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TRADING ENTITIES RATING METHODOLOGY

Trading concerns are engaged with business of buying and selling of commodities, products
or services. Such entities have substantial inventories of stock, add limited value to the
products and occupy a key position in the supply chain since they understand customers’
requirements and engage in merchandising and distribution of the products. Trading business
is characterized by low bottom line profitability. The major portion of their balance sheet &
income statement constitutes receivables and inventories. Balance sheet liabilities mainly
constitutes of short term borrowings and payables. Working capital management efficiency is
critical in such business. The two broad area of credit risk assessment for trading entities
encompasses evaluation of qualitative factors comprised of management risk, industry risk, &
some parts of business risk and quantitative factors comprised of quantifiable business risk
and financial risk. 30% weightage is given to qualitative factors and 70% weightage is given
to qualitative factors while marking the entities to drive at a probable rating following the
corporate rating methodology. However, it is to be mentioned here that the marking is just
used as a base line and while determining the final credit rating other systematic factors also
have an impact.

1. Management Risk
Management evaluation is one of the most important factors for supporting a trading entity’s
credit standing which includes

= Experience of the promoters/proprietor/entrepreneurs in trading operations

= Track record of operations

= Owners commitment to the business

= Succession of the owner

= Experience of the senior management working in the organization
=  Support of the group companies and

= Business knowledge regarding trade, regulations etc.

2. Industry Risk
The business of trading entity depends on the performance of the underlying industry factors
like

= Industry demand supply dynamics

= Regulatory framework which is dictated by government policy

= Environmental compliance issue

= Growth potential, Industry life cycle and

= Other competitive factors such as availability, seasonality, variability in commodity

price, alongside counterparty risks are also measured.

3. Business Risk
The components of business risk assessed by
= Size and scale of operations of the business

= Trading volume of the business

= Ownership status of the office & warehouse

= Distribution network

= Geographical location

= Backward supply sources

= Possible risk of loss or damage during storage or transit
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= Changes in consumer spending patterns

= Possible government interference

= Earnings from core business segment etc.

= Relationship and bargaining power with buyers & suppliers

These risks are analyzed based on the entity nature of business and availability of information

Earning / Profitability Ratios

Trading entities usually operate on narrow profit margin. Entities which have better risk
management systems, laid down credit policies, control on overheads and offer some value
added services have generally stable earnings and profitability. Moreover, trend in the growth
rate of the trading entities reflect the entities’ ability to sustain its market share, profitability
and operating efficiency. To assess the earning /profitability rations NCR considers

= Growth in profitability levels

= Volatility in margins and reasons thereof and

= Various ratios are analyzed include gross margin, operating profit margin, net profit
margin, ROA, ROE, etc.

3. Financial Risk

Financial risk analysis examines the track record of income generation, profitability levels,
capital structure, operating cycle, dependency on working capital for operations, capital
expenditure plans, accounting policies followed by the entities etc. However due to the
unorganized nature of most trading oriented business, their accounting policies are often not
well defined. NCR prefers audit reports in order to assess the historical earning position of
the entity. However, in several cases NCR reviews management reports. Moreover, projected
financial statements are also analyzed in detail.

Cash flow and coverage

The cash flow statement analysis reveals the ability of a trading entity to pay off its’
obligations. Cash flow analysis is an important tool for the assessment of financial risk. The
cash flow from operations provides a company with more secure credit protection than
dependence on external sources. Various ratios are considered are interest coverage ratio,
debt service coverage ratio, debt payback period etc.

Asset Base-
Trading entities usually have low fixed asset base. NCR considers
= Investment made by the entities in business offices & warehouse facility

= Development of distribution network

Capital Structure
NCR analyses the capital structure

= To determine an entity’s reliance on external financing. The trading entities usually
have low long-term loans but higher working capital borrowings. Entities with high
gearing have low financial flexibility and more susceptible to any external adverse
shocks

= Various ratios are analyzed including net debt/net debt plus equity ratio, overall
gearing ratio etc.
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Liquidity Position

Moreover, entities with healthy cash position along with sufficient available bank lines are
viewed favorably as they are better placed to meet any adverse market situation or sticky
receivables.

Liquidity ratios such as current ratio and adjusted quick ratio and cash cycle are broad
indicators of the liquidity position of a trading concern.

The working capital intensity of operations is analyzed by studying the inventory
management and holding levels, credit period extended by suppliers as well as average
receivable days.

Apart from the above discussed factors working capital management efficiency, quality of
financial reporting and information disclosures, past debt servicing track record,
transactions in the loan account as well as current account are given considerable weightage
in different cases.

Disclaimer:

The Methodology is developed by National Credit Ratings Limited (NCRL) based on
data/information from secondary reliable sources which is in compliance with the guidelines
provided by Bangladesh Securities and Exchange Commission and Bangladesh Bank. NCRL puts
best efforts to prepare this document. The methodology inherits human error, technical and/or
systematic error as its limitation therefore, NCRL does not provide warranty of any kind for this
document. This is the property of NCRL and is only used for rating of entity/debts. None of the
information in this document can be copied or otherwise reproduced, stored or disseminated in
whole or in part in any form or by any means whatsoever by any person without written consent of
NCRL.

For further details please contact:

National Credit Ratings Ltd
“Paramount Heights (13" Floor)”
65/2/1, Box Culvert Road, Purana
Paltan, Dhaka-1000.

Tel: +88-02-47120156-58

E-mail: ncrlbd10@yahoo.com
Website: www.ncrbd.com
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