The Assoc. of Corporate Treasurers CPD Entry Test


Credit Ratings (Specialist Level) Worked Solutions

Question 1

As treasurer of an industrial company, you have been charged with assembling an information pack to be provided to a rating agency in order to obtain a credit rating on your long-term debt.

You think that financial statements and details of any debt terms may be sufficient, but on checking with senior colleagues, none of whom has any direct experience, you find that the following list of information is suggested.

A
Five years of audited annual financial statements and the last several interim financial statements

B
Management accounts and projections of financing, capex, cash flows and balance sheets

C
Relevant information on your industry’s structure, environment and prospects)

D
Information on your company’s operations, products and competitive position within the industry

E
Management profiles and policies






What components would you require the pack to contain?

(a)
A and B supplemented by management meetings with credit agency staff

(b)
ABCD using only published information

(c)
ABCD supplemented by further management meetings

(d)
ABCDE supplemented by further management meetings

(e)
Don’t know
Answer 

The right answer is (d) ABCDE supplemented by further management meetings.

The rating process looks in detail at all aspects of the business, including management plans and policies.  Of course, much of this information is price sensitive.  The major rating agencies are very aware of their responsibility to protect client  confidentiality and are organised accordingly.  Many companies use the rating agencies for an advance check on the market’s reaction to their intentions – an acquisition for example.
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Question 2

Considering only the financial aspects of assigning a credit rating, clearly all relevant information will be drawn into the ultimate judgement.  The major rating agencies, though, do emphasise some parts of the analysis over others.

Which one of the following elements of financial analysis is emphasised?

(b) (a)       Capital structure

(c) Profitability analysis

(d) Cash flow analysis

(e) Asset security

(e)
Don’t know

Answer

The right answer is (c) Cash flow analysis.

Of course all of the possible answers are relevant, but cash flow analysis is the single most critical aspect of all credit rating decisions.  This is because it is factual and indisputable whereas profits incorporate several areas of accounting judgement.  Cash flows can of course be volatile and require skill in interpretation.  The major agencies emphasise a normalised measure of cash flow which will show underlying cash flow generation excluding one-off items e.g. acquisitions, disposals or other restructurings.
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Question 3

You are considering arranging a 10-year interest rate swap with QAZ Bank to cover your perceived interest rate risk.  You are aware that QAZ has a credit rating of BBB and a bond issue with a rating of A-.

As your policy calls for a rating of A- or better for any counter-party to your “term commitments”, you are concerned as to whether you may proceed to arrange the swap with QAZ.

Which of the following actions should you be most likely to pursue?

(a)
Carry on and arrange the swap since it is within the policy

(b)
Reject QAZ and look for a bank that has all ratings over A-

(c)
Ignore the problem

(d)
Reject QAZ and look for a bank whose default rating is A- or better

(e)
Don’t know

Answer

The right answer is (d) Reject QAZ and look for a bank whose default rating is A- or better

The key here is the credit rating of the issue versus the credit rating of the issuer.  The credit rating is the rating of the bank itself as counter-party or issuer.  The higher rating applied to a specific issue  relates only to that issue and will be specific to the credit protection and guarantees in place for that issue.  It is not transferable to the issuer in general.
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Question 4

Which of the following most closely represents the likelihood that ratings will remain within the respective rating category over a one year period?


Original



Rating

AA
A
BBB
BB
B

(a)

94%
93%
89%
80%
79%

(b)

87%
88%
84%
75%
63%

(c)

85%
87%
81%
88%
86%

(d)

79%
81%
86%
89%
91%

(e)

Don’t know

Answer 

The right answer is (b)
AA
A
BBB
BB
B


87%
88%
84%
75%
63%

May 2005 S&P Annual European Corporate Default and Ratings Transition Study, cumulative figures for 1981-2004

Question 5

As treasurer of a mature business based in the UK you are aware that your Board has been discussing how best to apply a ‘shareholder value’ approach to your company.  You are also aware that one possible outcome of these discussions, gearing the company up, has been rejected on the grounds that the company’s ‘A’ rating might be put at risk.

You are now faced with funding a medium-sized acquisition.  All of your investigations, and your judgement, tell you that the right thing to do is to fund the acquisition with debt.  The short-term implication is to raise debt well beyond the target level.

Which of the following actions would you take?

(a)
Fund the acquisition using some equity

(b) Persuade the Board that the debt will be reduced by the time the rating agency knows about it

(c) Contact the rating agency on a “what-if” basis to put your case and get an expected post-acquisition rating 

(d) Persuade the Board that the company’s rating is unimportant

(e) Don’t know

Answer

The right answer is (c) Contact the rating agency on a “what-if” basis to put your case and get an expected post-acquisition rating.

There are many objectives for management, not least of which is the creation of shareholder value.  Attempting to manage the business to maintain a credit rating may not be entirely bad, but knowingly doing the “wrong” thing for that reason would clearly be inappropriate. The only sensible solution is to talk to the rating agency to find out what their reaction is likely to be.  There are precedents for acquisitive companies taking on large amounts of debt to fund their acquisitions and then returning to normal debt levels – without any change in their rating.
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Question 6

You are charged with advising on the investment strategy for your in-house pension fund which is looking to base its fixed income investment policy on term and investment risk. 

Which of the following most closely reflects the actual likelihood of default over a five year period of debt issued in the following rating categories?

Original



Rating
AA
A
BBB
BB
B

(a)

0.02%
0.23%
1.0%
5.1%
12.5%

(b)

0.12%
0.33%
1.3%
6.2%
15.6%

(c)

0.43%
0.36%
1.39%
7.72%
24.61%

(d)

0.35%
0.57%
2.02%
10.1%
25%

(e)

  Don't know

Answer 

The right answer is (c)
AA
A
BBB
BB
B

0.43%
0.36%
1.39%
7.729%
24.61%

S&P May 2005 Annual European Corporate Default and Ratings Transition Study, cumulative EU figures for 1981-2004

Question 7

Your board policy allows investment in any sterling financial instrument which carries an investment grade rating and which is liquid.  The treasurer who wanted to generate the highest return within the policy would therefore purchase which of the following:

(b) AA bonds and A-1 CP 

(c) A- bonds and A-3 CP 

(d) BBB bonds and A-3 CP 

(e) BBB bonds and A-1 CP 

(f) don’t know

Answer 

The right answer is (d) BBB bonds and A-1 CP.

BBB is the lowest long-term investment grade; A-3 is the lowest short-term investment grade but in practice has very limited liquidity.  In sterling, the only liquid markets in CP are for A-1 and A-1+.   Of course the treasurer still carries some responsibility for the decision!

Manual VIII Ch 2

Question 8

You are treasurer of a large group which has just experienced a market downturn.  You are concerned to maintain your good credit rating which you see as important, not only for cost reasons but also so as to maintain  access to the capital markets in the future.

In previous years you have been extremely prudent in leaving your properties in the accounts at their written down value.  Now you are considering a major revaluation to bolster the group balance sheet by adding to asset values and therefore group reserves.

What is the impact of this revaluation on the group’s credit rating likely to be?

(b) There will be no effect

(c) The rating will improve through the lower gearing / leverage ratio

(d) The rating will improve through the greater availability of asset security

(e) The rating will deteriorate due to “creative accounting”

(f) Don’t know

Answer

The right answer is (a) There will be no effect.

Both investors and rating agencies are well-versed in identifying blatant manipulation of accounts to secure apparently more favourable outcomes.  Both  look for evidence of whether assets are under- or over-valued in the balance sheet and adjust their findings accordingly.  It is particularly important for them to do so after an acquisition  given the greater opportunities that provides to write asset values up or down to a new “fair value”.  Over time, though, it an be difficult  to sustain such a strategy.  Since the main thrust of rating agency analysis  concerns cash flows, these sorts of balance sheet adjustments will have limited impact.  
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Question 9

What is the level of recovery which could be expected at emergence from a reorganisation post default of the following debt classes?


Debt

Senior
Subordinated
Senior

Class

Secured
 
Unsecured


(a)

89%
55%
65%


(b)

84%
45%
55%


(c)

79%
30%
45%


(d)

65%
15%
36%

(e)


Don’t know

Answer

The right answer is


Debt

Senior
Subordinated
 Senior


Class

Secured

Unsecured


(d)

65%
15%
36%

S&P Corporate and Structured Finance Ratings Criteria

Question 10

When raising capital many corporations use instruments which have characteristics designed to reduce the cost of funds.  These instruments affect the corporate rating in different ways according to their risk profile.  Pure equity, for example, is high risk for the investor but low risk for the corporate as it carries no obligation for payment and is permanent.  Rating agencies have to respond to any change in a company’s capital by reviewing the rating. 

Rank the below hybrid financial instruments in order starting with the one which a rating agency is likely to regard as most like equity, through to the one which will be regarded as most like debt, assuming no underlying change in the markets.


A
Auction market preferred stock


B
“In-the-money” 2 year convertible debt


C
5 year remaining life conventional redeemable preferred shares


D
Accreting convertible debt

E
12 year remaining life conventional redeemable preferred shares

(a)
DBACE

(b) BECDA

(c) ECABD

(d) ACDBE

(e)
Don’t know

Answer

The right answer is (b) BECDA

The proliferation of hybrid instruments is a problem for those who are charged with assessing the extent to which each one is debt or equity.  Unfortunately the markets allow innovative financiers to design instruments which have some characteristics of both.  Each has a particular attraction for a particular situation or a particular set of investors.

Clearly if an instrument is like equity it should strengthen the issuer’s financial profile and lower its leverage, other things being equal.  If it is more like debt the converse would be the case.

A two year in-the-money convertible debt has a very high likelihood of converting into shares and is most equity-like.  A twelve year redeemable preferred share will need to be repaid but because it ranks behind debt and the preferred dividends can be deferred it has some equity-like characteristics.  An accreting convertible debt is such that the conversion price rises each year so that a consistently rising market price is required or else the holders will not convert.  If the issuer gets into financial difficulties the share price will probably not be rising and the chances of the instrument turning into equity are low.  Auction market preferred stock has a short life and has to be frequently rebid and is therefore very debt-like.
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