THE EMERGENCE OF RECOVERY AND THE ROLE OF
RATING AGENCIES

INTRODUCTION

Most of us have witnessed perhaps the worst of the financial
crisis in 2007-2008, resulting in the closure of a number of
financial powerhouses, mergers, government intervention, loss of
employment, and negative GDP growth in some countries. However,
an optimistic but cautious view is that perhaps the worst is over and
we are moving towards a recovery with some believing that growth
is around the corner.

However, one thing which almost everyone has developed a
consensus on is that the growth seen in two to three years before the
crisis may never be seen and to be honest it should not. Any growth
at a supernatural speed ultimately leads to a crash and the same
happened to the financial world. However, unfortunately, like what
happens in most of the crashes, along with the people responsible
for the crisis, a large number of people who suffer are the victims and
not necessarily the creator of the crisis.

Another opinion which is shared by the majority is that the next hotspot
of growth will be Asia. The GCC in particular can be the one everyone
would be closely watching. It is expected that this area could grow
relatively quicker than the others. Several factors pointing to this
direction including the availability of natural resources, the relative
deep pockets of the governments and a small and young population
influencing the decision makers about its needs and desires.

RATING AGENCIES: ARE THEY NEEDED
ANYMORE?

Like every failure, the financial crisis was blamed on a number of factors
with almost every section of the market pointing fingers to others and
not realizing that they themselves were to be blamed as well. During
this blame game, some of the market participants were of the view that
the crisis emerged primarily due to the incompetence (and sometimes
greed) of the rating agencies. The market relied heavily on the rating
agencies and they in turn failed to understand the mechanics of the
engineered instruments and rated them much higher than what they
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should have been. Also, the rating agencies were too slow in realizing
the changing dynamics of the market resulting in static ratings rather
than the downgrades warranted. In conclusion, these set of players
believe that in order to avoid such a crisis in future, it would be best
to do away with rating agencies and entrust this responsibility with the
investors to do their own due diligence.

There is no doubt that the shortcomings of rating agencies have been
exposed and corrective actions need to be taken. However, a knee
jerk reaction of completely doing away with rating agencies would
not benefit the market. The rating agencies have been in existence
now for more than 75 years and most of the time have done good
work and that is why they have the confidence of the market players
in the first place. Also, rating agencies are needed by the market as
each investar can not be expected to conduct due diligence on every
entity and instrument that they are investing in. Just like if a bridge
collapses, we do not think that all contractors should be thrown into
the sea, similarly the same principal should be applied to the rating
industry and if a particular player is found wanting, then appropriate
mechanisms should be established, so that the same mistakes are
not repeated in the future.

WHERE RATING AGENCIES CAN PLAY A
SIGNIFICANT ROLE

Besides their usual work of rating entities and instruments, rating
agencies can play a significant role in the following areas—

Ratings of Unrated Sovereigns

There are still a number of emerging and developing countries
which are unrated. If they are rated, it would provide these countries
an opportunity to tap into an alternative source of financing rather
than relying on grants and aids. The grants and aids, while a cheap
source of financing, are unstable and more dependent on political
circumstances rather than the economic reasoning. However, the
ratings of these sovereigns have to be a bilateral process and the
governments of those countries need to also take the initative of
inviting the rating agencies and showing more transparency in their
working.
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Corporate Governance

Perhaps one of the areas that was found really wanting was the
way the organizations were being managed. While a lot of work
has been done in the area of corporate govermnance, the recent
crisis also demonstrated that the organizations have shown
very limited willingness to implement the corporate governance
principles in letter and spirit. During the last two to three years.
further new initiatives have been taken at the market and regulatory
levels. However, there needs to be an independent, unbiased and
knowledgeable body that can have a detailed examination of the
institutions and provide their opinion about the application of the
corporate governance principles. Rating agencies, in their nature
qualify to be independent, unbiased and knowledgeable and
therefore can fill this gap. We would argue that the regulators may
even think to introduce these ratings as mandatory for the first few
years until it becomes a market norm.

Shariah Quality

Equally important to corporate governance and perhaps more
important is for Islamic financial institutions to demonstrate to their
stakeholders that they have implemented enough controls to ensure
that all of their operations are in full compliance with Shariah. Most
retail customers and a large number of wholesale customers interact
with Shariah compliant institutions, because of faith related matters
and therefore trust these institutions that whatever is being said is
actually implemented as well. The stakeholders must realize that
this trust should be maintained and it would be reassuring to all the
stakeholders if an outside body knowledgeable in this area examines
the working of the organization and gives opinion on their Shariah
aspects. Rating agencies would be best to do this job.

WHAT NEEDS TO BE DONE BY THE
STAKEHOLDERS

The value chain of the market revolves around three main sets of
players; issuers / entities, investors, and regulators. Each one has
to play its role to ensure that rating agencies continue to enjoy
the confidence of the market and in turn create suitable internal
mechanisms to reduce the probability of the events that happened
in 2007-2008.

Market value chain

Issuers,/
entities

Investors

The entities / issuers especially in the emerging markets need to
realize that the more they become transparent, the more they will
enjoy the confidence of the investors / depositors which in turn will
open the venues of funding for them. A large number of big and small
entities in the emerging market are still unrated and so is the Sukuk
market where there are a significant number of unrated issues. The
issuers need to realize that if they go through the rating route, it
would bring them a wider range of investors than the traditional ones
that they are currently focusing on. The entities / issuers also need
to get more transparent through rating of their corporate governance
and Shariah mechanisms.
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Regulators have to increase the supervision and monitoring of the rating
agencies by having a periodic look at their methodologies and ensure
that those methodologies are implemented in letter and spirit in a con-
sistent manner. Regulators also have a great role to play in promoting
competition between the rating agencies. This can be achieved by rec-
ognition to the relatively new local or regional rating agencies.

While no one argues that such recognition should be given after a
very thorough review of the management and procedures of the new
rating agencies, nevertheless they should be given an opportunity to
present their case. This will help to not only increase transparency
and disclosure but also to provide regulators and investors a chance
to judge the quality of work and the rating basis of each of the
competing organizations. In order to develop a rating culture, the
regulators may also need to explore whether mandatory ratings
are necessary in their jurisdictions. The mechanism of mandatory
ratings has been found to be very effective in a number of countries
including Malaysia, Pakistan, India and Sri Lanka.

“The issuers especially in the
emerging markets need to realize
that the more they become
transparent, the more they will
enjoy the confidence of the
investors / depositors which
in turn will open the venues of
funding for them”

Perhaps the most important player in this value chain is the investor
community as they are the ultimate beneficiary and victim of the
actions of other regulators. They need to understand whether this
oligopolistic nature of the rating industry is to their benefit or not.
The way to encourage competition is to allow the relatively newer /
smaller players to rate their entities / issues. If they continue to have
the same herd mentality and do not participate in breaking down the
oligopolistic nature of the rating industry, then maybe the future may
have a similar nature of events waiting.

CONCLUSION

While we are still in the midst / end of the financial crisis, there is a
light at the end of tunnel and gradually, more optimistic sentiments
will return to the market. However, there are a few lessons to be learnt
and it is important for the market players to realize the mistakes that
they have made and take corrective actions to reduce the probability
of another crisis. -
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