The Association of Corporate Treasurers CPD Exit Test


Credit Ratings
 Worked Solutions

Question 1

You have been studying the ratings associated with some of your competitors and have noticed that company X, long regarded as the soundest in the industry, has been awarded a rating of A- for its subordinated debt.  At the same time you noticed that company Y, long regarded as less sound, has been awarded a default rating at the same A- level.

Which of the following statements is true?

(a) Company X has been downgraded to the same rating as company Y.

(b) Company X may retain a higher default rating than company Y, but the terms of company X’s debt have led to a reduced rating.

(c) Company Y has been upgraded to a level equivalent to company X.

(d) Company Y’s default rating reflects the fact that all of its debt is secured.

(e) Don’t know.

Answer 

The right answer is (b) company X may retain a higher default rating than company Y, but the terms of company X’s debt have led to a reduced rating.

The default or issuer rating is an opinion of the company’s current capacity to meet its financial obligations.  It generally indicates the likelihood of default regarding all financial obligations.  A rating for subordinated debt can be “notched” down by one or more levels to account for the specific nature of an individual debt issue.  
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Question 2

What is the difference between a local currency credit rating and a foreign currency credit rating?

(a) There is no difference.

(b) The foreign currency rating is dependent on the currency concerned.

(c) The foreign currency rating is likely to be higher as the currency is more likely to be freely tradeable.

(d) The local currency rating is likely to be higher as there is no risk of restricted access to foreign exchange.

(e) Don’t know.

Answer

The right answer is (d) the local currency rating is likely to be higher as there is no risk of restricted access to foreign exchange.

The local currency credit rating is an opinion of the issuer’s overall capacity to meet its financial obligations.  However, the opinion does not extend to include transfer and other risks related to sovereign intervention which might prevent the servicing of cross-border obligations.

The foreign currency credit rating does include these sovereign risks, such as the likelihood of exchange controls being imposed or other restrictions on repayment of foreign currency debt.
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Question 3

When analysing a company’s debt securities in order to determine which instruments allow some flexibility in terms of servicing and which are most like senior debt, how would you rank the following (putting the most flexible, least debt-like first and the least flexible, most debt-like last)?


A
“In-the-money” convertible debt with a three year maturity


B
Mandatorily convertible debt with a three year maturity


C
“Out-of the money” convertible debt with a three year maturity

(a) BAC.

(b) CAB.

(c) CBA.

(d) ABC.

(e) Don’t know.

Answer

The right answer is (a) BAC.

Mandatorily convertible debt with three year maturity is certain to convert to equity unless the company defaults.  “In-the-money” convertible debt is likely to convert to equity although holders may be holding the paper  for  yield until required to convert .  “Out-of the money” convertible debt may not reach the exercise price and so is less likely to  be converted and  most like true debt.
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Question 4

You have been considering how to manage an asset securitisation programme for your A rated company and have decided to create a Special Purpose Vehicle.  You have opted to transfer the assets concerned (high-quality long leases) into the SPV and to issue debt directly from the SPV using the assets as collateral. The SPV will contain no other liabilities.

Which of the following statements will be true?

(a) The SPV should have a lower credit rating than its parent.

(b) The SPV should have the same credit rating as its parent.

(c) The SPV should have a higher credit rating than its parent.

(d) The SPV will be refused a rating as it is an unquoted subsidiary.

(e) Don’t know.

Answer

The right answer is (c) the SPV should have a higher credit rating than its parent.

The point of an SPV is that assets but not corresponding liabilities are transferred into the company to enhance credit quality.  The result is that debt can be issued directly from the SPV, using the higher credit quality to obtain finer financing rates.
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Question 5

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

(a) BBB+ and below.

(b) BBB and below.

(c) BBB- and below.

(d) BB+ and below.

(e) Don’t know.

Answer

The right answer is (d) BB+ and below.

Ratings of BB+ and below are regarded as having “significant speculative characteristics”.  Ratings above this grade are classified as “adequate” or better in terms of their ability to meet their debt servicing obligations.  Speculative grade instruments are also known as “high yield” or “junk bonds”.
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Question 6

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

(a) A-2 and below.

(b) A-3 and below.

(c) B and below.

(d) C and below.

(e) Don’t know.

Answer

The right answer is (c) B and below

Ratings below A-3, i.e. B and below, are not regarded as investment grade.  For short-term instruments the B grade is not subdivided, roughly corresponding to the BB rating for long term instruments.  The C rating corresponds to the B, CCC, CC and C ratings.  For 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

As treasurer of a company that has grown significantly in recent years, both by acquisition and through internally generated growth, you have been investigating the possibility of issuing debt.  You have decided that, if you go ahead, the issue should be rated in order to generate the maximum demand and to enjoy finer pricing.

Your company has had periods of high gearing, for example immediately following acquisitions, but has always reverted as fast as possible to its normal conservative funding policy.  This approach is partly due to the nature of the industry in which you operate, which is prone to swings from under- to over-capacity. You are aware that the industry in which you operate is regarded as relatively high risk.

Which of the following statements is true regarding the rating you are likely to receive?

(a) Your conservative funding policy will override your business risk rating.

(b) The business risk will provide a ceiling for your rating whatever your funding policy.

(c) Individual company factors are regarded as more important than industry 

factors.

(d) Your funding policy is unlikely to be important if you are in a risky industry.

(e) Don’t know.

Answer

The best answer is (b) the business risk will provide a ceiling for your rating whatever your funding policy.

In determining a rating for a debt issue both individual company factors and industry risk factors are taken into account.  Most rating agencies will first determine a company’s given level of ‘business risk’ (defined as the risk of the industry in which it operates adjusted for its relative position within that industry) before looking in more detail at the company’s specific financial position.
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Question 8

In the past you have issued debt securities in your domestic market.  Your company is well known there and it has not been necessary to maintain a rating.  However, your home market has changed and you are reconsidering your position.

Which of the following should not influence your decision on whether to obtain a rating?

(a) Debt markets have become more globalised.

(b) Institutional investors have gradually ceded control to foreign groups based in the major financial centres.

(c) Investors have required more analytical data to support their investments.

(d) Your debt may be rated lower than your major competitor’s debt.

(e) Don’t know

Answer

The right answer is (d) your debt may be rated lower than your major competitor’s debt.

The other options are understandable reasons why a company which has not been rated in the past may feel that they should be rated in the future.  The rating relative to a competitor should not be relevant to your decision as companies may take a different approach to the relative interests of their different stakeholder groups.  For example, the debt of a more aggressively geared company may be  regarded as more risky even though it is operating at leverage levels which maximise shareholder value.  It may not be possible simultaneously to maximise value for shareholders and minimise risk for debt investors.
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Question 9

In determining a credit rating, analysts examine all factors which they consider to be relevant to the ability to service debt obligations as they fall due.  From the following factors, how would you rank the importance which analysts might give to each, the first being the most important and the last being the least important.


A
Projected cashflow performance


B 
Historic profit performance


C
Projected industry risk


D
Historic gearing ratio


E
Historic current ratio

(a) CABDE.

(b) EDCAB.

(c) DBECA.

(d) BAECD.

(e) don’t know.

Answer

The right answer is (a) CABDE.

Clearly most of the factors mentioned are important in determining credit quality.  However, the most important are those that look forward rather than backward.  Projections are generally more important than historic information.  If the answers had allowed different orders for projected industry risk and projected cashflow, then the choice between the two would have been difficult, although one could argue that cash flow could be considered as a product of an industry’s overall health and risk profile.  

Question 10

Recently, when negotiating a new term facility with your relationship bank, it was suggested that if your company maintained an AAA or AA rating then the cost of the debt could be reduced.  Which of the following explains why this should be the case?

(a) Your account manager could persuade his credit committee to reduce the pricing of the bank’s facility.

(b) The bank would be able to allocate less capital to its loan asset.

(c) The account manager believes you would rather pay the extra cost than pay for a  rating.

(d) The credit committee prefers to avoid dealing with unrated companies.

(e) Don’t know.

Answer

The right answer is (b) the bank would be able to allocate less capital to its loan asset.

A bank is required to allocate some of its capital (regulatory capital) under the terms of the 1988 Basel Agreement.  This requires a minimum of 8% of any corporate loan to be matched by capital.  The bank’s own risk assessment – incorporating published ratings for the borrower - will determine the ‘economic capital’ required so the 8% minimum regulatory capital may well be exceeded.  The bank will use its measure of economic capital to determine the price for its loan and other facilities.

Proposed modifications to the original Basle Accord (the so-called “Basle Two” framework adopted in 2004 which will be implemented in the EU through the forthcoming CAD3 Directive) will alter banks’ capital requirements for corporate loans.  When finally adopted, the risk weighting applicable for banks using the new standardised approach will be dependent on the external rating.  AAA and AA borrowers’ drawn facilities will carry a reduced risk weighting of 20% and A borrowers a reduced weighting of 50%.  Borrowers rated below BB- will be weighted at 150%. The new accord will allow a more granular approach to measuring corporate credit risk, which should enable the better quality firms to borrow at finer prices.
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