JCR-VIS

NON-BANK FINANCIAL
COMPANIES
Rating Methodology

T

he scope of the methodology applies to leasing companies, Investment Banks, Modarabas, Asset
Management & Investment Advisory Services, Housing Finance Services and Discounting Services
which JCR-VIS will collectively refer to as Non-bank Financial Companies (NBFCs) for the purpose of this
methodology.
A large portion of country’s assets continue to be managed by Commercial Banks while NBFCs contribution
has consistently remained low. The sector continues to face challenges such as limited resourcemobilization, non-availability of credit lines from financial institutions, limited ability for deposit-taking
and no regulatory support in case of financial distress, as the Securities & Exchange Commission of
Pakistan (SECP) is not ‘the lender of last resort’. The SECP issued revised regulation for the sector in
November’2015 which aimed to strike a balance between risk and regulatory oversight on NBFCs. The
regulations classify NBFCs into lending NFBCs, fund management NBFCs and advisory NBFCs. Major
regulatory amendments include different minimum equity requirements for various NBFCs, capping
deposit raising ability of an NBFC to its equity & credit rating and imposition of limit on aggregate
liabilities of a non-deposit taking NBFC. Major amendments in NBFC regulations are as follows:
Form of Business

Minimum Equity Requirement

New deposit taking NBFCs for obtaining license of Investment
Finance Services or Leasing or Discounting or Housing Finance
Services

Rs. 1,000 million

Existing NBFCs with valid deposit taking permission having
Investment Finance Services license **
Existing NBFCs with valid deposit taking permission having Leasing
license **

Rs. 750 million
Rs. 500 million

Non-deposit taking NBFCs for Investment Finance Services license

Rs. 100 million

Non-Bank Microfinance Company for Investment Finance Services
License *

Rs. 50 million

Non-deposit taking NBFCs for Leasing or Discounting or Housing
Finance Services license

Rs. 50 million for each form of
business

Asset Management Services

Rs. 200 million

Investment Advisory Services

Rs. 30 million

*The Non-Bank Micro Finance Companies which do not have share capital shall maintain minimum
“Fund and Reserves” (being the excess of assets over liabilities excluding surplus on revaluation of
assets and investments) equal to the amount of minimum equity requirement as prescribed in the
above table.
** The NBFCs having valid deposit raising permission shall meet the shortfall, if any, in complying
with the minimum equity requirement within one year of coming into force of these regulations.
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Credit Rating

Total Deposits from all sources including
deposits from individuals, sole proprietors,
provident/gratuity funds, trusts, charitable
institutions and section 42 companies.

Deposits from individuals, sole proprietors, provident/gratuity funds,
trusts, charitable institutions and
section 42 companies.

AA- and above

5 times of Equity

4 times of Equity

A- to A+

3 times of Equity

2 times of Equity

BBB to BBB+

2 times of Equity

nil

The regulatory environment in Pakistan has strengthened over time with increased comprehensiveness
in prudential regulations, and improved standards of corporate governance. External factors that tend to
impact credit ratings include the effectiveness of the regulatory environment and external monitoring
tends to have a positive impact on the protection available to creditors.

CROSS-SECTOR COMPARABILITY
Assigned ratings are considered to be comparable across sectors. Our assessment endeavors to position
each company that JCR-VIS rates, vis-à-vis any other company in the rated universe, thereby maximizing
the utility of ratings for the common investor by providing a single yardstick for assessing the creditworthiness of any institution. While assessing the ratings, sector related risks are taken into account in
addition to firm-specific risks. Therefore changes in economic indicators along with those in the financial
sector in general, are factored into ratings of any financial institution. Furthermore, the underlying
concept and the basic principles of arriving at a rating for any NBFC remain largely similar to that used for
any other sector.

ANALYTICAL FRAMEWORK
JCR-VIS’s rating methodology for NBFCs is composed of three broad analytical frameworks. The
assessment begins with system-wide external factors that may impact risk profile of NBFCs followed by
standalone operating profile in addition to an assessment of external support that may be available to
the institution.

OPERATING ENVIRONMENT
An assessment of operating environment of NBFCs relate to the economic and industry risks to which
NBFCs are exposed to or may face over the rating horizon. In the assessment of economic risk it is
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important to understand the current and forecasted structure of the economy, flexibility of the economic
policy to projected socio-political structure, current and potential economic imbalances and the major
credit risk sectors. In economic risk analysis the NBFC’s capacity to adjust to national level economic
changes on sectoral and individual NBFC are also assessed.
For the industry risk assessment, the depth of coverage of the regulatory environment for NBFCs and its
monitoring effectiveness by the regulator is taken into account. Ratings are also influenced by the ability
of the regulators to ascertain the soundness of NBFC in the system and their capacity and willingness to
intervene to prevent institutional failures. The transparency in the system as inculcated by the regulatory
framework is also given due weight as well as the efficiency of the overall legal system in case of
foreclosure events for customers’ security repossession.

ASSESSMENT OF STANDALONE OPERATING PROFILE
Assessment of standalone operating profile looks into both qualitative and quantitative factors which are
discussed in detail below:

Qualitative Factors
CORPORATE GOVERNANCE
To the extent that poor governance jeopardizes the interest of creditors, its impact is factored into credit
ratings. The objective of our assessment of corporate governance is to ensure that the organization is
structured to allow for an effective internal control environment to develop, and minimize the possibility
of the misuse of power by dispersing it optimally within the organization. Among other variables are the
various features of the board of directors. In the context of the board’s structure, JCR-VIS focuses on the
role played by the board, the quality of its vision, the blend of its professionals and their relevance to the
business, and the efficacy of its committees. Other key areas are the strength of the supervisory functions
including internal and external audit. The degree of sophistication in risk management systems being
employed is also a paramount consideration in our evaluation. Eventually good governance and sound
risk management protects the value of a company’s resources and optimizes their utilization, allowing the
entity to honor its commitments to all its stakeholders including the creditors.

MANAGEMENT
Experience profile of senior management team and ability of the organization to continue operations
without significant disruption in case of loss of key personnel is assessed while reviewing the senior
management profile. Presence and evidence of strategic planning process, consistency of strategy with
resources available and strong policy & procedural framework are also positive from a ratings perspective.

RESILIENCE AND MARKET POWER
The size of an entity, though not the only indicator of an issuer’s strength, correlates strongly with market
position. Given a comparable performance track record, larger entities will tend to be rated higher. While
evaluating an organization on attributes like asset quality or access to financial resources, the benefit of
diversification, which is generally greater in larger entities, is to be taken into account.
There are tangible reasons behind the effect of size being visible in ratings. Firstly, it generally affords an
organization more market power in all facets, i.e. ability to attract the best quality people, attracting
financial resources, access to better infrastructure and of course pricing power. If however, these
strengths are somehow absent in a large organization or are present in smaller ones, ratings will be
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mindful of such instances, although such cases are exceptions rather than a norm.
This is not to imply that agile and small organizations lose their competitive edge over time. While they
may continue to be successful as business models, market power will inevitably be accounted for as one
of the variables in the risk equation. Particularly, in growing economies, as the business environment
becomes increasingly competitive and mergers and acquisition related activity also increases as its
natural outcome, economies of scale generally assume greater significance.

Quantitative Factors
CAPITALIZATION AND LEVERAGE: BUILDING BLOCKS FOR THE FUTURE
Capital is viewed by JCR-VIS as a cushion available to an entity against unforeseen losses. It is the foremost
indicator of the degree of protection that an organization provides to its creditors against future losses
and its sufficiency is to be assessed in relation to risks being carried by the company. Credit risk, market
risk and operational risks being the primary sources of risk, are assessed to determine whether the entity
is appropriately capitalized. NBFCs may also diversify their operations into money and capital market
operations and the presence of market risk in addition to potential for loan and lease losses is quantified
in relation to equity. Hidden reserves if any are also to be accounted for.
Leverage, or the amount of debt in relation to the capital base, is a crucial factor in assigning ratings. JCRVIS believes that in a growing economy and in dynamic organizations, capitalization levels generally move
towards optimization and higher than average capitalization levels are ultimately leveraged to obtain
higher value for shareholders.
Nevertheless, organizations may be less or more risk averse and higher levels of capital, both in absolute
and relative terms are viewed favorably in ratings. Therefore, understanding the propensity of both
owners and management to take risk is part of our judgment process. Recent revision in prudential
regulations allow leverage up to 5 times of equity (for AA rated deposit taking NBFCs), this level indicates
a steeper risk profile by JCR-VIS benchmarks. Cushion over Capital Adequacy Ratio requirement, as
introduced in the revised NBFC regulation, is also an important rating factor.
We also focus on an NBFC’s ability to grow its capital base through retention of earnings, as this is the
most reliable source for stable growth. This brings into focus the dividend payout policy as even strong
profitability can be diluted through heavy cash payouts. A substantial capital base provides management
with the ability to make circumspect decisions regarding growth and funding alternatives.

FUNDING & LIQUIDITY
In case of NBFCs, the degree of leverage has to be considered in the context of the nature of liabilities,
which is time-based in contrast to demand liabilities as in case of commercial banks. Therefore, liquidity
indicators required to qualify for higher ratings are often lower for NBFCs as compared to commercial
banks. More specifically, we evaluate the degree to which it has been able to match its assets and
liabilities, and whether short-term and long-term debt corresponds with the maturity and interest rate
profile of the financing and investment portfolios. Liquidity available to meet its short-term obligations is
judged through the assessment of all near-term claims against short-term sources of cash. JCR-VIS
considers the quality, diversity and stability of the sources of cash. The generation and prudent
management of these cash flows is a key issue in our assessment.
Access to funding is another important rating factor. NBFCs largely rely on secondary sources of funding
such as institutional borrowings, although a number of them have also accessed public funds through the
issuance of Certificates of Investments (COIs) or other forms of debt instruments. Consequently, the
ability to access the short, medium, and long-term markets at competitive rates is critical to their ongoing
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viability. The diversification and stability of funding sources in turn determines liquidity requirements for
an institution. Ideally, an NBFC’s funding strategy should include a variety of funding sources.
JCR-VIS evaluates an entity’s flexibility to deal with market events and capacity to fund new business. We
place high value on its access to debt markets and the portion of assets that can be liquidated without
any significant impairment to value.

ASSET QUALITY: MANAGING THE PORTFOLIO
Appraising the asset quality is a key factor in the rating process. Fundamental to this process is analyzing
the asset mix. NBFCs are increasingly diversifying their scope of operations into a variety of avenues as
afforded under the NBFC rules, in addition to the traditional financing portfolios. While this translates
into diversification of revenue stream, it also exposes NBFCs to a variety of risks including market risk in
addition to interest rate risk and credit risk. Increased treasury and capital market operations warrant an
in-depth analysis of the mechanisms used to adjust to the changing environmental dynamics and
maintenance of the liquidity position.
As far as the financing portfolios are concerned, cash recoveries against these are critical to the timely
servicing of debt obligations. Since improvement or deterioration in the portfolio can lead to significant
changes in the financial strength of the company, JCR-VIS seeks to conduct a comprehensive analysis of
asset quality. In this regard, level of infection and the effectiveness of the management policies regarding
recoveries and risk assessment procedures are assessed.
The size of the portfolio on both an absolute and relative basis is another consideration. There is less risk
associated with a portfolio that is diversified in terms of geography, customer base, and type of product.
Management’s philosophy regarding concentration is reviewed, along with its growth plans. Weaker
companies are more sensitive to changes in the environment and the nature and intensity of changes in
market conditions has a substantial impact on their financial strength and ratings.

PROFITABILITY: THE KEY TO FINANCIAL STRENGTH
Improvement in profitability in a single year generally does not add significantly to risk protection
available to creditors. However, sustained profitability over a number of years leads to a strong institution.
The quality of earnings is given as much importance as its level, with emphasis on the continuity and
predictability of revenues. Our analysis segregates recurring earnings, which are expected to provide a
better picture of a company’s future earning potential, from non-core earnings.
Earnings reflect the efficacy of the management’s strategy and capacity of an institution to generate
capital internally. The level of basic earnings (excluding provisions, taxes and any other extraordinary
items) determines the institution’s capacity to create reserves for potential losses.

EXTERNAL SUPPORT
An NBFC’s ability to honor its financial commitments is also affected by the degree of external support.
Ownership pattern and track record of the promoters/group companies is reviewed. Likelihood of
support from strong promoters in times of need generally tends to be high. Creditworthiness of financially
weak NBFCs may be enhanced, if backed by a strong third party. By the same token, the financial viability
of associated concerns is also taken into account and translated into any strength/ stress that may impact
the risk profile of the entity being rated.
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RATING SCALE & DEFINITIONS: ISSUES / ISSUERS
Medium to Long-Term

Short-Term

AAA
Highest credit quality; the risk factors are negligible, being only
slightly more than for risk-free Government of Pakistan’s debt.

A-1+
Highest certainty of timely payment; Short-term liquidity, including
internal operating factors and /or access to alternative sources of
funds, is outstanding and safety is just below risk free Government of
Pakistan’s short-term obligations.

AA+, AA, AAHigh credit quality; Protection factors are strong. Risk is modest but
may vary slightly from time to time because of economic conditions.
A+, A, AGood credit quality; Protection factors are adequate. Risk factors may
vary with possible changes in the economy.
BBB+, BBB, BBBAdequate credit quality; Protection factors are reasonable and sufficient. Risk factors are considered variable if changes occur in the
economy.
BB+, BB, BBObligations deemed likely to be met. Protection factors are capable of
weakening if changes occur in the economy. Overall quality may move
up or down frequently within this category.
B+, B, BObligations deemed less likely to be met. Protection factors are
capable of fluctuating widely if changes occur in the economy. Overall
quality may move up or down frequently within this category or into
higher or lower rating grade.
CCC
Considerable uncertainty exists towards meeting the obligations.
Protection factors are scarce and risk may be substantial.

A-1
High certainty of timely payment; Liquidity factors are excellent and
supported by good fundamental protection factors. Risk factors are
minor.
A-2
Good certainty of timely payment. Liquidity factors and company
fundamentals are sound. Access to capital markets is good. Risk factors are small.
A-3
Satisfactory liquidity and other protection factors qualify entities /
issues as to investment grade. Risk factors are larger and subject to
more variation. Nevertheless, timely payment is expected.
B
Speculative investment characteristics; Liquidity may not be sufficient
to ensure timely payment of obligations.
C
Capacity for timely payment of obligations is doubtful.

CC
A high default risk
C
A very high default risk
D
Defaulted obligations
Rating Watch: JCR-VIS places entities and issues on ‘Rating Watch’
when it deems that there are conditions present that necessitate
re-evaluation of the assigned rating(s). Refer to our ‘Criteria for Rating
Watch’ for details. www.jcrvis.com.pk/images/criteria_watch.pdf
Rating Outlooks: The three outlooks ‘Positive’, ‘Stable’ and ‘Negative’
qualify the potential direction of the assigned rating(s). An outlook is
not necessarily a precursor of a rating change. Refer to our ‘Criteria
for Rating Outlook’ for details.www.jcrvis.com.pk/images/criteria_
outlook.pdf
(SO) Rating: A suffix (SO) is added to the ratings of ‘structured’ securities where the servicing of debt and related obligations is backed by
some sort of financial assets and/or credit support from a third party
to the transaction. The suffix (SO), abbreviated for ‘structured obligation’, denotes that the rating has been achieved on grounds of the
structure backing the transaction that enhanced the credit quality of
the securities and not on the basis of the credit quality of the issuing
entity alone.

suffix (blr), abbreviated for ‘bank loan rating’ denotes that the rating
is based on the credit quality of the entity and security structure of
the facility.
‘p’ Rating: A ‘p’ rating is assigned to entities, where the management
has not requested a rating, however, agrees to provide informational
support. A ‘p’ rating is shown with a ‘p’ subscript and is publicly
disclosed. It is not modified by a plus (+) or a minus (-) sign which
indicates relative standing within a rating category. Outlook is not
assigned to these ratings. Refer to our ‘Policy for Private Ratings’ for
details. www.jcrvis.com.pk/images/policy_ratings.pdf
‘SD’ Rating: An ‘SD’ rating is assigned when JCR-VIS believes that the
ratee has selectively defaulted on a specific issue or obligation but
it will continue to meet its payment obligations on other issues or
obligations in a timely manner.

(blr) Rating: A suffix (blr) is added to the ratings of a particular banking facility obtained by the borrower from a financial institution. The
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Faheem Ahmad

President & CEO, JCR-VIS Credit Rating Company Limited
Founder, VIS Group
Chairman, Association of Credit Rating Agencies in Asia

Mr. Ahmad possesses 30+ years experience in financial risk assessment
with focus on Islamic finance, venture capital and general management. He
has top level management experience at international level in the fields of
credit ratings, Islamic and conventional financial risk assessment modeling, industrial management
and construction engineering. Mr. Ahmad is an active participant at international forums on
Credit Ratings. He obtained his B.S in Civil Engineering from NED University of Engineering and
Technology, Karachi. He also has Masters Degrees in Engineering and Business Administration
from USA. He could be contacted at faheem@jcrvis.com.pk

Talha Iqbal Choangalia
Senior Manager

Mr. Talha having completed his undergraduate studies from the Institute
of Business Administration (IBA) in 2010, Talha joined JCR-VIS Credit
Rating Company Limited as a financial analyst. In almost five years spent at
JCR-VIS and Islamic International Rating Agency (Technical collaboration
with JCR-VIS), Talha has been involved in the entity, corporate governance
and fiduciary ratings of numerous institutions in Pakistan and abroad. His
overall experience in ratings includes commercial banks, insurance and manufacturing sectors. He
has also been involved in rating a number of Sukuk issued by IFIs and Corporates. Recently, Talha
has been involved in drafting a revised takaful methodology for IIRA. He has spoken at international
forum hosted by JCR-VIS and IIRA and has facilitated training courses on the subjects of ratings
and credit analysis. He could be contacted at talha.iqbal@jcrvis.com.pk
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Jahangir Kothari Parade (Lady LLoyd Pier)
Inspired by Her Excellency, The Honorable Lady Lloyd,
this promenade pier and pavillion was constructed at a
cost of 3 Lakhs and donated to the public of Karachi by
Jahangir Kothari to whose genrosity and public spirit the
gift is due. Foundation stone laid on January 5, 1920.
Opened by Her Excellency, The Honorable Lady Lloyd on
March 21, 1921.
Dome: A roof or vault, usually hemispherical in form.
Until the 19th century, domes were constructed of
masonry, of wood, or of combinations of the two, frequently reinforced with iron chains around the base to
counteract the outward thrust of the structure.
Origins: The dome seems to have developed as roofing for
circular mud-brick huts in ancient Mesopotamia about
6000 years ago. In the 14th century B.C. the Mycenaean
Greeks built tombs roofed with steep corbeled domes in
the shape of pointed beehives (tholos tombs). Otherwise,
the dome was not important in ancient Greek architecture. The Romans developed the masonry dome in its
purest form, culminating in a temple built by the emperor Hadrian. Set on a massive circular drum the coffered
dome forms a perfect hemisphere on the interior, with a
large oculus (eye) in its center to admit light.

National Excellence,
International Reach
JCR-VIS Credit Rating
Company Limited is committed to the protection of
investors and offers a blend
Jahangir Kothari
of local expertise and interParade
national experience to serve
the domestic financial markets. With its international reach, JCR-VIS is positioned to aim for
an international mark. In this regard, the global experience of our principal, Japan Credit
Rating Agency, Ltd. has been invaluable
towards adding depth to our ongoing research
endeavors, enriching us in ways, that enable
us to deliver our responsibilities to the satisfaction of all investors.
The edifice of the Jahangir Kothari Parade has
stood proudly through the years and is a symbol of our heritage. Its 'Dome' as the most stable of building structures, exemplifies architectural perfection. Committed to excellence,
JCR-VIS continues its endeavor to remain an
emblem of trust.

JCR-VIS Credit Rating Company Limited
Technical Partners Islamic International Rating Agency, Bahrain
JV Partner CRISL, Bangladesh
Member Association of Credit Rating Agencies in Asia
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CONTACT
E-mail: info@jcrvis.com.pk | Website: www.jcrvis.com.pk
Tel: (92-21) 5311861-70 Fax: (92-21) 5311872-73

Information herein was obtained from sources believed to be accurate and reliable; however, JCR-VIS does not 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. Rating is an opinion on credit
quality only and is not a recommendation to buy or sell any securities. Copyright 2015 JCR-VIS Credit Rating Company Limited. All rights reserved. Contents
may be used by news media with credit to JCR-VIS.
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