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Archive: Fixed-Income Funds : Methodology And
Assumptions : Fund Credit Quality Rating Criteria

(Editor's note: This criteria article is no longer current. It has been superseded by the article titled " Criteria |
Financial Institutions | Fixed-Income Funds: Fund Credit Quality Ratings Methodology," published by S&P Global
Ratings on June 26, 2017.)

1. Taiwan Ratings Corp. is refining and adapting its methodologies and assumptions for rating fixed-
income funds. We are publishing this article to help participants better understand our approach to
reviewing key credit factors when assigning fixed-income fund ratings in Taiwan.

SCOPE OF THE CRITERIA

2. Taiwan Ratings is updating its criteria for analyzing fixed-income fund key credit factors with the
goal of bringing greater transparency and clarity to its analytic process. To this end, key credit
factors, which is an important component of fund rating analytics, is being divided into five
categories. The five refined key credit factors are: credit quality, liquidity, maturity, diversification of
the fixed-income fund portfolio, and fund management.

SUMMARY OF CRITERIA UPDATE

Criteria Source:

3. This article supersedes "Taiwan Fixed-Income Fund Credit Quality Rating Methodology," published
March 29, 2007 and "Taiwan Fixed-Income Fund Credit Quality Rating Definitions," published July 1,
2008, and incorporates material found in "Criteria | Financial Institutions | Fixed-Income Funds: Fund
Credit Quality Rating Criteria,” published on www.standardandpoors.com on Feb. 2, 2007.

Key Difference Compared With Criteria Source:

4. Taiwan Ratings is refining the definition of its fixed-income fund rating to be more in line with S&P
Global Ratings' fixed-income funds credit quality rating definition.

5. This article will illustrate each rating factor in detail and explain how the rating was achieved. In

addition, a correlation table provides participants with a comparison between Taiwan Ratings'
rating scale and S&P Global Ratings' global rating scale.

IMPACT ON OUTSTANDING RATINGS

6. We do not expect the implementation of these criteria to cause rating changes.

EFFECTIVE DATE AND TRANSITION

7. These criteria are effective immediately.
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DEFINITIONS

8. A fixed-income fund rating reflects the level of protection the fund's portfolio provides against
losses from credit defaults. It does not assess a fund's total net return and net asset value sensitivity.
In evaluating a fixed-income fund, we examine the credit quality of the assets that comprise the
portfolio of the fund, liquidity, maturity, diversification, and the way the fund is managed.
Management assessment considers a fund's investment guidelines, experience, investment
strategies, operational policies and internal controls, as well as the fund's legal structure.

9. We evaluate the legal structure of the fund to determine that the following requirements are met in
full:

e The assets of the fund are for the benefit of investors and segregated from any claims by
creditors or other parties, the assets of other funds and the manager's assets.

e An appropriate and approved trust agreement governs the fund.

e The fund has been established in accordance with regulations and requirements.

10. Rated funds are reviewed at least monthly to ensure the rating remains appropriate. The fund rating
maybe changed, suspended or withdrawn. Where the fund management companies do not provide
information as required the rating maybe suspended or withdrawn.

METHODOLOGY AND ASSUMPTIONS

1. Asset Quality

11. A fund rating assessment is based on the credit quality of the investment held by the fund, as well
as the credit quality of the counterparties with which the fund engages in repurchase agreements,
reverse repurchase agreements, securities lending, swaps, forward purchases, foreign-exchange
contracts, and other hedging positions. Our ratings mainly reflect the fund's credit quality. If the
individual fund investment or fund counterparty is not rated by Taiwan Ratings or S&P Global
Ratings, we will, based on publicly available information, provide our credit opinion on such
unrated entities as necessary. To evaluate a fund's overall level of protection against losses
associated with its credit risk, we apply factors and scores using S&P Global Ratings' fund credit
quality matrix and scoring table to the fund's portfolio holdings (see tables 1 and 2). The matrix is
essentially a set of credit factors for each rating category (e.g. 'AAA’, 'AA’, 'BBB’) and a set of credit
scores for each of the 'f' fund credit quality ratings categories.

12. Counterparties that do not have an explicit issuer or counterparty credit rating from Taiwan Ratings
or S&P Global Ratings or do not have a guarantee of their obligations from a Taiwan Ratings or
S&P Global Ratings-rated entity, and Taiwan Ratings believes it cannot provide credit opinions on
them due to information availability or other reasons, will be treated as rated 'CCC' in our analyses.
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Table 1

Standard & Poor's Fund Credit Quality Rating Matrix

Standard & Poor's Ratings On The

Underlying Investment And Factor
Counterparties

'AAA’ 0
'AA' 20
A 50
'BBB' 250
'BB’ 1000
'B' 4000
'ccc! 20000

Note: The credit factor for each of the long-term rating categories
(e.g.'AAA",'AA, 'BBB') were derived from singular, discrete, worst-
case one-year default rates from 1981 through 2006.

13. The combined credit quality of a fund is determined by the credit ratings of the individual securities
held weighted by the percentage of the portfolio they represent, as well as the credit quality of the
fund counterparties. The respective credit rating levels are scored based on credit factors derived
from S&P Global Ratings' historical default and ratings transition rates. These factors are weighted
by the allocation in the fund to securities at the various levels of credit quality, which generates S&P
Global Ratings' score for the fund's level of credit quality (see table 2).

Table 2

Score Standard & Poor's fund rating
0-7 'AAAF
8-10 'AA+f
11-20 'AAf'
21-25 'AA-f'
26-35 'A+f'
36-50 'Af'
51-90 'Af'
91-150 'BBB+f'
151-250 'BBBf'
251-450 'BBB-f'
451775 'BB+f'
776-1000 'BBf'
1001-1850 'BB-f'
1851-2520 'B+f'
2521-4000 'Bf'
4001-7800 'B-f'
7801-14700 'CCC+f'
14700+ 'cccf

14. A correlation table assists in determining the respective rating level on Taiwan Rating's 'tw' rating
scale at every rating level on S&P Global Ratings' global rating scale (see table 3).
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Table 3
Mapping of TRC's Ratings Scale To S&P Global Ratings' Global Scale
Taiwan Ratings Corp. Scale Rating S&P Global Ratings' Global Scale Rating
Short-term rating Long-term rating
twA-1+ twAAA A & above
twA-1+ twAA+ A-to A
twA-1+ twAA BBB+ to A-
twA-1 to twA-1+ twAA- BBB to BBB+
twA-1 twA+ BBB- to BBB
twA-2 to twA-1 twA BB+ to BBB-
twA-2 twA- BB+
twA-3 to twA-2 twBBB+ BB to BB+
twA-3 twBBB BB- to BB
twA-3 twBBB- B+ to BB-
twB twBB+ B+
twB twBB B to B+
twB twBB- B
twB twB+ B-to B
twB twB B-
twC to twB twB- B-
twC twCCC+ CCC+
twC twCCC Cccc
twC twCCC- CCC-
twC twCC CcC
twC twC C
R R
SD SD SD
D D D

15. Following the conversion it is possible to determine the fund's asset quality score according to
Taiwan Rating's asset quality scoring table (see table 4).

Table 4

Taiwan Ratings' asset Fixed
Score . .

quality evaluation score
0-43 'twAAA' 1
44-200 "twAA' 2
201-667 "twA' 3
668-2074 'twBBB' 4
2075-3507 'twBB' 5
3508-11250 'twB' 6
11251-14700 "twCcC' 7
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Il. Liquidity

16. The credit analysis then moves onto an evaluation of a fund's liquidity through its cash flow
management and the potential impact cash flow may have on the fund's ability to meet
redemptions. Funds that do not maintain sufficient liquidity may be forced to liquidate higher credit
quality assets to meet redemptions, which would result in a decline in the fund's overall credit

quality. As part of the rating analysis, Taiwan Ratings assesses a fund's investor base and
redemption history.

17. To ensure adequate liquidity, the credit analysis looks for a minimum holding of liquid assets. These
include repo transactions, non-structured deposits, and commercial papers (see table 5).

Table 5

Liquid Asset Scoring Table

Minimum % liquid
assets

60

40

25

20

15

10

5

Fixed score

AN o)W (U, I & o (UVR F W N

18. Additional emphasis is placed on liquidity requirements for funds, which have a history of above
market average movements in net redemptions.

Ill. Maturity Structure
19. In recognition of the potential impact of interest rate risk on the value of a fund's assets and to

ensure that the liquidity profile of a fund corresponds to the score level, the credit analysis
considers the maximum of the fund's maturity limits to determine a maturity score.

Table 6

Maximum average Fixed
maturity score
2 years 1
2-3 years 2
3-4 years 3
4-5 years 4
5 years and above 5

IV. Diversification

20. Our analysis then considers the fund's maximum exposure to a single non-governmental entity for
respective score levels (see table 7).
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Table 7

Diversification Score Table

Maximum % in any
single non- Fixed score
governmental entity

20
25
30
35
40
45
50

N | W N =

V. Fund Management Company And Fund Manager

21. In establishing a view on the degree of credit risk we consider the expertise and quality of the fund
management company and fund manager. The focus of this assessment is on the fund
management company's ability to manage the fund, undertake administration of the fund, provide
client service and comply with the fund criteria and on-going information requirements.

22. Although we consider the credit rating of the fund management company in our assessment, the
rating and assessment are not comparable. A fund management company rating is an opinion of
the credit worthiness of the fund management company, whereas the fund management company
and fund manager assessment is an evaluation of the fund management company and fund
manager's ability to manage and operate the specific fund.

23. In assessing the expertise and quality of the fund management company and fund manager we find
it useful to appraise the following:

e The number of years of operation of the fund management company. A minimum of two years
is required for a fund to be rated;

e  Group structure and shareholders, and organizational structure;

e Total funds under management and the number of funds managed by the fund management
company and the fund manager of the fund being rated;

e The clarity and consistency of the investment approach;

¢ The risk management policy;

e Evidence of a clear decision making process with adequate controls;

e The adequacy of compliance systems and infrastructure;

e The adequacy of controls on the management of the portfolio and fund management company
operations;

e Evidence of a clear segregation of duties within the team and between the investment team,
settlement and compliance;

e The experience of senior management and the investment team;

e Evidence of a culture of ethical practice;

e The strength of the security pricing process;

e The adequacy of the administration and reporting infrastructure.

24. After considering the key factors outlined in paragraph 23 we are able to make a final assessment
of the expertise and quality of the fund management company and fund manager, which falls into
three categories:
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e 'unsatisfactory' -- where the fund management company or fund manager does not meet the
minimum requirements in key areas. This finding could result in a lower rating on the fund.

e ‘satisfactory' -- where the key areas have been met, but not exceeded.

e 'strong' -- where the minimum requirements have been exceeded in the key areas.

Rating Analysis

25. Our rating score after application of the weighted index generally plays a significant role (but not
the only one) in our assessment of fund ratings. We generally consider a weighting to the fixed
score from our evaluation of the credit quality, liquidity, maturity, and diversification according to
the contribution of each component to the rating decision (see table 8), followed by the rating
score after the application of the weighted index (see table 9). The assessment on the fund
management company and fund manager is generally a discounting factor, i.e., an assessment
outcome of ‘unsatisfactory’ could lead to a lower final rating than the rating derived from the
weighted index of criteria components.

Table 8

Criteria Weighting (%)
Credit quality-underlying assets 25
Credit quality—counterparty 25
Liquid assets 20
Maturity 20
Diversification 10
Total 100
Table 9

Rating Score Table

Score range Rating

1-1.5 "twAAAf'

1.5-2.5 "twAAf'

2.5-3.5 "twAT'

3.5-4.5 'twBBBf'

4.5-5.5 'twBBf'

5.5-6.5 "twBf'

6.5-7.5 "twCCCf!

Credit ratings are not a recommendation to purchase, sell, or hold a financial obligation, inasmuch it is
not a comment on market price or suitability for a particular investor. Ratings are based on current
information furnished to Taiwan Ratings by the fund management company, the portfolio manager or
obtained by us from other sources it considers reliable. Taiwan Ratings does not perform an audit in
connection with any rating and may, on occasion, rely on unaudited financial information. We do not
guarantee the accuracy of the information it relies upon in assigning ratings.

Related Criteria And Research
Related Criteria

¢ Understanding Taiwan Ratings' Rating Definitions, www.taiwanratings.com, Nov. 18, 2014

e Methodology: Updated Fund Credit Quality Ratings Criteria For Counterparty Transactions,
July 22, 2011

e Fixed-Income Funds: Fund Credit Quality Rating Criteria, Feb. 2, 2007
(Unless otherwise stated, these articles are published on www.standardandpoors.com, access to which requires a registered account)
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Copyright © 2016 by Taiwan Ratings Corporation (TRC). All rights reserved.

No content (including ratings, credit-related analyses and data, valuations, model, software or other application or output
therefrom) or any part thereof (Content) may be modified, reverse engineered, reproduced or distributed in any form by
any means, or stored in a database or retrieval system, without the prior written permission of TRC. The Content shall not
be used for any unlawful or unauthorized purposes. TRC and any third-party providers, as well as their directors, officers,
shareholders, employees or agents (collectively TRC Parties) do not guarantee the accuracy, completeness, timeliness or
availability of the Content. TRC Parties are not responsible for any errors or omissions (negligent or otherwise), regardless
of the cause, for the results obtained from the use of the Content, or for the security or maintenance of any data input by
the user. The Content is provided on an "as is" basis. TRC DISCLAIMS ANY AND ALL EXPRESS OR IMPLIED WARRANTIES,
INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE
OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT'S FUNCTIONING WILL BE
UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no
event shall TRC be liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or
consequential damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost profits and
opportunity costs or losses caused by negligence) in connection with any use of the Content even if advised of the
possibility of such damages.

Credit-related and other analyses, including ratings, and statements in the Content are statements of opinion as of the
date they are expressed and not statements of fact. TRC's opinions, analyses and rating acknowledgment decisions
(described below) are not recommendations to purchase, hold, or sell any securities or to make any investment decisions,
and do not address the suitability of any security. TRC assumes no obligation to update the Content following publication
in any form or format. The Content should not be relied on and is not a substitute for the skill, judgment and experience
of the user, its management, employees, advisors and/or clients when making investment and other business decisions.
TRC does not act as a fiduciary or an investment advisor except where registered as such. While TRC has obtained
information from sources it believes to be reliable, TRC does not perform an audit and undertakes no duty of due
diligence or independent verification of any information it receives.

To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in
another jurisdiction for certain regulatory purposes, TRC reserves the right to assign, withdraw or suspend such
acknowledgement at any time and in its sole discretion. TRC disclaims any duty whatsoever arising out of the assignment,
withdrawal or suspension of an acknowledgment as well as any liability for any damage alleged to have been suffered on
account thereof.

TRC keeps certain activities of its business units separate from each other in order to preserve the independence and
objectivity of their respective activities. As a result, certain business units of TRC may have information that is not available
to other TRC business units. TRC has established policies and procedures to maintain the confidentiality of certain non-
public information received in connection with each analytical process.

TRC receives compensation for its solicited ratings and certain analyses, normally from issuers, originators, arrangers, or
underwriters of securities or from obligors. TRC reserves the right to disseminate its opinions and analyses. TRC's public
ratings and analyses are made available on its Web sites, www.taiwanratings.com (free of charge), and
rrs.taiwanratings.com.tw (subscription), and may be distributed through other means, including via TRC publications and
third-party redistributors. Please click here for any other conflict of interests that may affect the credit rating as requested
by the regulator.
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