INTERVIEW VIVEK KULKARNI, MD, BRICKWORK RATING AGENCY

Rating agencies should not
structure deals, only rate them

raised questions on the role of rat-

ingagenciesinprecipitatingthecri-
sis. In this background, Vivek Kulkarni,
MD of Brickwork Rating Agency, the fifth
rating agency to start operation in India,
spoke to Bijith R of The Financial Ex-
pressontheroleofratingagenciesinthe
recent crisis, lessons learned from it and
the additional due diligence that can be
taken.Excerpts.

The recent credit market turmoil has

Post global credit market crisis, ques-
tionshavearisenregarding the quality
of CRA ratings and the integrity of the
rating process. So, has the industry
been able to allay the fears of financial
market participants and what is your
takeonit?

The global credit crisis has exposed
weaknesses in many financial intermedi-
aries - reckless lending by commercial
bankerstosubprimeborrowers, sellingof
such loans by the investment bankers via
securitisation, loose monetary policy by
central bankers, loose investment guide-
lines by fund managers and soft auditing
by chartered accountants among others.
In particular the rating agencies helped
theissuersofsuchexoticsecuritiestoboth
structureandalsorate. Inmyopinion, the
rating agencies should not structure any
deals, butsimplyratethem. Someforeign
agencies grew over 800% in three years
and this abnormal growth resulted in
quality problems.

We have learnt the lessons from the
mistakes other rating agencies commit-
tedinthepastandhavesetupprocessesto
maintain the quality and integrity of rat-
ings. Most regulators around the world
have also responded in their ownwaysto
license new rating agencies and demand
morequality.

What are the extra due diligences that
the rating agencies could potentially
bring in to be more accurate and unbi-
ased?

I0SCO code of conduct that defines
the processes for rating agencies world
wide can be agood guide to adopt. Ifim-
plementedwell, the rating could be more
accurate and unbiased. In addition, we
believe that external rating committees
act as an additional factor that can im-
provethequality moreeffectively. Thein-
ternal rating committees made up of
rating company executives could be bi-
ased towards issuer, who pays the rating
fees. The external committee that has no
businessinterest in the rating agency en-
hancescredibilityofaratingagency.

Learning from our previous experi-
ence,don'tyouthinkthereisaneedfor
assessing the performance of rating
thatthe CRAhasassigned?
Performance of all financial interme-
diaries has to be measured and rating
agencies can not be an exception to the

rule.Ratingisabusinessofcredibilityand
ifthemarketcomestoimpressionthatrat-
ingismore for issuer and not for investor,
they lose credibility instantly. The market
continuously evaluates agencies and on-
ly credible ones can be successful. Large
and respectable companies prefer credi-
bleagencies.

In India, grading has been made
mandatory for all IPOs, which are
based on their fundamentals. But past
experience shows that irrespective of
grading companies share prices have
fallen uniformly across the board. So,
is grading any longer relevant to in-
vestingcommunity?

The share prices of companies will de-
pendonmarketcondition, liquidity,glob-
al factors and as such all stocks could go
down in tune with such factors showing
up simultaneously. Any investor choos-
ingtoinvestinequity hastoconsider sev-
eral factors - the investment horizon, the
fundaments of the company, the risk pro-
file as well as possible return. The IPO
gradinglooksmerelyatthefundamentals
ofthecompanyandgradesfrom1to5are
issued for each IPO, with 5 being the best
grade with strong fundamentals. The
fundamentals of the company consider
the business risk, industry risk, financial
riskaswell asmanagementrisk. InIndia,
with scare information it is very hard to
define and distinguish bad management
quality. However we try to identify such
fundamentstoidentify strongcompanies
andeliminateflybynightoperators.

Over aperiod oftime, fundamentals of
the company changes. Similar to debt
market, doyouthinkthereisaneed for
acontinuous grading of listed compa-
nies?

IPO grading is valid just for initial of-
feringand we donotdoanysurveillance.
World over, the equity grading is not a
common practice, since discriminating
good and bad equity is highly complex.
Globally, grading is technically meant for

debt market as there is a fixed payment
obligation. Continuousrating isrequired
throughout the instruments maturity pe-
riod since the probability of default in
debt payment is always there. Distin-
guishing investment and speculative
grade debt is far better researched with
discriminantanalysismodels.

However, the case of equity shares is
entirely different by its inherent nature.
But | believe grading equities could be a
good idea for Indian companies that do
not disclose mush information. Many
brokers do provide research often unso-
licited and also criticised for the inherent
biasinsuch reports that promote trading
income for brokerages. Many regulators
and stock exchanges all over the world
have promoted the concept of indepen-
dentresearch by third parties. Inmy view
periodical grading of equities by rating
agencies can serve the purpose of inde-
pendentresearch.

We have seen a lot of regulatory mea-
sures and steps introduced to protect
the interest of investors in the equity
market. What is your sense of the IPO
marketnow?

World overissuing newequity vialPOis
the last option. Most companies prefer
bank loans and corporate bonds. In India,
there is a feeling that the equity especially
IPO money is cheaper than bank borrow-
ings. Many promoters feel that the cost of
equityisjustthecostofdividendyield, typi-
cally 2%. Such market psychology would
mean some fly by night operators; vanish-
ing companies take advantage of slight
bullishnessandraisemoneyvialPO.Indian
investorshavealready learntlessonsinthe
past and | believe the investors are much
wiser now. Inmid nineties we used to have
thousands of merchant bankers and
presentlyafractionofthosehavesurvived.|
believe wise investorsand relatively better
quality merchant bankers would bring fair
issues to the market. Every time we see the
signsofbullishness, itis time for regulators
and rating agencies to be more watchful.



