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The rating is possibly the most underestimated informa-
tion in business administration and practical manage-
ment. One can speak of a "blind spot” of business admin-
istration, which can have catastrophic consequences for
individual companies and the entire economy, and which
can be explained primarily with psychological reasons.
Practical business management is just as affected as
technical literature, scientific literature, and manage-
ment training. And despite experiences such as the eco-
nomic and financial crises of 2008/2009 and 2020, which
demonstrated the importance of a good rating and the
effects of incorrect rating assessments, little has im-
proved in this area (yet).

Introduction and Formulation of the
Problem

It should be noted that, apart from the rating as a whole,
the topic of risk and uncertainty still receives little atten-
tion in business administration, especially in controlling,
which at least helps to explain why the special risk ex-
pressed by the rating - the insolvency risk - receives par-
ticularly little attention In this article it is first explained

at which points rating and probability of insolvency are
important in business administration. Starting from a
brief outline of the development of rating as a niche dis-
cipline, the reasons for the little attention paid to ratings
in business management research and practice, as well
as the resulting implications, are outlined.

The Significance of Rating
and Insolvency Risk in
Business Administration

Why is the rating, or rather the probability of insolvency
expressed by a rating grade, perhaps the most important
key figure in business management?

First, the probability of insolvency is the strategic indi-
cator that operationalizes the most important goal for
most companies, especially family businesses: the sur-
vival of the company. The probability of survival is noth-
ing more than one minus the probability of insolvency.
Thus, the probability of insolvency belongs in every
strategic key figure system (such as a balanced score-
card) asatop indicator.



The German legislature has also de facto
set the probability of insolvency as the top
indicator for risk management. The Law on

»The German legislature has also
de facto set the probability of
insolvency as the top indicator for
visk management.”

Control and Transparency? calls for the ear-
ly detection of "developments that could
jeopardize the company's existence"? These
possible developments that could jeopard-
ize the company's existence generally result
from the combination effects of several in-
dividual risks, which makes it necessary to
aggregate the risks in the context of corpo-
rate planning (risk aggregation).* Here, two
links to the rating arise: First of all, itis clear
that any extremely "favorable” combination
of individual risks can endanger the exist-
ence of any company. Companies without
any conceivable development that could
endanger their existence are therefore im-
possible (and corresponding statements in
the annual reports of some companies are
always wrong). In risk management, the
probability of such a "development threat-
ening the company's existence” and the "de-
gree of threat to the company's existence”
must be considered accordingly. The de-
gree of threat to the continued existence of

the company as the top indicator in risk
management can of course directly be indi-
cated by the probability of insolvency and
thus by the rating. At least since Basel I, it
has also become clear that corporate crises
and developments threatening the compa-
ny's continued existence usually do not re-
sult from over-indebtedness, but rather
fromilliquidity. And a (threatening) illiquid-
ity of companies, to which the Insolvency
Act refers as well, occurs when, through the
effect of risks, (1) minimum rating require-
ments are violated or (2) credit agreements
(covenants) are breached, resulting in the
termination of a loan. Thus, in order to be
able to identify possible developments that
could jeopardize the company's existence
in the first place, as required by law, it is
necessary to assess the impact of risks and
their combination effects on the future cor-
porate rating. Risk management without
reference to the rating does not meet the
legal requirements and is economically
pointless.

The probability of insolvency expressed by
the rating as an indicator of the so-called “in-
solvency risk™ is also a value driver that has
been overlooked in company valuation,
strategy evaluation and value-oriented
management until now. Both in business
valuation and value-based management
concepts (e.g. based on Economic Value
Added, EVA) itis still implicitly assumed that
companies will certainly exist forever.
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Summary

Rating and insolvency risk are of funda-
mental importance in business admi-
nistration. In the real world there are
rating and financing restrictions that
lead to insolvency and the probability of
such insolvency is essential e.g. for busi-
ness valuation or financing decisions.
Until now, both aspects have received
too little attention in business adminis-
tration, both in theory and in practice.

However, insolvency statistics and data on
the expected life span of companies show
that this is frequently not the case. It is

»Risk management without
reference to the rating does not
meet the legal requirements and is
economically pointless.”

therefore often a serious valuation error to
unthinkingly assume the eternal existence
of acompany when determining the compa-
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ny value or other value-oriented key figures (especially
when calculating the terminal value of the continuation
phase). Although the lifespan of a company is not re-
stricted, it still has a finite expected value. The expected
lifetime of a company results directly from the probabili-
ty of insolvency. The probability of insolvency expressed
by the rating determines the expected value of earnings
and cash flows required for the valuation, as well as its
long-term development over time. In the long term, the
probability of insolvency largely has the effect of a "neg-
ative growth rate" of the expected earnings or cash
flows. Even small changes in the probability of insolven-
cy have a correspondingly major impact on the value of
the company as a performance measure and deci-
sion-making criterion in value-based management. Even
the usually listed companies with a value-oriented man-
agement understanding, should consider these value
drivers in their decision-making calculations accordingly
and record them as key controlling figures. However, not
(only) the current probability of insolvency is relevant for
the valuation, but also a forecast of the future develop-
ment of the probability of insolvency, depending on (1)
the earnings expected in the future according to plan-
ning, (2) the risk coverage potential (equity and liquidity)
and (3) the aggregated earnings risks.®

For the sake of completeness, it should be noted thatin a
real imperfect market, insolvency risks also influence the
standard for the expected return of a company, business
unit or project (the cost of capital rate). ”

In many companies with value-based management, the
probability of insolvency expressed by the rating will be
significant not only in the assessment of the risk-re-
turn-profile of possible courses of action, but also as an
"auxiliary condition” (see safety-first-concept?®). Due to
the above-mentioned legal requirements from risk man-
agement alone, many company managements will not
only want to recognize possible developments that could
endanger the company's existence, but also to avoid
them. Minimum requirements for the security of the
company as a going concern can be formulated as a min-
imum requirement for the future company rating (even
in potential risk-induced stress scenarios), which is cov-
ered in the new "risk-bearing capacity concepts"?®

It is worth mentioning that the consideration of the im-
pact of business decisions - e.g. investments, acquisi-
tions, or changes in strategy - on the future rating, is not
only economically reasonable, but also required by law.
The so-called "Business Judgement Rule" formulated in
Section 93 of the German Stock Corporation Act requires
the Executive Board to verifiably obtain "appropriate in-
formation” before making a business decision® When a
decision is made under risk or uncertainty, this of course
means that information on the risks associated with the
decision is required in any case. And among this risk in-
formation, information on the risk of insolvency - the rat-

ing - naturally has a particularly high priority, as is also
clarified by case law.

Finally, the rating is also of fundamental importance for
anumber of other individual operational decisions. As is
well known, the rating determines the financing condi-
tions (especially interest rates on borrowed capital and
the borrowing costs, which should be distinguished from
these™). Accordingly, the e.g. "Principles of Proper Plan-
ning" say, that planning the future interest expenses
without a forecast of the rating on which they are based
is not "proper”. The entire financial planning, especially
the financial structure planning, is also not reasonably
possible without reference to rating (and risk analysis or
risk aggregation). In a real, imperfect capital market with
rating and financing restrictions, the well-known Modig-
liani-Miller-theses do not apply. A company's need for
equity - and thus its financing structure - is dependent
on (1) the aggregated earnings risk and (2) the planned
target rating. Higher corporate risks and higher require-
ments for the security of the company's existence, i.e.
the rating grade, lead to a greater need for equity capi-
tal. A sound assessment of the financing structure in the
finance departments of companies, without reference to
the rating, is correspondingly senseless.

The list of significant issues related to rating could be ex-
panded (consider that e.g. companies with a weak rating
become unattractive for employees oriented towards se-
curity or customers). But even the core topics summa-
rized here already show that sound business manage-
ment without concrete measurement of the current rat-
ing and the forecast of the future rating - in various fu-
ture scenarios that are possible depending on the risk - is
simply not sensible. The question therefore arises as to
why the central key figure of business administration
does not enjoy the status it deserves, neither in the prac-
tice of business management, nor in literature and edu-
cation.

The History of the Rating

As shown here, the rating, or the probability of insol-
vency or default expressed by it, is of great relevance in
business management, but it has not been adequately
taken into account to date. Of course, ratings still have
their significance. However, this is limited to the narrow
field of assessing debt capital positions, such as loans or
bonds, from the perspective of creditors'> Theory,
methods and practice of rating have thus, in a sense,
developed in a niche of business administration and the
link to other subject areas has hardly been established
so far. The historical development of rating is briefly
outlined below.

It may also be partly explained by the history of rating,
that even today, rating and rating methods are usually
only marginally considered in business administration



and business management, despite the importance outlined here. Ratings and rating
methods are not derived from a business theory, but have largely developed “inde-
pendently"™ Although it has always been a concern of creditors to assess whether a
lender will repay its liabilities, the origin of today's ratings can be traced back primarily
to the 19th century and the USA. With the high financing requirements of the new rail-
road companies, a large, anonymous, and rather opaque capital market emerged
there. To finance the high investment volumes for rail construction, the railroad com-
panies issued shares and bonds. To be able to compare the creditworthiness of the
bond issuers and ultimately assess the interest terms of the bonds, ratings were creat-
ed. A systematic and structured description and assessment of the financial situation
of the railroad companies began* The three rating agencies Moodys, Standard &
Poor's and Fitch Ratings, which still dominate today, all emerged in the first quarter of
the 20th century, and with their ratings contributed to making the loans of companies
and other borrowers more comparable and assessable with regard to their default
risk. The quality of the ratings offered was, and is, particularly decisive for the reputa-
tion and success of the rating agencies. For this reason, all rating agencies have worked
continuously on improving their rating procedures. Of central importance for the
granting of loans, also for medium-sized companies, are ratings with the so-called Ba-
sel-ll-regulations (valid since 01.01.2007). As a measure for the assessment of
debt-capital from the perspective of creditors, however, ratings have remained pri-
marily a topic for the debt capital market and the players active in this field (such as
credit institutions and the rating agencies).

Why is rating given little attention in practice and research in
business studies? Obstacles and implications

As shown above, the rating is highly relevant in many areas of business administration,
research, and practice, but is still frequently ignored. One must ask oneself why this is
the case. It is certainly not because in the "niche rating" itself no adequate methods
and scientifically based concepts have been developed so far. As explained above, rat-
ing and insolvency forecasting procedures can look back on a long history, and there is
a multitude of powerful methods that allow a forecast of default and insolvency prob-
ability™ The developed methods, which are used by credit institutions in particular,
are subject to constant quality assurance, and since the economic and financial crisis
of 2008/2010 rating agencies have regularly requested validation studies of the meth-
ods they use. The probability of insolvency and default of a company is therefore an
easily measurable variable, that could be used for various business management pro-
cedures outlined above. This applies irrespective of the known fact that, from a scien-
tific point of view, the rating procedures used in practice naturally also show further
potential for improvement, especially with regard to the recording of the risks to which
companies are exposed in the future'® The rating procedures, which are primarily
based on historical financial figures, and which usually record more qualitative sup-
plemental information, e.g. on the strategic positioning of a company, implicitly take
into account those risks that occurred in the last available annual financial statements
- but not those risks that will occur in the future. Simulation-based rating procedures
based on a Monte-Carlo-simulation of the risks in relation to corporate planning are
recommended. Nevertheless, the empirical validation steps regularly show, that the
probability of insolvency is a well-founded information available about a company,
that can be used for the business managementissues outlined here.

So itis certainly not due to a lack of quality of the estimators of the probability of insol-
vency that this information sees little use in other business management issues.” Then
which reasons are relevant for the deficits pointed out? Apart from the history, there
are probably three main problem areas to be considered here:

1. Much of traditional business administration, including finance and business valua-
tion theory, is based on the neoclassical theory of perfect markets. Well-known is, for
example, the Modigliani-Miller-theorem, according to which, if taxes are neglected,
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the debt ratio of a company is irrelevant. The Capital As-
set Pricing Model (CAPM), which is based on the hypoth-
esis of perfect markets, is used to derive the cost of capi-
tal and company values® However, it follows from the
theory of perfect markets that, in the absence of rating
and financing restrictions, insolvencies cannot occur at
all and that these at least have no effect on the value of
the company Anyone who believes in the unrealistic
theory of perfect markets, without financing restrictions
and with information that is widely available free of
charge, does of course not need to concern themselves
with insolvency risks and insolvency forecasting or rating
procedures. Accordingly, the topicis ignored in a consid-
erable part of business management literature, is hardly
addressed in business management education, and is
thus underestimated in its practical importance. It is
only in recent years that the significance of insolvency
risk has been addressed, e.g. for business valuation, and
thus also for value-oriented corporate management. 2°

2. Many of the economists working in practice and also in
research lack an adequate sound knowledge of rating
and insolvency forecasting procedures. This is largely a
consequence of 1. Without knowledge of the procedures
that can be used to derive the probability of insolvency
of a company, insolvency risks, for example, are not ade-
quately considered by valuation experts in the valuation
of a company. The insolvency risk is a subject area which,
like the overall topic of uncertainty and risk, is neglected
in business management training and consequently also
in practice.

3. Finally, psychological aspects are also relevant for the
explanation. People have great difficulty in adequately
dealing with the stochastic concept of "risk”. In psycholo-
gy this is referred to as risk blindness. People tend to fo-

»Theory, methods and practice of
rating have thus, in a sense,
developed in a niche of business
administration and a link to other subject
areas has never been established.”

cus only on their desired future scenario and to ignore
risks that may lead to other developments. It is particu-
larly unpleasant to think about the possible failure of the
company, so this possible future scenario is not consid-
ered.? People also have great difficulty in adequately as-
sessing risks (distortion of risk perception). Particularly
risks with a low probability of occurrence, such as the risk
of insolvency, can hardly be grasped intuitively without
adequate business-management and statistical meth-
ods. They lie outside of the usual personal experience.
The third facet of risk blindness is, that people cannot ad-
equately consider risk information in their decisions

without business management methods. Accordingly,
forexample, information about the change in the proba-
bility of insolvency, e.g. as a result of an acquisition in a
company itself, is intuitively not incorporated in the deci-
sion-making process. It is not considered that even a
small change in the probability of insolvency per year
due to the risks assumed, has a significant impact on the
value of the company.

The influence from the neoclassical theory of perfect
markets, the deficits in general business education and
the pronounced psychological problems of people in
dealing with risks in general and with insolvency risk in
particular, explain why rating and insolvency risk receive
little attention despite their economic relevance. As
shown above, the implications are serious: failure to con-
sider the risk of insolvency ultimately leads to errant
business decisions.

This raises the question of what needs to be done to en-
sure that the subject area of rating and insolvency risk is
paid adequate attention in the theory and practice of
business administration. Due to these considerations the
following starting points appear important:

1) The paradigm of market perfection should (finally) be
abandoned in business research, especially also in
publications in scientific journals. Real rating and fi-
nancing restrictions should generally be considered in
scientific publications, e.g. on business valuation and
financing theory. Of course, this is only possible if the
editor and reviewer are sensitized to the importance
of this topic (to which this article might contribute a
little bit).

2) For practical implementation, it is vital that the signifi-
cance of rating and probability of insolvency is an-
chored in the standards that are essential for practice.
This means for example that
— the probability of insolvency is anchored in risk

management standards as the key indicator of risk
management and as a measure of the "degree of
threat to the company's continued existence” 22

— the necessity of the estimations and consideration
of the insolvency probability for an appropriate enter-
prise evaluation is stressed in standards for the enter-
prise evaluation, like e.g. the IDW S1,2

—the "going-concern-premise” relevant to accounting
and auditing is clearly linked to the probability of in-
solvency (up to what probability of insolvency of a
company can one assume?* "going-concern"?*? and

— the probability of insolvency becomes the central
parameter for assessing the ability of companies to
restructure.?®

3) Finally there is a need to raise awareness of the impor-
tance of rating and the probability of insolvency
through more communication. Publications such as



this one contribute to this, as does the
consideration of the topic as a major spe-
cial case of the broader subject area of
"risk" at conferences (e.g. in Germany at
the conference of the Schmalenbach Soci-
ety, the Controller Congress of the Inter-
national Association of Controllers (ICV),
the annual conference for all valuation
professionals of EACVA and the annual
conference of the RRMA).

Conclusion

Rating and probability of insolvency are of
fundamental importance in business ad-
ministration. In the real world, there are rat-
ing and financing restrictions that lead to in-
solvency and the probability of such an in-
solvency is essential e.g. for business valua-
tion or financing decisions. Up to now, both
aspects have received too little attention in
business administration, both in theory and
in practice. The reason for this is, on the one
hand, the fact that large parts of today's
business administration are based on the
neoclassical paradigm of perfect markets,
which does not know any rating and financ-
ing restrictions and thus no insolvencies.
Rating theory and rating methods, which
have developed in a niche of lending deci-
sions, are accordingly insufficiently linked
with other areas of business administration.
This is certainly also because people tend to
dismiss risks in general, and the insolvency
risk in particular. A sensitization for the im-
portance of the probability of insolvency, es-
pecially in "entrepreneurial decisions" (§ 93
AktC), is necessary. In order to do justice to
the importance of the topic in business
management practice, the topic should be
given consistent attention in scientific litera-
ture (a publication based on the hypothesis
that financial resources are simply available
without restriction and that insolvencies
cannot occur is unrealistic). This, in turn, is
an important basis for ensuring that the top-
ics of rating and the probability of insolven-
cy are adequately considered in business
management education and in degree pro-
grams. @l
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Footnotes

1 See an overview from Gleif3ner et al., 2020.

2 See Fuiseret al., 1999; GleifSner, 2017b and 2018.

3 And this applies both to public limited companies and to
the "spillover effect” of other corporations as explained in
the explanatory memorandum.

4 See Gleif3ner, 2017a und 2017b.

5 See GleifSner, 2070, 2017¢ and 2019; Franken et al.,
2020; Knabe, 2012.

6 See GleifSner, 2002.

7 For the dependence of the cost of capital on earnings
risk, specifically the concept of "rating-dependent” cost of
equity, see Gleif3ner, 2006a, 2011 and Dorfleitner/
Gleifner, 2018.
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8 GleifSner, 2006b.

9 The risk-bearing capacity concepts required by e.g. IDW
PS 340 (2020) and DIIR RS No. 2 (2018) indicate the
‘distance” between the current situation of the company
and a possible 'development threatening its continued
existence" by means of suitable key figures. A second key
figure indicates the probability that the risk-bearing
capacity will fall below zero, i.e. that a "development
threatening the existence of the company” will occur (see
Gleifner, 20174).

10 See Gleifiner, 2015 and RMA, 2019.

11 Regarding the decision see e.g. Gleifsner, 2017c;
Cooper/Davydenko, 2001 and Baule, 2019.

12 See sources for this, Biischgen/Everling, 2007,

13 For basic principles see also Everling/Schneck, 2004;
Biischgen/Everling, 2007 as well as Fiiser/GleifSner, 2005.
14 Such a summary has first been created in 1860 by
Henry V. Poor.

15 For a summary see Weber at al., 1998; Schneck, 2008;
Bemmann, 2007; Gleifsner/Wingenroth, 2015a and
2015b.

16 See Blum et al., 2005; GleifSner/Wingenroth 2015a
and 2015b.

17 Forexample, a backtesting of ratings is common,
whereas a comparable quality assurance of company
valuation reports is unheard of.

18 For critique and empirical studies see e.g. Dempsey,
2013a and 2013b; Ferndndez, 2017 Gleifiner, 2014;
Rossi, 2016.

19 See e.g. Kruschwitz et al., 2005 and Essler et al., 2005.
20 See GleifSner, 2010; Knabe, 2012; Saha/Malkiel, 2012;
Friedrich, 2015; Lahmann et al., 2018; Schiiler/
Schwetzler, 2019; Franken et al., 2020.

21 On the non-observance of the insolvency risk in
corporate planning, see Behringer/Cleifsner, 2018.

22 This has already been implemented ine.g. IDW PS
340; in DIIRRS Nr. 2

23 See Franken et al., 2020.

24 See Adam, 2007 and also Coenenberg, 2016.

25 See GleifSner/Haarmeyer, 2019.

26 See, for e.g. the requirements and standards for
going-concern prognoses, Nickert et al., 2019 and
GleifSner/Haarmeyer, 2019.



