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ABSTRACT
Credit ratings play important role for different users. It is considered as important for investors and lenders as it provide
to them superior information at low cost, acts as basis for proper risk and return trade-off and induces healthy discipline
on borrowers. Further, rating agencies provide valuable service for development of capital markets when they deliver
credible assessment of the default probability of the companies and their credit instruments. Rating agencies analyse
number of financial factors and non-financial factors while assigning the ratings to the companies and their instruments.
The primary purpose of this study to highlight the various non-financial determinants of corporate credit ratings
analysed in the previous literature available. A conceptual model has been proposed to test the relationship of these non-
financial factors with credit ratings.
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INTRODUCTION
A credit rating is important for investors and lenders as it provides them superior information at low cost, acts
as the basis for proper risk and return trade-off and induces healthy discipline on borrowers (Gordon and
Natarajan, 1999; Bhalla, 2008). Further, rating agencies help in the development of capital markets when they
provide a reliable opinion about the default likelihood of the companies and their credit instruments. This
consequently results in reducing the information asymmetry of the investors and enhances their confidence in
investing in the rated instruments (Papaikonomou, 2010). A credit rating is shown to have a significant
association with the credit/default risk in prior studies (Murcia et al., 2014). The risk of default to honour the
debt obligations by the borrower when they fall due is called as credit risk and is considered as an important
factor in investment decisions of investors (Kumar and Rao, 2012). The credit risk is one of the most
important areas of financial research in recent times (Cantor, 2004). Most of the studies in financial research
have used credit rating as a proxy measure for credit risk (Murcia et al., 2014). While assigning a rating score
to companies and their instruments a number of qualitative and quantitative factors are evaluated by rating
agencies (Kumar and Rao, 2012). Adams, Burton and Hardwick (2003) stated that knowledge about these
factors can assist the users in decision making. So, the present study aims to highlight the various non-
financial determinants of corporate credit ratings on the basis of review of literature. Further, Conceptual
model to test the impact of these factors on corporate credit ratings is also proposed in the study.

The rest of the paper is structured as follows. Section 1 identifies the major non-financial determinants of
corporate credit on the basis of review of literature. In Section 2, a conceptual model is proposed to test the
impact of identified factors on corporate credit ratings. In the end, section 3 provides the conclusion.

1. Non-financial determinants of Corporate Credit Ratings
Rating agencies analyse number of financial factors (like liquidity, profitability, leverage etc.); business risk
factors (like market share, innovation level, diversification, competition etc.); and management related factors
(like management quality, competence and risk appetite of the management etc.) while assigning the ratings to
the companies (ICRA, 2009;  Ministry of Finance, 2009). Further Bhalla (2008) and Kumar and Rao (2012)
identified and discovered other factors such as the stability of the future cash flows and earning capacity of
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company, value of assets pledged as collateral security; track record of promoters, directors and expertise of
staff of the company etc. that are considered by rating agencies for assigning credit rating to companies or
their instruments.

Non-financial factors are the measures which cannot be obtained from the financial statements of an entity
and are not generally expressed in monetary terms. These are sometimes considered to be leading indicators
of future financial performance of the entity and contribute to a great extent in accurate forecasting of
borrower quality. The better the non-financial measures/indicators of an entity, the more is the likelihood of
higher credit rating (Czarnitzki and Kraft, 2004; Ashbaugh-Skaife, Collins and LaFond, 2006; Al-Najjar and
Elgammal, 2013; Aman and Nguyen, 2013; Attig et al., 2013; Murcia et al., 2014). Grunert, Norden and
Weber (2005) remarked that ratings predict default events and borrower’s quality more accurately when non-
financial factors are considered along with financial factors by agencies for evaluation while assigning the
ratings. Review of literature highlights the following major non-financial factors that affect the corporate
credit ratings:

a) Corporate Governance: The Institute of Company Secretaries of India (ICSI) defines corporate governance
as “the application of best management practices, compliance of law in true letter and spirit and adherence to
ethical standards for effective management and distribution of wealth and discharge of social responsibility
for sustainable development of all stakeholders” (ICSI 2010, p. 37). Murcia et al. (2014) stated that
governance mechanisms reduce conflicts of interests between management and shareholders through effective
monitoring of former’s actions. This subsequently enhances the company’s productivity and disclosures and
reduces misallocation of funds and company’s perceived default risk. Ashbaugh-Skaife, Collins and LaFond
(2006) and Aman & Nguyen (2013) in their studies reported that good governance, overall, is associated with
higher credit ratings and also found some governance variables such as institutional ownership, disclosure
quality, board size, board independence and expertise, takeover defences etc. to affect credit ratings
significantly. However, Murcia et al. (2014) established positive but insignificant relationship between
corporate governance and credit ratings.

b) Innovation: Innovation generally leads to highly advanced and specialized assets which can improve the
revenue generating capacity of the innovative company. The studies namely Czarnitzki and Kraft (2004) and
Al-Najjar and Elgammal (2013) observed that innovation is positively related to credit ratings. However, they
also pointed out that too many innovation activities reduce the ratings because of possible chances of their
failure.

c) Internationalisation: Internationalisation leads to increased market share, international visibility, better
governance practices and increased supervision. Recently Murcia et al. (2014) claimed to evaluate the effect
of internationalisation on credit ratings for the first time in literature and reported it to be positively and
significantly related to credit ratings.

d) Control: Control is related to private or non-private ownership of the companies. Murcia et al. (2014) in
their study argued that state controlled companies have a lower probability of default than private companies
as they are under greater supervision and wider control and even tend to get help from the government(s) in
bad times. They also concluded that control is positively but insignificantly associated with credit ratings.

e) Market share: High market share of a company generally reflects better competitive position of its products
and services in the market and faster growth of its revenues as compared to its competitors. Grunert, Norden
and Weber (2005) studied market share as one of the non-financial input to the bank’s internal credit ratings
in predicting the future default events and reported it as a positive but insignificant factor.

f) Listing: According to Murcia et al. (2014), listing of a company on the stock exchange reduces the
information asymmetry as the market absorbs information immediately and all the new relevant information
gets quickly reflected in its stock price. They further reported performance in the financial markets of listed
firms, as reflected by their respective stock prices, a positive and significant determinant of credit ratings.

g) Corporate Social Responsibility (CSR): CSR performance conveys important non-financial information
that rating agencies are likely to use in their evaluation of firms’ creditworthiness. Attig et al. (2013) in their
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study investigated the effects of CSR on firms’ credit ratings. The results of the study revealed that credit
rating agencies tend to award relatively high credit ratings to firms with good social performance.

2. CONCEPTUAL MODEL
Most of the research related to non-financial or qualitative determinants of corporate credit ratings are centred
on either one or two of the factors. Also, most of the research on credit ratings has been confined to the ratings
provided by Global rating agencies approved as Nationally Recognised Statistical Rating Organisations
(NRSROs) by the U.S. Securities and Exchange Commission (SEC) and particularly to the ratings provided
by the Big Three that is S&P, Moody’s and Fitch. However, very few studies have used the credit ratings
provided by national rating agencies, which are not recognised as NRSROs. Again, most of the studies on
factors affecting corporate credit ratings are conducted in developed economies/countries like UK, U.S.A and
Australia, so the effect in other markets, especially in emerging economies, is still unclear (Murcia et al.,
2014). Particularly in Indian context no empirical study related to the factors affecting corporate credit ratings
has been found to the best of the knowledge. So, in this section a conceptual model is proposed which can be
tested empirically in future studies to analyse the relationship and impact of above mentioned non-financial
determinants on corporate credit ratings in India. The proposed conceptual model is as shown below in Fig. 3

Fig. 1: Conceptual model

3. CONCLUSION
Corporate credit ratings reduces the information asymmetry of the investors and enhance their confidence in
investing in the rated companies and their instruments. They are also increasingly been used and studied as a
proxy of the credit risk of the companies. They generally reflects the credit worthiness of the companies and
the probability that the companies will honour their debt liabilities on due dates. Rating agencies evaluate a
number of financial and non-financial factors while assigning a rating score corporates and instruments issued
by them. So, the present study tries to summarise the literature available to the best of knowledge, related to
the corporate credit ratings, in order to highlight the major non-financial determinants analysed. The study
finds seven non-financial determinants of corporate credit ratings analysed in the previous literature viz.
corporate governance, innovation, internationalization, control, market share, listing and CSR. The study also
proposes a conceptual model which can be tested empirically in future to analyse the relationship and impact
of above mentioned non-financial determinants on corporate credit ratings in India. The study can provide
insight to the future researchers about the non-financial determinants being sufficiently explored so that they
can identify other new non-financial factors affecting corporate credit ratings.
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