consistent earnings generation are likely to warrant higher ratings. These
ratees alse. tend to have better access to capital, more financial flexibility and resources to
make gaplta investments. High revenue volatility through cycles and narrow profit margins
willresult.in periods of low returns on assets. Because our ratings are forward looking,
determination of the main drivers underpinning revenue and operating margin trends are
fundamental to our assessment of the sustainability of the ratee’s earnings generation and
its ability to withstand downturns in its business environment. Return measures which relate
profits to assets, permanent capital or equity provide an indication of a ratee’s ability to
generate sufficient return to enable continuous access to equity and debt funding. Return on
assets is computed both before and after taxes and measures the productivity of all assets.
Return on permanent capital is a slightly narrower measure which relates profits to the
“permanent” funding providing by debt and equity capital, principally excluding trade
financing and other current liabilities. Return on equity is the narrowest of the return
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computations and the outcome of the calculation is influenced by the capital structure of the
ratee.

ECRL believes that shareholder friendly financial policies often act as a constraint on
improvements in credit measures and balance sheet strength over time. To assess the
ratee’s retention of earnings and internal capital formation, ECRL looks at its dividend
payout ratio and the retained earnings ratio. The dividend payout ratio considers the portion
of earnings paid out as dividends on common stock. A high dividend payout ratio usually
translates into reduced ability to internally fund its working capital and capital investment
requirements. The retained earnings ratio indicates the extent to which profits reinvested in
the business (i.e. retained earnings) have contributed to the funding of the a mpaﬁays
assets since inception. §

The trend of the ratio is analysed. A rising ratio usually indicates incréasing ‘reliance on
internally generated funds to fund asset growth. Rapid asset growth ugh#acquisitions
and/or organic growth could pressure the ratee’s credit quality, as will active share
repurchase programs. ECRL will also consider the related issue of the.ratee’s willingness to
issue equity to improve its capital structure where the issue of blhty does not arise.

The interest coverage ratio measures the number of times operating profit before interest
and taxes covers gross interest expense. By gross interest expense we are referring to
interest before subtracting interest income and tal%g:d interest. Variations in results
among companies in the same industry cansbe “attributable either to differences in
proﬂtablllty or to IeveIs of |nterest expense. “Fntére/st coverage |s a useful measure for

“““““

Cash Flow Generating Ability/Debt Sel cmg Capaaty

These are closely related, as gash ow*is the principal source of repayment for debt
obligations issued by corporations. Cash flow can either be from operating or from non-
operating sources. Cash flow'.from. operations (CFO) is typically defined as pretax profit
adjusted for items not involving movement of funds, principally depreciation, amortization
and other non-cash items;€xcluding interest and after movements in working capital. Non-
operating cash flow  are lﬁ'mally derived from saIes of Iong term assets which may |ncIude
property or equi
Normally these are’ not con5|dered as recurring sources of funds but it should be recognlzed
that many%on-es’tablished firms have numerous non-core assets which could be sold to

raise cash,

Anm?él' “Cash‘ inflows (sources) from operating and non-operating activities are compared
with anpual cash outflows (uses), both on historic and projected bases. This is called the
Cash“Flow Match, and indicates the extent to which the organization has been reliant on
external funds in the past and is likely to be so in the future.

Cash outflows considered include capital expenditures, long-term investments, dividends on
common and preferred stocks, interest expense, and working capital changes. This last item
may actually be either a use of cash or a source of cash and is defined as the year to year
change in current assets minus current liabilities, excluding changes in cash and equivalents
and short term debt. The reason these two items are excluded from consideration in this
calculation is that they are products, rather than causes, of operating and non-operating
transactions. A company’s historical record of cash flow surpluses or deficits must be judged
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in terms of the reasons for the performance. Cash surpluses are of little comfort if they
result from the company spending inadequate amounts on maintaining the competitiveness
of its plant and equipment.

Cash deficits are of much greater concern if they stem from high dividend pay outs or
working capital changes unrelated to the development of the business than from capital
investments in a new or expanded production facility. Ideally, a firm will borrow to finance
an expansion or an acquisition, and then will almost immediately be in a position to begin
paying off the debt out of cash flow. This does happen, but rarely.

Often, firms’ cash flow surpluses or deficits are heavily influenced by businessscycles,
unplanned working capital changes, and opportunistic transactions. Thus, in gaglng%the
reasonableness of a company’s cash flow forecasts we need to understand
assumptions, how these relate to what the company has previously accompli

n to those firms whose forecasts,
he cash flow surplus needs to be

ha at the use of CFO and related CFO ratios to assess
the cash flow generatlng ablllty and debt servicing capacity of a ratee is generally more
meanlngful than earnlngs before m%rest tax depreC|at|on and amortlsatlon (EBITDA) as

is a variation on the
For CFO coverage, /!
and amortizatiop=are. a\

available for this urpose but at least with respect to depreC|at|on we normaIIy assume that
amounts a%lea’st equal to depreC|at|on will have to be reinvested in property, plant, and

funds from ‘operation to the overall level of debt outstandlng In theory, the ratio indicates
how Tong.it-would take for one year’s CFO (either that of the past year, the most recent 12
manths,jor projected years) to repay all short and long term debts. As with CFO, the debt
level“ehosen for use can be either the most recent balance sheet date, pro forma for a new
issue, or projected.

Capex/Depreciation is a way to quickly judge whether a firm is replacing its aging property,
plant and equipment, with new facilities. A ratio of less than 100% would certainly be a red
flag, but it is best to compare this ratio against an industry peer group to develop a proper
idea about required spending levels.
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Ratios well in excess of a peer group also need to be investigated, as one explanation could
be that the firm is using longer depreciation lives than its peers. Such a practice would
produce artificially inflated profits and might necessitate an asset write down at some point.

Capital Structure/Financial Flexibility

A firm’s Capitalization and Financial Policies are often indicative of its risk orientation. The
extent to which a firm decides to finance its operations with debt rather than equity will
influence the analyst’s rating recommendation. Analysts should recognize, however, that
very low financial leverage isn't necessarily the most appropriate strategy. After alk*equity
financing is usually more expensive than debt financing, and so a balance betweer the%wo
forms of financing is reasonable. ¢

Thus, analysts should seek to understand the basis of a firm’s financial“policies and its
capital structure before drawing conclusions in this section of the credit.analysis.
be noted that it is not unusual to find company management that nots thought through
their financial policies very thoroughly. Rather, they rely on “rules of thumb”, what bankers
tell them is appropriate, or what they think rating agencies

r lenders expect of them.
Several ratios are normally computed to enable the analyst to ‘meastire debt leverage. The
universal standard leverage measure is Total
Debt/Equity, which considers all on balance sheet d t obligations, including such short-
term liabilities as bank overdrafts, relative to equity. Equity comprises shareholders’ funds
and minority interest. Lookmg at Ieverage on a SP! ctive basis, warrant conversions

“““““

to fulfill the promise must be conS|de d..

The Total Debt/Equity calculation’ean be segmented into Long-Term Debt/Equity and Short-
Term Debt/Equity components While short term debt does expose a company to
refinancing risk, its use within reasonable limits is justified by cost and asset-matching
considerations. The equity used in the above-mentioned ratios is book equity (i.e. the equity
vaIues reported on the balance sheet). A useful varlatlon is to consider the market value of

company will be abie and willing to sell addltlonal equity if needed. Of course, the further in
the future the flrm projects an equity sale, the less reliable can the plan be considered due
to the inherent volatility of the stock market. A final leverage ratio computed is Total
L|ab|I|t§es/TotaI Capital, which is wider than Total Debt/Equity in that it considers trade credit
and” other_liabilities, in addition to debt, as funding sources. Equity values reported on
corporate balance sheet are not always comparable. Asset revaluations relating to
acquisitions or other transactions can increase a firm’s capital to nearly true market values,
while another firm’s reported capital can reflect much lower asset valuations. Also, goodwill
can sometimes represent a sizable portion of equity. While it is worthwhile making such an
observation, the acid test of whether goodwill has value is the firm’s ability to earn a return
on that investment. We thus have to take another look at our Return calculations (discussed
under Profitability) to gauge whether reasonable returns can be earned. If they cannot, then
asset write downs (which probably will include goodwill), will likely occur at some point in
the future.
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In addition to the ratios discussed, ECRL considers a firm's debt maturity profiles in its
analysis of the ratee’s liquidity position. Bullet maturities indicate that the debt may have to
be refinanced at maturity, with new debt or other forms of external capital. Lack of progress
in securing financing for significant upcoming debt maturities would be a concern, Ratees
that are demonstrating weak operating trends are particularly vulnerable to high refinancing
risk during periods of tight market liquidity and adverse investor sentiment. Financial
Flexibility principally incorporates the available liquidity in the form of unrestricted cash
reserves and liquid investments as well as access to alternate financial sources. Potential
constraints on financial flexibility, such as legal caims or potential environmental liabilities,
would also be considered in this section. A number of ratios are used to evaluate-afirm’s
liquidity. ™

Traditional favorites include the Cash Ratio (cash and equivalents/current | lli%es), the
Quick Assets Ratio (cash and equivalents plus trade recelvables/curren'ggtab ties), and the
Current Ratio (current assets/current liabilities). On the other hand, large amounts of cash
and other liquid securities do not usually make economic sense f

firm,to permanently
carry, since returns on them are low. Seasonal flows may temporarily.beost cash balances,
but analysts should not be misled and assume that they are a‘pérmanent fixture. Similarly,
large cash balances can also result from asset sales or financing activities where proceeds
have not yet been disbursed. Working Capital/Total Assets is a potentially useful indicator if
comparisons can be drawn against a sufficient number “of peer companies. Also, if the
company being rated has shown a declining tren perlod of time, then a red flag
should be raised. Finally, it can be instructive to mp e “turnover” ratios for the asset
categorles of recelvables and inventory, to g“aug‘e the level of funds tied up in these

“““““

attention to whether management has a;aproprlately recognized growth in required working

capital along with growth in reventfﬁ@ Computation of the turnover ratios can help make

this assessment. The availability for.potential sale of discrete assets whose marketability and
ablished may be considered as additional liquidity support.

In addition.to i temaIIy generated liquidity, most companies arrange alternative financing to
protect against contingencies and to take advantage of opportunities. These usually take the
form %f bank facilities of various types. To the extent the firm pays commitment fees or
othér forms of compensation to the bank for these facilities, they may be considered
favorably. However, it should be recognized that most bank facilities contain “material
adverse change” language which releases the bank from any obligation to lend if the
company experiences a significant business reversal. Trade financing lines do not really
provide liquidity against contingencies because their use requires presentation of documents
related to a specific transaction.

They cannot just be used for general corporate purposes. Potential legal liabilities or
environmental claims can cause a cloud of uncertainty to form over a company, raising its
cost of capital or even precluding its ability to raise capital at economic rates. Analysts
should, therefore, be aware of potential legal and other issues by reading relevant financial
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statement footnotes closely and by monitoring developments during the rating review
process. On legal matters of potential significance, it is appropriate to have ECRL’s external
legal counsel provide their views on likely outcomes of litigation.

MANAGEMENT AND OTHER QUALITATIVE FACTORS

ECRL's assessment of management quality encompasses the track record of management,
in particular its performance through different phases of the economic cycle and relative to
industry peers as well as execution of its long-term and short-term strategic plans.
Additional evidence of management quality is provided by the ratee’s past performance.
.Also considered are management’s growth ambitions, its appetite for risk, and its ability to
assimilate acquisitions successfully where the ratee has a history of M&A transactions: The

ratee’s financial strategy and policies as they provide a guide as its prospective finaneial risk

management structure.

Corporate governance represents an important analytic eleme :
‘stakeholder’ model of corporate governance which promotes thé ‘alignment of interests of
management, shareholders and other stakeholders (bondholders included) is viewed
positively by ECRL. We believe that good corporate governance has positive implications for
a ratee’s franchise value and lessens the risk of adv ulatory intervention.

The management evaluation also needs to be conducted with due consideration given to the
actual and potential influence of significant.shareholders. Ownership concentration increases
the likelihood that shareholders’ interests may be pursued at the expense of bondholders,
other capital providers, employees ar c;editdrs. The ratee’s owners may foreseeably have

on the rating outcome in instances where a controlling
shareholder seeks to access the/financial strength of the ratee to support its own credit
profile. It is important to establish that there is a congruence of goals of such shareholders

with those espoused by manament to the rating agency.

utilization of theproceeds from debt to be issued and implications of the proposed issue on
the ratee’s@geb; maturity profile, debt servicing burden and covenant headroom. Short-term
liquidity~and«rollover risk are important considerations for commercial paper ratings,

partiCLgarIy if there is heavy reliance on short-term debt to fund longer term assets. The
structure.of the issue and the affirmative and negative covenants of the indenture under
which the rated instrument is issued may influence the ratee’s probability of default, and
post-défault recovery. Structure includes such characteristics as priority for repayment in a
liquidation, security, sinking funds, call features, refunding provisions, reserve funds,
payment terms and maturity. Security can be in the form of specific collateral or a lien on all
assets. To determine whether the senior secured debt rating should be higher than that of
the ratee’s unsecured debt rating, ECRL examines the adequacy of the collateral securing
the debt, liquidity of the collateral and the likely time frame for the disposal of the collateral
and debt recovery. For instance, a credit facility that benefits from a first priority lien on
substantially all the assets of the ratee could be rated higher than second priority senior
secured notes and the second priority senior secured notes of the same ratee could be rated
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above its senior unsecured notes. Where creditworthiness is high, the need to distinguish
the rating on senior secured rating from that on senior unsecured debt is low. When rating
hybrid securities which possess both characteristic of equity and debt, ECRL will typically
notch down from the ratee’s issuer rating with regard to the priority of hybrid security
holders’ claims relative to senior obligations, the likelihood of deferral of interest or dividend
payments and the extent to which the issuer possesses discretion to suspend dividend or
interest payments.

ECRL is also sensitive to the structural subordination of parent company debt to debt at its
operating companies and the presence of mitigating features intended to limit the in
structural subordination such as subsidiary debt limitation and upstream guarante
also recognizes that tax authorities and possibly other government bodies may tank-higher
in the ratee’s hierarchy of the creditors. N

pledged revenues. The tenure of the instrument being rated shotld preferably in some way
be related to the assets or activities financed with the instrument. This consideration
diminishes in importance as the corporation issuing the obligation becomes stronger, as in
such cases repayment of the mstrument will typic ess directly reliant on cash flows
‘ issue. The covenants the rating

guaranteed) are the following: %

Limits on additional debt — The cov nant cah /be phrased in a couple of different ways,
either as an absolute amount of debt.t an/can be issued, usually with some caveats, or as
an interest coverage test. Such atest might say, for example, that no additional debt may
be issued unless earnings befQ(e interest and taxes for the past 12 months are at least two
times pro forma interest expene '

Limits on distributlogg ““““ uch™a covenant places some controls on d|V|dends advances or
loans upstream or

subsidiary..would make the holding company debt equaI in terms of priority to the
subsidiary’s unsecured debt. Holding companies guaranteeing subsidiary debts can also
make“sense under certain conditions.

Events of default — This section spells out the conditions under which a debt holder has the
right to accelerate repayment. The most critical item is the cross default provision, which
would state that a default on any obligation represents a default on all obligations. This
stops a borrower from deciding it will pay some debts and not others. The inclusion of
covenants, even in bank guaranteed issues, is a statement by management that it is willing
to operate within certain boundaries, and as such should be viewed positively.
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Of course, a firm’s agreement to abide by indenture covenants does not necessarily mean
that it will be able to do so. Covenants which are so tight that only a small variation from
plan would cause an event of default are viewed with concern.




