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SCOPE OF CRITERIA

The criteria ‘Corporate Rating Methodology’ applies to a wide range of Industrial and services sector non-financial 
corporate issuer / entity ratings conducted by VIS Credit Rating  Company  Limited  (VIS).  Entity  ratings reflect the 
overall ability and willingness of a company to repay its senior unsecured creditors while debt instrument ratings also 
take into account the structure of that particular instrument and its priority in the capital structure which strengthens 
or weakens its recovery prospects vis- à-vis the unsecured creditors.

It is important to recognize that rating is an opinion on the overall ability and willingness of a company to make timely 
payments and the rating bands denote the relative risk associated with the ratings. Rating is not a guarantee against 
loss. A rating does not constitute a recommendation to purchase, sell, or hold a particular security. In addition, a rating 
does not comment on the suitability of an investment for a particular investor.

SUMMARY OF CRITERIA CHANGES

The fundamental criteria as outlined in ‘Rating Methodology - Industrial Corporates’ dated August 2021 remains the 
same with no changes to the ratings framework itself. This document encompasses revision to the short-term rating 
scale. The addition to the rating scale aims to bring greater clarity for short-term obligations.

As markets develop and ratings universe continues to expand, VIS continues to deepen its understanding of the 
debt market and makes regular updates to account for changing market conditions.  Sectoral Research are regularly 
disseminated in the Sector Updates posted in the Knowledge Center on the VIS website.

AN OVERVIEW OF RATINGS FRAMEWORK

VIS ratings  framework  has two broad components:  (A) Business  Risk and (B) Financial  Risk, with several sub-factors. 
Each area is assessed during the ratings process and the individual assessments are combined to arrive  at the final  
rating.  Weaknesses  in one area may be offset by strengths in another or vice versa. While some factors such as 
financial ratios have clearly articulated benchmarks for each rating band, some areas require  subjective  assessment;  
this makes rating as much an art as a science.

Through several years of experience, VIS has established  weightages  for the different rating factors. However, 
these weightages are subject to change over time and across industries. For entities operating for 5 years or more, 
it is recommended to allocate higher weight of up to 60% to financial risk, as matured operational dynamics and 
consistent financial results are expected from such companies. On the other hand, a higher weight for business risk is 
recommended for entities with shorter performance history.

The Business Risk assessment itself is performed at two levels; first at the industry level and then at the company 
specific level. The industry risk assessment focuses on the degree of cyclicality and the strength of competitive forces 
along with the extent of capital intensity, vulnerability to technological change and level of regulatory interference in 
the industry.

At the company specific level, business risk analysis includes management quality assessment, organizational structure, 
and operational risk factors. The objective of this analysis is to ascertain the strength of a corporate entity’s business 
model, franchise value, diversity, competitive advantage and adequacy of operational systems, together with a review 
of quality of management and organizational structure.

Financial Risk analysis includes an appraisal of the historic and projected financials, risk entailed by the capital structure, 
level of profitability and, adequacy of cash flows to meet operational requirements and debt servicing obligations. 
Financial statements may be re-casted to assess the company’s performance over a timeline. The projected financials 
are studied for management’s expectations regarding future economic environment and are also sensitized  for 
different scenarios to determine the company’s ability to bear operational and financial risk. While review of history 
is important to judge the company’s track record of performance, it is the potential for future performance which 
primarily drives the ratings.

Finally, ratings take into account the external support available to the entity and may be enhanced on the basis of 
the nature of support from sponsors / shareholders, associated companies etc. and the relative credit standing of the 
supporting entity. V
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i. Industry Risk

As mentioned earlier, rating analysis begins with an assessment of the en-
vironment in which the company  operates.  The industry risk assessment 
provides guideline for rating ceiling of individual entities within a given in-
dustry. For example, given the stage of the industry  life cycle of the jute 
sector, ratings in the sector may not breach “A” band, regardless of how 
conservative the financial  risk profile  at a point of time may be. On the 
other hand, certain industries may feature strong growth prospects, robust 
margins and flexibility in timing and amount of capital outlays – such as the 
pharmaceutical sector. While all companies in sectors with such traits  may 
not have high ratings, but the strong industry fundamentals provide cush-
ion against financial risks.

RATING METHODOLOGY- STANDALONE RATINGS
Our assessment model is based on some key factors, qualitative and quantitative,  which  may further be broken down 
into sub-factors to comprehensively capture the rating drivers.

A. BUSINESS RISK ASSESSMENT

Industry risk along with operational risk and management & organizational 
profile of a specific company determines mainly the business  risk of an 
entity. The business  risk of a company to a large extent dictates  the extent 
of financial  risk it can afford by affecting  the level and predictability  of cash 
flows that the companies operating in that industry are likely to generate. 
Higher and predictable cash flow streams will lower the business risk.

VIS analyzes the dynamics of the business to determine the degree of cyclicality  in a given business. Corporate entities 
are said to be highly cyclical when financial performance fluctuates significantly because of changes in the economic 
environment. VIS categorizes all industries for cyclicality and other sub-factors on a spectrum of High to Low risk. In 
an economic boom when consumer confidence and incomes are high, highly cyclical industries such as automobiles 
will experience increased sales,  while  sales  usually  suffer during  economic  downturns  as people try to save money  
on large expenses.  Similarly, steel manufacturers  do well when the economy is doing well. Vibrant economy  triggers  
more construction  thereby  resulting  in more demand for steel. When the economy is in depression, there is austerity 
all around resulting in fewer construction activities and hence subdued performance of steel companies.
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*Weightages assigned according to stage of industry/entity life cycle
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VIS evaluates industries through their cycle. While rating through the cycle, it is possible that during economic upturns, 
certain ratings may appear depressed and vice versa; however, it is the ability of a company to weather potential 
downturns that will determine its long-term rating. As long as reversal in performance can reasonably be expected 
following a downturn, there may be no need to lower the ratings during the downturn.

Financial  flexibility  and liquidity  are   important  considerations  as   cash   can   accumulate  and be consumed very 
rapidly in cyclical industries. Generally, companies in cyclical industries accumulate cash during the boom cycle to 
provide  a buffer during  the downturn.  The strength of the cash flows from year to year is hard to determine due to 
volatility, especially  if it is in both input and output prices and volumes, and large capital expenditures spread variably 
across the cycle. Relative cost position then becomes a competitive strength in the industry as in a downturn the low-
est cost producer has the room to cut prices up to breakeven level to maintain or increase market share which may 
result in unsustainable losses for the higher cost producers.

It is also important to understand the timing and level of capital expenditures in cyclical industries. Generally, capac-
ity increases come near the peak of the cycle on an industry-wide basis. Whether demand will remain as robust till 
the time the new capacities come online becomes critical and may be difficult to predict. For instance, the Pakistan 
cement industry had tripled its capacity from 15 million  tons in 2001 to 45 million  tons in 2009.  Unfortunately  for 
the industry, that expanded capacity and the associated debt payments came online right after the economic crash 
of 2008, which resulted in a painful few years for the industry that saw depressed profits and companies struggled to 
repay their debts.

Analysis of the competitive factors affecting an industry is also a key consideration in assessing industry risk. Competi-
tive risk may be analyzed through the effectiveness of barriers to entry, risk of substitution and prospects for growth. 
Low entry barriers, competition from other industries or from alternative technologies  within  the industry  and pros-
pect  of declining  revenues  or rapid growth in an early industry age can be major elements of risk. In the domestic 
context, fertilizer industry is categorized as low risk with high barriers to entry, low risk of substitution and moderate 
growth prospects.

Capital intensity in terms of initial capital outlay as well as maintenance or expansionary capex, can increase industry 
risk especially for those with a long-term return horizon. Financial strength and access to funds becomes an important 
determinant for supporting long-term growth in such industries. For example, automobile manufacturing is consid-
ered a capital intensive industry with heavy capital expenditure required for facilities, infrastructure, and manufactur-
ing equipment. Power sector also requires large outlays and therefore capital  intensity  is rated as a high risk factor 
for players in this sector.

Changing technology and consumer preferences makes some industries obsolete more rapidly than others,  requiring  
constant  capital  investment.  This vulnerability  to technological  change is more evident in certain industries such as 
information technology, telecommunication and consumer durables. The technology inherent in an industry, including 
the industry’s rate of innovation or the rate of a product’s obsolescence, creates an expectation from customers con-
cerning the development of new products. This requires skilled employees and an effective innovation process which 
may also act as a significant hurdle for many companies.

Regulatory framework in terms of licensing, approvals, tariffs, taxation, environmental regulations and price controls, 
is analyzed since it affects business strategy and future performance. If the regulatory environment is overly restrictive, 
it may hamper industry growth potential. On the other hand, balanced regulations establish a safety net for operators 
in the industry enhancing their financial performance. Margins in the pharmaceutical industry remain constrained due 
to price regulations by the government. In view of this, the regulatory framework is rated as a high risk factor for the 
pharmaceutical industry. The degree of regulatory support the industry receives is also a function of its contribution to 
economic growth which will determine its importance to the economy and to policy makers.

Commodity based industries are also prone to swings. For example, companies in the oil sector remain vulnerable to 
changes in international oil prices. Even the strongest players in the industry are exposed to fluctuations in margins 
and profitability due to changes in commodity prices. Conversely, some industries are more stable. They demonstrate 
steady demand growth and are resilient to economic expansion as they are to economic recession. Consumer goods 
sectors such as soaps, detergents, food items and pharmaceutical industry all exhibit low cyclicality.
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Another factor affecting rating is the sensitivity of the industry to energy requirements. To determine future profitabil-
ity of industries such as cement and steel that have high energy requirements constituting a sizeable portion of their 
input cost, an analysis of uninterrupted supply of energy becomes critical.

The industry risk assessment sets the stage for analyzing more specific company risk factors and establishing the prior-
ity  of these  factors in the overall  evaluation.  For example,  if an industry is determined to be highly  competitive,  mar-
ket share of the entity  and its sustainability  over the long-term needs to be assessed. Similarly, if the industry has huge 
capital requirements, sponsors’ financial strength and company’s ability to access capital assumes greater importance.

When a company has units operating in multiple  sectors,  each business  unit is separately analyzed. An overall indus-
try risk assessment  is arrived  at by weighting  each business  unit as per its importance to the overall organization. The 
potential benefits of diversification, which may not be apparent from the additive approach, are then considered. In 
such a business setup, the management’s ability  to run diverse  business  operations  is one of the most critical  factor 
in addition to the industry specific challenges posed by each sector in which the company participates.

ii. Management & Organizational Profile

Management  meetings  are an integral  component  of the ratings  exercise which  allow  VIS team to understand the 
profile of the team beyond what is reflected in numbers and plans. Management is assessed for its operational effec-
tiveness and for its risk tolerance. The stability of the management team and the relevance of their credentials to their 
tasks are also important considerations.

Organizational structure depicts the overall management philosophy and determines operational efficiency and suc-
cess. Over-dependence on just a few individuals, absence of succession planning, heavy orientation towards family 
versus professional management, indistinct management structure, too much interference by the board in day-to-day 
operations, absence of delegation, etc. become rating constraints. The formulation of a vision by the top management 
and its communication  at all levels   is a pre-requisite  for organization  building.  Employee  awareness of the overall 
goals and objectives of the company and the short-term and long-term strategy towards achievement of those goals 
is important for business growth.

The credibility of the management is evaluated by the convergence of the 
management  strategy and established  business  goals and its performance 
against those objectives. Business  performance that is consistent  with   
plans   and   objectives  reflects  positively on the management. VIS also 
analyzes the extent to which good performance is a result of good manage-
ment, or achieved despite muted management! This becomes more appar-
ent  with results across business cycles.
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iii. Operational Risk

The company’s product lines and its market share for each determines its 
ability to govern the market supply  and, hence, output prices and may ren-
der it an advantage over other market players. VIS is cognizant that large 
shares are not always synonymous with industry dominance and if an in-
dustry is highly fragmented, even the large firms may lack pricing leadership  
potential.  The textile  industry  is an example with several large players in   
the local market.

Companies with a competitive advantage generally allow for better mar-
gins and greater stability and control over output price. Leading brands are 
generally associated with superior pricing  power and more stable earn-
ings due to customer loyalty. Factors that could contribute to competitive 
advantage include the size of the entity, diversity of product or services, 
strategic location, demonstrated track record of superior service or prod-
uct development, efficient distribution channels and significant intellectual 
property. While there is no specific criterion for size associated with differ-
ent rating bands, size becomes an important factor if it is able to translate 
into market advantage. On the other hand,  small  companies can also pos-
sess competitive advantage in rare situations.

The legal structure of a company also has a strong bearing on the ratings. Sole proprietorships and partnerships gener-
ally lack appropriate governance and reporting mechanisms which may affect credit  ratings  as operational  risk for 
such entities  is generally  higher. Key man risk is more prominent in sole proprietorships, making succession planning 
analysis more pertinent. Similarly, due to unlimited  liability, ring fencing of personal  and business  assets  and set-off
clauses particularly in case of litigation are also taken into account since eventual recovery prospect for lenders is 
given due weightage particularly for investment grade ratings.

If the composition of ownership is within a family structure, it is important to distinguish the management control 
from ownership structure, i.e., determining silent majority partners. Here the important element is to study the part-
nership agreement between the partners to understand the nature and extent of sharing of profit and loss, particu-
larly between investing partners and the working partners to identify potential conflicts. Drawings by the partners 
over time need to be reviewed.

Other important factors in assessment of sole proprietors and partnership entities include the length of time 
the entity has been in operation and the educational, work experience and financial strength of controlling 
partners to support business operations, when needed. Historical track record through various business 
cycles is a key rating consideration.

Given the changing business dynamics  and higher  exposure  to business  risk,  review frequency for sole 
proprietorships and partnerships may be higher compared to other corporate structures.

In limited liability companies whether listed or not, the extent of disclosures beyond minimum statutory 
requirements are important from risk assessment perspective. Also the voluntary adoption of governance 
best practices reflects positively on the objective  and transparent approach of management.

Over time,  assessment  of management  information  systems for their  adequacy  together  with a review 
of security features, disaster recovery and business continuity plans has become increasingly important for 
credit ratings.  The level of IT integration  with core operations  may help determine the operational risks 
associated with the entity.

Internal controls play a critical role in both public and private companies because they not only safeguard 
an organization from financial loss but also assist in maintaining reliable financial reporting and maximizing 
effective operations. In a non-regulated industry, aggressive financial policies supported by a weak internal 
risk management framework are assessed as high risk.
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A. FINANCIAL RISK ASSESSMENT
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Diversification within the industry including variety in product lines and target markets in most contexts is viewed 
favorably as it mitigates business risk to operations. Larger well diversified companies generally have greater resilience 
due to their extensive resource base and stronger shields in terms of economies of scale,  broader  market access  
or customer  base and large number of products which may enable them to better withstand economic downturns. 
Smaller companies in the growth stage generally lack the above strengths;  a weak financial  structure would add to 
their vulnerability in times of economic or business downturn.

Similarly, the supply and price risk of raw materials is assessed including the availability and nature of market of raw 
materials together with foreign markets, supplier relationships and substitutes, if any. For industries / companies de-
pendent upon foreign markets for input supply or for sales, timely access and fluctuations in exchange rate pose major 
risks.

Over time, while labor union issues have become less common, availability of skilled labor has gained greater im-
portance. For instance, technology has had profound effects on labor markets. Automation and digital advances have 
shifted labor demand away from routine low- to-middle- level skills to higher-level and more sophisticated analytical, 
technical,  and managerial  skills, which may be particularly relevant for industries such as engineering. The widening 
skills gap poses challenges for industries looking to move towards automation.

Financial flexibility is an important factor assessed by VIS in their  ratings.  Well-developed multiple banking relation-
ships with access to full array of banking  facilities  and competitive pricing are viewed favorably. Lack of adequate 
working capital lines or asset mismatch is usually a negative factor in the case of small  companies.  Short term funding  
coverage against  liquid assets of less than 1x is assessed as high risk.

Future earnings growth potential of the company and management  plans for achieving  that growth is of particular 
importance. At a first glance, a mature cash generating  company  may come across as favorable, however, if the com-
pany fails to achieve earnings growth over the long run, it can become a limitation. For rating purposes, companies 
with a lack of growth potential are considered high risk.

Business risk of manufacturing concerns is also affected by the quality of plant and machinery, capex spends and op-
timal utilization of existing capacity together with timely execution of expansion plans. This becomes more important 
for businesses that are technology dependent. Failure to keep up with competition in terms of technology upgrades 
may affect the ratings negatively.

Regulatory issues facing the company are duly weighed upon. Regular instances  of non- compliance may signal higher 
operational risk impacting the rating assessment accordingly. Additionally, long standing legal disputes may create 
reputational issues for the company and ultimately result in financial costs.

The availability of substitute products can create more competition and decrease profit potential for the company. 
Examples of substitute products include sugar and artificial  sweeteners, powdered milk and fresh milk and newspa-
pers and digital news channels.  The existence  of substitute products may lead to greater marketing spend to protect 
market share which in turn may affect the operating profitability of the company; hence considered high risk for rating 
purposes.

The financial risk assessment is primarily driven by an objective analysis 
of the company’s performance against predefined benchmarks. In under-
taking this analysis, VIS not only looks at the absolute levels of ratios, we 
also focus on trends  and compare these ratios with those of competitors. 
Financial ratios are also evaluated in context of a firm’s business  risk.  A 
company  with stable cash flows and favorable business prospects  may 
take up added financial risk than a company having higher business risk.

FINANCIAL RISK SUB-FACTORS
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ii.  Profitability

Strong profitability over time, coupled with judicial retention, is able to attract external capital as well as withstand 
weak business cycles. Historical trends and the current and expected market situations are examined to project future 
profitability to form a broad idea of stable, improved or deteriorating profitability position in the intermediate to the 
long-term. The projected profitability levels are subject to various stress tests including reduced  volumes,  unfavorable 
change in input and output prices, unfavorable change in exchange rates if there is currency risk involved and increased 
burden of financial costs.

Sales stabilize and gross margins improve generally as a company moves towards value-addition, develops a differenti-
ated product or a market niche, operates at higher capacity utilization and develops economies of scale. For commodi-
ties, there may be risk of both price and off take as may be observed in the sugar and cotton spinning  sectors.  Global  
supply  and demand  risk is also evaluated for companies with significant exports or imports or where prices are linked 
with international markets.

The profitability position of a company ultimately attests to the management quality and the value of the assets it 
holds. While  the level of profitability  in and of itself  is important,  the extent to which it translates into balance sheet 
strength by way of retention of earnings assumes greater importance in ratings process.

i.  Capital Structure & Access to Capital

The financial policy of the management is assessed to determine the degree of flexibility in the capital structure of 
the company as compared to its business risk. Common shares provide the greatest cushion to creditors, as they do 
not entail any fixed obligations. Preference shares, depending upon their features, also have greater flexibility in pay-
ments vis-à-vis pure debt instruments as the dividend payments are made out of available profits, although they pose 
a greater strain on cash flows as compared to common equity.

While the definitions of equity and debt remain standardized, certain adjustments are at times necessary to evaluate 
the capital structure of the company  on the basis of the structure  and intent of the instrument. Preference shares 
may bear greater characteristics of debt if they are cumulative and carry a redeemable option which has high prob-
ability of being exercised. Debt instruments may also carry  options for conversion  into equity;  however, such is not 
accounted for until the event takes place as the interest payments are most likely fixed and payable by the company till 
conversion. Sponsor loan may also be considered as quasi-equity for rating purposes if the same is fully subordinated, 
interest free and repayable at the discretion of the company. Any un-provided losses or provisions are typically netted 
off including  dead investments  or lending with little likelihood of repayment. On the other hand, a company is given 
the benefit of hidden reserves, if any, in the form of high value assets not reflected on the books. Revaluation surpluses 
on fixed assets are generally treated as illiquid unless they are occurring from easily marketable assets.

Leverage translates into higher returns enhancing  shareholder’s  value,  however, at the same time, increases the risk 
level as fixed obligations increase. An analysis of the source of funding, tenor and the associated costs with respect to 
the assets being financed is conducted to assess the re-financing risk of the balance sheet.  The level of unencumbered  
assets  to total assets  is also considered to determine room for additional leverage. A higher leverage would generally 
be considered risky and viewed with caution in rating analysis.

The capital  structure  of the company  will also affect the profitability  through  the burden of debt servicing costs and 
unless matched by high gross margins is detrimental to financial risk profile. As the risk associated with the capital 
structure increases, lenders may demand greater compensation for their exposure.

VIS also examines company’s access to capital  under  stress.  A company’s experience  with different financial  instru-
ments  and debt and capital  markets gives it several options  in case funds from a particular source dry up for any 
reason. Also, limited domestic capital market may prevent a company from accessing local markets at reasonable rates 
or at times of stress. In case of outstanding lawsuit against a firm, suppliers or customers may be reluctant to continue 
doing business, and the company’s access to capital may also be impaired, at least temporarily.

Large firms have substantial staying power and banks may have high level of exposure to these firms within their loan 
books. This may sometimes create a reluctance to abandon them during times of stress. On the other hand, liquidity 
may be pulled back more easily from small companies, even with previously committed lines. Investor perception and 
confidence  in the company’s viability is critical to have access to capital.



VIS CREDIT RATING COMPANY LIMITED - CORPORATE | MAY 2023               10

iv.  Liquidity

Liquidity remains a key consideration in VIS ratings as a company with the healthiest balance sheet and strongest com-
petitive position can fail if it does not have appropriate levels of liquidity.

For industries dependent upon seasonal agricultural crops for production,  like the sugar and cotton spinning industry, 
debt leverage peaks during the production season  with seasonal borrowings to finance inventories and then declines.  
For such industries,  average liquidity position is assessed through the cycle as well as the maximum stress on the fi-
nancials during the peak production time. It is important in assessing liquidity to determine the ease of marketability 
of the inventories. Products such as sugar, wheat,  raw cotton, petrol,  diesel,  edible  oils,  etc. have ready marketability 
and can be offloaded to an extent to generate liquidity.

Other sources of liquidity on the balance sheet are also accounted for during the ratings process. These may include 
marketable investments that may readily be liquidated without loss in value. The availability of undrawn working capi-
tal lines, and the extent of unencumbered assets are factors considered in analyzing liquidity. Unencumbered assets 
can more easily be used to obtain additional facilities in times of need. Any reliance on investment sales, external sup-
port or any future liquidity events are all accounted for.

iii.  Cash Flow Generation

Cash flow analysis  is   the   single  most   critical  aspect  of   all   credit   rating   factors.   While  there is generally a 
strong relationship between profitability and cashflows, it is ultimately the free cashflows available for debt servicing 
that would enable a company to meet its debt obligations in a timely manner. The current and projected level of debt 
and debt servicing  requirements vis-à-vis the cashflows generated annually are examined to determine the projected 
risk of the company.

The Funds flow From Operations (FFO) level reflects the capacity of the cash generated from operations to meet work-
ing capital, capital expenditure and debt servicing requirements. The sensitivity of revenues from core operations to 
business cycles is evaluated to determine the precision of the cash flow forecasts.

Cashflow From Operations (CFFO) incorporates the impact of stress created by working capital changes. At the level of 
Free Cash Flow (FCF),  company’s capability  to service  both regular and strategic expenditures is considered. Since the 
assumption is that of a going concern, VIS evaluates the company’s ability to internally generate funds  to modernize / 
maintain  its assets as well as to obtain external funds for expansions.

The dividend paying capacity is evaluated at the level of Discretionary Cash Flow (DCF). A stable dividend payout 
history provides investors with confidence in their investment and encourages them to contribute to future capital 
requirements of the company.

The crux of the cash flow analysis is to determine the ability of the company to produce sufficient funds from opera-
tions to meet debt servicing requirements and incur capital expenditure. VIS places significant emphasis on the level 
of cash flows from operations and its relation to the outstanding debt level, i.e. debt servicing coverage from cash flow.

High cash flow coverage ratios may not necessarily constitute strength  if they are arising from low level of capital 
expenditure or decline in debt levels which can indicate complacency on the part of the management and shall affect 
future growth.

A company with stable and predictable cash flows can undertake  a comparatively  aggressive capital structure without 
largely compromising creditworthiness. For example, the cash flows of the oil and gas exploration industry are de-
pendent upon the quantum of present proven reserves which will go into production; therefore, it continually invests 
significant capital in exploration activities to build up reserves.  However, since  a successful  hit is not assured,  cash 
flows tend to be volatile and low debt leverage is preferable for the sector. On the other hand, the pharma industry 
exhibits comparatively stable demand patterns, and hence, stable cash flows, and can afford comparatively higher debt 
leverage.
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If a company is part of a business group, often access to borrowings at favorable terms for weak companies is also 
achieved  through  obtaining  guarantees  from the stronger  group companies. It is also possible that the other group 
companies are weaker and require  support  from the company being rated. The prospective burden is assessed in 
light of past instances  or future potential commitments on behalf of weaker associated concerns and is accordingly 
reflected in the ratings.

Liquidity is an important factor for corporates more exposed to cyclicality. For sole proprietorship concerns, this as-
sumes greater importance as their access to capital may be weaker than other corporate structures.

Working capital cycle also reflects on the liquidity of the company. The quality and concentration of trade debtors and 
the credit terms extended to them are evaluated,  past track record of payments is analyzed, including its impact on 
the length of cash cycle of the company. A positive cash cycle indicates the market strength of the company and is ac-
cordingly recognized.

V
IS



KEY RATIOS

Cash Flow & Coverage Ratios

Capitalization
Gearing: Borrowings / Net Worth
Gearing: Borrowings / Net Worth

      -
      -

Net Working Capital: Current Assets – Current Liabilities
Days to Sell Inventory: Days of Raw Material Inventory Turnover + Days of WIP Inventory 
Turnover + Days of Finished Goods Inventory Turnover
Collection Period: (Average Trade Debtors / Net Sales)*365
Payable Cycle: [Average Creditors / (Cost of Goods Manufactured – Depreciation & 
Amortization)]*365

Liquidity Ratios

Profitability Ratios

Current Ratio: Current Assets / Current Liabilities

Funds Flow from Operations (FFO): profit before financial expenses and taxes + adjust-
ment for impact of non-cash items – payment for financial expenses and taxes 
Net Infection: NPL – provision for NPL / net advances
Cash Flow from Operations (CFFO): FFO +/- changes in working capital requirements
Free Cash Flow (FCF): CFFO – impact of capital expenditure undertaken and disposal of-
fixed assets
Discretionary Cash Flow (DCF): FCF – dividends paid during the period
Debt Coverage Ratios:
FFO / Total Debt
FFO / Long-term Debt
Debt Servicing Coverage Ratios: (FFO + financial charges paid) / (Periodic principal repay-
ment + financial charges paid)

Gross Margin: Gross Profit / Net Sales
Cash Margin: Gross Profit +Depreciation &Amortization / Net Sales
Operating Profit Margin: Operating Profit / Net Sales
Net Margin: Net Profit / Net Sales
ROAA: Net Profit / Average Total Assets
ROAE: Net Profit / Average Net Worth
Effective Interest Rate: Financial Charges / Average Total Debt
Effective Tax Rate: Taxation / Profit before Tax

      -

      -

      -
      -
      -

      -
      -
      -
      -
      -

      -
      -

      -
      -

      -

      -
      -
      -
      -
      -
      -
      -
      -

Net Cash Cycle: Days to Sell Inventory + Collection Period - Payable Cycle
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RATING SUPPORT FACTORS
Entity ratings may be enhanced on the basis of the extent of support from sponsors / shareholders, associated 
companies, etc. VIS takes into account how important the company is to the group, the relative financial health of the 
group and any explicit or implicit support to the company being rated. VIS seeks to analyze the particular instances in 
which assistance was required by the company being rated and the degree of support provided by the sponsors in the 
past. Evaluation of the financial strength of the group then becomes  important  to give any benefit  in credit ratings 
including its franchise value, access to funds and diversification element.

Any institution holding an external guarantee will be rated equivalent to the guarantor if the guarantee is explicit 
and provides  full and timely  coverage to obligations.  However, in other cases where the guarantee is present but 
timeliness is not ensured, notching down from the guarantor is usually the practice. The ultimate sponsor / guarantor 
will be the government which is rated risk free or AAA where LCY rating is concerned.  Details  on government  support  
are outlined in the ‘Government Supported Entities’ criteria.

In the event that a company / obligation  is supported  by two entities  carrying  independent credit risks, then the 
support provided is generally superior  as compared  to the situation  in which only the stronger entity was supporting 
the company being rated. This concept arises from the viewpoint that the probability  of both the supporting  entities  
defaulting  at the same time is lower than the probability  of either  one defaulting.  Limited  benefit  of joint support  
is given to associated / group companies or companies in the same sector to ensure independent risk drivers.

Debt instruments may be notched from entity ratings on considerations of asset protection and ranking. For details on 
notching, please see ‘Rating the Issue’ by VIS.
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VIS Credit Rating Company  Limited  (VIS) conducts local currency credit  ratings on national scale in which transfer risks 
by a sovereign are ignored and the Government of Pakistan is considered risk free i.e. AAA rated.

Along the rating spectrum, all ratings  of BBB- and above are investment  grade while  ratings below BBB- are speculative 
grade. We expect the ratings to be more stable in the upper rating bands due to the stronger protection factors 
present. The performance criteria become stricter as we move up the rating spectrum  and the risk profile  has to be 
maintained  at significantly lower levels to remain eligible for that rating band. Highly rated companies may have to 
sacrifice aggressive growth opportunities to maintain their overall risk profile.

The lowest rating ‘D’ stands for default  and is the only rating which  is based  on the historical event whereby an 
obligor fails to make timely payment of principal and/or  interest under contractual terms of any financial obligation. A 
distressed restructuring whereby lenders have diminished financial returns relative to the original  obligation  and the 
restructuring  has the effect of allowing the obligor to avoid a bankruptcy or payment default may generally warrant 
one to several notch downgrade or assignment of ‘D’ rating. Default is generally recognized after the expiry of grace 
period. However, if VIS believes that the requisite payment will not be made in full by the due date (including the pre-
specified grace period), then default may be recognized immediately.

VIS assigns both long-term and short-term issuer credit ratings, with these two being related and based on an 
assessment of future events to the extent that they are known or can be anticipated. Hence, the ratings are prospective 
in nature.  Ratings  should be stable or at least predictable over the rating horizon unless the company demonstrates 
unexpected performance  – either positive or negative.  Temporary fluctuations  in performance  do not warrant a 
rating action  if VIS does not expect a change in long-term performance. Short-term ratings are assigned to obligations 
which have a maturity time horizon of not beyond one year, while a long-term rating takes a longer analytical view 
of obligations generally maturing between 1-3 years. For long-term obligations with put features, a short-term rating 
will also be assigned in addition to the usual long-term rating. As the time horizons are different, one of the two may 
change independently.

The three outlooks ‘Positive’, ‘Stable’ and ‘Negative’ qualify the potential direction of the long- term assigned rating. 
An outlook is an assessment of the long-term trend of the rating direction based on certain plans or events within 
or outside the business environment of the issuer/issue which may be in the process of unfolding. An outlook is not 
necessarily a precursor of a rating change.

VIS places entities and issues on ‘Rating Watch’ when it deems that there are conditions present that necessitate re-
evaluation of the assigned rating(s). A ‘Rating Watch’ announcement means that the status of the assigned rating(s) is 
uncertain and an event or deviation from an expected  trend has occurred or is expected, and additional information 
is necessary to take any rating action. VIS also designates direction  ‘Positive’, ‘Negative’  or ‘Developing’,  to ratings  
placed under ‘Rating Watch’. This shows VIS’s opinion regarding the likely direction of a rating placed under the ‘Rating 
Watch’ status; this however does not bind VIS in any way to make a similar change once ratings are taken out of the 
‘Rating Watch’ status. Developments in factors other than those that necessitated the ‘Rating Watch’ may result in a 
rating change, while the rating(s) continues to be under ‘Rating Watch’. A rating remains under Rating  Watch till the 
time VIS consider that conditions which necessitated the Rating Watch are non-existent.

Rating scale and Definitions may be accessed at (https://docs.vis.com.pk/docs/VISRatingScales.pdf)

THE RATING SCALE & HORIZON
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Maimoon possesses 20+ years’ experience in financial risk assessment 
with focus on credit ratings, conventional finance, and general man-
agement. He possesses management experience in the fields of finan-

cial risk modeling, asset management and brokerage. He has been actively involved in both 
buy and sell side capital market research. Maimoon’s overall experience comprises ratings of 
entities across a range of sectors including financial – Commercial banks, investment banks, 
asset management companies, leasing companies, modarabas, securities houses and insur-
ance companies – and corporates in different industries. He obtained his B.S in Applied Geol-
ogy from Punjab University, Lahore. He also has Masters Degrees in Business Administration 
with majors in Finance.

Risk Management functions locally as well as internationally. Sara has been involved in the 
entity ratings of numerous corporate organizations as well as financial institutions besides 
being part of the Methodology and Criteria Development team. She holds a Master’s degree 
in Business Administration from the Institute of Business Administration, Karachi (2001).

Sara Ahmed possesses 17+ years of experience in financial risk assess-
ment and credit structuring. She has worked in Corporate Banking &

Maimoon Rasheed 
Director

Sara Ahmed
Director

Mr. Ahmad possesses 30+ years experience in financial risk assessment 
with focus on Islamic finance, venture capital and general manage-
ment. He has top level management experience at international level 

in the fields of credit ratings, Islamic and conventional financial risk assessment modeling, 
industrial management and construction engineering. Mr. Ahmad is an active participant at 
international forums on Credit Ratings. He obtained his B.S in Civil Engineering from NED 
University of Engineering and Technology, Karachi. He also has Masters Degrees in Engi-
neering and Business Administration from USA.

Faheem Ahmad
President & CEO, VIS Credit Rating Company Limited
Founder, VIS Group
Chairman, Association of Credit Rating Agencies in Asia
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Jahangir Kothari Parade (Lady LLoyd Pier)
Inspired by Her Excellency, The Honorable Lady Lloyd,

this promenade pier and pavillion was constructed at a
cost of 3 Lakhs and donated to the public of Karachi by

Jahangir Kothari to whose genrosity and public spirit the
gift is due. Foundation stone laid on January 5, 1920.

Opened by Her Excellency, The Honorable Lady Lloyd on
March 21, 1921.

Dome: A roof or vault, usually hemispherical in form.
Until the 19th century, domes were constructed of

masonry, of wood, or of combinations of the two, frequently 
reinforced with iron chains around the base to
counteract the outward thrust of the structure.

Origins: The dome seems to have developed as roofing for
circular mud-brick huts in ancient Mesopotamia about

6000 years ago. In the 14th century B.C. the Mycenaean
Greeks built tombs roofed with steep corbeled domes in

the shape of pointed beehives (tholos tombs). Otherwise,
the dome was not important in ancient Greek architecture. The 

Romans developed the masonry dome in its
purest form, culminating in a temple built by the emperor Had-

rian. Set on a massive circular drum the coffered
dome forms a perfect hemisphere on the interior, with a

large oculus (eye) in its center to admit light.

National Excellence,
International Reach

Jahangir Kothari
Parade

VIS Credit Rating Company
Limited is committed to the
protection of investors and

offers a blend of local
expertise and international

experience to serve the
domestic financial markets.

With its international reach, VIS is positioned
to aim for an international mark. In this

regard, the global experience of our
international affiliates and partners have been

invaluable towards adding depth to our
ongoing research endeavors, enriching us in

ways, that enable us to deliver our
responsibilities to the satisfaction of all

investors.

The edifice of the Jahangir Kothari Parade has
stood proudly through the years and is a

symbol of our heritage. Its ‘Dome’ as the most
stable of building structures, exemplifies

architectural perfection. Committed to
excellence, VIS continues its endeavor to

remain an emblem of trust.

VIS Credit Rating Company Limited

                     KARACHI                  LAHORE

VIS House - 128/C, Jami Commercial Street 14
D. H. A. Phase VII, Karachi - Pakistan

Tel: (92-21) 5311861-70   Fax: (92-21) 5311872-73

E-mail: info@vis.com.pk
Website: www.vis.com.pk

Information herein was obtained from sources believed to be accurate and reliable; however, VIS does not guarantee the accuracy, adequacy or completeness of any 
information and is not responsible for any errors or omissions or for the results obtained from the use of such information. Rating is an opinion on credit quality only 
and is not a recommendation to buy or sell any securities. Copyright VIS Credit Rating Company Limited. All rights reserved. Contents may be used by news media 
with credit to VIS.

VIS House - 431, Block Q Commercial Area
Phase II, DHA, Lahore - Pakistan

International Affiliates
Islamic International Rating Agency - Bahrain
Credit Rating Information & Services Ltd. - Bangladesh
Borhan Credit Rating Company Ltd. - Iran

International Collaborations
Japan Credit Rating Agency, Ltd. - Japan
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Rating Company Limited - China


