The Assoc. of Corporate Treasurers CPD Entry Test


Credit Ratings (General Level) Worked Solutions

Question 1

You are considering an investment in corporate bonds.  In deciding which instrument to buy you are keen to use all available information appropriately.

Which one of the following statements accurately describes the information used by rating agencies when determining a rating?

(a)
Rating agencies use only financial data provided to them by the company

(b)
Rating agencies audit all of the financial information provided by the company

(c)
Rating agencies use financial and other information provided by the company and other sources which they believe to be reliable

(d)
Rating agencies use only non-financial information

(e)
Don’t know

Answer

The right answer is (c) rating agencies use financial and other information provided by issuers  and other sources which they believe to be reliable.

Rating agencies do not audit financial information provided by issuers.  They may occasionally rely on unaudited information when they believe the source to be sound.  All rating agencies use both financial and non-financial information on which to base their rating judgements.
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Question 2

You are treasurer of a company that is about to issue a significant amount of debt.  You are intending to apply for a rating for the debt and are considering how the rating agency might approach the decision of how to rate the issue.

Which one of the following do you think best reflects the approach which will be taken?

(a)
Emphasis on historic financial performance

(b)
Emphasis on probable future financial performance

(c)
Emphasis on asset backing

(d)
Emphasis on current trading position

(e)
Don’t know

Answer

The right answer is (b) emphasis on probable future financial performance.

Ratings evaluate default risk over the life of a debt issue, incorporating an assessment of all future events to the extent they are known or considered likely.  While  all of the factors listed have some relevance for the determination of the rating, agencies will put more emphas onlooking forwards  than backwards.
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Question 3

As treasurer of a major corporate issuer in the domestic Dutch market you have been content to be unrated for many years.  However since the advent of the Euro it has been suggested to you that it would make more sense to ensure that current and future issues are rated.

Which of the following is the best explanation why the Euro makes a difference to your need for a rating?

(a)
Before the Euro investors focussed on investing in  their domestic market

(b)
Before the Euro the most important investment decision was selecting  the right currency

(c)
Since the Euro investors look for good quality credit investments across the Eurozone

(d)
Since the Euro investors are more risk averse

(e)
Don’t know

Answer

The right answer is (c) since the Euro investors look for good  quality credit investments across the Eurozone.

The development of a single currency zone in Europe has enabled bond investors to invest more easily across national borders.  Many investors used to restrict their investments to their domestic  currency.  Now, investors can buy bonds issued by companies from a variety of countries without taking on additional currency risk.  As the potential market has widened, it has become more important for investors to be able to access independent and objective credit risk information.  Investors will tend to disregard unrated paper issued by companies with whom they are unfamiliar.
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Question 4

You have looked at the rating for a public sector bank and see that the ratings report includes a reference to “guaranteed” and “unguaranteed” liabilities.

Which of the following best describes the meaning of these terms?

(a)
Guaranteed refers to the support the bank will give to its finance subsidiary issuing the debt, unguaranteed refers to the rating for the individual subsidiary.

(b)
Guaranteed refers to the support expected for the bank from the government, unguaranteed refers to the rating of the bank on a stand-alone basis.

(c)
Guaranteed refers to the support the bank will give to its finance subsidiary issuing the debt, unguaranteed refers to the rating of the bank on a stand-alone basis.

(d)
Guaranteed refers to the support expected for the bank from the government, unguaranteed refers to the rating of the individual subsidiary issuing the debt.

(e)
Don’t know

Answer

While any of the first four could be possible, the most likely answer, in the context of a public sector bank, would be (b) guaranteed refers to the support expected for the bank from the government, unguaranteed refers to the rating of the bank on a stand-alone basis.

Banks are rated differently from companies.  Capital adequacy, liquidity and asset quality are all key concepts for rating banks.  Larger retail banks are more likely to be supported by their home governments as in practice they  may be considered too big for a government to permit to fail.  Usually government support for banks is implicit but in a few cases, for example certain historic liabilities of German Landesbanks (but no longer all their liabilities), it may have been made explicit through a statutory guarantee of their liabilities.  
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Question 5

Which of the following ratings are normally taken to represent “investment grade”?

(a)
AAA to A-

(b)
AAA to BBB+

(c)
AAA to BBB

(d)
AAA to BBB-

(e)
don’t know

Answer

The right answer is (d) AAA to BBB-

The term “investment grade” is widely used in the capital markets.  Many investors restrict their holdings to investment grade debt only.  The term was introduced by regulatory bodies rather than by the ratings agencies themselves, as the latter prefer to view credit risk as a ‘continuum’.  ‘Investment grade’ signifies that the issuer’s capacity to meet its obligations is at least “adequate”.  A ‘speculative grade’ rating, on the other hand, implies a higher risk of non or late payment and suggests that an issuer faces, at best, major ongoing uncertainties.
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Question 6

Which of the following short-term ratings are normally classified as “investment grade”?

(a)
A-1 to A-2

(b)
A-1 to A-3

(c)
A-1 to B

(d)
A-3 to B

(e)
don’t know

Answer

The right answer is (b) A-1 to A-3

Ratings below A-3 are not regarded as investment grade.  A rating of B for short term paper (defined as an obligation which demonstrates ‘significant speculative characteristics’) is equivalent to long-term ratings of BB+ through to BB-.  Below this is a short term rating of C which corresponds to long-term ratings of B+ through to C.  In Moody’s ratings, the short term paper ratings of Prime 1 through to Prime 3 correspond to investment grade.  Below that, all short term paper is classified as “not prime”.
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Question 7

A bond in which you have invested has just been put on Credit Watch.

Which of the following best describes what this means?

(a)
The rating is bound to be revised downwards

(b)
The rating is bound to be revised upwards

(c)
The rating may move either way

(d) The issue is undergoing its annual surveillance process

(e)
Don’t know

Answer

The right answer is (c) the rating may move either way.

Credit watch designations may be “positive”, which means that the rating may be raised, or  “negative”, which means that the rating may be lowered, or “developing”, which means that it is too early to say in which direction they may move.  A listing on Credit watch does not mean that a rating change is inevitable, although in some cases it is clear that a rating change will occur and it is only the magnitude of the change which remains to be determined.

All ratings are reviewed on at least an annual basis or when major  events occur which may affect the rating.  This could be a market or industry event, or it could be a merger, acquisition or buyout.
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Question 8

As a member of the team responsible for monitoring risk in your company’s bond portfolio, you are anxious to be clear on the risks being undertaken.  You have been given information on each bond’s duration and rating but are unclear as to how each measure quantifies risk.

Which of the following best describes the risk which each measure addresses?

(a)
Duration addresses the maturity of the bond, rating addresses the likelihood of the payments being made on time

(b)
Duration addresses the price risk of the bond, rating includes price sensitivity and creditworthiness

(c)
Duration addresses the price risk of the bond, rating addresses the likelihood of the payments being made on time

(d)
Duration addresses the price risk of the bond, rating addresses whether the holding of the bond should be increased or reduced.

(e) Don’t know

Answer

The right answer is (c) duration addresses the price risk of the bond (i.e. its price sensitivity to an interest rate change of 100 basis points), while the rating addresses the likelihood of the payments being made on time or at all.

These are two fundamentally different types of risk.   The price sensitivity of the bond is addressed by duration, modified duration and convexity.  Each of these measures makes a basic assumption that the payments will be made as expected under the terms of the bond.  Credit ratings address the latter issue – whether  the payments will be made when they are due.  Ratings attempt to measure the capacity and willingness of an issuer to make these payments.
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Question 9

Cashflow is a fundamental part of the analysis necessary for determining a credit rating (particularly for non-financial issuers).  Your company has suffered a very slight business downturn.  This is causing limited concern within the company as its cause is well understood and it was expected.  Unfortunately, the downturn coincides with the ‘maximum expenditure’ phase of your capital investment programme.  The effect of this is that, if it goes ahead, your net cashflow after capex will be slightly negative.

Your Chairman has suggested that this capex should be rescheduled so you will not suffer a rating downgrade.  Which of the following would best describe your response?

(a) Contact the equipment providers to rearrange the investment programme

(b) Suggest that the rating agency will appreciate that the investment will lead to improved long-term performance

(c) Suggest indulging in windowdressing to hide the true picture

(d) Accept the rating downgrade with good grace – you should have planned better

(e) Don’t know

Answer

The right answer is (b) Suggest that the rating agency will appreciate that the investment will lead to improved long-term performance

The rating agency will certainly ascribe significant weight to your cash-flow performance.  However, this does not mean looking at current cash-flows to the exclusion of the past or  future.  The first lesson of cash- flow analysis is that one year alone cannot be relied upon to give a full and fair picture.  To ensure consistency, attention is focussed on operating earnings, segregating significant non-recurring, extraordinary or special items.  Rating agency analysts will focus on the long-term performance implications rather than overreacting to one year’s figures.  In normal situations the rating agency will put at least as much weight on the development of future profitability / cash-flow as on the control of current profitability / cash-flow.  In addition, it would be wise to contact the agency to warn them of the situation and to give your explanation.
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Question 10

As treasurer of a cut-price retail business you are concerned to remain in line with the corporate culture and to ensure that all costs for which you are responsible are kept as low as possible.  As your commercial paper has achieved a rating of A3 you have stopped using your committed facility and have instead made use of the CP market.  Savings of 20 basis points (annual equivalent) have been achieved on the average level of borrowing.

Your bank has now approached you to review the situation.  They were happy with the previous situation as the facility was, on average, half drawn.  However, now that the facility is rarely drawn they require an increase in margin of 15 basis points on the undrawn amount, in addition to the existing charges on the drawn portion.

How would you respond?

(a) Cancel the unused committed facility

(b) Reduce the size of the facility to the level of actual usage over the last 3 months

(c) Accept the bank’s pricing and lock in the remaining 5 basis point advantage

(d) Seek alternative lower bids for maintaining the undrawn facility and accept the lowest

(e) Don’t know

Answer

The right answer is (d) Seek alternative lower bids for maintaining the undrawn facility and accept the lowest.

The rating you have received is the lowest which still carries investment grade.  If it is downgraded, you will certainly pay more for your CP.  If the bank lines backing the CP are cancelled, the rating is likely to fall  as bank backing is one of the more important criteria for awarding short-term ratings.  Practice has shown that this is reasonable; Polly Peck was a memorable example from the early 1990s of a company which used CP without back-up lines.     However, the bank’s capital costs for providing the facility may be above the level you are willing to pay.  If this is the case, it may be possible to discuss your overall banking relationship and attempt to convince your bankers to go for pricing based on your relationship rather than pure credit pricing.  .
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