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This paper analyzes the information value of a credit watchlist in the
Korean credit rating market. Credit rating agencies issue credit watches
to indicate the direction of ratings changes within a short time horizon
of three months on average. Credit watches are marked as either up,
down, or uncertain. A watch is usually triggered by discrete corporate
events such as mergers, acquisitions, restructuring, and announcements
of plans expected to affect credit quality, or by trends in the issuer’s
operations or financial weaknesses such as financial performance, liquidity
and leverage, and accounting fraud. The watchlist either improves the
information-certification role of credit ratings (delivering information),
or allows rating agencies to influence the risky choices of issuing firms
by threatening them with imminent rating downgrades and subsequent
investor reactions (implicit contract). This study tests these two different
explanatory lines to determine the information value of the credit
watchlist. This study also identifies the features of firms with rating
changes that are preceded by credit watches, and the factors affecting the
agreement between a credit watch and subsequent rating changes. In
addition, it examines whether the market reaction to rating changes
depends on whether it is preceded by a negative credit watch.

It is observed that there is a greater proportion of credit watches marked
as “down” in Korea than in the US, and that the credit watchlist has been
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operated quite conservatively. Using the Nice’s credit rating and watchlist data from 2000
to 2014, the results support the delivery of information argument more than the implicit
contract argument. Most of the variables that represent delivery of information, such as size,
fixed assets, and BBB rating, are statistically significant, whereas the only significant variable
associated with an implicit contract is cash ratio. However, the watchlist by provisional
evaluation and simultaneous announcement with rating change presents a role of the implicit
contract as well as the delivering information A negative watchlist followed by a downgrade
is more likely to occur with larger issuers, greater rating changes, and lower credit ratings.
Moreover, the extent to which the direction of credit watches coincides with the direction
of subsequent rating changes is greater when there is a shorter duration between the watchlist
and the rating change, periodical evaluation, and lower credit ratings. In terms of market
reactions to downgrades, the negative watch-proceeded downgrades rather than the direct
downgrades exhibit greater negative cumulative abnormal returns, which deepen in investment
grade, provisional evaluation, and simultaneous announcement of watchlist and rating change.
Meanwhile, the issuing firm’s cumulative abnormal return is statistically significantly negative
when a negative watchlist is issued, but insignificantly positive when a positive watchlist is
issued.

Therefore, the information value of the credit watchlist can be summarized as follows.
First, the watchlist in the Korean credit rating market generally fulfills the delivery of
information rather than the implicit contract role. Analysis of the characteristics of firms that
are issued with a negative watchlist indicates that the proxies measuring the delivery of
information, such as size, fixed assets, and BBB of credit rating, are statistically significant. The
role of the implicit contract is also partly observed in that the downgrades are actually
executed in less than seventy percent of the issued negative watchlist cases. Furthermore, the
credit watches by provisional evaluation and simultaneous announcement with rating change
are also observed to present the implicit contract role. Second, the watchlist provides more
information about issuers with investment credit ratings than speculative credit ratings.
There is a greater deterioration in negative cumulative abnormal returns for investment than
for speculative grades when a negative credit watch is issued. This phenomenon also appears
when the downgrade is subsequent to a negative credit watch. The watchlist is less likely to
be issued to speculative or default credit ratings. Third, the watchlist together with rating
changes magnifies a negative market reaction in Korea, which is inconsistent with the results
for the US market due to the unique timing of announcements, as the watchlist tends to be
issued simultaneously with rating changes.

This study makes three contributions to the literature. First, it is the first study to
document the watchlist in the Korean credit rating market. Most studies have examined
market reactions with respect to rating changes. The findings will be useful for academics and
practitioners. Second, the study comprehensively investigates the role of the watchlist in
Korea and discloses the genuine economic function of the delivery of information. Finally,
the paper suggests policy implications for encouraging more issuance of speculative grades,
separation from grade changes, and periodic evaluations.

Keywords Credit Rating, Credit Watch List, Rating Change, Information Delivery, Implicit Contract
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+ BB+ B,;CCC; +¢;

o% a7 A 288 7I7HS, ROA,+= ROAS] AHRES, Asset, > 2133 FAMES,
[ o8-S BAYE e of<p1 8-S Uehdich, W, = RA S0l A9 1 18K
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SEH A9 1, THA GRS A9 02 gk 2t of Aol el 67) Wi Ega
Alo] Boot et al,(2006) E& ot}
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1. STUNS SIHZ

1.1 SELAl S S=HZGae A

SFAe] ARAE WS Sl SH B3R AT AR SEA
ololF=IE AT LoVt Atk (& 9= AEsa A SA o A 4H8-5g Aot

W78 A7 A8 ARkl Higt B3 HojErt

(B 2) SSLAM SEHZ A
2 He MEESZEA M 0| X ME85Z HAWE HE AZX| AQE 77t st #=X|0|Ct,
SZZAME 28, B 3¥ S M ZR0I0 SSHEL 51, R, 48 S M FR0Ich Y B2l E2 Y
BEYS HF A27|20/0 23 o2 FYYUS Lietdnt
Panel A: SEZA SX 0|F SEHE oF
23 B#E 33
sl 110 10 0
=)y 49 27 0
A& 1 4 22
Al 160 41 2
Panel B: S2ZA| 0|5 S3 HZA ATX| A27|2
23 B#E 23
sl2r 62.2(35.5) 143.8(209) -
ox 117.3(106) 142.9(141) -
AL 156(156) 58.5(36.5) 116.3(110.5)
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ZIolc AIEEEE SMY T2 1 SCH-1, +)9 oy FAQ FHE+AE(CAR)E Salf AlLt=UC
ZULUB (AR NEZEE Saf MESIRCH BIH7|7H2 SSZAl 01 120U 2 E 20UTHX|(-120, ~20)2
APHSHACEH THE A= ZA|9|7dE CARZ LEHH T Qlom mid B, C, D= A9 & 2X-X ZA|o|z0f st
TIIA7|E, SIHAI7|E, OIH CARS LIEtLID QICH t 2+ student’s t 242, M 22 Wilcoxon sign test2)
MZLS QOIBtCt, *** ** *2 207t 19 5% 10% £Z0IM SOI8S LtefHiCY
N o t ZUR| M

Panel A: ZtA|Q|AY

2y 99 -7.451 6117 -5.370 2157

Tzt 23 -2.267 -1.10 -0.140 -0.50

285 10 1412 0.28 -0.310 0.00
Panel B: 28X ZtA|QAH HItA|7|E

SAEY 86 -7.289 5407 -5.180 -18.007"

Hy|lmy 13 -8.526 317" -5.920 -350°
Panel C: 28X ZAI2A SMAI7|E

SaZAD EA| 54 -7.589 580" -5.740 -17.00™
S 8 45 -7.231 332" -3.020 -4.50
Panel D: 2H% ZtA|oH Hold

pUL=PSinlt 15 -7.293 236" -1.700 -2.50
RSY, /x| 20 -3.623 174" -3.600 -4.00

MBA, EZH 15 -3.566 -1.26 -4.030 -3.50
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2 B 2HN STUNY BE ST SHYUS HSE MEE LHENAB0 YHS 0l7s 2000 o
2 r g

CAR, = a+ ,WdRd; + B,Asset;+ B;IGrade; + B Duration; + BsMNotch; + BsDiscrete+ 3, Liquidity;

+ BsMA; +¢;
O7|IM CAR = 7189 SE5UA SMYS T2(-1, N2 AME SHIUSUS0|H Asset, 2 2A3t6H SAHL
Duration,2 SSZLUA SH 012 SSHAANK AQH 7|22 2lo|gtet, E5t Wird,= £HX S32A S
013 MHZ SB0| S1EE Z2 1 AU Y2 AR 0, IGrade = FXASZ0|B 1 £7|SS0|H 0, MNotch =
529 20| 253 0|M0|H 1 2| L2 B 0, Discrete,= SAIBHO|H 1 HI|HHO|H 0, Liquidity,=
SSUA SHRI0| SSHOIL H2IX(0]% 1 2| A4OH 0, M4, E STYA| SHLI0| MBAL TEEHO|H
1 =X 2o 09 32 242t 2= 02 M (dichotomous)#i4:0|Ct, & SZZA0) T3 L0URML Wird,
Ol wers 0l AIELE Wsks,2 B SIUA SM0I2 UHZ S0 RXIY I 19| 22 240 2K
U2 FR 09 A2 e O|YXN H oo M M *2 22 1%, 5%, 10% +EUA FOES LIEtHCE
23X o
A= t A=+ t
Intercept(=ITH) -45.226 253" 69.642 1.93"
WdRd(S 25124 -1.020 -03
WsRs(SZRX| -1.620 -0.43
Asset(EXIAH 4.702 236" -7.322 -1.98"
|Gradel EXISS 11748 407" 8.796 1.52
Duration(ZtA|7 |21 0.037 1.68" -0.017 09
MNotch(S2 2 Z=) -9.385 -2.69" -19.706 23057
Discrete(4=A|ZZ) -0.283 -0.08 -5.856 -1.36
Liquidity(R54) 5.876 205"
MA(M&A) 6.528 1.93" 0.017 0.00
adj-r? 2733 68.13
N 9% 21
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2 He 52 oMol SadAl SXi7t 01201zl 42 ol Fehs nlxl= oo et EMAnto|ct A2
S5l Saotae FEol0 0|R0X|H ol &2 25 ZElote ZYYEHZE 0|R0{TICH SZote
Al SEHA SHol &S DXz 212 tE probit 2¥E Sl AL
RAW, = a+ pAsset;+ 3,MNotch;+ B;FAngel; + 8,TDe fault;+ BsROA; + (B¢l;
+ B,A;+ ByBBBA+ ByBB;+ B1,B; + B,,CCC+ ¢
O7IM rRiW,= S&ot2 0[T9 SEHA SMHEE UEUHE 48z S5HA S & 58520
O| ORI 1, SEUAl 810 SEat0| 0|RORFCIH 05 H=Lh Asset; 2 2315 XML, ROA, = ROAL
gl L= 0|82 2AZ Liw 0|AHE&S LEIHLE MNotch,= saHE F0| 2B 0|40[H 1 2=X]
U2 B8R 0, Fangel,2 FASE(BBB- 0|4)0lM £7|S2(BB+0|oH)C2 S5HZ0] 0|20{E 42 1 2EX]
22 4% 0, TDefault,= MFOIASE(B- 0|)0IM HEE0|ASZ(CCC+ 0|2z SaHE0| 0|F0T
421 21X ke 42 02 LiEtls 028 X(dichotomous)H4+0[Ct 38t 4, BBB,, BB, B; CCC+t sa&HY
0|Te M8SES UEE A2z 2 MESE0 digsie 4% 1, 28X %2 8% 09 ue =l sa45Y
B2= RaW; ! Ry 7t NBELL Ru,= S5d35 01819 SEUA SMAERE LEs 43¢~ S5l
SN & 52450 0|R0RCIH 1, SSHAl 20| 5450 0|R0FLIH 02 A=l s84869 %=
B3t FAngel; QA RStar; TDefault,t{l FDefault; 45 2=Ch RStar,2 FI1S580M EXNSE22
SEHZ0| 0[R20 B2 1 X LS E2R 0, FDefault,2 MF20|HSZN HF0IHEZC2 SFHZO
O|R0{Zl < 1 IEX| U2 Z=2 09 2 Helh Z2eEAM A S4¥ss SaHE 0| Sa5UAt (20 %
2 25t AL Down, 19 2 Herh ¥ a2 Wald

A2 11X %S A2 09 g Zerh E3 S20| o
ZF

chi-squre Z{S OIBtCy, *** ** *2 212k 1%, 5%, 10% +&0M |QES LIEHAC,

o = e
A=+ X A=+ X A= X

Intercept( &) -6.197 17317 0.046 0.00 -5.561 1849
Down(S&5t2}) 1059 26317
Asset(EXIAH 0.273 1516 -0.080 0.38 0.179 9.74"
MNotch(=2~SZHZ) 0.559 445" 1.627 843" 0.722 9.72™
FAngesl(£7 1525124 0.488 1.81 0.502 248
RStar(EXISZAMS -4.695 0.00 -3.671 0.00
TDefault 220[H=2512Y 0172 0.30 -0.348 1.38
FDefault(X{50 |Si= T Al -4.789 0.00 4319 0.02
A -0.633 249 0.063 0.01 -0.230 0.65
BBB -0.289 0.26 -0.200 0.10 -0.028 0.01
BB 0.224 1.21 0.719 0.72 0.274 0.45
B 0.812 333 0.816 0.82 0.822 493"
cce 1.018 4217 0.927 4127
ROA 0.006 0.75 -0.032 0.75 0.002 0.09
I(0|XH|2) -0.044 0.97 -0.113 0.95 -0.044 1.12
Wald statistic 39.60" 12.46 9355
N 361 356 717
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(H 8) S8HEN SSZAQ g IS 0lxl= 2
2 He SedAMt SEHE Yedol Yxicte 4 olof Feks Olxl= Q2lof et 2A4Znto|ct g
A= Boot et al.(2006)1t st A2 H0|H Y B= HHIHO0ICH, BA2 O3 Aol dis probit 2¥S
Sl 0|20{ZICt Boot et al. 2L XS 67§ HADS HEStT)

Concord, = a+ 3, Wd; + B,Duration; + B3ROA; + B, Discrete+ (sLiquidity; + BMA;
+ B.Asset;+ Bgl;+ BoMNotch; + 31T De fault + B1,A; + B1,BBB; + 33BB; + 3,,B;+ 3,;CCC; + ¢,

O7|Af Concord,i= SHUAIP STHBY UFIHS UEIIE SaH20/CL 5 LHH STUNZ SKIF 7/10]
SIolE oL 3N STUNE SHE 7120 STHSE FPE 1, BX STLUNES e 7199l 530
QAU MAE 29 EE N STUNS 22 70 SF0| KA SE FRE 09] 28 WETH Duration, 2
SZUN SX 01% SBHH ATl A2E 71208, ROAE ROAS| HOS, Asset, 2 253 BRI
LE OXHISS FAIZ Lix OIAIHISS LIEMD, W= SHE SINR Z9 1 I2X| U2 22 0, Discrete,=

A EHO|IH 1 H7|HHO0|H 0, MNotch,

rr
on
oy
rE

4 50| 258 0|0[EH 1 3| 42 B2 0, TDefault,; =

HR0|HSZ(B-0I)0MH HRE0|HST(CCC+ 0502 SFHAC| 0|RNE FR 1 IHX ¥ F 0,
Liquidity,= S24A SMEYRI0| FS40ILt 2H2|X[0[H 1 2HX| Lo™ 0, MA,= SSLA SHHEHLI0|
M&ALE FZEZEHO|H 1 X 2od 09 32 22t 2= 0|2 X (dichotomous)# 40Tt £t 4, BBB,
BB, B, CCC= s5HY 0|TY 58S UEUE A2 24 {g530 aigate d< 1, IEX %2
22 09 AUS ZH=Ch 3 Wald chi-squre 3S QJOIBITH *** ** *2 242t 19 5% 10% £Z0|M RIS
LiEtdic,
Boot et al. 2 & S0y
A=z X Az X

Intercept( =) 7.726 0.00 12.161 0.00
Wd(BHH S22 -5.692 0.00 -6.271 0.00
Duration(S2ZtAI1712H -0.010 22807 -0.007 3.48
Asset(SXIAH -0.331 0.70

A -0.473 0.52

BBB -0.041 0.01

BB -0.241 0.10

B 2.148 333

cce -5.282 0.00

ROA 0.007 0.74 -0.034 1.54
I0|XHH|) -0.118 268"
MNotch(=2~SZHZ) 13.128 0.01
TDefault 220[H=2512Y 4910 0.00
Discrete(4:A|ZE) -0.861 297 -1.558 3.28"
Liquidity( 2.54) 0.194 0.40 -0.141 0.05
MAM&A) 0.131 0.11 0.174 0.09

Wald statistic 24507 12.26

N 139 139
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A AT FuRe AR WAEI. SEEAlE A $ s 7ol
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o] A3 Hitsterl ZlQlnct A zudelgo] T v AHEEglch ol
Z

2 B 28N S2UA SR M2t S3otef Al AIMELEe X10|§ 245 A1to(Ch AEHER SE6tEY
HS 19 SoH-1, +1)9] SHiY FA9| FHEMNFUS(CARIS Eaff AT ZNLASAR)S AMHEHE
Safl MESIHON B2 STUZ 0|FH 120URE 20UNHK|(-120, 2002 MHEHAUL PHE STUA
sM = &80| ot E gRol= MESTE(ER/FT), BIHAUIE(SABY/Y7IEY), sMAVIE(Eads
N/EESE MEXHoZ TR0 SHZ 4SS AMGIRCH ZE0t9| X0l 2 S356i2tntel Xt0|2
olo|tct 2t SF=0l| CHEH 17+ student’s 1242, mZf2 Wilcoxon sign testo] mgtS 2l0|BtCt XH0|of| CHEH EA0f A
442 SatterthwaitQ] t3fS, zgH2 Wilcoxon rank sum testQ] zgt& Q0| §tCt, *** ** *2 Z2t2t 1% 5%, 10%
SZ0|M ROIES LIEHHLY,

N Ha t Z o x| m or z
zH S3siet 156 -3.152 361" -1.960 -12.00™"
S N = 62 -7.365 -5.29" -5.120 -18.00™"
(xt0)) (4.213) (2.14") 3.160 (2.50)
EXts=3 37 -8.001 -4.06™ -5.510 -1250™
(xto)) (4.849) (1.907) 3.550 (-3.08™)
EIs=2 25 -6.423 342" -4.870 -5.50"
(xtol) (3.271) (1.24) 2.910 (-2.527)
EYE=cPs] 52 -7.801 477" -4.450 -15.00™
(xt0l) (4.649) (1.97) 2.490 (2.01")
7| HA 10 -5.100 358" -5.955 17507
(xt0)) (1.948) (1.16) 3.995 (1.64)
HEZEA 2 -4.443 256" -3.535 -7.00™"
(xt0)) (1.291) (0.57) 1.575 (0.97)
SN 40 -8.972 47 -6.585 -11.007"
(xt0)) (5.820) (2.23") 4.625 (2.58")
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CAR; = a+ BNC;+ B,FAngel; + B3Tde fault; + B,Days,;
+ Bs WX NC;+ Bg WX FAngel;+ 8, WX Tde fault; + B3 WX Days,; + ¢;

OI7IM CARE SToteE 7190l SIHEY BE(-1 )2 AME LHETLOB0I, N ST 28
HOfgoE BBE 200 Days, = 0% STAZYSE B STUALINK 428 7122 OJ0|SITt Fangel,2
FASE(BBB- 00l £7158(BB+ 0lshez SEHE0| 0|20 ZR 1 AEX| 42 R 0, TDefault,=
ARO[ HST(B- 0|40 HSE0|HS(COCH 0laHo2 SBHA0| 0|01l 22 1 12| UL #2 08
LIEHH = 02 8= (dichotomous)#H4-0[Ct. W,= S&06t2 01T 28X SEZAl M7t 0|20 Z< 1, 2EX|
U2 AL 0S8 2= HO|HSZE WX NC, WX FAngel,, WX Tdefault, Wx Days,2 S3LA SMQ 215
=

et HRE SIoi|Y B REN S2UA SHIIUUS ENE DHOIMS Wx NC, Wx FAngel,
V% Tdefault, W Days, 044 SZUA AZNM SABHOIZ 1 HIIBH0I® 09] 32 X Discrete,,
SN SAl SILAH SHEACH 1, AHX| %O 0

-

1o

e Ae Snul;, SEHA O|X AMESZ0|

BBBOIH 1, J™X| ¢IOH 02 g2 e BBB, WS EIC
py—— =
s3slY Tl n e e
To= odDo o =
A t A= t
Intercept -2.897 236" 1.387 03
NC(S2E=] -0.275 -0.49 312 4247
FAngell£7 152512 -3.136 -1.88° 0.410 0.11
TDefault(RRE0 SIS 25124 -6.043 172 9.902 2317
Daysls2HZ 7128 0.011 1.69° 0.045 219"
WxNC -2.685 3677
WxFAngel 0.411 0.12
WxTDefault 15.689 2967
WxDays 0.042 264"
Discrete(£=A %) -1.292 -037
SmullSSHESA| 2A| SAH) -2.377 -0.87
BBB -3.710 -1.18
adj-r’ 27.95 42.71
N 218 62
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pp. 165—188,

(Translated in English) Kim, T., “Information Asymmetry and the Effect of Credit
Rating Change Announcements,” 7he Korean Journal of Financial Management,

Vol, 29, No. 2 (2012), pp. 165-188.

Helt, A8, “A85a7 FA50018," AR, A27H AIBZ (2014), pp. 423-455,
(Translated in English) Kim, T, and J, Shin, “Credit Ratings and Equity Returns,”

Asian Review of Financial Research, Vol, 27, No, 3 (2014), pp. 423—455,
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Vol, 42, No. 4 (2013), pp. 929-957.
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