he mo darabasectoris
@ thelarg est sectorin
Pakistan'sfinancial

mar ket in terms of number of en ti -
ties, with 45 modarabaslistedon
the Ka ra chi Stock Ex change as
against 15 com mer cial banks, 29
leasing companiesand 16invest-
ment banks. The for ma tion of this
sectorin the early eight ies fol low -
ing the pas sage of ena bling laws
repre sented thefirstorganised ef-
fortinPakistantoinstitutionalize

Is lamic modes of busi ness. This

pa per con cen trates on the need

for change of the rat ing scale used
by JCR-VIS for ratingmodarbas
and is a con tinua tion of JCR-VIS's
policy of bring ing com plete trans-
par ency in its work ing and keep-
ing in ves tors ap praised of new
developments.

Therat ing scale currently in
use formo darabasin Paki stanis

The rat ing scale cur rently in use different
formodarabasinPakistanis from the
dif fer ent from the credit rating creditrat-
scale used for all other .
institutionswhereinternationally || N9 scale
recog nisedrating symbols are used for
used
all other

institutionswhereinternationally
recognisedratingsymbolsare
used. How ever, since [s lamic
modes of fi nanc ing are now be gin-
ning to en ter the main stream (e.g.

the launch of the first Is lamic com -
mer cial bank and the is sue of the
first musharika based Term Fi-
nance Certificate), theap proach
of distin guishing ratings of Islamic
institutions andin strumentsfrom
other rat ings needs to be re con sid-
ered.

Background

JCR-VIS had ini tially started by
rating modarabasonits conven
tionalrating scale, as sign ing both
me dium to long- term and short-
termratings. This was con sis tent
with the ap proach adopted for all
other en tity rat ings. On the other
hand, the other rat ing agency in
the coun try used a sepa rate mo-
daraba scale fromin cep tion. JCR-
VIS re viewed and changed its pol-
icy in this re gard fol low ing the is-
su ance of BPRD Cir cu lar No. 05
dated Feb ru ary 15, 2000 by the
State Bank of Paki stan (SBP).
While tak ing the com mend able
step of relax ing the con dition for
banks to ob tain prior writ ten clear-
ance from the SBP bef ore pro vid
ing financingtomodarabas, this
circularmade the re laxa tion de-
pend ent on a mini mum credit rat-
ing of B-3 for the concerned
mo daraba. This sym bol was part
of the seper ate mo daraba scale

JCR-VIS Credit Rat ing Com pany Lim ited
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and there fore, in or der to avoid
con fu sion, JCR-VIS also adopted
this scale.

SubsequentDevelopments

There have been significant
de vel op ments in Paki stan with re -
spect to Islamic fi nance in the pe-
ri od en suing the change of rating
scale for mo dara bas by JCR-VIS.
Firstly, in view of the lat est de ci
sion of the Su preme Court of Paki-
stan on the riba is sue, it would be
safe to as sume that both the con-
ven tional and the Is lamic sys tems
of fi nance will work in par al lel in
Paki stan for the time be ing.

This situa tion is not unique to
Paki stan. Ma lay siahasbeenop er
ating such a par allel sys tem for
many years now. This has re sulted
in a great deal of re search and in-
no va tion in the area of Is lamic fi
nance asin stitutionsrunin
con for mity with Shariah prin ciples
seek to com pete with the more es -
tab lished and ac cepted modes of
financing. The suc cess of the Ma
lay sian model can be gauged by
the fact that the use of Shariah
com pliantin stru ments is one of
the main fac tors be hind Ma lay sia
be comingthe secondlargestbond
mar ket for proj ect fi nance in the

institutionsworkingona'riba - world. The im por-
free' ba sis will have to de velop a | tant fea ture of the

range of prod ucts and serv ices lel t .
that would practi cally prove that || Parallelsystemis

the Is lamic sys tem can be that it al lows free-

com peti tive with the dom of choice
conventionalfinancialsystem S
Therefore, in stitu

tions work ing on a 'riba -free' ba sis
will have to de velop a range of
prod ucts and serv ices that would
prac ti cally prove that the [s lamic
sys tem can be com peti tive with
the con ventionalfi nancial sys tem.

Theeffortstowardsestablish-
ing a vi able [s lamic fi nancial sec-
tor are slowly gainingmomentum.
The grant ing of the first Is lamic
commer cialbankinglicenseto
Meezan Bank Lim ited (for merly
Al-Meezan In vest ment Bank Lim-
ited) rep re sents a ma jor mile-
stone. The bank is reportinga
great deal of in ter est from de posi-
tors and bor row ers alike. The re-
centis sue by Sitara Chemi cals
Lim ited of the first listed
musharika-based Term Finance
Certifi cates and the over whelming
in ves torre sponse to theis suere-
flects the depth of the mar ket for
Shariah com pli ant sources of in-
vestment. Theinteresting thingto
note about both the above-
mentioned com pa nies is that their
respectiveentity andinstrument
ratings are on the con ven tional
rating scale. Thisre newed in ter est
in Is lamic fi nace augurs well for
the mo daraba sectorbe causeitis,
in our opinion, the ideal plat form
from which the de vel op ment of
the Is lamic fi nan cial sec tor can be
fos tered, as the le gal and or gan-
isationalinfrastructureisalready
in place.

JCR-VIS, as more fully ex
plained be low, is of the firm be lief
that Shariah compliantnon-equity

funding

Shariah com pli antnon- equity
represent fundingrepresentobligations.
obliga- Hence, the per sons pro vid ing the
fund ing must have some sort of

tions. bench markfor meas uringthe
Hence, risk that they are un der tak ing
the per

sons pro vid ing the fund ing must
have some sort of bench mark for
meas ur ing the risk that they are
un dertak ing whilelending toin sti
tu tions rais ing funds through Is-
lamic modes of financing.
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Shortcomingsofexisting
scale

The existing rating scale for
modarabashasseveral shortcom-
ings. The fore most of these is that
it does not serve the pri mary pur-
pose of credit rat ing, which is to
benchmark the de gree of risk
across vari ous com pa nies and
sectors of the economy. By using
a sepa rate scale for one sec tor of
the econ omy i.e. the mo daraba

- sector,we
By us ing a sepa rate scale for one have ex-
sec tor of the econ omy i.e. the
modarabasector, we have cluded the
excludedthe pos sibil ity of e
com par ing the de gree of risk possibility
en tailed in pro vid ing funds to a ofcompar-
.mo.da r.aba ggainsf that of ing the de -
institutionsinothersectors
gree of

risk en tailed in pro vid ing funds to
amo daraba against that of in sti tu
tions in other sec tors.

The sec ond pointto con sid er
isthatby treatingmo darabas
sepa rately in this re spect, the rat-
ing agen cies seem to be in di cat ing
thatmo darabas are fun da mentally
dif fer ent en ti ties in terms of their
activities. Asmodarabasare per-
mitted to en gage in all sorts of fi-
nancing, trad ing and
manufacturingactivitiesallowed
toothercompanies/institutions,
this is an inaccurateimpression.
The only con ditionim posed on
the activities of mo darabasis that
they should be Shariah com pli ant.
The same holds true for fund rais-
ing activities ofthemodarabas.
There fore, the only real dif fer ential
between mo darabas and other or-
gani sationsis the own er ship struc
ture of the mo dara bas. In view of
the two ex am ples given above (i.e.
Meezan Bank Lim ited and Si tara
Chemicals Limited),conformance
to Shariah prin ci ples can no

longerbe con sid ered a pe culiar
characteristicofthemodaraba
sec tor and hence
thejustificationto
rate modarabas
on a separate
scale is further
weakened.

con for mance to Shariah
prin ci ples can no longer be
consideredapeculiar
characteristicofthemodaraba
sectorand hence the justification
to rate mo da ra bas on a sepa rate
scale is fur ther weak ened

The ab sence of a short-term
ratinginthe current modaraba
scale is also a cause for some
con cern as the dif fering rat ing ho-
ri zons for me dium to long- term
ratings and short-termratings
means that there is a marked dif-
ferencein em pha sis ontherating
factorsin volved. There fore, a mo-
daraba pres ently look ing to ac-
quire short-term fund ing can not
rely onits as signed rat ing.

Fur ther, as the trend of globali-
sa tion con tin ues to gain strength
and Pakistan'secon omy de vel ops,
there will be new op portu nities for
cross-border trans ac tions and in-
vest ments. This pro cess would be
greatly aided by the presence of
universallyunderstood rat ing sym-
bols. The confusioninherentinthe
existingmodaraba scale can be
judged by the fact that when the
sym bol B-3, which is the mini mum
in vest ment grade on the current
mo da raba scale, is used by a lead-
ing global rat ing agen cy, it de-
notes a rat ing which is
substantiallybelowinvestment
grade.

The last but not least criti cism
of the mo da raba scale is the high
de gree of com pres sion in the in-
vest ment graderatingsrela tive to
the con ven tional scale with there
only be ing 6 notches for in vest
ment grade rat ings in the mo da

JCR-VIS Credit Rat ing Com pany Lim ited
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raba scale as com pared to 10 in
the con ven tional scale. Con se
quently, even within the mo da raba
sec tor, the existing scale would
high light only very sig nifi cant risk
variations.

Can the same scale be
used?

Tounderstand whethermoda-
ra bas, or for that mat ter any other
institution orin strumentbased on
Shariah prin ci ples, can be rated
on the con ven tional scale, it would
be nec es sary to study the defi ni-
tions used by JCR-VIS for both
me dium to long- term and short-
term conventionalratings (please
see at tached scale).

From these defi ni tions it is ap-
parentthatthe de ter mination of
the ap pro pri ate ness of the con ven-
tional rat ing scale for en ti ties and
in stru ments work ingin confor-
mance with Shariah prin ci ples
should be based on the interpreta-
tion of two key words i.e. risk and
obligation.

Risk is de fined as the pos si bit
ity of a loss in an investment, orin
afinan cial trans

Risk is de fined as the pos si bil ity
of aloss in an in vest ment, orin a
financialtransaction, depending

on the type of the risk. Hence,
any financingtrans action, be it
conven tional or Shariah based,
entails acer tain risk

action,depending
on the type of the
risk. Hence, any
financingtransac
tion, be it con ven
tional or Shariah

based, en tails a cer tain risk. The
riskin a con ventionaltrans action
is that a fixed sum (prin ci pal
and/or mark- up) will not be paid
on the due date. Even in the case
of float ing rate in stru ments, the
cou pon rate is fixed a speci fied pe-
ri od bef ore the due date. Some Is-
lamic forms of financinge,g.

Mora baha and ljarah also carry a
simi lar risk. How ever, in case of in-
stru ments based on profit and loss
sharing (e.g. Musharika) cal cu la
tion of the sum due is based on
the op eratingre sults ofthein ves-
tee upto the due date. Therefore,
in such cases the investoras
sumes the risk of not re ceiv ing a
cer tain amount of profit, which he
rea sonably ex pected based onthe
his tory and/or pro jec tions of the
investee and more im portantly the
risk of capi tal loss. Since the job
of the rat ing agency is to bench-

mark the Since the job of the rat ing
de gree of agency is to bench mark the
risk. the de gree of risk, the dif fer ence in

’ the na ture of risk should not be
difference a hin drance in car ry ing out the
in the na rat ings on the same scale

ture of risk should not be a hin
drancein carry ing out the rat ings
on the same scale. For examplea
conventionalinstrumentrated
BBB- will carry the same prob abil-
ity of full timely re pay ment as of
loss of profit/capi tal for an equally
rated Is lamic in stru ment. It would
be per ti nent to note here that, in
linewithinternational practice,
JCR-VISisusingthe con ventional
rat ing scale to also carry out Bank
Finance Rat ings, where risk is de-
fined as the fail ure of ul ti mate re
cov ery of the pres ent value of the
scheduledre pay ment.

Anobligationvery simply
means a duty. This duty when re-
ferred to in the con text of a fi nan
cial trans ac tion in most cases
arises out of a contractthatde-
fines the rights and du ties of the
par ties to the con tract. In the case
of the in ves tee, one of the du ties
(or obli ga tions) is to make pay-
ments in ac cor dance with the
terms of the con tract. The defi ni-

October, 2002

JCR-VIS Credit Rat ing Com pany Lim ited



Modaraba Rating Scale - Spe cial Report

tion of obligationdoesnotneces-
sarily ex tendit selftoin clude the
fact that the ex act value of the ob-
li ga tion should be known at any
time bef ore the due date. A po ten-

Thedefinitionofobligationdoes
notnecessarily extenditselfto
in clude the fact that the ex act

value of the ob li ga tion should be
known at any time bef ore the

due date

tial con-
ventional
finance
scenario
would be

where the cou pon rate, in the case
of a floating rate debt, is de ter-
mined on the ba sis of a base rate
pre vail ing on the cou pon date.
Theremainingterminol ogy used

in JCR- VIS's defi ni tions is very
clear and can ap ply equally to any
kind of en tity orin stru ment.

In view of the foregoing discus-
sion, JCR-VIS con sid ers it in the
bestin ter est of the mo daraba sec-
tor that credit rat ings of mo dara-
bas be ex pressed on the same
scale used for all other credit rat

ings.
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Rating Scale & Definitions

MediumtolLong-term

AAA: High est credit qual ity. The risk
factors are negli gible, being only
slightly more than for risk- free Gov ern -
ment of Paki stan's debt.

AA+, AA, AA- High credit qual ity. Pro
tection fac tors are strong. Risk is mod -
est but may vary slightly from time to

time be cause of economic conditions. .

A+, A, A-Good credit quality. Protec-
tion fac tors are ade quate. Risk fac tors
may vary with pos si ble changes in the
economy. .

BBB+, BBB, BBB- Ade quate credit
quality. Protectionfactorsarereason-
able and suffi cient. Risk fac tors are
con sid ered vari able if changes oc curin
the econ omy.

BB+, BB, BB-Obligationsdeemed
likely to be met. Pro tec tion fac tors are
capable of weak eningif changes oc cur
in the economy. Over all quality may
move up or down fre quently within this
category.

B+, B, B-Obligations deemedless
likely to be met. Pro tec tion fac tors are
capable of fluctu ating widely if changes
oc curinthe econ omy. Over all qual ity
may move up or down fre quently
within this cate gory or into higher or
lower rat ing grade.

CCCConsiderableuncertainty exists
towards meetingthe obligations. Pro-
tec tion fac tors are scarce and risk may
besubstantial.

CC A high de fault risk.
C A very high default risk.

DDefaultedobligations.

Short-term

A-1+ High est cer tainty of timely pay ment.
Short-termliquidity,includinginternal op-
eratingfactorsand /orac cesstoalterna
tive sources of funds, is out stand ing and
safety is just be low risk free Gov ern ment
ofPakistan's short-termobligations.

A-1 High cer tainty of timely pay ment. Li-
quid ity fac tors are ex cel lent and sup-
ported by goodfundamental protection
fac tors. Risk fac tors are mi nor.

A-2 Good certainty of timely pay ment. Li-
quidity fac tors and com pany fun da men
tals are sound. Ac cess to capi tal mar kets
is good. Risk fac tors are small.

A-3 Satisfactory liquidity and other protec-
tionfac tors qualify entities / is sues as to

in vest ment grade. Risk fac tors are larger
and sub ject to more varia tion. Nev er the-
less, timely pay ment is ex pected.

BSpeculativeinvestmentcharacteristics.
Liquidity may not be sufficienttoensure
timely pay ment of ob li ga tions.

C Capacity for timely pay ment of ob li ga-
tions is doubt ful.
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