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Credit Rating UNIT 6 CREDIT RATING 

Objective 

After studying this unit you will be able to  

• Know the concept of credit rating 

• Understand the process of credit rating 

• Explain credit rating scales  

• Analyze the dynamics of the credit rating mechanism. 

Structure 

6.1 Introduction 

6.2 Meaning of Credit Rating 

6.3 Salient Features of Credit Rating 

6.4 Different Kinds of Credit Rating 

6.5 Regulatory Provisions 

6.6 Rating Agencies  

6.7 Credit Rating Methodology 

6.8 Credit Rating Scales 

6.9 Benefits of Credit Rating 

6.10 Issues with the Credit Rating 

6.11 Summary 

6.12 Self-Assessment Questions 

6.13 Further Readings 

6.1 INTRODUCTION 

An investor has several investment opportunities in the financial market to 
enhance his/her wealth. Some major of them are equity shares, real estate, 
debt instruments, gold, mutual funds, and others. Debt instruments are the 
most attractive investment avenue due to their lower risk and stable earnings. 
Lower risk is derived from the nature of debt instruments where the borrower 
pays an agreed amount of interest on the investible amount. The interest 
amount is recurring and the investor gets back the principal at the end of the 
investment period. Few examples of debt instruments are bonds issued by 
Government, Corporate and Banks; fixed deposit schemes by the banks; 
treasury bills issued by central banks of different countries. Low risk on debt 
should not be misunderstood as nil risk. The repayment default by Thailand 
from 1997-to 2007; ILFS default in 2018, and non-payment of interest by 
many banks during the subprime crisis are good examples of risks involving 
the debt market. In order to provide some amount of confidence to the 
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investors against debt default, the mechanism of credit rating is quite familiar 
and effective in the debt world.  Although one cannot ward off risk altogether 
through a good rating by a Credit Rating Agency (CRA), the investors get an 
outsider’s expert view on the safety of a debt investment. 

6.2 MEANING of CREDIT RATING 

John Moody published the first credit rating for a US railroad bond in 1909. 
Prior to it bonds around the world were sold through the reputation, 
acquaintance, and network of the issuer. The origin of the credit rating is 
derived from the risk of default. This risk can be large or small, frequent or 
regular, but safety cannot be guaranteed for any kind of bond. It leads to 
pragmatic risk assessment of the debt instrument through different means 
with varying degrees of accuracy. We need to discuss the definition of credit 
rating with a few CRAs to understand the concept better. 

Fitch defines credit rating as ‘a forward-looking opinion on the relative 
ability of an entity or obligation to meet financial commitments.’ In the view 
of the US Securities and Exchange Commission (SEC) ‘a credit rating 
reflects a rating agency’s opinion, as of a specific date, of the 
creditworthiness of a particular company, security, or obligation.’ 

Moody’s defines credit rating as ‘an assessment of the ability and willingness 
of an issuer of fixed-income securities to make full and timely payment of 
amounts due on the security over its life’ 

Standard & Poor’s describes credit rating as ‘the general creditworthiness of 
a company, city, or country that issues debt’  

The general view on credit rating derived from the above definitions and 
other literature can be summarized as  

a) an opinion on whether the borrower of fixed income security can pay the 
full amount in time.  

b) The opinion is given at a certain point in time with a forward-looking 
view.  

c) The issuer is rated on different scales rather than good or bad. 

d) The view on creditworthiness is derived from various factors both 
objective and subjective. 

e) It tells both about the ability and willingness to pay. 

The global debt market is worth $226 trillion 1in 2020 with the advent of 
several complex debt instruments and the offtake of higher credit both by 
countries and corporates. It necessitates a robust creditworthiness assessment 
to safeguard the investment of the lenders. Further, it also provides credibility 
to the borrower to garner desired funds for investment. 

                                                           
1 https://blogs.imf.org/ 
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Credit Rating 6.3 SALIENT FEATURES OF CREDIT RATING 

The salient features of credit rating are: 

• A single symbol (rate) represents a large amount of information on the 
expected loss of the debt instrument. 

• The rating involves qualitative, quantitative, and legal information about 
the issuer.  

• The qualitative analysis considers the quality of management, the 
issuer’s competitiveness within its industry, the expected growth of the 
industry, and its vulnerability to regulatory changes, labour relations, and 
technological changes.  

• The quantitative analysis is derived from the published and unpublished 
financial statements of the company involving both long term and short 
term performance.  

• Ratings tend to be cycle-neutral. The CRA analyzes the factors in such a 
way that an expected change in short term factors are built in the long 
term analysis. It provides stability to the ratings. 

•  A holistic analysis of the rating makes it a robust one which is not easy 
to deduce from observation or can be easily contradicted. 

• They do not change very often with short term business dynamics or 
change in economic factors. For example: A variation in the quarterly 
performance of a company may not necessitate a revision in the rating. 

• Credit rating may not indicate a same probability of corporate default 
during the recession and expansions.  

• Credit rating is meant to provide a view on probable corporate default till 
the maturity of the instrument.  

• Very often the role of audit firms is confused with the role of CRA. First, 
the auditing firm is appointed by statute and corporate audit is 
mandatory. However, the credit rating is voluntary for the borrower. It is 
compulsory in few countries like India. Second, if the CRA fails to view 
the corporate default it cannot be sued. But the audit firm is responsible 
in many ways as per the Companies Act 2013. Third, the information of 
audit firms is meant for the shareholders whereas the information of the 
CRA is meant for the lenders.  

• In the hindsight, a CRA may not provide a stable opinion on the 
creditworthiness of a company because different sectors are affected by 
technological and regulatory changes in the economy differently. The 
CRA may fail to anticipate such unexpected changes. 

• As business risk varies across industrial sectors, default rates tend to be 
sector-driven.  
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• Most of the issuers prefer to rate their debt instrument with multiple 
CRAs. 

• Ratings provide a relative measure of default risk but they cannot be 
termed as probabilities of default. 

• Ratings measure credit risk, they don’t provide a valuation measure of 
the company. 

• Although information used by credit rating and equity analysis are same, 
both of them are different in nature. Credit rating focuses on downside 
risk. Equity analysis focuses on upside potential of return from the 
investment. 

• Ratings are descriptive, not prescriptive, of a debt situation.  

6.4 KINDS OF CREDIT RATING 

Credit rating may be done for a country, a company, or a special purpose 
vehicle (SPV). 

Sovereign Rating: A sovereign credit rating relates to a country’s 
creditworthiness. A sovereign credit rating provides credibility to the 
companies incorporated in a specific country. International fund houses, 
foreign institutional investors prefer to invest in countries having a good 
credit rating score. 

Corporate Rating:  All eligible participants of corporate bonds should obtain 
the credit rating for the issuance of Commercial Paper, from the major four 
credit rating agencies or any agency specified by the Reserve Bank of India. 
A minimum credit rating of P-2 of CRISIL or such equivalent rating by other 
agencies is mandatory for all commercial papers issued in India. 

Special Purpose Vehicle (SPV): SPVs are created to provide ease of 
repayment to the lenders. The basic principle in creating an SPV is to provide 
earmarked funds to be used for repayment of a specific loan only. For 
example, a conglomerate having cement, steel and petroleum business may 
have an SPV for the cement business only wherein the cash inflow and 
repayment of loan from the cement business are isolated in a bank account 
from other businesses. This isolation provides comfort to the investors. SPV 
has fewer risks, predetermined lifetime and cease to exist when the loan is 
repaid. CRA are widely involved in rating the SPVs and plays a crucial role 
in defining their creditworthiness.  

6.5 REGULATORY PROVISIONS 

Securities and Exchange Board of India (Credit Rating Agencies) 
Regulations, 1999 amended from time to time prescribes the legal guidelines 
on all matters relating to the CRA.  
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Credit Rating A public financial institution, a scheduled commercial, a foreign 
bank operating in India with the approval of the Reserve Bank of India, 
a foreign credit rating agency incorporated in a Financial Action Task Force 
(FATF) Member jurisdiction and recognized under their law, or any company 
or a body corporate is eligible to act as an CRA. The applicant should have a 
minimum net worth of INR 25 crores with adequate infrastructure, to enable 
it to provide rating services. The applicant and the promoters of the applicant 
have professional competence, financial soundness, and a general reputation 
of fairness and integrity in business transactions. 

The promoter of the credit rating agency has a minimum shareholding of 
26% in the credit rating agency. 

• Every credit rating agency has to abide by the Code of Conduct 
prescribed by SEBI. 

• Every credit rating agency has to enter into a written agreement 
with each client whose securities it proposes to rate, and every such 
agreement has to include the rights and liabilities of each party in respect 
of the rating of securities in a defined form. Every credit rating 
agency has to, during the lifetime of securities rated by it, continuously 
monitor the rating of such securities, unless the rating is withdrawn. 

• Every credit rating agency has to disseminate information regarding 
newly assigned ratings, and changes in earlier ratings promptly through 
press releases and websites, and, in the case of securities issued by listed 
companies, such information has to also be provided simultaneously to 
the concerned regional stock exchange and to all the stock 
exchanges where the said securities are listed. 

• Every credit rating agency has to carry out periodic reviews of all 
published ratings during the lifetime of the securities unless the rating is 
withdrawn. 

• Every credit rating agency has to make available to the general 
public, information relating to the rationale of the ratings, which has to 
cover an analysis of the various factors justifying a favourable 
assessment, as well as factors constituting a risk. 

• A credit rating agency cannot rate securities issued by it. 

Code of Conduct 

1. A credit rating agency has to make all efforts to protect the interests of 
investors. 

2. A credit rating agency, in the conduct of its business, has to observe high 
standards of integrity, dignity, and fairness in the conduct of its business. 

3. A credit rating agency has to fulfill its obligations in a prompt, ethical and 
professional manner. 
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4. A credit rating agency has to, at all times exercise due diligence, ensure 
proper care and exercise independent professional judgment in order to 
achieve and maintain objectivity and independence in the rating process. 

5. A credit rating agency has to have a reasonable and adequate basis for 
performing rating evaluations, with the support of appropriate and in-
depth rating research. It has to also maintain records to support its 
decisions. 

6. A credit rating agency has to have in place a rating process that reflects 
consistent and international rating standards. 

7. A credit rating agency cannot indulge in any unfair competition nor can it 
wean away from the clients of any other rating agency on assurance of a 
higher rating. 

8. A credit rating agency has to keep track of all important changes relating 
to the client companies and has to develop efficient and responsive 
systems to yield timely and accurate ratings. Further a credit rating 
agency has to also monitor closely all relevant factors that might affect 
the creditworthiness of the issuers. 

9. A credit rating agency has to disclose its rating methodology to clients, 
users, and the public. 

10. A credit rating agency has to, wherever necessary, disclose to the clients, 
possible sources of conflict of duties and interests, which could impair its 
ability to make fair, objective, and unbiased ratings. It has to also ensure 
that no conflict of interest exists between any member of its rating 
committee participating in the rating analysis and that of its client. 

11. A credit rating agency cannot make any exaggerated statement, whether 
oral or written, to the client either about its qualification or its capability 
to render certain services or its achievements with regard to the services 
rendered to other clients. 

12. A credit rating agency cannot make any untrue statement, suppress any 
material fact or make any misrepresentation in any documents, reports, 
papers or information furnished to the Board, stock exchange, or the 
public at large. 

13. A credit rating agency has to ensure that the Board is promptly informed 
about any action, legal proceedings, etc., initiated against it alleging any 
material breach or non-compliance by it, of any law, rules, regulations, 
and directions of the Board or of any other regulatory body. 

14. A credit rating agency has to maintain an appropriate level of knowledge 
and competence and abide by the provisions of the Act, regulations, and 
circulars, which may be applicable and relevant to the activities carried 
on by the credit rating agency. The credit rating agency has to also 
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Credit Rating comply with the award of the Ombudsman passed under the SEBI 
(Ombudsman) Regulations, 2003. 

15. A credit rating agency has to ensure that there is no misuse of any 
privileged information including prior knowledge of rating decisions or 
changes. 

16. A credit rating agency or any of its employees cannot render, directly or 
indirectly any investment advice about any security in the publicly 
accessible media. A credit rating agency cannot offer fee-based services 
to the rated entities, beyond credit ratings and research. 

17. A credit rating agency has to ensure that any change in registration 
status/any penal action taken by the Board or any material change in 
financials that may adversely affect the interests of clients/investors is 
promptly informed to the clients and any business remaining outstanding 
is transferred to another registered person in accordance with any 
instructions of the affected clients/investors. 

18. A credit rating agency has to maintain an arm’s length relationship 
between its credit rating activity and any other activity. 

19. A credit rating agency has to develop its own internal code of conduct for 
governing its internal operations and laying down its standards of 
appropriate conduct for its employees and officers in the carrying out of 
their duties within the credit rating agency and as a part of the industry. 
Such a code may extend to the maintenance of professional excellence 
and standards, integrity, confidentiality, objectivity, avoidance of conflict 
of interests, disclosure of shareholdings and interests, etc. Such a code 
has to also provide for procedures and guidelines in relation to the 
establishment and conduct of rating committees and duties of the officers 
and employees serving on such committees. 

20. A credit rating agency has to provide adequate freedom and powers to 
its compliance officer for the effective discharge of its duties. 

21. A credit rating agency has to ensure that the senior management, 
particularly decision-makers has access to all relevant information about 
the business on a timely basis. 

22. A credit rating agency has to ensure that good corporate policies and 
corporate governance are in place. 

23. A credit rating agency cannot, generally and particularly in respect of the 
issue of securities rated by it, be a party to or instrumental in the creation 
of a false market, price rigging or manipulation or dissemination of any 
unpublished price sensitive information in respect of securities which are 
listed and proposed to be listed in any stock exchange, unless required, as 
part of the rationale for the rating accorded. 
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Reserve Bank of India also prescribes various guidelines from time to time 
on the issue of various bonds and commercial papers. 

6.6 RATING AGENCIES  

There are only three Credit Rating Agencies having universal acceptance 
around the world. They are  

Fitch: Established in 1913 operating from New York and London. 

Moody’s: Established in 1909 operating from New York. 

Standard and Poor’s: established in 1941 operating from New York. 

In India we have five major Credit Rating Agencies, which are: 

CRISIL (Credit Rating Services of India Limited) was established in 1987 
in Mumbai. 

CARE (Credit Analysis and Research Limited) was established in 1993 in 
Mumbai. 

India Rating ad Research Pvt Ltd, a Fitch group company, established in 
1995 in Mumbai 

Brickwork Ratings India Pvt Ltd, established in 2008 in Bangalore. 

SME rating agency of India, established in 2005 in Mumbai 

Most countries have their own rating agencies for rating the debt instruments 
in those countries. But the rating mechanism of those agencies is not 
accepted globally. 

6.7 CREDIT RISK ASSESSMENT 

The Credit Rating Agencies (CRAs) look into various aspects of the business 
to give an opinion on the creditworthiness of the company or an instrument. 
It is different for sovereign credit assessment. We discuss here the credit 
rating methodology and different aspects of this process as followed by 
ICRA.2 

The creditworthiness of an entity is exposed to industry risk, financial risk, 
business risk, and, management risk. All those risk aspects are identified 
through the financial and non-financial parameters of the entity. 

 

 

 

 

 

                                                           
2 Extracted from https://www.icra.in/Files/Articles/Rating%20Meth%20Mar%202017.pdf 
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Credit Rating Credit Risk Assessment 

 

Industry Risk  

The growth prospect of an industry may be instrumental in providing a 
continuous revenue flow in the coming years. However, the CRAs consider 
the sustainability of earnings over a period of time. The IT-enabled services 
may be a promising industry at present, but how long a specific company can 
run its operation profitably is also a matter to be considered by the CRA. 
Cyclical industries like Steel, Cement may not be viewed to possess very 
good creditworthiness Whereas the FMCG sector may have better debt 
servicing capability. Competitive Intensity may be defined as the industry 
where there is more challenge for cost minimization, super specialization, 
and competition We may cite the example of the textile industry where these 
challenges make this industry less creditworthy. Pharmaceutical industry, 
thermal, and hydropower companies may have higher regulatory risks than 
other sectors. 

Business Risk 

Business risk is company-specific. The huge production capacity of a 
company may act in favour of its creditworthiness. Its relative scale of 
operation against other players in the Industry acts in favour of its ability to 
service debts. Competitive position relates to the product uniqueness, 
business advantage, and strong brand position of the company. These are 
positive factors for creditworthiness.  Diversification may be in terms of 
geographical diversification, product diversification, or customer 
diversification. A diversified company can survive in difficult times but all 
the while diversification is not good. A highly diversified company does not 
have any uniqueness of the business. The rating agencies take a pragmatic 
view on the efficacy of diversification for stable earnings. Operational 
efficiency is determined from the break-even point, capacity utilization, and 
contribution margin of a product. Automated plants, manpower productivity, 
and efficient procurement of material are factors that may lead to better 
operational efficiency. The rating agency explores these strengths in the 
client company. Project risk happens to growth companies that are always in 
expansion mode. Further, as we observe, the power companies in our country 
face a lot of project risk. if the company does not take care of the project risk 
properly, it becomes more difficult to sustain the business. 
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Financial Risk  

Profitability ratios like Return on Capital Employed, Return on Asset, 
Operating Profit Margin, and Net Profit Margin determines the potential of 
the company to sustain and grow. Likewise, Solvency is analyzed from the 
debt-equity ratio, capital gearing ratio, and debt to operating profit ratio. The 
interest coverage ratio, Debt service coverage determines the ability of the 
company to service the debt out of its profit. Liquidity is the ability of the 
company to manage its short-term cash position. The current ratio, liquidity 
ratio, and various activity ratios like inventory turnover ratio and receivable 
turnover ratio explain the liquidity of a company. The analysts try to get a 
view of financial risk from various published and unpublished statements of 
the company. The figures are compared with the financial figures of the same 
company against the previous years and also figures of companies in the 
same sector. Most of the analyses of financial risk are quantitative in nature. 

Management Risk 

An analyst cannot find out the management risk from quantitative data. The 
detailed study of the annual report and interaction with the officials provides 
a general view of the management quality, financial policies, and corporate 
governance of the company. The analyst also goes through various news and 
literature about the company published in various forums.  

The analysis done by a credit rating analyst is not different from a stock 
analysis. However, the focus of this kind of analysis is defensive in nature (a 
view on default) rather than being futuristic and optimistic (expecting a gain 
in the future) as in the case of equity analysis. 

6.8 CREDIT RATING SCALES 

Credit rating agencies rate the debt instruments on alphabetic or 
alphanumeric scales. For example, the Fitch rating scale ranges from AAA 
(Highest Credit Quality) to D (Default).  The comparison of the world’s best 
three CRAs is given in Table – 6.1, which clearly shows that, there are 
separate ratings for the long-term debt and short-term debt. The investment is 
further categorized as Speculative grade and Investment Grade. Some rating 
agencies provide the overall creditworthiness of the company instead of 
rating any particular instrument.  While others provide counterparty risk 
ratings. The primary purpose of counterparty risk ratings is to assess the 
ability of the issuer to pay back principal and interest of a specific instrument 
in time. A fully secured bond may have better credit rating than the 
unsecured bond. Further, a bond having a first charge may have a better 
rating than the subordinate bonds. The rating of the instrument relates to the 
full period of maturity although the rating agencies may revise the rate later 
on.  
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Credit Rating Table -6.1: Comparison of rating scale of Moody’s, S&P and Fitch3 

  Moody's S&P Fitch 

Ungefähre Lon Shor Lon Sho Lon Shor

Investment Aaa 

P-1 
(Pri
me-
1) 

AA

A-
1+ 

AA

F1+ Investment 
grade: 
Very high 

Aa1 AA AA

Aa2 AA AA 

Aa3 AA- AA- 

Investment 
grade: 
High 

A1 A+ 
A-1 

A+ F1/F

A2 P-
2/P-1 
P-
2/P-1 
P-2 
(Pri

A A F1 

A3 A- 
A-2 

A- F2/F
1 
F2 

Investment 
grade: 
Good 

Baa BB BB

Baa P-
3/P-2 
P-3 
(Pri

BB
A-3 

BB F3/F
2 
F3 Baa BB BB

Speculative 
grade: 
Speculative 

Ba1 

Not 
Prim
e 

BB

B 

BB

B 

Ba2 BB BB 

Ba3 BB- BB- 

Speculative 
grade: 
Highly 
speculative 

B1 B+ B+ 

B2 B B 

B3 B- B- 

Speculative 
grade: 
Very high 
risk 

Caa CC

C 

CC
C C 

Caa CC

Caa CC

Speculativ Ca CC CC 

In default C SD/ D RD/ RD/

 
                                                           
3 Source : https://www.moneyland.ch/en/rating-agencies 
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The rating scale of CRISIL is different than the international rating as shown 
in Table 6.2  

Table 6.2: CRISIL’S Rating Scales4 

Long-
Term 
Rating 
Scale 

Short-
Term 
Rating 
Scale 

Structured Finance 
Rating Scale 

Credit Enhancement 
Rating Scale 

Corporate 
Credit 
Ratings 
Scale 

Fixed 
Deposit 
Rating 
Scale 

Symbol 
(Rating 
category 

 Symbol 
Rating 
category 

Long-Term 
SO 
Instruments 
(Rating 
category) 

Short-Term 
SO 
Instruments 
(Rating 
category) 

Long-Term 
CE 
Instruments 
(Rating 
category) 

Short-Term 
CE 
Instruments 
(Rating 
category) 

Symbol 
(Rating 
category) 

Symbol 
(Rating 
category) 

CRISIL 
AAA 

CRISIL 
A1 

CRISIL 
AAA (SO) 

CRISIL A1 
(SO) 

CRISIL 
AAA(CE) 

CRISIL A1 
(CE) 

CCR 
AAA 

FAAA 

CRISIL 
AA 

CRISIL 
A2 

CRISIL 
AA (SO) 

CRISIL A1 
(SO) 

CRISIL 
AA(CE) 

CRISIL 
A2(CE) 

CCR AA FAA 

CRISIL 
A 

CRISIL 
A3 

CRISIL A 
(SO) 

CRISIL A2 
(SO) 

CRISIL A 
(CE) 

CRISIL A3 
(CE) 

CCR A FA 

CRISIL 
BBB 

CRISIL 
A4 

CRISIL 
BBB (SO) 

CRISIL A3 
(SO) 

CRISIL 
BBB(CE) 

CRISIL A4 
(CE) 

CCR 
BBB 

FB 

CRISIL 
BB 

CRISIL 
D 

CRISIL 
BB (SO) 

CRISIL A4 
(SO) 

CRISIL 
BB(CE) 

CRISIL D 
(CE) 

CCR BB FC 

CRISIL 
B 

 CRISIL B 
(SO) 

CRISIL D 
(SO) 

CRISIL 
B(CE) 

 CCR B FD 

CRISIL 
C 

 CRISIL 
C(SO) 

 CRISIL 
C(CE) 

 CCR C  

CRISIL 
D 

 CRISIL 
D(SO) 

 CRISIL 
D(CE) 

 CCR D  

      CCR SD  

CRISIL may apply ‘+’ (plus) or ‘-’ (minus) signs to its long-term ratings 
from ‘CRISIL AA’ to ‘CRISIL C’, to long term ratings for structured finance 
instruments from ‘CRISIL AA (SO)’ to ‘CRISIL C (SO)’, long term ratings 
for credit enhanced instruments from ‘CRISIL AA(CE)’ to ‘CRISIL C(CE)’, 
corporate credit ratings from ‘CCR AA’ to ‘CCR C’, and fixed deposit 
ratings from ‘FAA’ to ‘FC’, to reflect comparative standing within each 
category. 

 CRISIL may apply ‘+’ (plus) sign to short term ratings from 'CRISIL A1' to 
'CRISIL A4', to short term ratings for structured finance instruments from 
‘CRISIL Á1 (SO)’ to ‘CRISIL Á4 (SO)’, short term ratings for credit 
enhanced instruments from ‘CRISIL A1(CE)’ to ‘CRISIL A4(CE)’, to reflect 
a comparatively higher standing within a category. Plus and minus signs are 
used to indicate finer distinctions within a rating category.  

The minus symbol associated with ratings has no negative connotations 
whatsoever. 

                                                           
4 https://www.crisil.com/mnt/winshare/Ratings 
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Credit Rating 6.9 BENEFITS OF CREDIT RATING 

• The rate given by the CRA may provide a clue to the company on the 
interest rate it will have to pay to its lenders. A higher rate may 
command less interest 

• A highly rated company is recognized as a valuable company in the 
market. Further, large companies having a good reputation may procure 
funds with ease which may not be same for a lesser known company. 
Hence, for the later credit rating is an abject necessity.  

• Certain debts are given only if the borrower has a credit rating score.  

• The Companies use the credit rating scores as a barometer of their 
strategic moves. They experiment different ‘what if’ situations relating it 
to the credit rating scores. The efficacy of their management decisions 
are tested in this process.  

• Some companies use credit rating as a competitive prestige factor.  

• Credit rating provides the company with access to a broader and deeper 
investor base as the former enhances its credibility through the rating.  

• The management of a company decides on several factors based on the 
credit rating namely, the timing of the debt issue, terms/covenants of the 
issue, cost of borrowing, and redemption. 

•  Credit rating provides recognition, transparency, and credit standing to a 
company in the international capital markets  

• A good credit rating provides bargaining power to the lenders.  

• The company may reduce its cost of flotation and surveillance fees by 
rating its debt.  

• A good deal of time is saved by the management on promoting the debt 
issue if the instrument has a high credit rating. 

• CRAs are experts in their domain area. Hence, the same kind of exercise 
done by a company in-house may cost higher to the issuer. In present 
time, risk assessment has been quite stupendous due to the complexity 
and globalization of the financial market. 

•  The investors have higher confidence on an outside agency like the 
CRA. They may use the ratings of alternative debt instruments before 
taking a decision on their investment.  

• CRAs interact with the management of the company intensively during 
the rating process. This discussion provides the management a very good 
insight on their mode of operation.  
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6.10 ISSUES WITH THE CREDIT RATING 

• There is no standard procedure for undertaking the rating process. It is 
individualistic for each CRA and at times it may lead to inaccurate 
ratings. Further, there are instances of CRAs being involved in financial 
and corporate scandals. Enron was considered investment-grade few days 
before it went bankrupt. During the Sub Prime Crisis, the CRAs have 
given good credit ratings to several financial institutions that in a short 
period of time became bankrupt. In India, IL&FS had an AAA grade 
when its subsidiary IL&FS Transport Networks, defaulted in June 2018.  

• The issuers have the obligation to undertake the credit rating during an 
issue of debt instrument. They will have to pay the fees to the CRAs for 
the services done. CRAs may be induced to give a better credit rating if 
they are paid a higher fee. It leads to conflict of interest 

• The CRAs also provide various consultancy jobs besides the rating 
activity. An issuer may provide the opportunity of consulting to a CRA if 
the rating is high. It is also another example of conflict of interest.   

• The market is dominated by three big global Players. (Moody’s Investors 
Services, Standard & Poor’s, and Fitch Ratings 95% of the rating 
business). In India, we have only seven recognized rating agencies. 
Lesser number of players in the rating field augurs bad for this industry.  

• CRAs remained largely unregulated barring the code of conduct 
prescribed by SEBI in India.  

There are no penalty provisions for any wrong assessment by the CRAs. 
They are self-regulated.  

However, rating agencies have an important role to play in the coming days 
looking into the astronomical growth in the debt market. As per a report 
published by CRISIL the debt market in India is going to grow to 65-70 lakh 
crores from a modest 33 lakh crores in the year 2020. Hence, CRAs have a 
big role to play in the future. 

6.11 SUMMARY  

Debt instruments of various kinds are a major investment avenue for 
corporate and individual investors. The contractual nature of the debt 
investment makes it lesser risky than the other kind of investment. However, 
no investment in the world is risk-free. The credit rating of the borrower is a 
mechanism to get a view of the ability of the borrower to pay the interest and 
principal in time. Moody’s, Standard and Poor’s, and Fitch are the prominent 
CRAs at the international level. In our country, CRISIL, CARE, and ICRA 
are the major CRAs. The rating agencies rate the companies on the basis of 
financial and non–financial factors. Various alphabetical and alphanumeric 
rates are given to the borrowers on a relative basis as per their 
creditworthiness. A credit rating may help the company to procure funds 
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Credit Rating easily and many times the companies use credit ratings for managerial use. 
The monopoly of few players in this area besides a conflict of interest is a big 
criticism against the CRAs. However, the CRAs are going to prosper in the 
coming days due to the astronomical growth in the debt market. 

6.12  SELF-ASSESSMENT QUESTIONS 

1. What do you understand by Credit Rating? 

2. Why credit rating is required to be done by a company before issuing a 
debt? 

3. What are the criticisms against the credit rating mechanism?  

4. What major financial and non-financial factors, are considered by an 
analyst for credit rating? 

5. Explain the framework of credit rating by CRISIL. 
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