
-
V.'IT;~'iOCIR~ foq.o~T«]JI~ 
_\-~-""-""-~ 

ACTION 
~/ 1ft.! mnt~ ,u llorl.ur 

bin I ~knL 

~1"\\1"j>lt~t~ .• oV_ 

<.' It, ""to I, JfA .. t. A'O!I 

Projects to Facilitate the Introduction of 
Local Credit Ratings 
The Egypt Capital Markets Development Project 

Standard & Poor's 

~;, ':"'!1l!"'1 ~, 
I17Wit AlIIiiI ~~ ..t::.:d 

December 1998 
USAID Contract No 263-C-OO-98-00067-00 



TABLE OF CONTENTS 

EXECUTIVE SUMMARY 

A INTRODUCTION 

B SURVEY OF REGULATIONS PERTAINING TO CREDIT RATINGS AND RATING 
AGENCIES 

B1 Background 
B2 PrOject 
B3 Resource ReqUirements 

1 

C FEASIBILITY STUDY FOR ESTABLISHING A LOCAL CREDIT-RATING AGENCY 3 

C1 Background 
C2 Project 
C3 Resource ReqUirements 

D MARKET EDUCATION AND TRAINING ON CREDIT-RISK ANALYSIS AND RATINGS 6 

01 Background 
02 Project 
03 Resource ReqUirements 

E BENCHMARKING AN EGYPTIAN NATIONAL RATING SCALE 

E1 Background 
E2 Project 
E3 Resource ReqUirements 

7 



EXECUTIVE SUMMARY 

ThIS report, by the CapItal Markets Development (CMD) proJect's subcontractor Standard & 
Poor's, proposes four projects to asSISt Egypt wIth the mtroduction ofmdependent credIt ratmgs 
The four projects are 

• A survey of regulatlOns pertammg to credIt ratmgs and ratmg agencIes 

• A feaslbIlIty study for estabhshmg a local credit-ratmg agency 

• Market educatIOn and trammg on credIt-nsk analYSIS 

• Benchmarkmg an EgyptIan natIOnal ratmg scale 

The report proposes that the CMD project undertake the first three projects dunng the current 
year and mc1ude the fourth m Its year-2000 Work Plan 

The survey of eXIstmg regulatIons pertammg to credIt ratmgs and ratmg agencIes should analyze 
selected emergmg and mature natIOnal markets where regulatIons mandate or encourage the use 
of mdependent credIt ratmgs for certam finanCIal market actiVItIes ThIS study Will provIde a 
comparatIve basIS upon whIch to formulate pohcles and guidehnes for the EgyptIan program 

The second project proposed by the subcontractor IS a feasIbIhty study for estabhshIng local 
credit-ratmg agencIes Estabhshmg such agencIes m Egypt presents a number of challenges, 
pnmartly resultmg from the small SIze and lack of development of the market A market survey IS 
proposed m order to determme local demand for ratmg sefVlces and determme If agenCIes 
proVldmg those servIces can be self-sufficIent The study should also be deSIgned m such a way 
as to prOVIde background and mSIghts for regulators m estabhshmg mternal procedures for 
hcensmg local ratmg agenCIes and developmg new polICIes and regulatIOns pertammg to the use 
of credIt ratIngs m new types of financmg and mvestment actIVlties 

The report argues that trammg IS a necessary element ofmtroducmg credIt ratmgs to Egypt's 
capItal markets, as there IS msufficient knowledge about the purpose of these ratmgs and the 
methodologIes and procedures that underlIe them In order to overcome these problems, the 
report proposes both a semmar, to whIch major capItal-markets partICIpants would be mVlted, and 
a senes oftrammg courses taught m Egypt or a convement mternatlOnal finanCIal center 

Fmally, the report proposes a benchmarkmg study m order to overcome some of the potentially 
dtsruptive Impacts ofmtroducmg mdependent credIt ratmgs mto the EgyptIan market Such a 
study would proVIde context for the new ratmgs and estabhsh benchmarks to help gUide local 
ratmg agenCIes 
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A Introduction 

Based on Informahon and OplntOnS gathered dunng IDlhal onentanon meehngs m Cruro, It IS clear 
that the Egyphan goverrunent and major market parhclpants attach great Importance to the use of 
mdependent credIt ratmgs m the development of the country's CapItal and other finanCIal markets 
Reflecnng these VIews, this report proposes three truhal projects for 1999 

1 Survey of regulatlOns pertammg to credIt ratIngs and ratIng agenCIes 

2 FeasIbIlzty study for establIshmg a local credIt-ratIng agency 

3 Market educatIon and trammg on credlt-nsk analysIs and ratIngs 

In additton, reflectmg the sigruficant resource reqUIrements that would be placed on the 
subcontractors, we propose that the followmg project be undertaken as part of the year-2000 Work 
Plan 

-I Benchmarkmg an EgyptIan natIonal ratIng scale 

In theory, the trutIal three projects could be undertaken m tandem or could overlap With one 
another However, the key personnel for some projects rrught be the same, thus reqUlrmg more 
ttme In addItton, project 3 ("market educatton and tratrung on credIt nsk analYSIS and ranngs") 
could be better custorruzed for the EgyptIan market With the findmgs of project 2 ("feasIbIlIty study 
for estabhshmg a local credit-rattng agency") In tum, project 3 could be repeated m a more 
ngorous and htghly custorruzed fashton under the year-2000 Work Plan, after the completIon of 
project 4 ("benchmarkmg an Egypttan nattonal ratmg scale") 

The prehmmary resource and ttmmg figures proVIded for each proposed project are good-fruth 
esttmates that may change as mdIVldual projects are refined based on further research as well as 
developments m the EgyptIan market 

B Survey of Regulations Pertaining to Credit Ratings and Rating AgenCies 

B1 Background 

The Egypttan goverrunent IS comrrutted to the development of local rattng agenCIes as part of Its 
broader efforts to promote the development of domestIC capItal markets In October 1998, the 
government Implemented new regulahons reqUlnng credIt rattngs for all pubhc1y hsted bond Issues 
and any pnvate bond Issues exceedmg the net worth of the Issuer RefIectmg the mandated use of 
ratmgs for certrun types of capItal market acttVIttes, the government Wishes to develop standards for 
OffiCIal recogmtton or approval of credit-rattng agenCIes servtng the local market The government's 
obJecttve IS to safeguard the qUalIty, mdependence, and mtegnty ofranng agenCIes that fulfill local 
regulatory reqUIrements In additton, the goverrunent and market parhcIpants are mterested m 
learmng how the use of credIt rattngs can be extended to a broader range of finanCIal market 
acttVIttes, thereby enhancmg the effiCIency and transparency ofEgypfs markets 
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82 Project 

A survey should be made of selected emergmg and mature natIonal markets where regulatIons 
mandate or encourage the use of mdependent crecht ratIngs for certaIn finanCIal actIVItIes The 
survey should prOVIde a comparatIve basIS for formulatIng polIcy gUIdelmes for recogruZIng local 
ratIng agenCIes and for the use of crecht ratIngs m prudentIal regulatIons related to debt Issuance, 
mvestInent, and other financmg actIVItIes The survey should exarrune the followmg areas for each 
of the countrIes selected 

1 Types of financmg and mvestInent actIVItIes reqUIrIng ratIngs 

• ratIng reqUIrements for Issuance of speCIfic types of finanCIal InStruments, mcluchng 
bonds (publIcly lIsted and pnvate placements), commerCIal paper, certIficates of 
depOSIts, mutual funds, etc 

• ratIng-related mvestInent gUIdelmes for mstItutIonal mvestors (e g , penSIOn funds and 
InSurance companIes) and commerCIal banks (e g, reserve and capItal reqUIrements) 

• ratIng reqUIrements for select finanCIal mstItutIons (e g , commerCIal banks and 
InSurance companIes) 

2 Types of fiscal and other mcentIves that encourage the use of ratIngs 

• tax-exemptIOns or reduced tax rates for mcome from rated finanCIal mstruments 

• exemptIon from certam filmg reqUIrements when Issumg debt 

3 Standards, If any, for IIcensmg or approvrng local ratIng agenCIes 

• Ill1Il1mum CapItal reqUIrements 

• gUIdehnes pertammg to ownershtp structure and COnflICts of mterest 

• profeSSIonal qualIficatIons of staff 

• trammg, asSIstance and support from mternatIonal ratIng agenCIes 

4 RegulatIons, If any, goverrung the actIVItIes of ratIng agenCIes 

• ratmg scales and symbols 

• COnflICtS of mterest for management and staff 

• operatIng procedures and cntena 
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5 The Impact of the above regulations, mcentIves, and standards on the local use of credit ratings 
and the development of the local rating mdustry 

• structure and dynamtcS of the rating mdustry, mcludmg the number of rating firms, 
trends over tIme, and the role of mternatIonal rating orgaruzatIons 

• level and trends m the proportIon of rated financial mstruments relative to the total 
market 

• performance of local ratings durmg penods of finanCIal stress 

In addrtlOn, the report should mc1ude an overvIew of expert VIews on the regulation of ratings and 
rating agencies 

B3 Resource ReqUirements 

Completing the project wtll reqwre apprmamately 40 person days, mvolvmg a ffilX of seruor- and 
mtermedlate-level staff No travel expenses are required the mformatIon can be gathered through 
the files of a major credit-rating firm and contacts With regulators The project Will reqUIre 2-3 
months to complete 

C FeaSibility Study for Establlshmg a Local Credlt-Ratmg Agency 

C1 Background 

The Egyptian Government has lffiplemented regulations reqwrmg the use of mdependent credit 
ratings for certam types of bond Issues To date, one local credit-rating agency has been offiCially 
recogruzed by the CMA However, many challenges face the development oflugh-quallty, 
mdependent credit-rating agenCIes m Egypt These challenges Will needed to be conSIdered when 
hcensmg rating agenCIes and developmg the use of credIt ratings Frrst, the capablhty of properly 
financmg a Iugh-qUallty, local rating agency depends on adequate demand for credit-rating seTVlces 
and a suffiCient capital base for the rating agency However, the current number and value of 
domestic bond Issues IS qwte modest, prospects for bond Issuance are uncertam, short-term debt 
markets (e g , commercIal paper) are undeveloped, and the understandmg and potentIal use of 
credIt ratings outside of the bond market IS unclear Second, the feasibilIty ofproVIdmg htgh-qUality 
rating opmlOns bmges upon adequate mformatIon and disclosure Market partICIpants express some 
concerns about certam aspects of local accounting standards, auditIng practIces, and other aspects 
of pubhc reportIng on busmess and financial developments Thtrd, the ownershtp structure and 
operating procedures of a local rating venture are cntIcal determmants of the actual and perceived 
mdependence and mtegnty of any ratmg venture WIth the mtroductIon of regulatory reqwrements 
for ratings, many orgaruzatIons and mdiVIduals With other mterests and actIVItIes m local financial 
markets may seek to set up rating ventures m Egypt 
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C2 PrOject 

A study of the local demand for ratIng sefVIces, the avrulabIhty of financIal mformatIon for 
producmg lugh-qUality credIt-ratIng Optnlons, and an overvIew of key ownerslup and operatIng 
consideratIons m estabhslung a local ratIng agency should be undertaken The study should proVlde 
background and mslghts for regulators m estabhslung mtemal procedures for hcensmg local ratIng 
agencies and developmg new pohcles and regulatIons pertatrung to the use of credit ratIngs m new 
types of financmg and mvestment acttVltIes The report should mclude the followmg three 
components 

1 Market survey 

• Overwew of Egypnan capItal markets The study should begm With a reVlew of 
EgyptIan capital and other finanCIal markets to estabhsh the hkely uruverse of ratable 
mstruments and potentIal users of ratIngs, mcludIng borrowers, counterparnes, 
mvestors, and mtermedIanes This analYSIS Will establIsh the growth, SIze, dIverSity, 
and transparency of finanCIal markets, and the nature of current and prospectIve debt 
Issuance InformatIon should also be sought to profile the market by number and type of 
borrowers, mtermedIanes, and mvestors Trends and prospects for vanous types of 
debt mstruments should also be reVlewed 

• Regulatory enVIronment An evaluatIon of the EgyptIan regulatory enVlronment for 
Issuance and mvestment m CapItal and money markets should be made so as to 
establIsh Its Impact on the operatIng effiCiency and transparency of the domestIc debt 
markets and the practIcal use of ratIngs Compansons should be made With relevant 
regulatIons mother emergmg markets AnalYSIS should also be offered on pOSSIble 
regulatory enhancements and their ImphcatIons for the use of credIt ratIngs 

• Investor/Issuer needs The needs of mvestors, mtermedIanes, and borrowers for credlt
nsk analysIs and optruons should be IdentIfied and assessed The analYSIS should 
evaluate the major motIvatIons each of these vanous market constItuents could have for 
wantIng a ratIng and the vanous advantages that could anse from havrng a system of 
natIonal credit ratIngs 

2 ReVlew of disclosure standards and legal practIces 

• Injormanon and dIsclosure AccountIng and audttIng practIces and the level of publIcly 
dIsclosed mformatIon should be analyzed to proVlde a general ImpreSSion as to the data 
qUalIty upon wluch an EgyptIan ratIng agency could be expected to base ItS analyses 
To the extent that any sigruficant shortcommgs are IdentIfied, they should be 
lughhghted 

• Legal enVironment The subcontractor should undertake an ovefVIew of the Egypnan 
legal enVlronment, especially related to creditor and debtor nghts and the habIlIty 
exposure of local ratIng agenCIes In additIon, It should reVlew the level to wluch 
eXistIng legal proVlslons Impede the development of an effiCient capItal market and the 
mtroductIon of new finanCIal mstruments 
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3 Busmess plan 

• OwnershIp structure A reVIew should be undertaken of potentIal shareholdmg 
structures and the Impact they may have on the mdependent operation and basIC 
crewbIhty of the ratmg agency In particular, It IS unportant that any shareholdmg 
structure aVOids actual or perceIved COnflICts of mterest 

• Product mIX From ItS reVIew of the busmess enVIronment, the current and projected 
operations of the local finanCIal markets, and assessment of the lIkely demand for credIt 
ratmgs, the subcontractor should suggest gUldelmes for developmg a structure and ffilX 

of crewt nsk and other financial-mformatIon serVIces that may be appropnate for a 
newly-establIshed ratmg agency 

• Markenng strategy, tacncs Based on the outhne of product opttons, suggestIons 
should be offered on marketmg strategies to promote busmess and stImulate demand 
for credit-rattng serVIces ThIs should mclude considerattons as to pncmg and fee 
structures, as well as suggestIons regardmg pOSSIble promotIonal trutIattves and 
asSIstance With relevant marketmg pubhcatIons, brochures, and general mformatton 
dtssemmatIon 

• Management and personnel Potenttal staffing levels and skIll reqUIrements of a new 
ratIng agency should be assessed and suggestIons offered concernmg the orgaruzattonal 
structure of the agency, mcludmg the role of the board and the agency's executIves The 
subcontractor should also make suggestIons regardmg the way the ratmg agency's 
management mtght be orgaruzed based on the type and volume of bus mess It can be 
expected to encounter 

• Tramzng of management and analyncal staff The subcontractor should suggest 
procedures for trammg employees of the new agency, m the fields of both credIt 
analYSIS and ratIng-agency management 

• Fmanclal proJecnons and senSInVInes A vanety of scenanos should be constructed to 
reflect the agency's prospectIve finanCIal performance The scenanos should form the 
basIS for evaluattng prOjected busmess volumes, fee levels, payroll costs, and other key 
finanCIal parameters Vanous balance-sheet projecttons Will also produce suggested 
gmdelmes regardmg trutIal capItalIZatIon and finanCIal pohcles 

C3 Resource ReqUIrements 

Seventy person days mvolvrng a mtx ofseruor- and mtermedlate-level staifW1ll be reqUIred For 
further market and related research, the project Will entaIl travel expenses for two separate tnps to 
Catro, for a total of up to three weeks, by a three-person team MeetIngs Will entad dIScussIons With 
a broad cross-sectton of current and prospectIve debt Issuers, major finanCIal mtermewanes and 
mstttuttonal mvestors, a range of local accountIng and legal firms, and relevant government 
authontIes The project Will take four to five months to complete 
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o Market Education and Trammg on Credit Risk AnalysIs and Ratmgs 

01 Background 

Wlule the Egyptlan authonnes have mtroduced rating reqUlrements for certaIn types of debt 
financmg, local market parttclpants appear to have a hffilted understandmg of the role of 
mdependent credIt ratlngs In general, local mvestors, mtermewar1es, mvestors, and government 
orgaIllzatlons appear to possess an msufficlent knowledge of the procedures and methodologtes 
employed by credIt-rating agencies Moreover, the potentlal range of apphcanons for mdependent 
crewt ratings IS not well appreciated among market parttclpants As a result, the Immment 
mtroductlon of crewt ratings to the Egypnan CapItal markets may prove dlsrupnve, as there IS 
slgruficant potentlal for ratlngs to be ffilsunderstood and ffilsused 

02 Project 

To faclhtate the mtroductlon of credit ratings to the Egyptlan market, ensure the proper use of 
ratlngs, and stlmulate the WIder use of soprustlcated credtt-nsk techmques, the subcontractor should 
offer a ffilX of a pubhc semmar and custoffilzed credlt-nsk trammg classes m Cruro or, m the case of 
the trammg classes, at a converuent locatlon outside Egypt (e g, London) The major components of 
thts trammg should be 

A one-day, general semmar m Cruro on crerut-ratlng methodology and procedures for major 
market partlclpants, offenng an overvtew of mtematlonal ratlng practlces and cntena, and 
applIcatlons of thts methodology m Egypt and other emergmg markets The length and detrul of 
tlus seffilllar could be expanded to two days, tfproJect 4 has been completed 

2 Two, three-day tratrung classes for local market parttclpants m either Cruro or a converuent 
mtematlonal financial center (e g , London) should be conducted One tramtng course should 
address the analysts of financial tnstltutlons, mcludmg an overvtew of mtematlonally accepted 
methodology and case studies The second tratrung course should address mdustnal compaIlles, 
agatn mcludmg an overvtew of mtematlonally accepted methodology and case studtes The 
appropnate level of soprustlcatlon of the tramtng courses WIll need to be determmed based on 
further research, and both courses could be better custoffilZed for Egypt after prOject 4 IS 
completed Without the benchmarkmg study, the trammg programs could be offered usmg off
the-shelf courses currently offered by mtematlonal experts m the credlt-ratmg field, WIth no 
speCIfic onentatlon or apphcatlons pertatnmg to Egypt 

03 Resource ReqUirements 

The one-day seffilllar WIll reqUIre approXimately 25 person days mvolvmg a ffilX of seruor- and 
mtermewate-Ievel analysts, and travel to Cruro by four to five persons If the tratrung programs are 
held m Cruro and customtzed to the Egypnan market, the two tratrung programs WIll reqwre 60-80 
person days, mcludmg two separate tnps to Cruro of one week each by four persons The resource 
reqwrements and content of the seffilllar and tratrung courses wtll vary dependmg on whether 
project 4 IS completed A customized seffilllar and tratrung programs WIll reqwre 4 to 6 months to 
complete, agam dependmg on the status ofproJect 4 Personnel reqwrements and travel expenses 
could be reduced If the semmar and tratrung courses were coordmated over a smgle two-week 
penod Off-the-shelftratrung programs m London can be provtded WIth consIderably less advance 
preparatiOn and cost 
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E Benchmarkmg an EgyptIan National Ratmg Scale 

E1 Background 

The EgyptIan government, regulators, and market partIcipants have expressed concerns about the 
potentIally disruptIve Impact of mtroducmg mdependent credIt ratIngs to a domestIc market that has 
httle understandmg or expenence WIth such ratmgs In partIcular, tfthe use and pubhc 
dlssemmatIon oflocal credIt ratmgs IS lImited to new publIc bond Issues and the pace of such 
Issuance remams slow, the market WIll have httle comparatIve context for mterpretmg the meanmg 
of the tnltIal credIt ratmgs pubhshed dunng the next year or two In the absence of an adequate 
comparatIve context, only top-rated Issuers may gam access to the bond market, thus hmdenng 
rather then enhancmg the development of the local Capital market Moreover, If the bond market IS 
slow to develop, under-resourced local ratmg agenCIes may lack the ablhty to analyze a 
representatIve sample of prospectIve bond Issuers, thus creatmg the potentIal for settmg 
mappropnately hlgh or low benchmarks durmg the mtroductIon of a ratmg scale tailored to the 
EgyptIan markets 

E2 Project 

The CMD project should undertake credIt analyses of a representatIve sample of 25 current and 
prospectIve EgyptIan bond Issuers and pubhsh the ratIng optnlons and supportmg analytIcal reports 
based on aVailable pubhc mformatIon The analYSIS wIll Yield credIt-ratIng benchmarks for local 
market partIcIpants, thus proVldmg an essentIal comparatIve context for more effectIve 
mterpretatIon and use of the lOltIal credIt ratIngs asSIgned to speCific bond Issues over the next few 
years 

The representatIve sample should mclude a ffilX of bank and non-bank financial mstItutIons and 
vanous mdustnal enterpnses spannmg three or four major sectors of the EgyptIan economy The 
sample should be selected based on achlevrng a good ffilX of comparues of vaned SlZe, market 
pOSItIon, and finanCIal strength, as well as on the aVaIlabIhty of adequate pubhc mformatIon (m 
Enghsh) and the Wlllmgness of company management to cooperate WIth the exercise 

Each credIt analYSIS can be prepared by a two-person team of credIt-ratIng analysts based on 
aVailable pubhc mformatIon and supplemented by a half day of meetIngs WIth the management of 
each company evaluated Each analysIs should contam an ovefVlew of the company's major 
busmess and finanCIal nsk attnbutes, and follow generally accepted mternatIonal ratIng 
methodology 

The wntten credIt analyses should be presented to a ratmg cOffiffilttee drawn from an 
mternatIonally-known firm speclallZmg m credIt ratIngs, wruch WIll asSIgn 'pubhc mformanon' 
credIt ratIngs to each company, based on a natIonal ratmg scale deVlsed by that firm to meet the 
uruque needs of the EgyptIan market The EgyptIan natIonal ratIng scale should proVlde a current 
optnlon of the relatIve creditstandmg of EgyptIan obhgors (I e, debt Issuers, guarantors, or 
counterpartIes) relatIve to then local peers, and should differentIate EgyptIan obhgors mto one of 
SIX to eIght ratIng clasSIficatIons The scale W111 need to stnke a balance between offenng a 
suffiCIent number of categones to proVlde adequate differentIatIon of credIt nsk among local Issuers 
and not attemptIng to be overly preCIse given the hffilted sample and rehance on pubhc mformanon 
The ratIng clasSIficatIons should use ratIng symbols and defirutIons tailored to the EgyptIan market, 
and emphasize relanve credIt nsk m an EgyptIan context Each ratIng symbol should be 
accomparned by a 'PI' subscnpt to mdlcate that the optnlon IS based on publIc mformatIon 
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Pnor publIcatIon of the natIonal scale, publIc mfonnatIon ratIngs, each preltmmary ratIng optruon, 
and the accompanyIng report should be shared With the comparues managements to ensure the 
accuracy of factual mformatIon and to allow them to comment on the report's concluslOns All of 
the ratIng oplIllons and wntten analyses should trutIally be pubhshed m a smgle report and 
circulated to major borrowers, mtennewanes, InstItutIonal mvestors, and government orgaruzatIons 
mEgypt 

E3 Resource Requirements 

An estImated 170 person days, mvolvmg a rrux of seruor- and mtermewate-level staff wIll be 
reqUIred The analYSIS wIll entaIl travel expenses related to four or five separate one- to two-week 
tnps by two-person teams of credtt -ratIng analysts, mcluclmg half day meetIngs With each of the 
sample comparues and background meetIngs With local accountIng firms, financial InstItutIons, local 
econOmIC and financIal research groups, and relevant government authontIes The project Will 
reqUIre approXimately four to five months to complete 
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