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Rating Criteria — Rating of Manufacturing Companies

Executive Summary

The manufacturing sector is a pillar of economic growth and development. Its influence extends beyond
economic metrics, shaping the structure of industries, employment, exports, and regional development.
With the right policy support and private sector investment, the manufacturing sector has the potential to
significantly boost its economic stature globally.

The document provides a brief analysis of the various attributes considered by Brickwork Ratings (BWR)
in the rating of the manufacturing sector. The Indian manufacturing industry mainly consists of sectors
such as automobile, food and agro-based products, drugs and pharmaceuticals, textiles, chemicals and
chemical products, consumer goods, construction materials, engineering products, metals and metal
products, machine tools industry, transport equipment, electronics, miscellaneous manufacturing and
diversified manufacturing.

Scope of the Criteria

The scope of this document is to capture the key risks assessed by Brickwork Ratings (BWR) while arriving
at the rating of manufacturing companies.

BWR factors in various quantitative and qualitative risks that manufacturing companies are exposed to,
while assessing these manufacturing companies. The key risks that manufacturing companies may face are
industry, business, financial and management risks. These primary risks and the way in which they are
incorporated in the rating framework are discussed in detail below.

In addition to the mentioned risks above, BWR also believes Environmental, Social and Corporate
governance (ESG) risks and opportunities can increasingly have an impact on the operations and
sustainability of business of an issuer. Hence, BWR while assessing the credit profile also assesses the ESG
profile of the issuer based on data availability. It may be noted that the impact of the ESG profile of the
issuer, both in terms of its strengths and weaknesses, are incorporated in the various management risk
related parameters while assessing the credit risk associated with the issuer entity.
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Framework for Risk Assessment

Nature of industry (cyclical, capital intensive and so on) )
Competition and industry growth

Impact of government policy

Demand and supply scenario

Barriers to entry

Market position )
Operational efficiency and adoption of technology
Diversity of Operations

Business cyclicality

Project implementation risk/ planned capex )

Profitability ratio

Capital structure, leverage and coverage ratio
Turnover and liquidity ratio

Financial flexibility

Depth of talent )
Consistency in performance, competence, and integrity Quality of
corporate governance

Reputation of promoters and management

Linkage with group companies, financial flexibility of promoters

Figure 1: Risk Framework for Manufacturing Companies

A. Industry Risk:

BWR assesses manufacturing entities based on the industry in which the entity operates. Industry risk is
identified from factors such as demographic presence, dependence on the global market, competitive
landscape, capital intensiveness, nature of industry, regulatory impact and barriers to entry.

Industry risk affects all the players in an industry and is external to the functioning of the rated entity.

BWR uses the understanding of the key factors (as mentioned above) affecting the industry through
extensive research and a broader view of evaluating multiple entities in a particular industry. The
methodology looks at determining the degree of competitiveness of the industry with a higher degree of
competitiveness leading to greater risk towards the business of the rated entity. Additionally, factors such
as dependence on government and regulatory intervention can have a significant impact on the way a
particular industry is viewed.

Apart from regulatory factors, BWR assesses the vulnerability to technological changes, resource
availability, demand-supply scenario, price trends, investment plans of the major players in the industry
and availability of substitutes to measure the industry risk.

Please refer to Figure 1 above, BWR largely assesses the industry based on the mentioned factors however
it may include other industry specific metrics wherever applicable.
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B. Business Risk

The business risk of an entity is a very crucial factor in determining the credit profile of the entity since
this is measured by the ability of the company to carry out its business in a profitable and sustainable
manner. The ability of the entity to effectively manage its operations and compete with the other players
in the market while establishing a market share through cheap raw material sourcing, product
innovation, pricing or marketing strategies and / or distribution capabilities provides the base for
business risk evaluation.

Some of the main focus areas during the analysis of business risk are as follows:

1. Market position: A stronger market position gives an entity bargaining power among its suppliers
and customers. BWR assesses factors such as market reputation, brand recognition, and demand and
supply scenario, which contribute to a market position that would help an entity improve its
profitability. Invariably, the size of the entity and vintage plays an important role while assessing its
market share.

2. Operational efficiency: It includes an analysis of all the factors that help ascertain the cost
competitiveness of an entity, which is an indicator of its sustainability in the market, while
maintaining market share. The ability to deal with exigencies with minimal impact would augur well
for the overall credit profile of the rated entity. The ability to control price through raw material
procurement, high degree of backward or forward integration can typically be viewed favourably.

3. Technology adoption: BWR assesses whether the current technology-in-use is in accordance with the
latest industry developments. Technology adoption in specific sectors becomes an important
competitive parameter and has greater probability in sustaining the business in current economic
and business scenario. Updated technology and product innovations also reduce the risks of
obsolescence and substitution and hence counted as a positive.

4. Diversity of operations: BWR assesses the multiple business segments in which an entity functions.
An entity presents in multiple segments (like having diverse products, operations, may be likely be
viewed more favourably than an entity focusing on only one product line, on account of its expected
higher ability to sustain economic shocks. That said, the management’s capex plans and adequacy of
resources for tying-up the same are crucial factors considered during evaluation. Additionally, risks
associated with different processes for diversified products are factored in the assessment. However,
unrelated diversification with limited expertise in handling such businesses can lead to a risk
assessment at a higher level.

5. Business cyclicality: For entities characterised by cyclicality, these are assessed through the business
cycle since cash flows are expectedly uneven at different times of the year. That said, the sustenance
of cash flows over the longer term remains the basic premise of the rating. Entities with a proven
capability to withstand such cycles provide a relatively stable risk perception.

6. Project implementation risk: BWR assesses the expected capex planned by the entity, rationale for
undertaking such a capex, funds required, management’s ability to arrange requisite funds and
expected cash flows from the project. BWR also evaluates the client’s experience in implementing a
similar scale of projects, past timeliness of implementation and whether these have been
implemented within budgeted costs. Arrangements related to raw material supply and equipment
supply are also factored in the assessment.
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C. Financial Risk

BWR assesses a company’s financial risk through the evaluation of the previous and projected
financials, particularly the availability of cash flow and debt servicing capability.

e Financial accounting policies, especially those related to inventory and liquidity analysis, are
considered.

e The level of utilisation of the banking limits are analysed and the availability of unutilized banking
limits is viewed favourably since it provides additional liquidity, in case need arises.

e While funds from operations denote stronger debt servicing ability, the cash flow from operations
indicates an entity’s ability to efficiently manage its suppliers and debtors. The resultant leverage and
coverage ratios ascertain the ability to pay off debt obligations.

e The following are some key ratios that BWR assesses to rate manufacturing companies (the details
are provided in the BWR criteria for Financial Ratios):

1. Profitability ratio: BWR assesses the operating and net profitability margins to assess the
manufacturing company’s performance. Better margins show the company’s advantageous
competitive position and cost competitiveness, and product demand in the market. The profits
generated by the manufacturing entities determine financial wellbeing and performance, hence
impacts the credit profile and financial risks.

2. Capital structure, leverage and coverage ratios: Keeping in mind the stability of revenue
generation, coverage ratios help ascertain an entity’s ability to pay off its interest and principal debt
obligations. On the other hand, leverage ratios determine the level of debt incurred by the business
relative to either the equity or assets of the company.

3. Turnover and liquidity ratios: These ratios help in identifying risks related to the payment
from/to debtors/creditors, contingent liabilities, cash availability and liquidity position of an entity
to service working capital requirements. Liquidity analysis is an integral part of the company’s
assessment, which identifies its liquidity availability in the form of unencumbered liquid investment,
cash available with the company and the utilisation of bank limits as against meeting its short-term
debt servicing obligations.

4. Financial flexibility: It defines the company’s ability to raise funds or alternate sources of funding
availability in case need arises. In the case of a stress scenario, the company’s ability to raise funds
determines its strong financial position. Some factors seen positively while assessing the company’s
track record include access to banks/capital markets, the availability of parent support, continuous
bank undrawn limits and the timely monetisation of non-core assets.

D. Management and Corporate Governance

BWR assesses the consistency of performance demonstrated by the management and the quality of
corporate governance adopted by the entity. Additionally, BWR also assesses company’s accounting
quality and declaration of financial statement while assessing the key risks and performance.

A strong, dedicated and highly experienced board of directors helps the organisation achieve its
profitability and operating efficiency targets, and helps improve the company’s financial and liquidity
position. Red flags, if any, highlighted by internal or external stakeholders, would negatively reflect in the
rating.

The financial flexibility of the management, tested by the empirical evidence of successfully supporting
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the group companies/manufacturing units, past track record of successfully running manufacturing units
and quality of corporate governance practices followed by the company are factored in while assessing the
company’s overall credit profile.

BWR also monitors the ability to manage change in the current dynamic environment, such as regulatory
or technological changes. Succession plan and key-man risk is another key area of concern if the
company’s operations are dependent on a single promoter or manager.

In addition to this, the management’s track record of timely repayments, meeting all statutory
requirements and level of corporate disclosure also determine the view on the transparency.

Conclusion

BWR analyses an entity by assessing the impact of each of the above-mentioned risks and attributes, along
with financial projections over the next couple of years or the life of the facility to arrive at the overall
assessment of the credit quality of a manufacturing company. The overall credit rating is determined by
the interplay of all the above-mentioned factors, giving a unique combination of risks for a particular
entity.

The previous version of this document can be found in
https://www.brickworkratings.com/download/Criteria ManufacturingCompaniesUpdated Pr ev.pdf

About Brickwork Ratings: Brickwork Ratings (BWR), a Securities and Exchange Board of India [SEBI]
registered Credit Rating Agency and accredited by Reserve Bank of India [RBI], offers credit ratings of
Bank Loan, Non- convertible / convertible / partially convertible debentures and other capital market
instruments and bonds, Commercial Paper, perpetual bonds, asset-backed and mortgage-backed
securities, partial guarantees and other structured / credit enhanced debt instruments, Security Receipts,
Securitisation Products, Municipal Bonds, etc. BWR has rated over 11,400 medium and large corporates
and financial institutions’ instruments. BWR has also rated NGOs, Educational Institutions, Hospitals,
Real Estate Developers, Urban Local Bodies and Municipal Corporations. BWR has Canara Bank, a
leading public sector bank, as one of the promoters and strategic partner. BWR has its corporate office in
Bengaluru and a country-wide presence with its offices in Ahmedabad, Chandigarh, Chennai, Hyderabad,
Kolkata, Mumbai and New Delhi along with representatives in 150+ locations.
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Disclaimer: It must be clearly understood that a Rating opinion is based on various factors/aspects
which includes application of certain Rating criteria. The particular criteria applied depends on a number
of factors, inter alia, sector/Industry, historical performance, cyclical trends, prevailing economic
condition, group support etc. Rating opinions factor many assumptions and the application of any
particular criteria or a set of criteria may be full or partial depending upon peculiarity of each case.
Application of any Rating criteria should not therefore be considered as rendering finality or
completeness to a Rating assessment. A reference to criteria needs to be perceived in broad terms, only as
an aid to a rating decision.

Brickwork Ratings India Pvt. Ltd. (BWR), a Securities and Exchange Board of India [SEBI] registered
Credit Rating Agency and accredited by the Reserve Bank of India [RBI], offers credit ratings of Bank
Loan facilities, Non- convertible / convertible / partially convertible debentures and other capital market
instruments and bonds, Commercial Paper, perpetual bonds, asset-backed and mortgage-backed
securities, partial guarantees and other structured / credit enhanced debt instruments, Security Receipts,
Securitisation Products, Municipal Bonds, etc. [hereafter referred to as “Instruments”]. BWR also rates
NGOs, Educational Institutions, Hospitals, Real Estate Developers, Urban Local Bodies and Municipal
Corporations.

BWR wishes to inform all persons who may come across Rating Rationales and Rating Reports provided
by BWR that the ratings assigned by BWR are based on information obtained from the issuer of the
instrument and other reliable sources, which in BWR’s best judgement are considered reliable. The
Rating Rationale / Rating Report & other rating communications are intended for the jurisdiction of
India only. The reports should not be the sole or primary basis for any investment decision within the
meaning of any law or regulation (including the laws and regulations applicable in Europe and also the
USA).

BWR also wishes to inform that access or use of the said documents does not create a client relationship
between the user and BWR.

The ratings assigned by BWR are only an expression of BWR’s opinion on the entity / instrument and
should not in any manner be construed as being a recommendation to either, purchase, hold or sell the
instrument.

BWR also wishes to abundantly clarify that these ratings are not to be considered as an investment advice
in any jurisdiction nor are they to be used as a basis for or as an alternative to independent financial advice
and judgement obtained from the user’s financial advisors. BWR shall not be liable to any losses incurred
by the users of these Rating Rationales, Rating Reports or its contents. BWR reserves the right to vary,
modify, suspend or withdraw the ratings at any time without assigning reasons for the same.

BWR’s ratings reflect BWR’s opinion on the day the ratings are published and are not reflective of factual
circumstances that may have arisen on a later date. BWR is not obliged to update its opinion based on
any public notification, in any form or format although BWR may disseminate its opinion and analysis
when deemed fit.

Neither BWR nor its affiliates, third party providers, as well as the directors, officers, shareholders,
employees or agents (collectively, “BWR Party”) guarantee the accuracy, completeness or adequacy of
the Ratings, and no BWR Party shall have any liability for any errors, omissions, or interruptions therein,
regardless of the cause, or for the results obtained from the use of any part of the Rating Rationales or
Rating Reports. Each BWR Party disclaims all express or implied warranties, including, but not limited
to, any warranties of merchantability, suitability or fitness for a particular purpose or use. In no event
shall any BWR Party be liable to any one for any direct, indirect, incidental, exemplary, compensatory,
punitive, special or consequential damages, costs, expenses, legal fees, or losses (including, without
limitation, lost income or lost profits and opportunity costs) in connection with any use of any part of the
Rating Rationales and/or Rating Reports even if advised of the possibility of such damages. However,
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BWR or its associates may have other commercial transactions with the company/entity. BWR and its
affiliates do not act as a fiduciary.

BWR keeps certain activities of its business units separate from each other in order to preserve the
independence and objectivity of the respective activity. As a result, certain business units of BWR may
have information that is not available to other BWR business units. BWR has established policies and
procedures to maintain the confidentiality of certain non-public information received in connection with
each analytical process.

BWR clarifies that it may have been paid a fee by the issuers or underwriters of the instruments, facilities,
securities etc., or from obligors. BWR’s public ratings and analysis are made available on its web site,
www.brickworkratings.com. More detailed information may be provided for a fee. BWR’s rating criteria
are also generally made available without charge on BWR’s website.

This disclaimer forms an integral part of the Ratings Rationales / Rating Reports or other press releases,
advisories, communications issued by BWR and circulation of the ratings without this disclaimer is
prohibited.

BWR is bound by the Code of Conduct for Credit Rating Agencies issued by the Securities and Exchange
Board of India and is governed by the applicable regulations issued by the Securities and Exchange Board
of India as amended from time to time.
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