Rating the Raters

Rating agencies role In financial crises; lessons
learned; the way forward
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Abstract:

Rating Agencies (CRAs) give opinion as to relative strength of any entity to meet financial
obligations. Like any business in the world, the business of CRAs comes with its own risk. The
risk is: Opinion going wrong. The latest edition of financial crises brought this risk to limelight.
This magnified their penetration into our financial decisions. Investors had to incur significant
losses when a number of rating opinions faltered. They were either late in identifying the risk
(subprime mortgage loans) or hasten the crises by magnifying some risk (Banks and sovereign
rating). Were CRAs negligent, incompetent, or dishonest? ; we are still looking for the answer.
Raters are being rated.

Rating agencies are still around and growing. Investors continue to believe in their opinions. We as
a system value the ratings. Why? Can’t they fail us again?

Notably a lot has changed for positive. Regulators realize the importance of strong oversight on
CRAs; new laws, comprehensive code of conduct are being implemented. CRAs, more than ever,
know that while being transparent they have to be intelligent in their methodologies and practices,
For investors rating opinions are key inputs for final decision, but not the only tool. It is a better
system now.

We have to understand ratings. These are not just opinions — these are knowledgeable and
independent. If done right a rating provides valuable information to investor — the likelihood of
default; but on a relative basis, not standalone.

A case in study

Securities and Exchange Commission of Pakistan (the apex regulator of CRAs in Pakistan) has
comprehensively revised code of conduct applicable on CRAs. While ensuring that all relevant
information is disclosed by CRA in a timely manner, the code goes deep into processes, systems,
and human resource. It has structured the framework for robustness of rating methodologies so
that opinion stays current.
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= The Sub prime Crises, 2008

o Lost US$5.7trn of
potential GDP (Est for
2008 -2018%)

=
O
5

o Bailout package of more
than US$700bln™

o Key Institutions bailed
out by Govts.

[Bear Stearns , Fannie Mae and Freddie Mac ,
Goldman Sachs , Morgan Stanley, AIG, Citigroup,
RBS, Halifax Bank of Scotland, Chrysler, GM

*Setting the Record Straight on Cost-Benefit Analysis and Financial Reform at the SEC : bettermarkets.com
**JS government Troubled Asset Relief Program 5/17
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Financial Crises | Who’s blamed?

C R As

Credit Rating Agencies
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Still There!

RATERS

Still Growing!

Rating the Raters
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Understanding Rating Business

, . Rating
Rating ' )
- Business ( )

Rater
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Understanding Rating Opinion

( A

Is 1t necessary?

r 3 r N

Ratin ,
S Is it valuable?

. J

Opinion

( N

Is it comparable?

. J

( )

It 1s RELATIVE
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Understanding the Rater

Models
What’s Behind Analytical
a Rating Rigor
~ Opmion | . - J
Synchronization
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Understanding the Rater | What went wrong?

l

Alignment to changing
environment

Models

What’s Behind
a Ratlng Analytical Rigor Ch{ﬂ/llelilge and
Opinion igilance
Synchronization MiSSiIlg
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Lessons learned | Rating Business post crises

_ * Enhanced disclosure requirements
RATER being RATED by * Strict Codes of Conduct

Regulators * Vigilant eye on the Rating processes
and policies

N J
4 )

RATER being RATED by + Ratings to be used in conjunction with
other risk parameters

» Competition | Domestic, Global

External Environment
[Investors, Competition]

RATER being RATED by
Credit rating Agencies

Opportunity to reflect and improve
Strengthening of internal control
environment

themselves
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Today
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Today

CRAs are conscious as to Opinion
the fiduciary responsibility

Regulated vigilantly

Knowledge
More CRAs are around
Investors understands that
Rating is an input to
decision: not the decision Independence
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Unanswered Questions

Conflict of Interest

Who pays for the RATING

Timeliness

We haste, We trigger
We wait, we loose value
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A case 1 Study | Close to Home

Two Apex
Two CRAs
Regulators
Comprehensive Better Ove.r31ght -
CoC a benefit of being small
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PACRA

It 1s a better system now!

Shahzad Saleem Samiya Mukhtar
shahzad@pacra.com samiya(@pacra.com

Contact number: +92 42 3586 9504

DISCLAIMER

PACRA has used due care in preparation of this document. Our information has been obtained from sources
we consider to be reliable but its accuracy or completeness is not guaranteed. The information in this
document may be copied or otherwise reproduced, in whole or in part, provided the source is duly
acknowledged. The presentation should not be relied upon as professional advice.
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