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redit rating agencies and the
very idea of creditrating find
themselwves at the cross-roads
inthe wake of thefinancial crisis of
2008. There is a broad consensus on
the faet that the rating agencies
failed misetably in their role as
%ﬁt@k@ép@r@ te the global debt mat-
ets (and the varieus struetures
that Build en debt) and as foresast
ers of balanee sheet sitess either
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The problem is that as the crisis
has morphed from a problem relat-
ed to the insolvency of heavily lev-
eraged investment banks to that of
overleveraged sovereigns neither
their due diligence nor their meth-
odelogy has risen i6 the challenge.
Seeing the turn of events ever the
Fa&t eouple of years, itis not entire-
y upfaif t8 sugaest that rating
ageneies Rave turmed a blind eye 8
a defieit i regulatery sversight oF
perhaps even actively colhvded
With regulaters e allew preblems
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Atthis stage, some hard questions
need tobeanswered. Why didn't the
rating agencies raise a red flag
when the European Central Bank
released stress test resuits in July
2010 that to most anallysts,, seem pat-
entlly deetored? These results re-
leased just abeut a year baek
claimed that reeapitalisatien
feeds of Eurepean Banks added 4p
tpa ludieraus C2obillien, Teday; 1A
dependent agencies estimate the
actual reeapitaligation reguire:
mentat clese t8 2 HilliBR e4res:
Despite the massive ¥15tiilllion
sovereign debt of the US and a con-
tinuing political impasse over how
to reduce and consolidate this debt,
why did only one rating agency
(S&P) have the gumption to down-
grade US sovereign debt and that
tee by ene neteh? Even if we were to
Buy the semewhat dedgy argument
that sinee the dellar 1§ the ﬂf@
ferred reserve eumhentyy the
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compounded in isolation. It is sim-
ply not possible to conceiive of a sit-
uation where the rest of the US
banking system remains immune.
Then why did rating agencies have
to wait until the third week of Sep-
tember this year to dowwmgrade
BeA's eredit ratimgs aleng with Ci
tigreup and Wells Farge? Was it be-
cause of an irratiemal faith in
the principle that these banks
were simply ‘tep big to fail'? How
maﬁy gther Banks need te Bé dewa

gra efore we ge
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1Rg iRQustry?

If credit rating agencies are to ef-
ficiently and ethically deliver on
their remit, they need to bear the
following things in mimd. Let’s fo-
eus on Europe first. First, they need
to monitor the sovereign regula-
tors and ensure that the mature
and enerimity of the problems are
Made transparent and net ebfus-
gated by a egsmetie and fpuf@ly
ghprt-term Manipwakion of regu:
latery standards.

The only real solution for Europe,
going forward, will have to be a
combination of mamaged default
coupled with either euro bond sup-
portor purchase of sovereign debt.
You would also need standard fiscal
amd banking pelieies for all eoun-
tries, geing ferward. The earlier
Europe realises this and fixes its

toblems, the lawer will be the cost.

theruise, we will see a snewball:
1Rg €08t 6F COAAZION. Seeond, the
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What are the lessons them? We
need torecongcile to the fact that Eu-
rope is in for a substantial slow-
down and restructutiing. This will
definitely affectthe USand then the
rest of the werld in varying de-
grees. Speeifieally for the US, it
will lead te an eeenemmie sloxdewn
in the US as well as US banks
feed te grapple with the humen:
geus ameumt ef eredit default
§W§B§ that they have written 8n Eu:

B%QT‘ govereign debt as well as
their large 83&58&% 8 BUropssn
meney Markets

US money ma(ket mutual funds
hold $360 billion of European fi-
namncial paper while major US
banks hold upwards of 2100 billion
as indirect exposure (CDS or de-
fault Insuramee sold) to the
peripheral economies in Europe.
This will eome on top of their own
problems that stem frem their
m@ﬁga%@ Faﬂf@heg and the eom:-

lex web of litigation that they are
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If both Europe and America are
likely to be in the throes of a slow-
down for some years to come, who
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India in Better Shape

Emerging Markets need to play mare active role

5-YR CDS SPREAD (IN BPS)
RATING (S&P)

857.0 1180.0
BBB+ BBB-
Ireland Portugal
Note* CDS spread for India is the average of the
spread for State Bank of India and Reliance Imdiustries
SOURCE REUTERS NOTE
ALL FIGURES FOR 2010 ITALY INDIA
Mondly’s Ratings Aa2 Baa3
Nominal GDP (US$ b) 2,147.3 1,732.2
GDP per capita (US$) 35,403.0 1,499.0
HDI 0.9 0.5
External debt/GDP 117.4 15.9
Govt external debt/GDP 52.5 3.7
Short-term external debt/GDP 274 3.2
Short-term external debt/exports 10.2 0.2
Real GDP (% afiemge) 13 8.6
Gen. Gov. Financial Balance/GDP -45 8.1
Gen. Gov. Debt/GDP 119.0 67.5
Gen. Gov. Int. Pymt/ Gen. Gov. Revenue 9.6 233
Current Account Balance/GDP -3.2 -2.6

Note: 1HDI is the UN Human development index. The higher the reading the high-
er the level of development 2. All figures in percentage unless otherwise stated

SOURCE MIODDY'S

will shore up the global economy?
The answer, now well knowm, is
thatemerging economies like India
and China will have to lend a help-
ing hamdl. This is the process of
global rebalameing that will enly
intersiity; going forward. Finaneial
institutions need to realise this and
have their ears to the greund te
gauge the ehanges that this entails.
However, growth needs capital
and this capital needs to be priced
correctly for growth to sustain and
reach its potentiiall. Credit ratings,
priimaiigllly, for regulatory reasons,
often form the benehmark for prie-
ing eapital. Hewever a quick
glanee at the ratings for emerging
60UNRtHiRS versus their Westem
eounterparts shews a elear pias in
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Specificallly, for Indm the case for
an upgrade rests on mamy legs. For
one, financial markets that more of-
ten than not provide the mostaccu-
rate ‘prices’ of capitall, tell a com-
pletely different story abeut the
risk profile of Indian debt than
eredit ratings. A useful measure is
the eredit-default swap (CDS) M
gpread, revghly the eest of msuf-
ing debt against default. While -
dia is yet 1o malke 4 s8VEreign issue,
?ﬁ average of the EPS spreads eaf
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In short, the markets signal the
fact that India’s debt is far less

UPNESH
risky than what its ratings score of
Baa3 (Moody’s) or BBB- would sug-
gest. Itisabout time that India’s rat-
ings converged to the market pric-
ingof India’s debt.

Fimzllly, a comparison of some of
the standardl macro parameters
that are used by leading rating
agencies as a crucial benchmark to
generate credit ratings indicates
that India is better placed than
some higher rated eountriies. Take
the ease of Italy for instamee (see
Table 2). The eountry appears sig-
pifieantly mere vulperabie than IA-
dia in terms of external solveney
(at 117% af GDP the exiernal debt
of Italy s hagh@f thap thatef India
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Most rating agencies defend the
gap between emerging market rat-
ings and those of advanced coun-
tries on the basis of size and the lev-
el of development measured by
thimgs like per eapita ineome or the
value of the Human Development
Index, eiting that these parameters
enhance the "eeonamic resiliense”
of 4 equAtrY IR A erisis event. Hew-
gveh research has §H8Wﬂ that net:
ther size ner the level 8 asvelep:
ment aecuraiely BE% et the
plveney of ah Eeﬁ Otherwise
Hﬁ Eg 18 EH
FE1ANQ 8F.
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(Vissuw's amee pepecmaad)




