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Laz Ratings

Professional Risk Opinion

Rating Methodology Fund Credit Quality

[In supersession of “CARE’s Fund Credit Quality Rating Criteria” issued in September 2019]

Introduction

Debt mutual funds have gained considerable prominence in India. A large variety of debt mutual
fund schemes with different investment styles and objectives are now available in the Indian
market. Today, from plain vanilla bonds to more complex derivatives, fund managers have a
variety of options to construct their portfolios. In this context, CARE Ratings introduced the Fund
Credit Quality Ratings aimed at enhancing the understanding of fund credit risk for the investors.
CARE Ratings’ fund Credit Quality Ratings (CQR) is an opinion on the overall credit quality of
specific debt mutual fund schemes. The ratings capture the fund’s overall exposure to the
default risk based on the credit quality of individual securities in the portfolio. The CQR is aimed
at providing an independent opinion on fund’s credit quality and act as a tool for the investors

to evaluate credit risk of such fund schemes.

What fund ratings are not?

CARE Ratings’ Fund CQR is not a recommendation to purchase, sell, or hold a security/fund. They
comment neither on the current market price, suitability for a particular investor nor on the
prospective performance of the fund with respect to appreciation, volatility of net asset value
(NAV), or yield of the fund. The ratings do not address the fund’s ability to meet the payment

obligations to the investors.

Rating Methodology

CARE Ratings’ Fund CQR is based on evaluation of the fund’s investment strategy and portfolio
credit risk. It involves evaluation of credit quality of individual securities as well as diversification
of portfolio. CARE Ratings uses the concept of credit scores assigned to individual securities, as

per credit scoring matrix developed by it.


https://www.careratings.com/upload/NewsFiles/GetRated/Rating%20Methodology%20-MF%20CQR%20_16Sept2019.pdf
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CARE Ratings’ Credit Scoring Matrix

In the credit scoring matrix, a credit score is computed based on the credit rating and residual
maturity of individual securities. Such credit scores are arrived at using CARE Ratings’ historical
data on defaults adjusted for data limitations. The credit score is lower for higher ratings and vice
versa. The portfolio credit score is arrived at by using the weighted average (using proportion of
the exposure in the scheme) credit score for each security in the scheme. The portfolio credit
score reflects the credit quality rating of the fund. For assigning a rating (and subsequently to
maintain the rating at a given level), the fund credit score has to be within the benchmark fund
score of the rating category. CARE Ratings has derived separate credit scoring matrix for its long-

term and short-term rating scales.

Credit Quality of Individual Securities

The credit quality of individual securities in the scheme is assessed by using CARE-assigned ratings
wherever such ratings are outstanding. In case of securities not rated by CARE, the lowest rating
assigned by other credit rating agencies (CRAs) is used as a guide. Subsequently, if CARE has
additional information which it feels has not been factored in the other CRA rating, it will form
its internal view on the rating and may deviate from the other CRA rating. In case of unrated
securities, CARE forms an internal view on the rating by considering publicly available information

about the issuer.

Furthermore, in case of securities where ratings are under ‘credit watch with negative
implications’ or have a ‘negative’ outlook, CARE will stress the portfolio score by considering

appropriately notched down rating for such securities.

Concentration Factor

CARE factors in concentration risk and adjusts the portfolio credit score if the single-largest
exposure exceeds 10% of the fund’s NAV. In this case, the score of a notched down rating may
be considered and a higher credit score may be applicable for the exposure exceeding 10% of

NAV to arrive at the final score depending on the underlying investment. While there are no
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sectoral concentration caps defined, CARE may introduce an adjustment factor if it feels that the

concentration to a stressed sector has increased vis-a-vis the past.

Ongoing Review, Monitoring/Surveillance & Withdrawal of Rating

CARE Ratings reviews the rated mutual fund scheme on an on-going basis to support its published
rating opinions. As such, monthly portfolio of the fund is obtained. In addition, detailed annual
review of the fund is also undertaken. The fund has to maintain the fund credit score within the
benchmark fund score associated with a given rating level. If in any particular month, the fund
credit score breaches the benchmark, CARE Ratings generally provides a curing period of one
month to the AMC to correct the situation and realign the score. If the fund credit score is not
corrected within the curing period, CARE Ratings would consider revising the rating. Further, if
CARE believes that the fund score is unlikely to be realigned in the one-month time frame, it may
directly act on the ratings without providing any curing period.

CARE would construe sale of downgraded securities from the scheme as an act of portfolio
realignment. A write-off of downgraded/defaulted exposures will not be considered as
realignment, and CARE will assign the downgraded rating on the entire par value of such
exposures in the latest portfolio while calculating the overall credit score. CARE will continue to
do this for a period of at least six months from the date of complete write-down of such
investment or till full redemption/sale of such securities, whichever is earlier. This is done so as
to reflect the deterioration in the credit quality of the fund even though the fund’s NAV would
adjust upon such default. However, post any downgrade of the rating of the scheme, CARE would
monitor the scheme’s portfolio for at least three months before revising the rating upwards

based on the revised portfolio.
Withdrawal of CQR

CARE Ratings would withdraw the ratings of open-ended mutual fund schemes (being perpetual
in nature and having no specified maturity) after placing them on ‘Notice of Withdrawal’ for 30

days and upon receipt of request for withdrawal from the Asset Management Company (AMC).
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CARE will review the rating during the notice period and may revise the rating based on updated

portfolio composition and ratings.

Rating Symbols and Definition

Symbols Rating Definition

Schemes with this rating are considered to have the highest degree of safety

CARE AAAmf . . . .
mts regarding timely receipt of payments from the investments that they have made.
Schemes with this rating are considered to have the high degree of safety regarding
CARE AAmfs . . .
timely receipt of payments from the investments that they have made.
CARE Amnfs Schemes with this rating are considered to have the adequate degree of safety

regarding timely receipt of payments from the investments that they have made.
Schemes with this rating are considered to have the moderate degree of safety
regarding timely receipt of payments from the investments that they have made.
Schemes with this rating are considered to have moderate risk of default regarding

CARE BBBmfs

ARE BBmf
¢ mts timely receipt of payments from the investments that they have made.
Schemes with this rating are considered to have high risk of default regarding
CARE Bmfs . . .
timely receipt of payments from the investments that they have made.
CARE Crnfs Schemes with this rating are considered to have very high risk of default regarding

timely receipt of payments from the investments that they have made.
Modifiers {"+" (plus) / "-"(minus)} can be used with the rating symbols for the categories CARE AAmfs
to CARE Cmfs. The modifiers reflect the comparative standing within the category.

CARE Ratings will generally assign long-term credit quality rating to a fund; however, upon
specific requests from AMCs, the fund can also be rated on the short-term scale subject to the
fund meeting the following criteria:

e All of the fund’s holdings should have a residual maturity of less than one year

e The fund’s mandate is to invest predominantly in short-term debt securities

To assign a rating, CARE would typically analyse the latest 3 months portfolio to arrive at the
credit score based on the credit score of the scheme for each of these 3 months. For schemes
that are yet to be launched, CARE discusses the proposed investment-mix in terms of the credit
quality that the fund manager intends to maintain. Once the schemes are launched for regular

investments, a detailed review of the investment portfolio shall be carried out.
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The short-term rating scale for fund credit quality rating is as below.

Symbols Rating Definition

Schemes with this rating are considered to have very strong degree of safety
CARE Almfs N . .

regarding timely receipt of payments from the investments that they have made.

Schemes with this rating are considered to have strong degree of safety regarding
CARE A2mfs : . .

timely receipt of payments from the investments that they have made.

Schemes with this rating are considered to have moderate degree of safety
CARE A3mfs N . .

regarding timely receipt of payments from the investments that they have made.

Schemes with this rating are considered to have minimal degree of safety regarding
CARE Admfs : . .

timely receipt of payments from the investments that they have made.

Modifier {"+" (plus)} can be used with the rating symbols for the categories CARE A1mfs to CARE
Admfs. The modifier reflects the comparative standing within the category.

CARE Ratings' Fund Credit Quality Rating is not a recommendation to purchase, sell, or hold a
security/fund. It comments neither on the current market price or suitability for a particular
investor nor on the prospective performance of the fund with respect to appreciation, volatility
of net asset value (NAV), or yield of the fund. The ratings do not address the funds’ ability to
meet the payment obligations to the investors.

[Reviewed in January 2021. Next review due in January — February 2022]

CARE Ratings Limited
4th Floor, Godrej Coliseum, Somaiya Hospital Road, Off Eastern Express Highway, Sion (East), Mumbai - 400 022.
Tel: +91-22-6754 3456, Fax: +91-22- 6754 3457, E-mail: care@careratings.com

Disclaimer

CARE’s ratings are opinions on the likelihood of timely payment of the obligations under the rated instrument and are not
recommendations to sanction, renew, disburse or recall the concerned bank facilities or to buy, sell or hold any security.
CARE’s ratings do not convey suitability or price for the investor. CARE’s ratings do not constitute an audit on the rated entity.
CARE has based its ratings/outlooks on information obtained from sources believed by it to be accurate and reliable. CARE
does not, however, 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. Most entities whose bank
facilities/instruments are rated by CARE have paid a credit rating fee, based on the amount and type of bank
facilities/instruments. CARE or its subsidiaries/associates may also have other commercial transactions with the entity. In case
of partnership/proprietary concerns, the rating /outlook assigned by CARE is, inter-alia, based on the capital deployed by the
partners/proprietor and the financial strength of the firm at present. The rating/outlook may undergo change in case of
withdrawal of capital or the unsecured loans brought in by the partners/proprietor in addition to the financial performance
and other relevant factors. CARE is not responsible for any errors and states that it has no financial liability whatsoever to the
users of CARE’s rating. Our ratings do not factor in any rating related trigger clauses as per the terms of the facility/instrument,
which may involve acceleration of payments in case of rating downgrades. However, if any such clauses are introduced and if
triggered, the ratings may see volatility and sharp downgrades.
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