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Principles Of Corporate And Government
Ratings

Standard & Poor's Ratings Services corporate, government, financial institution, and insurer (C&G) credit ratings
may be broadly split between those assigned to obligors (debt issuers) and obligations (issues). The Issuer Credit
Rating (ICR) is a current opinion on an issuer's overall capacity and willingness to pay its financial obligations on a
timely basis. It primarily indicates the likelihood of default.

Standard & Poor's Ratings Services also assigns credit ratings to specific issues. Issue credit ratings may reflect a
blend of default risk and recovery prospects in the event of default. The issue credit rating takes into consideration
the creditworthiness of guarantors, insurers, or other forms of credit enhancement on the obligation and takes into
account the currency in which the obligation is denominated. The opinion evaluates the obligor's capacity and
willingness to meet its financial commitments as they come due and may assess terms that could affect ultimate
payment in the event of default, such as collateral security and subordination.

Issuer Credit Ratings

For C&G ratings, Standard & Poor's Ratings Services employs fundamental credit analysis, supplemented by
quantitative models, as appropriate, in accordance with its methodology and criteria. The analysis follows a
systematic framework, called the Rating Methodology Profile (RAMP) tailored to the type of obligor. Business risk
and financial risk are the main elements of corporate and financial institution analysis. Credit ratings are often
identified with financial analysis, especially ratios. But it is critical to realize that ratings analysis starts with the
assessment of the business and competitive profile of the company or the economic and political profile of the

government.

Business risk
When assessing business risk, the analysis commonly includes country risk, industry characteristics, competitive
position, cost efficiency, and profitability relative to peers. Industry characteristics typically encompass growth

prospects, volatility, and technological change, as well as the degree and nature of competition.

The economic environment is especially important for bank credit quality. Regulatory structure affects utilities,
insurance companies, banks, and other sectors. A company's product/service diversity, especially any risk

concentration of a financial institution, is considered.

While any particular profile category can be the overriding rating consideration, the industry risk assessment can be
a key factor in determining the credit rating to which any participant in the industry can aspire. Broadly speaking,

the lower the industry risk, the higher the potential credit rating on companies in that sector will be.

An organization's strategy, operational effectiveness, and financial risk tolerance will shape its competitiveness in the
marketplace and the strength of its financial profile. Risk management is an increasingly important analytical factor
in the financial services sector. Credit, market, and trading risks are assessed. Standard & Poor's Ratings Services
attaches great importance to management's philosophies and policies concerning financial risk.
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Financial risk

Financial analysis begins with an evaluation of the firm's accounting principles employed, particularly any unusual
practices or underlying assumption. Key financial indicators generally fall into the following categories: profitability,
leverage, cash flow adequacy, liquidity, and financial flexibility. For financial institutions and insurers, critical
factors are asset quality, reserves for losses, asset/liability management, and capital adequacy. The specific ratios
analyzed vary by industry and may include profit margins, return on investment, debt/capital, debt/cash flow, and
debt service coverage. Cash flow analysis and liquidity assume heightened significance for firms with
speculative-grade ratings ('BB+' and lower). Trends over time and peer comparisons are evaluated.

Off-balance sheet items, such as leases and pension liabilities, are considered. Where appropriate, Standard & Poor's
Ratings Services may adjust reported financial statements to arrive at a more faithful representation of credit
measures and to improve comparability. Standard & Poor's Ratings Services makes extensive use of risk-adjusted

asset quality indicators and risk-adjusted capital analysis to compare financial institutions in different countries.

Standard & Poor's Ratings Services employs proprietary quantitative models to measure the capital adequacy of

insurance companies, including firms that insure U.S. municipal bonds and other obligations. An earnings adequacy
model also may be applied to insurance companies. At its core, it is a risk-adjusted analysis of a company's earnings
stream, reflecting the insurer's underwriting risks and investment income. Analysis of liquidity and reserve adequacy

are also modeled.

'Pi' ratings assigned to insurance companies may be substantially determined by quantitative models that evaluate
publicly available financial data.

Combining business and financial risk

RAMP categories may be scored, but there is no precise recipe for combining the scores to produce ratings. The
analytical variables are interrelated and the weights are not fixed. A company's business-risk profile determines the
level of financial risk appropriate for any rating category. A well-positioned firm can tolerate greater financial risk,
for a given rating, than a poorly positioned organization. Two firms with identical financial metrics may be rated

very differently to the extent their business challenges and prospects differ.

Government credit ratings

For sovereign governments, the key determinants of credit quality are political and economic risk. Economic risk
addresses a government's ability to repay obligations on time. Political risk addresses the sovereign's willingness to
repay, a qualitative factor that distinguishes sovereigns from most other issuers. Political risk encompasses the
stability and legitimacy of political institutions. At the regional and local government level, the analysis includes the

supportiveness and predictability of the public sector system and the matching of revenue to service responsibilities.

The foundation of government creditworthiness is the economic base. The economic structure, demographics,

wealth, and economic growth prospects play a key role in credit analysis.

Budgetary performance is a central component of financial analysis. Special attention is paid to revenue forecasting,
expenditure control, long-term capital planning, debt management, and contingency plans. The debt burden relative
to the economic and population base, as well as the government's debt structure and funding sources are considered.

Off-balance sheet obligations are recognized. Quantitative elements are captured in a number of ratios that can be

compared to those of peers.
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For sovereigns, financial analysis includes fiscal and monetary flexibility. The financial sector may be viewed as a
significant contingent liability for a sovereign government. External liquidity is also analyzed.

Similar to the rating process in the private sector, analytical judgment, rather than a formulaic approach, is

employed to weigh the individual RAMP categories and reach a rating decision.

Rating Specific Instruments

The ICR, which indicates the obligor's default risk, is generally the starting point when rating individual C&G
issues. The issue's credit rating may also take account of ultimate recovery in the event of default. For the same
obligor, secured debt is often rated higher than unsecured debt, and subordinated debt is typically rated below

senior debt. Debt of a holding company may be rated below debt of its operating subsidiary.

Recovery expectations dictate whether an obligation is rated above, below, or the same as the ICR. Standard &
Poor's Ratings Services is in the process of expanding its recovery analysis for speculative-grade issuers, in response
to the market's increased interest in post-default recovery. As a result, a growing number of issues will be rated 1-3

designations (notches) above and below the ICR.

Certain obligations, including municipal revenue bonds, are serviced from a dedicated source, such as water and
sewer charges and road tolls. Analysis of these instruments is generally project-specific and focuses on revenue
generation relative to debt service, facility maintenance, and other requirements, often cushioned by reserve funds.
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