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Abstract 

The objective of this study is to analyze 

whether the credit rating downgrades of debt 

instruments of banks has an impact on the market price 

of its stocks. The methodology adopted is an “event 

study methodology” where the author had analyzed the 

returns of the stock 45 days before and after the rating 

change announcement; in addition to that “average 

abnormal returns” (difference between actual return 

and market model returns) determined aims to provide 

a clearer picture regarding the impact of rating change 

announcement. The research findings of the study 

reveal that the returns of the banking stocks were 

impacted by the release of rating downgrade 

information. The stocks showed significant negative 

returns after the announcement when in fact the market 

showed increased positive returns, clearly showing the 

impact. Also the count of average abnormal returns 

days showed an increased count of negative returns 

days during and after the announcement. 

Keywords: credit rating, banks, abnormal return, 

announcement. 

I. INTRODUCTION 

Credit ratings are opinions about credit risk 

published by a rating agency. They express opinions 

about the ability and willingness of an issuer, such as a 

corporation, state or city government, to meet its 

financial obligations in accordance with the terms of 

those obligations. Recent financial performance for a 

company decides its credit rating. A good credit rating 

is important from the perspective of issuers, investors 

and regulators. A high rating can reduce the cost of debt 

for the company raising debt. To the investors, it 

determines the degree of protection granted while it 

ensures that the companies meet all due diligence 

requirements as desired by regulatory bodies. It builds 

trust in the market for the player and in many ways 

decides the future business it will generate. The process 

of rating an organization is a complex process. It is 

carried out by accredited organizations global as well as 

national.  

These days, banks in India are turning their 

focus to improving their financial performance, 

servicing clients and improving their technology 

infrastructure, as these are some of the important 

factors taken into consideration by credit rating 

agencies. Since rating announcements are published, 

and the subsequent revisions, i.e. upgrades and 

downgrades are also published, there is a strong 

probability that market reactions may be positive or 

negative after these announcements. Rating 

organizations evaluate the credit worthiness of an issuer 

with respect to debt instruments or its general ability to 

pay back debt over the specified period of time. The 

rating given is ordinal in nature and represents a graded 

structure or creditworthiness.  

The effectiveness of the debt rating system is a 

debated subject. This issue became clearer during the 

subprime crisis of 2007, which revealed the system's 

flaws when highly-rated structured securities were 

suddenly revealed to be of very questionable value. The 

loans supporting these structured securities were made 

to marginally qualified borrowers and were often 

backed by very inadequate collateral, yet did not result 

in significant downgrades from ratings agencies. 

Limitations of role of rating agencies was highlighted in 

being more reactive than proactive, playing dual role of 

rating and advisory, among others. However, ratings 

agencies are a vital part of the securities (debt) market. 

Their ratings greatly influence the fixed-income 

markets; markets react, often dramatically, to the 

increased or decreased likelihood of default when a 

rating changes. Additionally, for the debt-issuing 

company, a high rating may translate into millions of 

dollars in savings in interest payments and registration 

fees. It is against this backdrop that this study tries to 

establish if rating changes impact the stock prices.  

The Indian credit rating industry has evolved 

over a period of time. Indian credit rating industry 

mainly comprises of CRISIL, ICRA, CARE, FITCH 

and BRICKS Ratings. CRISIL is the largest credit 

rating agency in India, with a market share of greater 

than 60%. It is a full service rating agency offering its 

services in manufacturing, service, financial and SME 

sectors. SMERA is the rating agency exclusively 

established for rating of SMEs. 

A. Factors Impacting Market Price Of Stocks  

An investor investing in stock market, needs to 

understand macroeconomic factors and requires 

credible/ trustable sources of information, to decide on 

the stocks which offers maximum returns at a given 

level of risk. Some of the factors which impact the 

prices of stocks are as follows – 
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B. Stock’s Demand & Supply (Investor’s Sentiments) 

This is the most important factor that impacts 

stock prices. Higher the demand of the stock due to its 

high growth potential (as perceived by the investor) and 

lower the availability will cause the price of the stock to 

shoot up and vice versa. Depending on whether investor 

perceives market is going to be bull or bearish it will 

cause a change in the MPS.  

 

C. Company Specific Factors 

Some of the company specific factors that impact 

MPS  are as follows - 

 News releases on earnings and profits, and 

future estimated earnings 

 Announcement of dividends 

 Introduction of a new product or a product 

recall 

 Securing a new large contract 

 Employee layoffs 

 Anticipated takeover or merger 

 

D. Economic Factors - 

1) Inflation- In general, when inflation is on the rise, 

it leads to higher consumer prices. That‟s because 

rising inflation erodes the purchasing power of 

what an investor earns on your investment. This 

often slows sales and reduces profits. These 

changes will tend to bring down stock prices down. 

2) Interest rate - If a company borrows money to 

expand and improve its business, higher interest 

rates will affect the cost of its debt. This can reduce 

company profits and the dividends it pays 

shareholders. As a result, its share price may drop. 

And, in times of higher interest rates, investments 

that pay interest tend to be more attractive to 

investors than stocks. 

3) Economic outlook - If it looks like the economy is 

going to expand, stock prices may rise. Investors 

may buy more stocks thinking they will see future 

profits and higher stock prices. If the economic 

outlook is uncertain, investors may reduce their 

buying or start selling. 

Credit ratings of the issuer & its debt instruments 

can also impact the MPS. Credit rating agencies 

assign credit ratings to bond issuers and to specific 

bonds. A credit rating can provide information 

about an issuer‟s ability to make interest payments 

and repay the principal on a bond. In general, the 

higher the credit rating, the more likely the issuer 

will be able to meet its payment obligations – at 

least in the opinion of the rating agency. In this 

project I aim to find the empirical evidence for the 

above said statements. 

It is against this backdrop that this study 

investigates whether rating revision announcements by 

rating agencies contain useable information to market 

participants. The objectives of the research are  

 To determine whether the relation holds i.e. 

recent credit rating change (upgrade or 

downgrade) announcements has an impact on 

the MPS for a bank in India. 

 

II. LITERATURE REVIEW 

Recent literature has examined this question1, 

in particular whether, and to what extent, bond rating 

upgrades or downgrades can be significant in signaling 

vital information for market participants. 

 

Matolcsy and Lianto (1995) investigated the 

impact of rating revision announcements in Australia. 

Based on rating change announcements by Standard & 

Poor‟s (S&P) for the period 1982 to 1991, and using 

weekly stock price data, they found that only bond 

rating downgrades (and not bond rating upgrades) hold 

additional information content. Further, a UK study by 

Barron et al. (1997) examined the impact of (i) long and 

short-term ratings changes, (ii) new ratings, and (iii) 

CreditWatch changes on the stock prices from 1984 to 

1992. They reported a significant reaction during bond 

downgrade announcements. These findings seem to 

indicate a private information effect. Romero and 

Fernandez (2006) investigated the Spanish capital 

markets and reported a significant negative excess 

return during bond upgrades but no excess reaction 

during bond downgrade announcements. 

Hui Li and Visaltanachoti (2006) attempted to 

explore the issue regarding value of credit rating 

announcements. Market capitalization and liquidity (no 

of outstanding shares) were some of the important 

factor that were focused upon while analyzing the 

impact of credit rating announcement. Hasnizaet al. 

(2011) analysed the stock market impact of corporate 

bond rating changes from the UK and Australian stock 

markets using event study methodology. Using daily 

data from 1997 to 2006 theyfound a significant 

announcement affect to downgrades both in the UK and 

Australia markets. “ChandrashekarandMallikarjunappa 

(2013) analyzed the impact of bond rating on the stock 

returns of the Indian companies. The findings were that 

there is statistically insignificant abnormal return 

associated with the bond down grades. This implied 

that the bond upgrades and downgrades do not convey 

any important information to the market.Archana and 

Jayanna (2015) did similar study on rating impact on 

stock prices. Their findings corroborated that while 

downgrades provide new information reflected in 

abnormal returns, upgrades do not provide any new 

information and thus show no significant change. 
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III. RESEARCH METHODOLOGY 

The research design was divided in to the following 

stages:  

 Information on ratings of bond instruments of the 

Indian banking sector was taken for 13 years (2001 

– 2014) by using various databases like “Prowess” 

and “Capitaline”. Also for the same period daily, 

weekly and monthly MPS (market price of share) 

was collected for the various stocks in banking 

sector. The data source used for this was the stock 

exchange website. 

 The second part of the design was to find out 

instances when a credit rating change has been 

announced by the credit rating agency. For this 

also, the rating changes were taken from Prowess 

CMIE database. The author analyzed the impact of 

rating change information on the MPS, by 

calculating change in returns for a period of 45 

days before and after rating change announcement 

(immediate impact) and change in monthly return. 

 In the next step we calculated AAR (average 

abnormal return) i.e. the difference between the 

actual return and the market model and the count of 

negative AAR, to determine the impact of credit 

rating downgrade announcement. 

In the first stage we analyzed the data for 13 

years of banking debt instruments to find out the 

instances when there had been cases of rating 

downgrade or upgrade. In all 3 banks were identified 

during the above mentioned period in which their debt 

instruments were downgraded due to numerous reasons 

which will be discussed. The various events regarding 

credit rating announcements were as follows – 

1) No credit rating upgrades announcements for the 

given period. 

2) 3 banks faced credit rating downgrade/ watch list 

of debt instruments due to weak financial 

performance and other factors  

3) Analysis of the average monthly returns of the 5 

banks and the market returns of the period was 

done to find out whether any change in average 

monthly returns was observed for a time period of 

2 months from the day of announcement of rating 

downgrade. 

The table below shows the movements. 

Table 1: Details on Rating History 

 
The three banks identified were:  

 
A. Punjab & Sind Bank 

The revision in rating was due to sustained 

pressure on core profitability of the bank, its worsening 

asset quality and inability to increase its income levels 

to absorb higher credit costs. Also core profitability is 

unlikely to improve given the difficult task of 

improving interest margins or fee based income in the 

given operating environment.  P&SB‟s asset quality 

continued to be under pressure with its gross NPA% 

increasing to 4.12% as at September 30, 2013 from 

2.96% as at March 31, 2013. NPA generation rate of 

the bank increased to 3.7% in H1 FY 2014 as against 

2.4% for FY 2013 and its solvency ratio (Net NPA/ Net 

Worth) deteriorated to 41.4% from 30.03% over 

March-September 2013. Net NPA% for the bank 

remains relatively high at 2.98% as on September 30, 
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2013. All these reasons led to the downgrade of credit 

ratings of debt securities. 

 

B. Indian Overseas Bank 

The revisions in the ratings were done to 

reflect IOB‟s deteriorating asset quality and the 

sustained pressure on its profitability. IOB‟s Gross 

NPAs had increased to about 4.65% in September 2013 

from about 4.02% in March 2013. This, along with 

weaker internal capital generations during 2012-13 and 

in H1 2013-14 has resulted in the decline in the 

solvency ratio to about 39% in September 2013 from 

about 33% and 18% in March 2013 and March 2012 

respectively. IOB‟s profitability continued to be under 

pressure with the return on average assets falling to 

about 0.20% for half year ended September 2013 from 

about 0.25% for 2012-13 and 0.53% in 2011-12. IOB‟s 

asset quality continued to slip further in H1 2013-14 

following the deterioration during 2012-13 when the 

gross NPA% declined from 2.75% in March 2012 to 

4.02% in March 2013. 

 

C. Central Bank of India 

CRISIL downgraded the Tier-I and Tier-II 

bonds of Central Bank of India to „AA‟ from „AA+‟ on 

expected weakening of credit profile on the sustained 

deterioration in asset quality and earnings. The bank‟s 

asset quality was forecasted to remain weak over the 

medium term, given the challenging macroeconomic 

environment ahead  and the bank‟s large exposure to 

vulnerable sectors such as infrastructure (particularly to 

power sector), construction, and iron and steel. Central 

Bank also had a weak earnings profile, marked by low 

interest margins and high provisioning costs. The 

bank‟s return on assets ratio remained significantly 

lower than that of its peers at around 0.03 per cent 

(annualised) .The bank‟s profitability was to continue to 

be adversely impacted by an increase in provisioning 

costs because of the asset quality challenges. 

Additionally, the bank‟s net interest margins were 

likely to remain under pressure over the next few 

quarters because of high borrowing costs. 

 

IV. EMPIRICAL FINDINGS 

In the first step beta was calculated for the 3 banking 

companies. Calculation of beta was done using monthly 

data of each respective company for the past 3 years, 

before the announcement of the downgrade. ERjt is the 

expected return on stock according to market model. 

First stage 

 For P&S BE (Rjt) = y = 3x - 0.026, where 3 is 

the Beta, -0.026 (-2.6%) is the monthly return in 

case the market return is zero. 

1) For Indian Overseas Bank E (Rjt) = y = 

2.0596006076x + 0.0124973833, where 2.0596 

is the value of beta, .012 (1.2%) is the monthly 

return in case the market return is zero. 

2) For Central Bank E (Rjt) = y = 1.559x - 0.03, 

where 1.599 is the Beta, -0.03 (-3%) is the 

monthly return in case the market return is zero. 

Second stage 

Calculation of AR (Abnormal returns 

For each stock abnormal return can be calculated as 

follows – 

AR = Rjt – E (Rjt) 

Where AR is the abnormal returns 

Rjt = Return on stock on a particular day 

ERjt = Expected return on stock acc to market model 

I.e. ERjt = C + β Rm, obtained by linear regression 

between market returns & stock returns. 

Where C is the intercept on X axis and Rm is the 

market return on a particular day 

Here we have taken data of 45 days before and 45 days 

after the announcement of the rating downgrade for our 

analysis. We have also calculated AAR which is the 

average of AR of the event in order to find whether 

there is any similarity in the results. 

i.e. Average Abnormal returns  = Average (AR1+ 

AR2+AR3) 

Cumulative AAR = AAR(previous) + AAR(present) 

 

1) Before the rating downgrade period – 
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Table 2: Calculation of AAR for before the downgrade period 

 

2) During the rating downgrade period – 

Calculation of AAR for during the downgrade period 
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Table 3: Calculation of AAR for during the downgrade period 

 

3) Calculation of AAR and CAAR after the downgrade period – 
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Table 4: Calculation of AAR for after the downgrade period 
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Table 5: Findings from the stock returns 

 
The count of abnormal returns was inclined towards negative value of AAR during and after the downgrade 

period. However on calculating the daily returns and projecting it for the month will provide us a clear picture 

regarding the performance of the stock during the period. 

Table 6: Punjab & Sind bank monthly returns 
 

 
The table above shows a direct impact on the change in 

credit rating on the MPS. The different period 

segregated clearly shows in the period of announcement 

of credit rating downgrade the MPS dropped from 

10.5% avg monthly returns to -3.9% monthly returns. 

The market also showed a dip in its monthly returns 

however the returns remained positive for the 

mentioned period. It was only in the case of P & S bank 

that the returns showed a drastic change. After the 

announcement (i.e. after 13 Feb 2014) the returns were 

low at -0.11% age daily return for a period of 1 month, 

later on the profits picked pace and eventually led to a 

figure of 0.19 % average daily return or 5.7% average 

monthly return for a period of 2 months after 

announcement. The movement of the stock price with 

the announcement of the rating change clearly shows 

the presence of a relation b/w MPS and credit rating. 

 

A. For Indian Overseas bank  

Table 7: Indian Overseas bank monthly returns 

 
The table above shows the comparison between stock 

performance of IOB and market performance for the 

mentioned period. In this case we can see that the 

average stock returns decreased by 7.61% after the 

rating downgrade announcement. Also after the 

announcement of last rating downgrade the stock 

returns continued to decrease but with less pace 

(5.35%). On the other hand the market was able to 

generate positive returns for the period under 

consideration clearly indicating that the negative returns 

can be attributed to rating downgrade.
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B. For Central bank of India – 

Table 8: Central bank of India monthly returns 

 

The stock was not performing well before, during and 

after the downgrade period. However the downgrade 

announcement intensified the decrease in returns, 

causing the stock to perform worse than before when in 

fact the market was doing on a rise. 

V. CONCLUSION AND RECOMMENDATIONS 

The banking sector is an industry in which the 

returns are largely dependent on the returns of the 

market. Any change in the macroeconomic condition 

can significantly impact returns of the banking stocks. 

However by analyzing the returns trend after the 

announcement of rating change information we can see 

that such information also do produce a change in 

returns of the stock. 

 

In case of Indian scenario, we can see that 

returns of Central Bank of India and Indian Overseas 

Bank deteriorated (-10.8% and -5.35% monthly returns 

respectively) after the rating downgrade announcement 

even when the market did well (9.06% and 1.41% 

respectively) in the given period. However in case of 

Punjab and Sind bank returns increased after the 

downgrade period which can be due to any corrective 

steps taken by the bank.The count of “average 

abnormal returns” increased during and after the rating 

downgrade further strengthening that rating change 

information do impact the returns of the stock. It is also 

observed that there is a change in the market price post 

announcement of rating downgrade. In case of Indian 

scenario the impact is clear as the market was doing 

well during and after the announcement when in fact 

the performance of stock deteriorated, so therefore the 

decrease can be attributed to the downgrade 

announcement. 

The banking industry is a market driven 

industry, where stock returns depends on the market 

returns. Banking industry seeks credit from lenders, or 

gives credit to accounts and is part of the vast global 

network of commercial borrowers and lenders. It is 

impossible for investors to make credit determinations 

on every bank as it requires specific domain knowledge 

and skill set to conduct such analysis. This is where the 

credit rating agencies (CRAs) come in. Rating agencies 

analyze various financial, non-financial parameters, 

past credit history and future outlook before assigning a 

rating. Every rating grade comes with its possibility of 

default, which in turn assists investor/lender to take 

informed investment decision. It is therefore not a 

surprise to find credit rating change information 

significantly impacting the returns of the stock. The 

credit rating change information does influence the 

decision of investors and in turn impact the returns of 

the stock by affecting the stocks demand and supply. 
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