nderstandingtheinflu-
( 2 é enceofcorporaterela-
tionships is integralto

com plete credit analy sis. As busi-
nessdy namics continu ously re-
configure corporatefamilies, its
implicationsfortheinvestor
should be out lined. Dif fer ent cor
po rate struc tures give rise to di
verse sup port mecha nisms, and
the de gree of credit en hance ment
im plied by any sup port agree ment
variesaccordingly. Where sup port
agree ments are en tirely en force-
able and completelydependable,
ratings of the sup ported en tity
may even be at par with the sup-
portingentity,im plyingmaximum
possible creditenhance ment.

The credibil ity of the sup port-
ing en tity is the key vari able in the
equation. Wherethe organization
be ing rated is a mem ber of a large
corporate family, theinfluenceon
this en tity may work both ways,

i.e. both the stress and sup port
aris ing from its po si tion within the
family, de ter mines its credit stand-

ing.

Arating agency ana lyzes fac
tors that strengthen or weaken the
standalone viability of an entity.
The in ter play of these fac tors re-
sults in a continuum of sup port

lev els, that in turn de ter mines the
ap pro pri ate de gree of credit en
hancement.

Support lev els may be dis tin
guished by rela tive strength of
supportingentities. Traditionally,
the strong est pro vid ers of sup port
have been the gov ern ments. Fac-
tors influencingthe analy sis of

sup port agree-
Factorsinfluencingthe

ments are simi lar :
analy sis of sup portagree ments
for both gov ern- are similar for both gov ern ment

ment and non- and non- government

relationships
governmentrela-
tion ships. This pa per at tempts to
dis til some of the key fea tures
com mon to most Gov ern ment
Sup ported Entities (GSEs) and ad-
dresses their im pact on rat ings as-
signed by JCR-VIS.

GSEs are a universal feature,
preva lent in all econo mies, and
mostly function as organizations
of national im portance. Their role
often assumes greater sig nifi cance
inadeveloping economy, where
mar ket mecha nisms have not ma-
tured and the in volve ment of the
state is per ceived as be ing vital to
bal anced eco nomic growth.

The preva lence of GSEs in
Paki stan is a simi lar phe nome non.
Whereas some enftities were ac-

JCR-VIS Credit Rat ing Com pany Lim ited
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quired as in heri tance to the newly
emerged state, oth ers were in stk
tuted in key ar eas, mostly during
the first 30 years of in de pend ence.
These en ti ties were set up for state
regu lated pro vi sion of fun da men
tal amenities. In ad dition to this,
severalfinancialinstitutions were
es tab lished, each with its own spe-
cial man date for pro mot ing the
vari ous sec tors of the econ omy. In
certain fields like bank ing, pri vate
sectorinstitutions werealso op era-
tive along sidegovernmentinstitu
tions. With na tion aliza tionin 1971,
the number of GSEs grew fur ther,
giv ing rise to some de gree of over-
lap in man dates of GSEs.

The last dec ade has wit nessed
grow ing con fidencein the abil ity
ofthe pri vate sec tor to ef fec tively
managdecorporations,resultingin
considerablederegulationandan
emphasisonprivatization. As
such, many of the pa rame ters,
relevant in the analy sis of a gov-
ern ment sup ported entity have
now be come fluid.

JCR-VIS Credit Rat ing Com
pany Lim ited cur rently rates the
large ma jority of the rated, lo cal
GSE uni verse.

GSEs ex hibit a large de gree of

di ver sity in terms of their form, fi-
nan cial viabil ity and sig nificance
of their role in the na tional econ-
omy, all of which have a dis tinct
effect on the level, com mit ment
and con ti nuity of sup port forthe
entity.

Fundamental Analysis

The ap proach to wards analy
sis of standa lone strength and risk
pro file of a GSE is no dif fer ent

fromthe gen eralrating ap proach
to wards non- GSEs. To arrive at a
basicrating,theinstitution'sinher-
ent strengths and fi nan cial risks
are ana lyzed in con junc tion with
its fu ture strat egy. The ra tion ale of
the ex er cise is the evalua tion of an
entity's abil ity to with stand stress
in case government sup portis not
forthcoming.

The na ture of sup port avait
able to a GSE is then lay ered into
therating as sess mentto arrive at
an ap pro pri ate creditrating. Itis
worth emphasizingthatignoring
external sup portfactorscom-

pletely, is
nei ther re ignoring externalsup portfactors

L. completely,isneitherrealistic
alisticnor nor use ful for an in ves tor, as
use ful for supportfeuiur:essybsionhully

) af fectthe like lihood of

aninves- repaymenf
tor, or

any other user of credit rat ing, as
sup portfea tures sub stantially af
fectthelikelihood of re pay ment,
par ticu larly in times of stress. The
significance of external sup port
avail able to a GSE can also be un-
der stood in terms of 'risk di ver si fi
cation'. As the sup porting enftity is
external to the sup portedentity
and notnec es sarily af fected by

the in ter nal credit risks of the en-
tity be ing rated, its sup port can be
viewed as pro tec tion against any
even tu ality within the GSE it self.

Categories of Support

Sup port avail able to all GSEs
can be distin guished asbeing ei-
ther

1) Ex plicit sup port or

2) Im plicit sup port.
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Explicit Support

In Paki stan, many of the
publicsectorentities carry govern
ment guar an teed debt. In case of
explicitguarantees,itisim portant
to dis crimi nate a 'full faith and
timely pay mentguarantee'vis-a-
visan'ultimatere pay mentguar-
antee'.Ourearlierpublications
have highlighted theim portance
of timely pay ment and the mecha-
nism in place to en sure against
pay mentinterruptionin casethe
GSE in ques tion comes un der
stress. Where ex plicitguaran tees
for timely sup port ex ist, GSEs are
typi cally as signed the samerating
as the government. In case of a lo-
cal currency rating as signed on a
national scale, fed eral gov ern-
ments are typi cally rated 'AAA'
and there fore debt ob li ga tions that
are ex plicitly guaranteed by the
fed eral gov ern ment, are rated as
equivalents. How ever, entitiesas a
whole may not en joy the same rat
ing as the sov er eign, if only a por-
tion of totalobligations is so
guaranteed. JCR-VIS mini mizes
therating differentialbetween
GSEs and the gov ern ment, de-

pending
JCR-VIS mini mizes the rating
differential be tween GSEs and on the pro
thegovernment,dependingon portion of
the proportionof explicitly explicitly
guaranteed debttototal
financialobligations guaran-
teed debt

tototalfinan cial obligations. Fur
ther, where the guar an tee does

not en sure timely pay ment, the

rat ing will be lower than that of the
guarantor.

ImplicitSup port

Where sup portisim plied,
rather than explicit,determining
the ex tent of ex ter nal credit en-
hance ment, ap pro pri ate forthe
GSE be ing rated, war rants fur ther
deliberation. Havingarrived atan
as sess ment of the standa lone rat
ing, we as sess the ex tent of sup-
port to be ex pected, and en hance
therating by an ap pro pri ate
number of rat ing notches. In case
of im plied sup port, standa lone rat-
ings are en hanced by a maxi mum
of three notches. We have high-
lighted be low, some of the key
points taken into con sid era tion by
JCR-VIS, while as sessing external
support.

Degreeofintegration/Signifi-
cance of the GSE's Man date:

The de gree of in te gra tion of an
entity into the gov ern mentit self is
oneindicatorforassessinga
GSE's signifi cance. Entitiesthat
have a constitutionallydetermined
place in the gov ern ment, or which
un dertakebusinessthatcannotbe
undertaken onacom mercial basis
orsignificantregulatorybarriers
ex ist to en ter or exit the con cerned
business, are usu ally as signedrat-
ings equiva lent to the gov ern-
ment.

In Paki stan's con text, certain
specialindustrieslikearmament
industries ornuclearfacilities, may
be consideredsuitableexamples.
What needs to be determined, is
thein centive agovern ment may
have, to ex tend timely sup port. In
other words, an es tima tion isre
quired of the cost that the econ-
omy may have to bear, in the
event of GSE fail ure vis- a- vis the
cost of preventing a default

JCR-VIS Credit Rat ing Com pany Lim ited
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through timely sup port. This

would re quire an as sess ment of
how a GSE fits into the state ma
chin ery and the ex tent to which it
fulfills the govern ment's key policy
objectives.

Man dates as signed to GSEs
may not be long- term in na ture.
These GSEs may ex ist only as i
terim so lu tions to the re quire-
ments of a developingeconomy.
Overtime the gov ern ment's in ter-
est in such an en tity is bound to
diminish. Therefore, possible ero-
sion of the GSE's value to the
state must be fac tored into the as
signed rating.

Government Ownership/
Control:

The ex tent of own er ship of the
governmentanditsin volve mentin
the entity's busi ness af fairs may
beanindication oftheinterestex-
hibited to wards the GSE un der
evaluation. Ap point ment of board
mem bers and/or top man age ment
be speaksthe govern ment's stake
in the company's wellbeing.

Avail abilityof Finan cial
Re sources/ TrackRe cord:

The fi nan cial strength of the
Gov ern ment and its con tin ued ac
cess to fi nan cial mar kets is a pri
mary con cern, which is as sessed
to gether with ex pected strain on
these re sources due to a large
number of GSEs that may be fi nan-
cially dis tressed. In this re spect the
total quantum of the govern ment's
contingentliabilities shouldbe
evalu ated to ar rive at a meas ure of
ex pected sup porttoa particular
GSE. Form and level of as sis tance
ex tended in the past may be a rele-
vantindicatorinthisre spect.

In many in stances, the gov ern-
ment may have ex tended loans or
grants to a GSE. The terms of
such cred its and/or the size of
grants pro vided help as sess the
de gree of sup portavail able.

Social & Politi cal Costs:

Allow ing a GSE to fail may be
accompaniedbyvaryingdegrees
of so cial cost. Fail ure of entities
that carry pub li ¢ debt or are listed
on the stock ex changes may re
sult in severepublicrecrimination.
As such the gov ern ment may of fer
differentlev els of sup port to these
GSEs, de pend ing on its as sess
mentof ex pected publicreaction.

Credit Stand ing of Sup porting
Governments:

Governmentsup portedentities
may not nec es sar ily be directly re
lated to the fed eral gov ern ment.
Entities sup ported by a sub-
sovereigni.e. pro vin cial gov ernr
ments, or other forms of lo calgov-
ernment, e.g. municipalities, often

fe.at}lre En ti ties sup ported by a sub-
similar sovereigni.e. provincial
forms of gov ern ments, or other forms of

localgovernment,e.g.
support. mu nicipalities, oftenfeature
The vari- simi lar forms of sup port
ous fac-

tors taken into ac count while
evaluatingsovereignsup ported
entitiesaredirectly ap plicableto
en tities owned or con trolled by a
sub- sovereign. The only point of
difference beingtherelative credit
stand ing of the sub- sovereign vis-
a-vis the federalgovernment.

Aninter esting form of gov ern
ment sup ported entities are those
set up as joint ven tures. In case of
ajoint ven ture be tween two sov er-
eigns, where the GSE is incorpo-
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rated in one of the sov er eigns, a

lo cal currency rat ing of the GSE
would also take into ac count, the
inter national credit standing of the
foreign govern ment, andthelo cal
currency rat ing of the coun try of
incorporation. Moreo ver, therating
con sid ers whether sup portis avail -
able jointly or severally. If the in-
ter na tional credit rat ing of the
foreign governmentis superiorto
that of the sov er eign where the
GSEisincorporated, withli abilities
de nominated inthe GSE's lo cal
currency, theratings are ap pro pri
ately en hanced. In such cases, the
standalone rat ing of the GSE may
be en hanced by more than three
notches.

Privatization

Privatization of GSEs has sig-
nificantimplications in this regard.
While as sign ing credit rat ings, the
pos sibility of privatization overthe
near term -
whether
partial or
complete -
is to be
con sid ered. Though a GSE may
continueto as sist the govern ment
inpolicyim ple mentation even af-
ter privatization,itsrolein the
workings of the publicsector
would be sub stanttially re duced,
thereby re ducing or even elimi nat-
ing the pos si bil ity of state sup port.
As such the finan cial vi abil ity of
the GSE, in the ab sence of gov ern
ment sup port, re quires thor ough
consideration.

While as signing creditratings,
thepossibilityof privatization
over the near term - whether
par tial or com plete - is to be
considered

The credit stand ing of the
buyer will be a criti cal fac tor in the
postprivatizationscenario, that
can not be evalu ated prior to sell
off. How ever, a standa lone rat ing

basedonintrinsicfinan cial
strength, does pro videin ves tors
with are li able es ti mate of the en-
tity's risks, for en ti ties where the
gov ern ment is ex pected to offload
its hold ing, ei ther through par tial
sell off orcom plete privatization.
To ease the tran si tion of credit rat-
ings into an entity's post privati za
tion credit standing, JCR-VIS,
publicly dis closes these standa-
loneratings.
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