
  

  Rating Methodologies 
 

©Rating and Investment Information, Inc. 
1/17 

R&I's Basic Methodology for Corporate Credit Ratings 
 

June 1, 2021 
 

Chapter 1 Overview of the Rating Methodology 
     This rating methodology provides the basis for assigning ratings to corporations. Corporations include 

financial institutions, school corporations and other entities, in addition to non-financial companies. 

     R&I may also use this methodology when rating entities other than corporations. 

 

1. Assessment for Issuer Ratings 

     When assigning a credit rating to individual obligations, R&I first evaluates the default risk, i.e., the 

probability of the issuer defaulting by, for example, going bankrupt, and then, evaluates the recovery risk for 

individual obligations, i.e., the probability of losses in the event of default, among others, and incorporates the 

outcome in the rating. The analysis of the issuer's default risk forms the base of the assessment and 

determines the issuer's general capacity to fulfill all of its financial obligations. This credit rating is called an 

Issuer Rating. 

     In default risk analysis, R&I analyzes both business risk and financial risk. Refer to "Chapter 2, 

Analytical Approach to Issuer Rating" for details. 

 

1-1 Business risk 

     Even if financial indicators are good at a given point in time, in order to determine whether an issuer 

can maintain the soundness of its businesses in the future, it is important to analyze from various points of 

view how its cash flow generating capacity and the value of its assets will change over time, while recognizing 

the current condition of the issuer.  

     Business risk refers to the uncertainty in projecting cash flows generated by the issuer's operations and 

the value of its assets. Based on economic, financial and other macro conditions, business risk assesses (1) 

standard risk of the industry to which the issuer belongs and (2) risk specific to the issuer. R&I calls risk (1) 

"industry risk" and risk (2) "individual firm risk." 

     While business risk assessment is centered on qualitative evaluations, quantitative factors including 

variations to earnings and asset value are also assessed. 

 

1-2 Financial risk 

     Financial risk is the risk of debt repayment being hampered by revenue/expenditure and financial 

positions, including profit and cash flow levels and the amount of debts and equity capital. Even among issuers 

which operate in the same industry and are exposed to the same level of business risk, their debt repayment 

capabilities vary if the balance between debt and cash flow differs. Assessment of financial risk is based on 

analysis of financial indicators, but also includes evaluation of qualitative factors such as financial policy and 

liquidity risk management policy. 
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1-3 Relationship between business risk and financial risk 

     The levels of financial indicators required to obtain a rating in the A category differ from company to 

company. It is difficult to foresee the future earnings and financial standing of a company with high business 

risk, and there is also the possibility of the company's earnings, cash flows and asset value fluctuating 

significantly. Such companies, therefore, need to have a debt-equity structure that is sound enough to 

withstand such fluctuations, especially downward fluctuations. On the other hand, it is easy for a company 

with small business risk to come up with a future outlook for its earnings and financials, and its earnings and 

assets will not be susceptible to significant fluctuations. Therefore, the debt-equity structure required for such 

company does not have to be as good as those for a company with large business risk. As such, the required 

levels of financial indicators for a certain level of rating vary depending on the size of the business risk. 

Business and financial risks are closely related in default risk analysis. 

 

2. Assessment for Long-term Issue Ratings 

     When assigning a rating to an individual long-term obligation, R&I evaluates the recovery risk of the 

obligation and other factors based on the Issuer Rating and incorporates such factors into the rating, if 

necessary. Therefore, individual obligations issued by the same issuer may have ratings different from the 

Issuer Rating. 

     Generally, when a payment default has occurred on one obligation of an issuer, the other financial 

obligations of the same issuer will be in default as well. In some instances, however, only certain of the 

obligations will be subject to restructuring. In cases such as a private workout, where a financial institution 

takes steps for the rehabilitation of a firm that has fallen into financial difficulty, possibly including an interest 

payment reduction or moratorium and debt forgiveness, a portion of the issuer's obligations will not be fulfilled 

as promised. As such, the likelihood of a default on certain obligations may differ from that on other obligations. 

R&I will reflect this in its rating to the extent necessary. 

     Recovery risk assessment examines the likelihood of recovery after default (probability of losses in the 

event of default). Specifically, details of assets are taken into account to understand the condition of the 

resources covering the concerned obligations after the default, and attention is paid to the creditors' position in 

debt recovery. The degree of recovery on unsecured debt is assessed with a focus on the presence of 

subordination clauses and the amount of secured debts and other obligations that will receive collection 

priority over the debt in question, as well as the details of agreements, including any change of security status 

clause and the scope of a negative pledge clause. In the case of secured debt, adequacy of the collateral assets 

compared with the concerned debts, the liquidity of the collateral assets, the degree to which disposal of the 

collateral will be subject to legal constraints and the period of time until the debt recovery is completed are 

important upon judgment. 

 

3. Assessment for Short-term Ratings 

     Although a Short-term Rating differs from an Issuer Rating in both symbol and definition, the two share 

the same aspect of assessing the certainty of meeting payment obligations. Short-term Ratings cannot be 

decoupled from a medium- to long-term assessment and are usually assessed based on the Issuer Rating. 

     R&I may assign different Short-term Ratings to issuers with the same Issuer Rating, because it assesses 

the characteristics of cash management during the period, the composition and degree of liquidity on hand, 
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short-term capacity to raise funds and other factors after considering the level of the Issuer Rating and the 

Rating Outlook. 

 

4. Credit enhancement agreements 

     When rating individual obligations, R&I evaluates credit enhancement agreements with the issuer's 

parent company or a third party, etc., if any, and incorporates the results into the ratings. Such credit 

enhancement agreements include guarantees and keepwell agreements. For guaranteed obligations, R&I 

confirms the details of the agreements, among others, and if requirements are satisfied, assigns the higher of 

the rating for the guarantor or that for the issuer, in principle. Obligations with a keepwell agreement are 

evaluated based on how the subsidiary is positioned in the parent's business and strategy, after the details of 

the keepwell agreement, etc. are confirmed. If requirements are met, the obligations with a keepwell 

agreement are rated the same as the parent in most cases. However, a rating lower than that for the parent 

may be assigned when, for example, the parent's creditworthiness is low. 
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Chapter 2 Analytical Approach to Issuer Rating 
 
1. Framework for evaluating Issuer Rating 

     Business risk refers to the uncertainty in projecting the cash flows generated by the company's operations 

and value of assets. For example, how difficult it is to capture profit-earning opportunities changes due to 

factors such as whether the market in which the issuer is carrying out its business activities is growing or 

shrinking, or whether the number of competitors is high or low. Whether a product is in the growth phase or 

matured phase of its life cycle also affects the level of difficulty in assessing the cash flow outlook. In business 

risk analysis, R&I evaluates whether the company has a certain level of competitiveness and market position, 

and whether it has management resources that continue to generate a stable cash flow. On the other hand, in 

financial risk analysis, R&I analyses and assesses whether cash flow generating capacity is sufficient for 

enabling smooth debt repayment, capacity for investment to generate and increase stable cash flows, capacity 

to procure external funds and sufficiency of liquidity, adequacy of a buffer for risks associated with its assets or 

business, and other factors. 

     Business risk is made up of industry risk and individual firm risk. First, typical risks associated with the 

industry to which the issuer belongs are assessed as industry risks. Even if they belong to the same industry, 

individual companies' business risks differ depending on their competitiveness in the industry, among others, 

and they are reflected mainly as qualitative factors in the assessment of individual firm risk. 

     Indicators emphasized during financial risk analysis are determined according to the issuer's business 

characteristics. R&I sets financial reference values for each rating category, regarding multiple indicators 

including earning capacity, scale and investment capacity, debt repayment period, financial profile, risk 

resilience and liquidity. Financial reference values are quantitative levels required for each rating category. 

R&I analyzes how the financial indicators of individual companies subject to the analysis will trend compared 

with financial reference values. 

     Even if industry risk is high, it is still possible to mitigate the impact of the industry risk if the issuer is 

competitive or has a robust financial base. 

     It is not always necessary that the issuer meets all of the reference values. Furthermore, the importance 

(weight) of individual indicators differs from industry to industry. Upon assessment, R&I reflects how the 

issuer satisfies evaluation items for financial risk, which is primarily measured through quantitative 

assessment, and individual firm risk, which is mainly assessed from the qualitative perspective, according to 

their importance. R&I determines an Issuer Rating by comprehensively evaluating business and financial 

risks. 
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Chart 1 Analytical Approach to Issuer Rating 

 

1-1 Economic cycle and business risk 

     Ratings by R&I reflect its opinion regarding the outlook over three to five years in the future. For this 

reason, R&I incorporates foreseeable economic fluctuations into its ratings based on its outlooks of macro 

economic environment and individual industries. These premises are also reflected in the assessment of 

business risk. 

 

1-2 Economic cycle and financial reference values 

     Financial reference values set for each rating category are established by factoring in economic 

fluctuations to some extent. R&I assesses the company's ability to exceed these reference values throughout a 

certain period of economic fluctuations. Even if financial indicators are below or above reference values at some 

point in time, it is likely that R&I would leave its rating unchanged as long as such deviations are of a 

temporary (short-term) nature and the financial indicators are expected to come to meet reference values in 

the near future. As a result, the actual default rate by rating tends to decline during an economic recovery and 

to rise in an economic slowdown. 

     Deviations from financial reference values are likely to lead to changes in the rating if R&I judges that 

the situation is caused by structural changes in the business environment and is occurring beyond the scope 

that had been factored into the rating. 

     In analyzing individual firms, R&I draws up a credit scenario based on a certain awareness of the 

business environment. 

 

2. Analysis of business risk (mainly qualitative assessment) 

2-1 Assessment of industry risk 

     Industry risk in principle refers to the risk inherent to the industry the issuer belongs to. It is a 

constituent of business risk and indicates structural factors that affect earnings and financial bases. 

e.g. Company A in Industry X

Analysis of Company A's
individual firm risk

(mainly qualitative assessment)

Analysis of financial risk (mainly
quantitative assessment)

(Evaluated based on financial
reference values for Industry X)

Risk assessment of Industry X

Issuer Rating for
Company A

Assessment of business risk
(mainly qualitative assessment)
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2-1-1 Industries used for industry risk assessment 

     R&I does not apply the categories used for statistical purposes, such as the Japan Standard Industrial 

Classification, and sets the industries it uses for industry risk evaluations based on considerations such as 

actual risk characteristics. 

 

2-1-2 Markets subject to industry risk assessment 

     When assessing industry risk, R&I begins by identifying the market that forms the primary earnings 

base of the industry to which the subject issuer belongs. Certain industries are not delineated into domestic 

and overseas markets and compete globally, while others rely on internal demand and are largely limited to 

the domestic market. For the former, R&I views the subject market for industry risk assessments to be global, 

while the main market for the latter is considered to be domestic. With growth in domestic markets difficult to 

anticipate, however, more firms supported primarily by domestic demand are expanding overseas, and the line 

between global and domestic classifications is not necessarily fixed. 

 

2-1-3 Factors that define industrial risk and their assessment 

     Industry risk is in principle assessed from the following aspects: 

 

1) Size, growth potential and volatility of the market 

     The size, growth potential and variability of the market are assessed. The market size indicates the size 

of the field in which the company conducts business activities and is grasped using sales, total distribution 

value or size of assets. Even when the location of operations for individual companies is limited, as in the case 

of railway companies, retailers and regional banks, the market for the entire industry is subject to assessment. 

Opportunities for acquiring additional earnings increase if the market is growing, and earnings variation risk 

increases if market volatility is high as the size of the market repeatedly shrinks and expands, for example. 

 

2) Industry structure (competitive environment)  

     The competitive environment among peers is assessed based on the typical picture of the entire industry. 

In doing so, R&I identifies competitive factors that are important for each industry, such as the height of 

barriers to entry, the number of players, intensity of price competition, and the degree of differences in 

marketing and sales capabilities. 

 

3) Customer continuity and stability 

     R&I assesses the risk of the company losing customers in the future as the customer shifts to competitors. 

The main checkpoints are 1) whether it is actually possible for a customer to switch to competitors or for the 

company's products and services to be replaced by other companies', 2) the existence of comparative advantage 

because of convenience, and 3) tangible and intangible costs associated with switching vendors. Consideration 

is given to factors such as the ease in switching vendors after taking into account economic cost or whether 

loyalty can be maintained through tangible and intangible incentives, including tactics and brand strength. 

 

4) Capital and inventory investment cycle 

     R&I assesses both "frequency of capital investment" and "certainty of investment recovery." Capital 
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investment includes new investment, replacement of equipment due to technical innovation and facility 

upgrades, and additional investment in existing facilities to maintain and strengthen competitiveness. When 

the frequency of investment is high, investment recovery risk in the industry will be high. Period for capital 

investment recovery is understood in terms of the time period in which the next investment becomes actually 

necessary and not the legal useful life. In terms of certainty of investment recovery, the evaluation is positive 

when frequency of investment is low and certainty of recovery is high even if time is required for the 

investment to be recovered.  

     Investments are not limited to facilities but include investment in inventory and research and 

development (R&D). The process industry requires maintenance and is based on the premise of long-term 

recovery, and it can be assessed relatively positively if its cash flows are stable. Assessment for industries that 

have a short product lifecycle and require vast amounts of frequent investments tends to be negative because 

of substantial uncertainty regarding investment recovery. 

 

5) Protection, regulations and public aspects 

     When barriers to entry or mechanisms that enable firms to ensure a certain amount of earnings exist as 

a result of regulations or other reasons, or when protections for firms in financial difficulty have been 

institutionalized, R&I evaluates these as factors that mitigate industry risk. R&I also evaluates positively 

industries whose services are highly public in nature, such as electric power, gas and railways, and industries 

such as depository financial institutions that benefit from certain protections or regulations enacted from the 

standpoint of ensuring a stable financial system. These protections and regulations are not provided to protect 

individual firms, however, and even when viewed globally there are moves to require shareholders, creditors 

and other stakeholders to share the burden when public funds are invested in individual companies. 

Regulations and protections are also affected by the political and economic situation prevailing in each period 

and may mitigate or increase industry risk. Therefore, these trends must be taken into account. 

 

6) Other risks 

     When there are risks other than those in 1) through 5) above that should especially be taken into account 

for a specific industry, R&I will in some cases incorporate these into its industry risk assessment. 

 

2-1-4 Industry risk assessment and ESG (environmental, social and governance) factors 

     Of the ESG factors, environmental and social factors may affect industry risk through, for example, 

demand trends, a competitive environment, an investment burden and regulations. A typical example is the 

environmental regulations being introduced and strengthened worldwide to reduce carbon dioxide and other 

greenhouse gas emissions that have a deleterious effect on the global environment. There is a possibility that 

tightening environmental regulations will prompt a decline in demand for the subject products and services or 

stimulate demand for substitutes, causing a change in the industry's competitive environment and an increase 

in the investment burden, and influence industry risk through changes in factors such as "market growth 

potential," "industry structure" and "investment cycle." Industry risk assessment may also be affected through 

the evaluation of "protection, regulations and public aspects" if, for instance, the introduction or modification of 

regulations heightens the uncertainty surrounding the industry. 
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2-1-5 Industry risk categories  

     The degree of industry risk affects factors such as a company's earning capacity and debt-equity structure. 

When operating a business in a high-risk industry, it would not be worth the risk unless the profit margin is 

higher than that of running a business in a low-risk industry. In terms of the debt-equity structure as well, if 

industry risk is high, a company needs to have a thick buffer to absorb any unforeseen losses. Consequently, in 

rating assessments, the higher the industry risk, the higher the requirements for profitability and the debt-

equity structure will be for securing the same level of rating. 

     R&I broadly classifies industry risk into five categories: low, relatively low, medium, relatively high and 

high. The classification into categories enables identification of the relative magnitude of industry risk. In most 

cases combining the degree of industry risk with the business types defined below enables comparison between 

industries using almost the same indices, if the business type is the same. 

     The recognition of industry risk will alter to reflect changes in the economic and business environment. 

R&I carries out reviews of industry risks on a regular and as-needed basis from the perspectives described in 

above 1) to 6) above. 

 

2-2 Classification according to business characteristics  

     Business types are classifications of industries based on business characteristics. In order to make it easy 

to carry out inter-company or inter-industry comparisons, R&I has classified industries into several types from 

a common vantage point. Since the emphasized financial indicators tend to be similar within the same 

business type, the combination with the size of industry risk makes comparison between industries simpler. 

On the other hand, in inter-industry analysis where the business types differ, the quantitative indicators 

emphasized in analyzing financial risk also vary. 

     Based on their characteristics, R&I has broadly classified business types as shown below. The 

characteristics of these business types are as follows:  

 

1) Investment recovery business type 

     The manufacturing sector and other industries that are assessed with primary focus on the ability to 

recover capital investment from cash flow fall into this category. R&I examines return on invested capital 

(ROIC) and return on assets (ROA), as well as whether the company is generating enough cash flow required 

for investments and whether investments can be recovered in a certain period of time. Importance is given to 

factors such as duration of recovery of capital investments and repayment of debts (net debt to EBITDA ratio), 

and the company's debt-equity structure (equity ratio, net D/E ratio). 

 

2) Asset management business type 

     This is a business model that earns returns by accumulating operating assets using funds raised 

externally. Many companies in the financial industry fall under this category. R&I focuses on risk resilience by 

looking at the amount of the risk buffer, including capital, against the various risks a firm faces as it develops 

its businesses. For assessment of earning capacity, it is critical to determine whether a firm is maintaining an 

appropriate level of profits from operating assets after deducting the cost of credit, and risk-adjusted profits. 

For this reason, R&I places importance on the ROA based on these forms of profits. 
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3) Asset utilization business type 

     Real estate leasing business and department stores fall under this category. In this business type, R&I 

primarily envisages businesses that generate earnings by utilizing real estate and other assets over the long 

term. In addition to the amount of earnings and profit margins (ROA), which indicate competitiveness and 

brand strength based on the location and specifications of the property, indicators regarding debt redemption 

capabilities to see whether the company can repay debts with stable flow-based earnings are also important. 

 

4) Asset turnover business type 

     This is the business model where a certain level of earnings is ensured by converting current assets such 

as stock or inventory. The model is a repetition of the cycle of procurement, (processing,) sales and back to 

procurement, and the difference in price between procurement and sales basically becomes earnings. 

Businesses that fall under this category include retailers, wholesalers and real estate developers. Importance is 

given to whether the business is adding value to the procured products, etc. and selling them within a certain 

period of time and whether an adequate profit margin is maintained during that process. R&I also focuses on 

profitability indicators used to evaluate margin levels including the operating income margin and EBITDA 

margin, and the amount of profits. In addition, confirming factors such as the turnover period of (inventory) 

assets is important. 

 

5) Hybrid business type 

     The hybrid business type combines features of some business types such as the investment recovery, 

asset management and asset turnover business types. Two typical examples of businesses under this type are 

general trading firms, which are involved in businesses ranging from fiber/textile and food trading to 

investments in natural resources, in addition to general real estate companies engaging in both leasing 

businesses (asset utilization business type) and real estate development businesses (asset turnover business 

type). Companies that are involved in operations with varying business types fall under this category.  

     In evaluating such companies, it is important to analyze multiple factors that are emphasized in each 

business type. R&I also closely examines a risk management structure to assess whether the company is 

successful in balancing different businesses.  

 

6) Labor intensive business type 

     Service industries such as logistics and broadcasting fall under this category. Also included in this 

business type are businesses heavily burdened with personnel expenses such as video game software 

development. Profit margins and expense ratios are important indicators to identify whether the business has 

an earnings and expense structure that enables steady profits during each accounting period. Differences in 

marketing capability and cost control ability are also crucial, and the breakeven point ratio is taken into 

account. The size of earnings and the equity ratio are important measures of, respectively, the value of the 

earnings base and financial resilience when profits worsen significantly under stress. 

 

2-3 Assessment of individual firm risk 

2-3-1 Perspective for assessing individual firm risk  

     In contrast to industry risk, which highlights the standard risks of the industry of which the subject firms 
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are a part, individual firm risk is the risk unique to each firm. Even if industry risk is high, the degree of 

industry risk can be mitigated and business risk lessened, provided an individual firm has a strong earnings 

base and is able to control uncertainty through the exercise of appropriate risk controls. 

     Although R&I's assessment of individual firm risk focuses primarily on qualitative factors, the level of 

past fluctuations in profits and the value of operating assets can also be used to verify the degree of business 

risk. While the factors considered vary according to the business type of the industry in which a firm operates 

and each firm's business model, R&I mainly evaluates the following factors. 

 

2-3-2 Main factors for assessment of individual firm risk 

1) Size and characteristics of the market 

     An analysis of the size and characteristics of the market in which an individual firm conducts its main 

business is a key parameter forming the basis for assessing the earnings base. The market where an 

individual firm conducts its activities does not necessarily correspond to the entire market of the industry to 

which the company belongs. In industries that develop regionally such as railways, retailing and depository 

financial institutions, the number of earnings opportunities and size of earnings are restricted by the size and 

diversity of the economy in the market area and the area's demographics. In the manufacturing sector as well, 

the items required for products and sales strategies differ significantly between industrialized country markets 

that are mature and emerging markets with strong growth potential. 

     When a firm's target markets are concentrated in a specific region, for example, concentration risk 

becomes a factor limiting creditworthiness. If customers are concentrated in a small, specific business, the 

market can become unstable, a possibility that makes it necessary to consider the risk of the market 

disappearing. 

 

2) Position in the market 

     R&I uses this factor to assess the extent to which a company has been able to capitalize on the latent 

value of its market, by looking primarily at its market share in the subject market. Being able to stably 

maintain a large market share in key markets suggests the company has strong competitiveness in the 

marketplace and is able to identify and exploit earnings opportunities. 

 

3) Business portfolio composition and characteristics 

     R&I looks at the main businesses handled by individual firms, as well as their target markets, to assess 

their composition and the degree to which they are diversified or concentrated. These factors have a significant 

influence on earnings volatility. If a company is engaged in several businesses having different characteristics, 

this can limit swings in earnings and help to reduce business risk. Having strengths in multiple markets that 

exhibit different characteristics, such as industrialized nations and emerging countries, can be evaluated 

positively for its diversification effect. 

     Operating a large number of businesses will not in and of itself result in a strong positive assessment. 

Having a strong competitive edge in each business is important. When a company has too many businesses, 

their management can be difficult and business resources can be dispersed, possibly causing earnings from 

each business to deteriorate. If a company is holding unprofitable operations as a result, this could even 

produce a negative evaluation. Moreover, even if it is operating in multiple businesses, a firm might not 
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mitigate its business risk if its operations are characterized by a high degree of synchronization and tend to 

move in the same direction. 

     The need to consider concentration risk arises when a company's activities are centered on a specific 

business or market. In some cases, however, such as when business resources are limited, concentrating in 

businesses that play to a firm's strengths can have a positive effect. R&I will sometimes make a comparatively 

high positive assessment when the businesses a company handles are strong and stable, and the markets 

demonstrate excellent quality. 

 

4) Customer base 

     The customer base supports the continuity and stability of earnings opportunities. R&I analyzes the 

customer base by looking at factors such as the degree of customer diversification, the depth of customer 

segments and the extent of business transactions. A company is assessed positively if it has strong 

relationships with good customers and has secured stable transactions over the long term. Conversely, even if 

the company is dependent on specific customers and has long-standing businesses with such customers, the 

assessment will be low if these customers are primarily at a competitive disadvantage. 

 

5) Competitiveness of products and services 

     Product and service competitiveness is an important factor because it strengthens control over pricing 

and supports strong profitability. In the case of manufacturing, product competitiveness is the most 

fundamental factor for generating cash flow and is mainly comprised of a product's functions and quality, price 

competitiveness and brand strength. Another important consideration is the composition of the entire product 

portfolio. Depending on the target markets, the required factors will vary; if a company has products that are 

highly competitive in markets of differing size and growth potential, such as industrialized nations and 

emerging countries, this contributes to the level and stability of cash flow. In non-manufacturing sectors and 

the financial industry, the added value of the services provided and the ability to provide solutions take on 

great importance. 

 

6) Technical skills and R&D capabilities 

     Achieving operating performance that is less susceptible to market fluctuations by creating a product 

lineup that is differentiated by technical capabilities and product power is an effective means for improving 

earnings stability. R&I looks at what technological edge a firm has, and considers the R&D organization and 

policies to maintain this advantage. For industries with a heavy capital investment burden in advanced 

technologies, the capacity to respond to technical innovations becomes especially important. Depending on the 

sector, the ability to address strengthened global environmental regulations is a critical factor. 

     In non-manufacturing and the financial industry as well, having a strong capacity to develop high added 

value services and products, or creating proprietary systems that are accepted by customers as business 

infrastructure, becomes sources of competitiveness. 

 

7) Production capacity and production system 

     When large-scale manufacturing facilities are required, the fixed cost burden grows and advantages of 

scale come powerfully into play. Diversification of production locales that can respond to changes in demand 
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and exchange rates, and the creation of an organization for local sourcing as well as the competitiveness of 

production plants and other manufacturing venues, are important. Establishing a production system that can 

react rapidly and flexibly to changes in the operating environment is effective for stabilizing earning and cash 

flow generating capacities. 

 

8) Marketing strength, sales ability/organization and service (maintenance) systems 

     Factors that support the relationship with customers include marketing strength, sales organization, and 

service (maintenance) systems. When assessing marketing strength, R&I compares a company's costs to 

maintain and improve competitiveness and the effects, by examining the relationship between the expense 

ratio and sales growth, and the relationship between customer acquisition cost and the average recovery 

period, among others. 

     Creating a detailed sales organization and service (maintenance) system that correspond to the 

characteristics of demand in the target market is vital to ensure competitiveness. If a company can construct a 

sales and service network that other companies cannot rival, this creates a de facto barrier to entry. If it can 

build a solid sales and service network in markets defined by distinct characteristics, this adds to the stability 

of its earnings base. For industries that are developing store networks, such as retailing, store competitiveness 

and store placement take on added importance. 

 

9) Stability and adequacy of procurement base 

     Stably procuring the raw materials, fuel, products and other inputs needed for business is critical for 

conducting steady operations. In the case of the manufacturing industry, R&I primarily assesses the stability 

of procurement of the raw materials needed for manufacturing products, as well as price negotiation 

capabilities. For industries such as the retail, wholesale and trading company sectors, R&I will review a 

company's relationships with suppliers, which are essential for stable stocking of the products handled. For the 

financial industry, where funds are the key input for sales operations, R&I assesses financing ability by 

examining the adequacy and stability of the fund procurement base. 

 

10) Flexibility of cost structure 

     Assessment is made as to whether fixed costs can be controlled by management, and the extent to which 

cost structure flexibility has been provided to meet changes in the business environment. For industries with 

large fluctuations in sales in particular, it is necessary to check whether profit volatility can be controlled by 

preparing a flexible cost structure. R&I will consider the breadth of earnings volatility that can occur during a 

certain business cycle, taking into account industry characteristics, and reflect this in the evaluation. R&I's 

assessment also encompasses factors such as policies concerning investments that will affect the future fixed 

cost burden, as well as fixed cost controls and the percentage of costs that have been converted into variable 

costs. 

 

11) Risk profile / risk appetite and risk management structure 

     Risk profile / risk appetite and risk management structure are especially important factors for industries 

such as the financial industry, where the fundamental premise is taking risk to obtain a return, and general 

trading firms, which undertake continuous business investments. In the financial industry, the risk profile 



  

  Rating Methodologies 
 

©Rating and Investment Information, Inc. 
13/17 

highlights the extent to which a firm has taken on the major risks including credit risk, market risk and 

liquidity risk, and will determine future changes in financial risk. 

     Evaluation of risk appetite is also indispensable. The key point is to examine whether appropriate and 

sufficient management controls, risk management and internal controls are functioning properly in response 

to the expansion of business lines and market area. When a firm fails to sufficiently upgrade its management 

controls as it aggressively develops its business, expands its organization and increases its risk appetite, this 

will have a negative impact on creditworthiness. 

     For a general business corporation, appropriate management of orders received and investment is 

essential. Many firms have stepped up their investment activities in order to develop their overseas business 

and open new business areas, as the growth potential of industrialized country markets has lessened and 

structural changes in the global economy have progressed. Establishing a business management organization 

suited to a firm's risk appetite and business model has become increasingly important. 

 

12) Governance factors 

     Corporate governance influences awareness of management issues and the concomitant formulation and 

execution of management strategies, making it a factor that can mitigate or aggravate business risk. The 

Tokyo Stock Exchange has adopted "Japan's Corporate Governance Code," which states that "'corporate 

governance' means a structure for transparent, fair, timely and decisive decision-making by companies, with 

due attention to the needs and perspectives of shareholders and also customers, employees and local 

communities." 

     R&I evaluates both the structural and operational aspects of corporate governance from the three 

standpoints of "governance organization," including a firm's ownership and control structure and its Board of 

Directors, "administration and execution," including managers' executive capabilities and the management 

control framework, and "internal controls," including the adequacy of internal controls and compliance. 

Furthermore, an understanding of the corporate climate and culture that are prerequisites for these facets is 

essential for evaluating them appropriately. 

 

13) Environmental and social factors 

     Firms are being asked to do more than ever to help mitigate an environmental burden and climate 

change and give consideration to factors such as safety, health and the work environment, with the goal of 

"achieving a sustainable society". There are efforts to strengthen related regulations as well. While some 

environmental and social factors affect industry risk, individual firm risk can be altered through various paths. 

For example, the tightening of environmental regulations or changes in quality and safety standards may lead 

to contraction of the market targeted by a firm's main industry, or, conversely, drive market growth by 

providing new earnings opportunities. There is a possibility that the ability to respond to strengthened 

environmental regulations will act via a firm's "technical skills and R&D capabilities" to cause a change in 

"competitiveness of products and services," with the effect of this rippling outward to factors such as the firm's 

"position in the market," "customer base" and "production system." R&I incorporates into its assessment those 

environmental and social factors that will have a considerable impact on creditworthiness. 
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3. Analysis of financial risk (mainly quantitative assessment)  

     R&I assesses the level of a firm's financial resilience against business risk, as well as strategic investment 

capacity. In addition to studying various financial indicators obtained by analyzing financial statements, in its 

analysis of financial risk R&I also qualitatively evaluates factors such as a firm's financial management policy, 

funds procurement base and policy concerning controlling liquidity risk. When necessary, R&I will analyze 

financial statements after first adjusting numbers on them to match actual circumstances. 

 

3-1 Factors and perspectives for financial risk assessment 

     R&I focuses primarily on earning capacity, scale and investment capacity, debt redemption period and 

financial profile, among other factors. In evaluating financial corporations, R&I places importance on risk 

resilience, asset quality, earning capacity and liquidity. Indicators and reference values of these factors are 

established based on industry risk and a firm's business characteristics. Evaluations of these indicators are 

carried out based not on the results at the end of the most recent accounting period or other specific point in 

time, but on those during several periods, including future projections. For a company with businesses of 

substantially different business types, such as the manufacturing and sales business and the sales finance 

business, R&I in some cases evaluates the financial statements by classifying them according to the business 

type. 

     R&I's main evaluation factors are described below.  

 

1) Earning capacity 

     Evaluations of the strength and stability of earning capacity are a basis of cash flow forecasts. In some 

cases, particularly for companies classified into the investment recovery business type, EBITDA (earnings 

before interest, taxes, depreciation and amortization) is used to evaluate investment capacity after adjusting 

for interest rate, non-cash expenses and tax rate. 

     In addition to operating income margin and EBITDA margin, which look at whether a firm has been able 

to assure profits corresponding to the level of its sales, R&I also focuses on measures such as ROA that show 

the percentage return on invested capital and managed assets. 

 

2) Scale and investment capacity 

     In order to maintain and improve competitiveness, a company must make the capital investments and 

R&D required to respond to increasingly sophisticated customer requirements. It is necessary to have a certain 

level of investment capacity irrespective of the market environment.  

     If EBITDA is large each term, the company may be able to seek bigger investment deals. If its equity 

capital is large, the company would be able to absorb larger risks, such as deteriorating profits caused by 

falling demand in a recession or an impairment in operating assets, and support significant operations. 

Furthermore, equity capital and EBITDA can be used as indicators in assessing the company's capacity for 

strategic investments, such as mergers and acquisitions (M&As). For R&D-focused companies, the amount of 

R&D investment is also an important factor. 

 

3) Debt redemption period 

     The debt redemption period, which specifies how many years it will take to repay debt from cash flow, is 
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essential as an indicator directly highlighting debt repayment capacity. R&I assesses whether a company can 

redeem its debt within a reasonable period, taking into account the characteristics of the business. Gross/net 

debt to EBITDA and gross/net debt to operating cash flow are the typical indicators. 

 

4) Financial profile 

     The financial profile is typically evaluated by examining indicators of the debt-equity structure including 

the gross/net debt to equity ratio, equity ratio and the extent to which a firm relies on debt. The adequacy of 

equity capital is important as a risk buffer in times of deteriorating profits or impaired assets. For businesses 

with high industry risk, that adequacy is especially important, and negative net debt (i.e. net cash) is 

frequently required to maintain strong creditworthiness. Moreover, a company needs to have capacity in its 

debt-equity structure to facilitate smooth fund procurement for capital investment or operating capital from 

financial institutions even during economic slowdowns. For industries whose assets face a large degree of price 

fluctuation risk, or in situations such as when a firm undertakes continuous business investments, R&I will 

sometimes emphasize the balance between risk assets and equity capital as indicated by the ratio of property 

held for sale to equity capital or the ratio of investment securities to equity capital. 

 

5) Risk resilience 

     One extremely important indicator for assessments of the financial industry is risk resilience, which R&I 

also emphasizes for evaluations of general trading firms. This measure assesses the sufficiency of capital from 

the viewpoint of the amount of the risk buffer, including capital, that a company maintains against the various 

risks it faces as it develops its businesses (= economic capital). A key evaluation factor is the contrast between 

leading risks, such as credit risk and market risk, and the risk buffer. To evaluate risk, R&I uses measures for 

amount of risk such as VaR (value at risk) or UL (unexpected loss) as a base, with consideration to 

vulnerability to stress scenarios. The risk buffer emphasizes core capital adjusted to the extent necessary for 

equity credit attributes, and also considers the accumulation of internal reserves from future profits. In 

addition to quantitative factors, R&I evaluates a company's capacity to maintain its capital in the future by 

assessing qualitative indicators for a risk control structure and equity capital management. 

 

6) Asset quality 

     Asset quality is an especially critical parameter for evaluations of sectors such as financial institutions 

that have positioned the taking of credit risk as their core activity. Along with quantitative measures such as 

the percentage of non-performing loans and credit costs, R&I will also verify the makeup of the portfolio by 

asset type and the stringency of the firm's asset assessments and reserve and coverage ratios. 

 

7) Liquidity 

     Liquidity risk is a parameter that can become a trigger for default, and is critical for companies 

categorized into the asset management business type, such as those in the finance industry, where a vast 

amount of funds are procured and operating assets are accumulated. When assessing liquidity risk, R&I 

examines the asset and debt structure and fund procurement stability, and looks at the level of the liquidity 

buffer under stress conditions and the access to alternative sources of liquidity including the central bank. 

Non-bank institutions do not possess a stable fund procurement mechanism in the form of deposits and face 
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considerable liquidity risk, making it vital to conduct thorough research into their relationship with financial 

institutions, future fund procurement capacity and liquidity on hand. 

     For other business types as well, assessment of liquidity risk becomes particularly essential as 

creditworthiness declines. Furthermore, the asset turnover business type, where operating assets are 

converted within a certain period, tends to be influenced by environmental changes in the short term, 

compared to the investment recovery business type, such as in the manufacturing industry. Therefore, 

companies of the asset turnover business type are more susceptible to liquidity risk. 

 

8) Financial management policy 

     R&I will confirm financial management policy as a qualitative parameter pertaining to assessment of 

financial risk. Maintaining financial discipline is critical for stably ensuring a high degree of creditworthiness. 

R&I will confirm factors such as management's awareness concerning the financial indicators it should 

maintain as a firm, along with the company's policy concerning the return of earnings to shareholders. 

Particularly when a firm is implementing management decisions such as M&As, it is indispensable to 

examine and confirm how the company would secure financing and how it would maintain its subsequent 

financial stability. 

 

3-2 Adjustments to financial statements 

     When assessing financial risk, R&I will take into consideration the result of financial analysis after 

adjusting numbers on financial statements, where necessary, to reflect the issuer's economic realities more 

accurately. Even when adjustments are not made, R&I may incorporate such factors into its evaluation from a 

qualitative perspective. For comprehensive debt analysis, financial adjustments may be made for lease 

transactions and securitization, but the scope of adjustments is not limited to these transactions. 

 

1) Lease transactions 

     When operating lease assets accounted for off the balance sheet are essential for the lessee's business and 

are believed to be significant relative to the size of the balance sheet, R&I will take into account the result of 

financial analysis after adjusting numbers on the financial statements by viewing such assets as those 

purchased with debt. In some cases, it needs to consider whether the amount equivalent to lease payments 

should be regarded as debt based on economic realities. 

 

2) Securitization 

     R&I considers securitization as a means of funding and believes that its impact on an originator's 

creditworthiness is basically neutral though securitization causes some changes to the originator's balance 

sheet. There are some issues to be taken note of when evaluation is made. If an originator's creditworthiness 

deteriorates, the assets the originator can provide as collateral to creditors will decrease. Another issue is that 

when securitization becomes no longer available for an originator that has securitized its assets on a continual 

basis, the originator must raise funds through other means. It is also necessary to consider the likelihood of an 

originator substantively acquiring the assets it has securitized. 
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3-3 Relationship between business risk analysis and financial risk analysis 

     R&I comprehensively determines a rating by combining the evaluation of adequacy of financial 

indicators relative to financial reference values with industry risk taken into account and that of individual 

firm risk. Business risk analysis and financial risk analysis are mutually related and their weights differ from 

industry to industry. A rating ultimately is an overall judgment of these analyses and is not derived from a 

simple weighted average. 

 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

* This report replaces all previous versions that have been released to date. 
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