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There is need to address several

issues that have pervaded the

mindset relating to creditrating
where facts have been distorted
‘based on convenience or percep-
tion rather than practice.

The first issue is that the rat-
ing ageney gets higher fees if
the client gets a higher rating.
The truth is that the fee is paid
in advance along with the man-
date. So there is no question of
charging a fee depending on
therating.

Second, it has been argued that
to avoid conflicts, the fee should
be paid by the investor and not
the client. This will be quite
cumbersome as a single instru-
ment might have many inves-
tors. In case of capital market
instruments which are traded,
the paper passes hands over
time and it is not possible to
track the same.

Themajnr issue in the ‘investor
pays’ model will be how to force
. issuers to give information for
review of ratings if there is no
contraet between the issuersand
the CRA. This is why the model
has not suceeeded anywhere in
the world. Besides, if the ‘issuer
pays’ model has conflict, the ‘in-
vestor pays’ model will also in-
herently have a bias towards
lower ratings. At another level,
‘investors pay’ model will be ad-
vantageous to CRAs as there
will be multiple fee flows far a
single compan

Third, ttls feltthat in this
industry, there can be rating
shopping. But we should remem-

ber that the ultimate user of the
rating is the investor and not the
client. The investor will not ac-
cept the rating of a CRA which
does not have credibility.
Interestingly in the US market
while there are 10 recognised
CRAs, only two to three are popu-
lar with investors.

Fourth, rating companies have
4 perverse incentive to give
higher ratings to get market
share, While there is a conflict
of interest between business

and ratings, CARE Ratings has

resolved this by having a multi-
layemdratingprm

The first stage of the internaj
rating committee comprises
members who do not have any
business target and perform the
analytical function, Next, there
is an external

—_—r :
Acreditrating rating commit-
addsavery  tee which as-
important  Signsallratings
dimensionto that are invest-
information ~ ment grade at
dissemination the time of ini-

tial rating and
all surveillance cases where the
rating band changes,

Here, the majority members
(four out of five) have no rela-
tion with the management,
shareholders or board of direc-
tors at all, and are truly inde-
pendent. While talking about
addressing conflict of interest,
other CRAs which have discon-
tinued the ‘External Rating
Committee’, can effectively em-
ulate this 5_irur::ture

The fifth issue is that if rat-
ings are suspended, there is
something amiss and the CRA
wants to hide something. A rat-
ingis suspended when informa-
tion required for the rating ex-

ercise, which goes beyond what

is in the public domain, is not
supplied by the client. As there

1is a regulatory responsibﬂity

for the agency to apprise the in-

wvestors of the situation, the

only option is to suspend the

same. Publicly available infor-
mation has its own shortcom-
ings and in-depth information
including business plans, inter-
action with the managementetc
isrequired toassess future debt
servicing ability.

Sixth, it has been reported that
there has been a spate of down-
grades in the market withalotof
mediaattention making it seema
bitexaggerated. In general, most -
of the downgrades happen inthe
sub-investment category.

Seventh, it has also been ar-
gued that rating outlooks pro-
vide value and have to be present
to add a direction to ratings.
However, it is seen from publicly
available data that close to
around two-thirds the ratings of
a CRA which have been down-
graded have heen from ‘stable’
outlooks. Just about 20% of
these downgrades actually oc-
curmdﬁ'umcaseamthspeciﬁad
‘negative’ outlooks (balance
were on credit watch or did not
have an outlook). If this is the
case, we really have to ask our-
selves whether outlooks serve
the intended purpose or have
misled investors, and are more _
of adisservice than service,

The last issue relates to correla-
tion of market pricing with the
rating. Market pricing is more of-
ten than not asymmetric, and isa
function of demandandsupplyuf
paper. It may not always truly re-
flect the fundamentals of an issu-
er Italso varies with time, dura-
tion, size of investmentas wellas
the sector in which the issuer
company operates and not just
therating.

Hence, a credit rating adds a
very impartant dimension to in-
formation dissemination, which
bridges the information asym-
metry in the financial system.
CRAs have to perforce adhere to
the industry best practices as
the market, which is the ulti-
mate judge, is unforgiving.

(Views are personal)
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