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JURY’S SPECIAL RECOGNITION

SHRIYA BUBNA

Shriya Bubna won the PoleStar Award for 2009
for her article, ‘The risk in ratings’, which
appearedin The Week.

Shriya Bubnajoined The Week, Mumbai, as a Bureau Correspondent in 2008 where she covered developmentsin the
corporate sector, financial markets and economy. She was earlier a Senior Correspondent in Business Standard
Limited, Mumbai, for two years. Her stories focused on the banking sector and the impact of monetary policy
measures.

Shriya is currently pursuing her master’s programme in development economics at the School of Oriental & African
Studies, University of London. An Economics and Statistics graduate from St. Xavier’s College, Mumbai, she
completed her post graduation diploma at the Asian College of Journalism, Chennai.

Shriyais also a volunteer with Hamara Footpath, a non-governmental organisation working with street children.
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The risk in ratings-

The Satyar ‘2! has thrown the spotlight on a little known
segment of the Indian corporate landscape—rating agencies

By Shriya Bubna

The Satyam imefdent fae brought in the insurance regmla The last few months have seen m rating downgrads

tar i the pletiiee oo, Two instrance companies, LIC und thier wpgreaes, Crinll sy mor ol
ICICT Prodemtial, had raken exposiirey u_l arend downgrades gond up, it e alio seel

- porcent i Satyam in e recent post, As per rules time fr tliree yvears, CARE has seen dbout 11 dow
fRsUnErs cam st oy i dottile A rated companies. agmingt seven upgrades doring April-Novermnb
Mo the Inaltranee regulatar IRDA f5 afimerhow the - deeniglos are now conducting r T

frigr agierveden Crisil and ICRA gaie Sarvam gn A4 rat. of companies i specific séc

frg in the face of recent revelations abowt the compary s faries, vexeilen, hospirality and real estats ¢

dodey aecolirmiimng o foes fiit partfcilarly hard by the present criads



mong the mstitorions and
practices facing fak in
the wake of the recent US
sub-prime crisis is a little
known part of the finance industry—
thie five-billion dollar rating agency
business. Inevitably, the outery' in the
U5 and Eorape for its formal regula-
tion, ratherthan the earliervoluntary
arrangement, foiind an echo in India,
tow, nosw getting louder In the wake of
the Sarvim oédounting scarm.
Though ndian rating agenecies,
which togethir generate vearly busi-
ness: of around fs 200 crore, have
beensparedthekind oferiticismfaced
by their American counterparts, the
S 1 nevertheless in August asked
dit rating agencies (CRAs) o
provide demils of all products rated
by them and alist of all their activi,
ties, including research and advisory
services provided by them and their
associate or group companiee The
government, too, has sét up a com-
mitter to look into the functoning
and rieguladon of rating agencies.

The SEB onits part. is looking arways
to fill the regulatory gaps that would
bring in/ CRAs; oo, under the over-
alb repulatory umbrella. Particulorly,
issues like conflict of interest; one
of the key concerns analvsts Hove
tajsed

Just three plavers=Standard &
Poor's, Moody s and Fitch—dominate
(' ¢ 150-year-ald US ratings industry
e Indianversion, which took form
In 1987 has four agencies recognised
by the SEB1 and RBI—Crisil, lera,
CARE and Fiteh. A new Bangalore-
based agency. Brickworks Ratings,
acquired a rating licence from SEBI
early this vear, bur has nor ver been
accepted by RBL

"The market in India is com-
parnble to the US in a sense and
not comparable also,” said Naresh
Takkar, managing director of 101,
a Moody's assncinte, The Indian debt
marker s not a5 complex os ih the
U8, but the ratings principles used
in India are largely similor. AS of
now, the struetired finanee market
in India js Timited ro issue of secu-
rities gpainst auto loan receivahles,

Accountability of
rating agencies needs
to be looked at. | see
credit rating agencies
as a regulator. |
cannot comment on
how to regulate them.

ADI GODRE)J
Chairman; Godrej Group

restdential mortgiges, it addition
a few equity-linked strivctures. Bur
rating ol all commercial papers and
[nielal public offerings hus been made
compulsary.

“India already has g veéry strict
code of conduct Indian reidlators
arie also Jooking at developing the
[OSCO (Inrernational Orgabisation of
Securities-Commilssion ) code for rating
agencies,” soid Takkar In fact, SERI
lnid down norms governing CRAs as
fur back as 1999, mandating them to
carry out perfodic reviews of ratings
and provide a rationale ol rtings with
an analvss of rikk and fourable fac-
trs and disclosures on methodology
pod information quality and history,
The mutual find industry, too, has
nsked the SEBL for more disclosures
) ratings

In thewake of the Saovarm scandal,
Indian rating agancivs have decidisd
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to strengthen their methodology
and verification processes. Given
that so much depends on the rat
ings, rating agencles now face thelr
own challenges to maintain ¢
ibility. "The Satyant fraud has cer-
tzinly made us more cautious, we
will now take s closer loek 4t the
balance sheer, rthough the raring
methodology, which goes bevond
the balunce sheer and loaks at o host
of bther izsues |ike comparison with
peersin the Indusery, dives ot neéd
i chanie.” said DR Dogta, exect
tive director ot CARE

The lack of any regulntion of the
raring ngencies was felr rather pain:
fully after the sub-prime criss dur-
ing which many AAA-rated mort

el

g-l;;‘r-" acked securities, collaterised
delbr oblligations and eredit defauh
swaps turned worthless. The fall-
ure of Ameriean rating ngencies &
sdequately agsess the risks of eom-
plex securities led to mpssivee [osses
for Investors. Both the US Sedurities
Exchanpge Commission (SEC) and
Europeon Commission have anly
now begun repilatory oversighe of
rating firms

“More porms are needed on disclo
syresin India,” said Dogra
CRA should publish cumulative
default mtesand rutings transition
foir each instrument. The rativmale
behind a ratings decision should
be available in demil to the puhlic
Expecially, added Takkar, when the
rating titkes Into aceount qualitative
aspects such os “management ual
ity, risk appetite of monagement,
sucpession planning and' futdre
pris L‘Iq_-|_'| i

The need o explain how such
factors hove infleenced the ranng
is pbvious. Simply put, o rating of a
finzneial prodiet, ke Bonds, muty
al fund or other commercinl paper,
is merely ati opinmion of the agency
that does the rating, an the Hielt-
hood of default by the Issuer of the
instrument. It is by no means any
kind of guarantee gpainst defaule A
high rating merely means that the
probability of defiult, a8 assessed by
2 handful of error-capable humans

Fvery



itl thie ratbng ageney, is bow liat the
rink of delaslt i abways tiire

That ulttmazely s the cran of the
prvlslen. Finmng il instriments mped
i b et Rating agenches meed to
b trusted to do thae job beeinesily,
People place their imesiments bosed
o that rrust b the cuting given, The
prihlem arises, as {f bus ot present,
when thit mrust b thovght f leve
been sbused in some way,

Corrypeniles oo g policy do not spe
i ratig, A 6 recent 11 evet, Adi
Goder), chairmm, Godrej Group,
willembtbed tha “sceountahility of rai-
tiig ageniches peeds b be lsbed o”
Bt vefused bo b drawm inne the kind
of regulation peeded for ClAs, sy
b "1 e credin rating agnenics as 3
regulutor [ camhot commment on how
o regulats them

| The possibility of abuse, or a0 leasy
| wedue influence, is always there,
jihven seme of the practices uf the
rating agenches, like providimg sdvi-
sialy serylices of how 10 structire the
produce they ame hired to ot Alsa,
e comipurtitinn for getting business

in the pemaibility of ratings shoppling
whepe rating ogrneses “assign higher
rafings to et o buslness and dis
richeulos pricing which woald foree
theerh to cut enrmers in ather ways”
Takkar palnied out, The stamilan fie
| for Fathng an e §s 001 per cent of
thir size of the sasue,

The abviows conflcy of interest
inherent in sich At es s How
being sddressed. Same walegpoards
idor exhat, By not allowdisg CHAG to
rate thadt prosnasters, bt there Is
clearty nevd Fir more. The Eutopean
Cominldalon, for fhatance, has pro-
piviand theat eredit rating sgencies e
Inpreed froimn prrovidbing sdvisory se
vivis and mandatory disclosoee i
imasre than. 10 per cent of their total
Fees eomnas from ape clieni,

Potmestic tating agencies say thiy
have eresied o flrgwall beiween
arlyses anid those wegutimting with
clientn. Crbufl, whime majority share
holdder is S8« has srparated the
rescareh, advisory and retimges busd

could rewulrin s diluten of stsndards
and a curting of cormers. Then there f

Mationgy are o must b shurd -l p et al
ey L i e ] o Bitinchy, s by 5
coeguary, nank or okt slibs el aveettne
o wmlancn. cowwsmsts lal paiie ARUBD By
eendrrs) Il iisbries, muiiiil libely b assignmd A1
rling wadicatiog 1Be o ol rish While
B AR by el Wlino e Cmpany
snilil gl @ g of Ad mhich dreote Sgh
crelld fimk

SEW M mane m manciatory 4 miesl funds
to gt capilal peolaction wheme rated by &
CRA

Long-tesm rinmgs an wwirumess ol maes

A rurting thot mdsfirads The pooe
i on imfa Satymen’s g

g opierathimually Wit nod ito sSand-
slone comipanbes, CARE, which vweas
earher tn the sdvisoey business, has
stopiped uffering these sorvices. Fitch
o paot offer these services in Inadla
lera ks wparn off {ts consultancy arm
Imtr o separite crrty

Ve, industry efficialy oro woepiical
atwar thin “will hetween consuliing
il mJH,h:Il"‘!,. srrwviors” Thin WKL lias
sugguited thar reting firme shoald
implemsent the tevlsed IOSC0 code
by vk diry corelTice of inperest in
imgg structured (also bnown an g
bucked) securithes, which were ui
the rosit of the linancial crisis, snsd
b il thaele ratlags process
The BB wanis fo separate ratings
oo e tind eredbt producs, o
theme v bods, Curremly, the s
seale in wned o emte bath, thowgh
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Tnas @ e can be assigrend ARA, AR, A HER
R anal brfosw, o e rensing order of crmdil
il CABE 3 whowt Serm iling W alke iange
e PR PR, WL, PR o RS, el Caiad
dengtry thess ad FL P P3 amd loses Tha

¥ gt - pagres. v e 1 el ate relalpaiy
sirrgm e oo guaily sittin the e
cor gl By thip raling wpmilsel

Tha inibial o aliong muised i v memd avery
e ireirt [P W il Ihee wmdrumen . Hivewe,
& change m inthastyy wenaio e wad e s
revaewy il valang

i Do s atin g ity fuaein s-ed B0 ved auide
It s, it 4 SEtely g and berice
L v g o ¢ b ol inderesl

structured products are merked with
an 300 wynbaol

Ohive sbwhoun regulatory option is
tr make ey dorms for pecogmtion
of pating ughrncies stricter. Currentiy,
firemcial wmssitwtions, Indlag o B
eign banks, intermntonsl credin rai-
ing npenches wild compasies lav iy s
mart winrth ol i benss Bs W0 crome oreer
the Last five vears. can promaste CRA
“haly firmm with international expe
rience o hackground in ratings basi
pusss shonchd be allowrd 1o enten,” wid
i industry official, B eaoailomed
Disgra: “The roting process shoald
ndat b reduced o check lise

Indian regulntors are thus expict
ot aet inos way thael prnmoies
regulutory conslatency actins the
ilibue Bt wkihemit imterfering (n dhe
credit Fathing process, besving CHids
with sufficient Besitiliy 1o adapt to
changrng market sltuanons. This s
necessary jiven that the bisdus -
g Prdtiekey B8 b it grosel phose,
especially with the implemenstation
o v Wasel |1 capleal porms that
ITEBLTARE Cofaniss b geT rabed

Aot 443 pier Cont of ew business
o v cummng foomm ratings required
by Busel 11 By Cetebier 2007, Jndian
credit rathng agencies lad eatings
wutstzsding of 2000 compaiies,
Linded the first plase of Wisel 10,
which applivs w companies taking o
busmp il Bs S0 croiee, 0 provterrtdal b rd e
TR coumpanics has emerged, By
Murch 3000, the e e wioid
apijily v comprnbes with o mimimim
loan liwilt of Ms 10 efnre increas
il the business potesibal for rating
apinctes evis mure. 1B



