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NEW MEXICO HOSPITAL EQUIPMENT LOAN COUNCIL 


THE RATING PROCESS

There are three firms that are recognized for publishing ratings on revenue bonds for the healthcare industry:  Moody’s Investors’ Service, Standard & Poor’s Corporation, and Fitch.  While there are a great deal of similarities among the agencies’ approaches, there are also some differences.  For example, Moody’s rating services are organized according to geographic regions, such as northeast, midwest, southwest, and other sections of the country, while the orientation for Standard & Poor’s is geared toward the different sectors within municipal finance, such as utilities, healthcare, education, transportation, and others.

The focus of a rating agency’s analysis is primarily the credit risk evaluation.  The determination of a rating is based on the rating agency’s assessment of a number of factors.  A significant factor is the borrower’s ability to make timely principal and interest payments on the debt it incurs.  Another important consideration is the nature of the contractual obligation of the bonds.  Ratings are subject to change as circumstances change. 

Credit ratings provide a method for ranking the probability that a borrower will be able to repay debt on a timely basis.  The boundaries of investment grate ratings range from the strongest at AAA, a Moody’s designation, or AAA, a Standard & Poor’s designation, through upper medium quality at A1 or A+, to the lower threshold of Baa or BBB.  Speculative quality grades begin at the Ba or BB level, and can go as low as D.  These ratings are provided primarily by the three rating agencies, however, they can also be provided by the research departments of large institutional investors and some investment banking firms.  Both underwriters and investors utilize these credit ratings to determine the yield that will be required on a given bond issue.

Rating agencies have become a very powerful determinant as to how a particular bond issue is accepted in the market.  With one recommendation, a rating analyst can substantially add to or subtract from the cost of a borrowing for a specific transaction.

Relationship Between Credit Quality, Ratings and Yield

While there are a substantial number of variables that affect a bond’s yield, it is the borrower’s creditworthiness as measured by its credit rating, which is a key determining factor.  Ratings are used to rank the relative risk of an issue in order to calculate the required return to compensate for that risk.  The spectrum of a rating category can be quite broad.  To differentiate within categories, such as the A category, potential investors may identify one issue as a “strong A” and another as a “weak A”.  The rating agencies may also assign gradations with the same rating category such as A-1, A-2 or A-3.  The differences in yield between two given bond issues can be significant, with the strong A credit rating in the Aa/AA range, and the weak A rating trading at the same level as a bond rated Baa/BBB.  

In theory, a given credit rating should represent the same level of risk for two borrowers, regardless of the purpose and revenue source of the bond issue.  In practice, however, the market does not always agree with this theory.  General obligation bonds, which are backed by the taxing power of a borrower, are generally perceived as possessing significantly less risk than a revenue bond issue with the same rating and, consequently, require less yield to sell.  Within the revenue bond sector, water and sewer utility bonds are generally perceived to have the least risk, while hospital and resource recovery projects are generally perceived as having the highest degree of risk.

Overall, the market relies on ratings because they provide an easily recognizable system for ranking credits.  Ratings are meant to provide investors with a general measure of the relative quality of an issuer’s security, but are not expected to serve as an absolute indicator of creditworthiness or as an investment recommendation.  In summary, credit ratings are extremely important because there is a very close correlation between the rating a bond carries and its yield relative to other bond issues in the market at any given time.  However, bonds carrying identical ratings can still result in wide differences in yields.

Key Credit Criteria Used in the Rating Process

Both qualitative and quantitative factors will lead to the rating determination.  The financial analysis of a borrower is just one aspect of the review.  A very competitive service area, the nature of the project, the type of risk, a poor local economy, or a weak medical staff might also impact a healthcare organization’s ability to obtain a rating commensurate with what its ratios would seem to indicate.  Conversely, the absence of competition and a growing economy can sometimes compensate for lower cash levels or reduced margins.  

Rating Agency Documentation Requirements

The following documents are typically required of a healthcare organization seeking a credit rating:

· Five years of audited financial statements,

· Management letters, if applicable,

· Interim financial statements with prior year comparisons,

· Utilization statistics for the past five years and the interim period, with prior year comparisons,

· Projections of payor mix, utilization, and financial statements with underlying assumptions through the first full year after the project’s completion, or for three years for a refinancing,

· Official statement, including descriptive information about the healthcare institution, competition, market share, medical staff characteristics, management, reimbursement, local economics and demographics, and other relevant factors,

· Legal documents, including the trust indenture, bond resolution, and lease or loan agreement,

· Sources and uses of funds, and debt service schedule, including all outstanding debt, and

· For multi-hospital systems, both consolidated and individual audited financial statements and utilization statistics by facility.

Feasibility Study

An independent feasibility study may also be required, especially if a new project is being financed and the healthcare organization does not demonstrate adequate coverage on the proposed new debt service.  Internally prepared feasibility studies are sometimes acceptable for healthcare organizations that can demonstrate good historic pro forma coverage, or for a refinancing.

Timing

Usually, a rating agency can complete its rating process within one week after receipt of the complete documentation from the borrower.  If all of the standard information is not received one week prior to the initial rating meeting, or if major features of the financing are modified during the rating process, it will take longer for the analyst to complete the analysis. 

Site Visits

Rating agency representatives will meet with the borrower’s executive staff at the rating agency offices, as well as on site at the borrower’s location.  For new ratings, existing ratings, in situations where management has changed, or when a large project is planned, an on site visit is preferred by the rating agency.  Refinancings for predictably stable ratings will not usually require an on-site trip or meeting at the rating agency offices.
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