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Rethinking the Relevance of
Existing Credit Rating Agencies
to BRICS
ABSTRACT
Global growth is expected to experience an uptick this year due to renewed
economic activity in the emerging and developing market economies. ese
economies have large investment requirements for infrastructure
development and maintaining a sustainable level of economic growth for
which they are dependent on international credit markets. With the
growing need of economies to borrow capital abroad, the role of credit rating
agencies most of them, based in the West has expanded multi-fold. is
paper explores the state of play of global credit rating agencies in the context
of the macroeconomics of emerging market economies. It examines the
various criticisms levelled against the credit rating agencies and provides
recommendations on a potential, alternative model for BRICS.
INTRODUCTION
Global growth, which experienced a slowdown in recent years, is expected to
witness a trend reversal in 2017 projected at 2.7 percent, higher by 0.4
percentage points than what was recorded last year. is increase is mainly
due to renewed con dence in the emerging and developing market
countries, whose economic growth is projected at 4.6 percent for 2018 as
compared to 1.8 percent in the advanced economies. Such momentum is
likely to pick up pace because of recovery in commodity exports and
continued strong domestic demand for commodity imports. In this paper,
focus is on the emerging economies of Brazil, Russia, India, China, and
South Africa, or the BRICS regional bloc that accounts for 22.7 percent of
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the world's gross domestic product. ese countries have large investment
requirements, especially for developing infrastructure, for which they are
dependent on global credit markets and investors. eir access to credit and
investments, in turn, relies on the 'rating' they obtain a 'credit rating' is an
opinion about the overall creditworthiness of the issuer, that is, whether the
issuer would be able to meet the debt obligation within the stipulated time.
At present, the global market for providing credit ratings is dominated by
three agencies, namely, Standard and Poor's (S&P's), Moody's, and Fitch.
ey assign ratings to entities (governments, central banks, and corporates)
all over the world, based on both the public and private information
provided by the issuers to the agencies.
e rating agencies charge
substantive fees from issuers to rate their debts and nancial instruments.
As economies and corporations increasingly need to borrow capital from
abroad, the role of credit rating agencies has also expanded multi-fold.
International corporations consider a rating essential for making
investment decisions as it enables them to distinguish among debt markets
across the world.
e rating agencies have been criticised not only for fraudulent ratings but
also for intensifying the economic crisis. For example, the impact of the
global nancial crisis of 2008-09 on the United States (US) was worsened by
the erroneous ratings given by international credit rating agencies to assets
which were already considered as toxic but were given AAA rating
(indicating the best quality nancial instruments). ese agencies have also
downgraded ratings of emerging market economies and are also criticised
for what is being seen as their biased ratings.2
3

For India, its sovereign credit rating is just one notch above the 'speculative
grade' category despite signs of robust growth. e reform measures
adopted by India in various sectors have been inadequate in obtaining
higher ratings. e bias , critics say, is clearly seen in how these agencies
rate their home country, the US. e rating and rating outlook for the US
remained unchanged during the last presidential elections in the country, as
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global credit rating agencies seemed to have accounted for the e ect of the
scal stimulus plans of the Trump administration while ignoring the
resultant increase in the national debts, which would put a downward
pressure on the GDP growth rate.
e nancial markets in emerging market economies have always drawn the
attention of global investors as they o er higher returns than the advanced
economies. According to the World Bank Treasury, the debt of emerging
countries at nearly US$ 6.3 trillion in 2013 is almost half the size of the
4
US Treasury markets, which is the world's biggest and most liquid market.
In October 2016, during the 8th BRICS Summit held in Goa, BRICS
countries set up an expert group to explore the possibility of setting up an
independent rating agency5 based on market principles, thus developing on
the idea that rst emerged during the 2015 BRICS Summit held in Ufa,
Russia. e idea was also pushed by the frequent experiences of rating
downgrades and, at the same time, encouraged by the con dence of global
investors in the debt markets of BRICS economies. A BRICS credit rating
agency would cater to the needs of the issuers, especially corporates that get
a lower rating because of the low sovereign rating obtained by their home
country. Such a rating agency would evaluate issuers/entities on their
relative strengths within emerging markets and would use an emerging
market rating scale an intermediate scale between national and global
ratings scales. is paper describes the issues levelled on global credit rating
agencies, against the backdrop of the macroeconomics of emerging market
economies. It provides speci c policy recommendations for global credit
rating agencies and explores the potential of an independent credit rating
agency set up by BRICS for BRICS.
II.

EMERGING MARKET ECONOMIES: MACROECONOMIC
TRENDS

Emerging market economies have a signi cant role in driving global
growth. After all, they account for nearly one-third of the global output and
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are home to 75 percent of the world's population and poor. According to the
World Bank's January 2017 report, Global Economics Prospects, emerging
market economies are expected to grow at an average 4.2 percent in 2017,
7
followed by 4.6 percent average growth in 2018.
is is in contrast to the
average growth forecast of 1.8 percent for the advanced economies for
2018. e rapid pace of economic growth in emerging economies is
expected to contribute 1.6 percentage points to global growth this year,
accounting for the strongest contribution of about 60 percent to global
8
growth since 2013. is growth is attributed to increased capital in ows to
emerging markets caused by record-low interest rates prevalent in the
advanced economies up to November 2016.
is, along with the
stabilisation of commodity prices in the emerging economies, resulted in
increased demand for their nancial assets.
e political and policy
uncertainties in advanced economies (among them, the Brexit referendum,
the US elections, and restrictive monetary policy) have caused the shifting
of investments towards emerging markets nearly US$ 9 billion were
invested in emerging market equity funds in the six weeks ended August 10,
2016.9
Among the emerging economies, BRICS are among the biggest,
contributing 22.7 percent10 to the global gross domestic product (GDP) in
2016. To sustain their present real GDP growth momentum of 5.5 percent
(2016), BRICS economies require ample investments. ey have taken
several initiatives such as setting up multilateral development
institutions like the New Development Bank and Asian Infrastructure
Investment Bank to cater to the infrastructure needs of the region. e
BRICS economies, especially China and South Africa, are highly vulnerable
to nancial shocks and uncertainties in the advanced economies which
are their major trading partners, after all and these events could create
ripple e ects in terms of suppressing investment growth in the medium
and long term. Prior to November 2016, the emerging markets attracted a
lot of equity funds and the MSCI emerging market index provided annual
returns of 11.55 percent11 between January 2016 and December 2016 as
compared to MSCI world index returning 7.28 percent for the same period.

4
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Figure 1 provides the MSCI emerging market index values and MSCI world
index values for the calendar year 2016.
Figure 1: MSCI Emerging Markets and World Index, 2016
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Source Morgan Stanley Capital International (MSCI)
Note
e base year of index values is 100. e emerging market index measures the equity market performance in
23 emerging markets in the world. e world index measures the equity performance of developed markets. Both the
index are free oat-weighted.

In 2016, the emerging market economies outperformed the returns on
stocks of the developed market due to a number of factors, including
steadier growth in China, stabilisation of Brazilian and Russian economies
after deep recessions, and political disruptions in the US and UK. However,
due to rising global bond yields and the appreciation of US dollar under
Trump, nancial markets in emerging economies faced sudden currency
depreciations, portfolio out ows, and slowing debt issuance. At present,
some companies in the consumer-related and information technology
12
sectors in the emerging markets are likely to o er better returns.
III.

STATE OF PLAY OF CREDIT RATING AGENCIES

Credit rating agencies have an important role in providing investors a
comprehensive analysis of the risks associated with debt securities issued by
corporates, and sovereign entities such as national governments and central
banks. e risk ratings indicate the issuer's creditworthiness, which is
ORF OCCASIONAL PAPER # 113 • MAY 2017
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determined by the ability and willingness of the issuer to repay the loans and
debt within the stipulated time. e ratings enable corporations and
governments to raise capital in the foreign capital markets at a low cost.
Rating the debt instruments of a corporate entity is a common
phenomenon undertaken by global and national credit rating agencies.
However, corporates cannot have ratings above the sovereign rating of their
country; this has serious implications for rms in times of a sovereign rating
downgrade.
e demand for sovereign credit ratings has increased
dramatically over the past few decades, especially by the governments that
have had a history of debt defaults.13 ese ratings provide governments
access to the international bond markets and also bridge the existing
information asymmetry between investors and issuers, thereby reducing
the problems of adverse selection.14
e global credit ratings market is dominated by three agencies Standard
and Poor's (S&P's), Fitch, and Moody's, all based in the US and together
15
account for a market share of 95 percent. Sovereign credit ratings by S&P's
began in 1929 when Poor's Publishing and Standard Statistics (a
predecessor to S&P's) rated US-denominated bonds but issued by other
national governments, known as sovereign Yankee bonds. e bonds rated
by Poor's were issued by 21 western governments (Europe, North America
and South America) as well as in the Asia-Paci c (Australia, Japan, China).
Before S&P's, Moody's was a pioneer in rating the sovereign debt
instruments. Fitch entered the credit rating market in 1975 and soon
established itself as the third biggest player. Until the 1980s, the agencies
mostly rated the advanced countries and a few emerging economies.
However, by December 2006, about 131 countries were rated by one or more
of the three agencies, out of which 65 percent were developing countries16
17
and the rest were high-income economies.
e credit ratings issued by the agencies are provided on a letter scale,
ranging from AAA to C. e highest and safest credit quality gets a rating of
AAA whereas the investment/issuer with highest default risk is assigned a
rating of C. (See Table 1)

6
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Table 1: Rating scale for three main credit rating agencies
Standard and Poor's

Fitch

Moody's

Highest

AAA

AAA

Aaa

Very high

AA+

AA+

Aa1

AA

AA

Aa2

AA-

AA-

Aa3

A+

A+

A1

A

A

A2

A-

A-

A3

BBB+

BBB+

Baa1

BBB

BBB

Baa2

BBB-

BBB-

Baa3

BB+

BB+

Ba1

BB

BB

Ba2

BB-

BB-

Ba3

B+

B+

B1

B

B

B2

B-

B-

B3

CCC+

CCC+

Caa1

CCC

CCC

Caa2

CCC-

CCC-

Caa3

CC

CC

Ca

C

C

C

Credit Quality
Investment grade

High

Good

Speculative grade
Speculative

Highly speculative

High default risk

Very high default risk

Source: Adapted from a study by Ratha, D. et al. (2010); Standard and Poor's, Moody's Investor Service, and Fitch Ratings

e local and national credit rating agencies also provide risk assessments
for the nancial instruments issued by corporates and governments, which
indicate credit quality and worthiness of the issuer within a country. A credit
rating on a national scale is primarily used by domestic investors, whereas
global investors are interested in global rating scales. e global and
national rating scales are di erent in their scope and coverage and are not
directly comparable. However, the national rating scales can be translated
into global rating scales (in foreign currency) through various
methodologies. For example, the domestic rating agency in India (CRISIL)
adopts a distinct methodology to map global and national rating scales by
comparing default rates, transition rates, and nancial medians of CRISIL
ORF OCCASIONAL PAPER # 113 • MAY 2017
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and S&P. It is noteworthy that any changes in the global ratings would have
an impact on the quality of national scale ratings once these two ratings are
mapped.18 e domestic investors of any country rely more on national
scales for credit assessments as these provide a wider coverage of entities
and corporates in local markets. Moreover, there are only a few entities in
emerging economies that are assigned ratings on a global scale. e national
scale ratings allow for better comparisons amongst similar entities within
the country and address the needs of the speci c national nancial markets.
BRICS have several regional rating agencies that either have a joint venture
with or are wholly owned subsidiaries of the global rating agencies. Some of
the domestic rating agencies in the BRICS region are Fitch Ratings Brazil
Ltd., Global Credit Rating Co. in South Africa, Dagong Global Credit Rating
Co. in China, Expert Rating Agency in Russia, and CRISIL Ltd. in India.
CREDIT RATING PROCESS AND BUSINESS MODEL
1. Corporates
e global credit rating agencies use a sophisticated rating criteria for the
debt instruments (both short-term and long-term) of the corporates. e
agencies use various qualitative (business risk)19 and quantitative ( nancial
20
risk) factors to assess corporates' overall capacity to meet their nancial
obligation.
e global rating scales analyse the credit pro le of the
corporates around the globe using the same rating methodology the
industry risk and rm's competitive position is assessed in tandem with the
company's nancial risk pro le and policies.21 Figure 2 shows the corporate
debt rating process of S&P's. e process is largely similar for the other
global credit rating agencies.
e rating process for a corporate starts with its request to the rating agency
to assign a rating to its debt instruments using the sets of background
materials such as nancial statements, description of operations, etc.
submitted by it. Subsequently, the agency assigns an analytical team (led by
industry analyst) to the issuer who conducts basic research and evaluation

8
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of the credit pro le of the company. e team then meets with the corporate
management (issuer meeting) in order to review in detail the company's
operating and nancial plans. After the issuer meeting, the rating
committee consisting of ve to seven voting members meets with the
industry analyst assigned to the speci c issuer who nally provides a rating
recommendation. Once the rating is decided, the rm is noti ed of the
rating and its approval is sought for making the rating public.
Figure 2: Corporate Debt Rating Process of Standard and Poor's

Firm requests rating

Rating Committee
Meeting

Agency assigns
analytical team basic research
conducted

Issuer Meeting

Rating issued to ﬁrm

Rating shared with
ﬁrm and approval
sought

Source Standard and Poor's

2. Sovereigns
e credit ratings assigned to the sovereigns are determined by both
22
23
quantitative (economic and nancial) and qualitative (political) factors.
e credit rating agencies assign di erent weights to the economic and
political factors, the details of which are not publicly available. is lack of
transparency in the rating methodologies adopted by these agencies has led
to suspicion among the market participants.
e rating process of a sovereign is similar to a corporate except for the
variables used for risk assessment and assigning ratings. e rating process
starts with the sovereign entering into a formal agreement with the
international credit rating agency. e sovereigns then share primary
ORF OCCASIONAL PAPER # 113 • MAY 2017
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economic and nancial data with the agency. Subsequently, a team of two or
more analysts from the credit rating agency visits the country for three to
four days in order to meet with the nance ministry and central bank
representatives, including experts in areas of politics and economic policy.
e analysts then prepare a report for the rating committee providing their
recommendations and suggestions, which are then assessed by the
committee and eventually a rating is assigned.
However, there is no exact formula or methodology to factor in the
economic and political considerations into the rating. e rating is based on
the internal discussions of the committee, which are kept con dential. Due
to the highly subjective nature of credit ratings, it can be inferred that the
entire process is in uenced by perceptions and judgments of the analysts
24
speci c to political and economic health of the sovereigns.
e big three credit rating agencies follow an 'issuer-pays' business model,
wherein the issuer of nancial instruments pays the agency for initial and
ongoing ratings. ese ratings are later made available to the public free of
cost. In contrast, there exist a small number of rating agencies such as EganJones and Rapid Ratings that follow 'subscriber-pays' business model, in
which the investor of the bond is required to pay for the ratings. Due to
growing criticism around the issuer-pays model because of the problem of
25
con ict of interest, particularly after the nancial crisis of 2007-08, there
are discussions about adopting the 'subscriber-pays' model instead.
However, this model too has its advantages and disadvantages that need to
be considered before making any such shift.
IV.

GLOBAL CREDIT RATING AGENCIES: A CRITIQUE

e big three international credit rating agencies, all based in the United
States, have an oligopoly in the global credit rating market and signi cantly
in uence the access of sovereigns and corporates worldwide to international
credit markets. All these credit rating agencies are pro t-driven and derive
revenues from the fees paid by the issuer. In 2010, the pro t margin of the

10

ORF OCCASIONAL PAPER # 113 • MAY 2017

R

R

E

C

R

A

BRICS

big three agencies was recorded at 45 percent for S&P's, 38 percent for
26
Moody's and 30 percent for Fitch Ratings.
e oligopolistic market
structure of these agencies has received severe criticism from policymakers
and experts as it restricts new entry, and results in low evaluation quality due
to lack of competition. However, the role of regulation in promoting
oligopoly of the global credit rating market cannot be ignored. For example
the regulatory restrictions in the United States has limited entry of new
rms in the credit rating market.27 ere are also concerns raised by the
governments of di erent countries regarding the biased nature of sovereign
ratings towards their home country (where the agency is headquartered).
ese US-based agencies have been criticised for downgrading the ratings of
many European countries (like France, Austria, Greece, and Ireland), which
aggravated the Euro-sovereign debt crisis of 2009. e government of the
home country does in uence the rating decisions of the committee, which is
clearly expressed by the statement in 2013 by S&P's that the fraud lawsuit
led against it by the US government is in retaliation for its decision in 2011
to downgrade the country's AAA credit rating.28 Moreover, the analysts
involved in the rating process might have vested interests in the bank or
country that is being rated. Every year, the three global credit rating agencies
spend thousands of dollars on lobbying e orts directed at securing
favourable nancial legislation and protecting its signi cant presence in
nancial markets.29
ere are also instances of rating downgrades in emerging market
economies, particularly BRICS. India, for example, received a rating of 'Baa3
with stable outlook' from Moody's and 'BBB-' from S&P's and Fitch in
2016 far below the ratings received by other emerging nations (Israel,
Chile) and some European countries (Italy, Belgium) that are highly
indebted. e Indian government o cials are concerned about the country's
lower rating despite it clocking an annual growth rate of over six percent and
gaining improved ranking in the World Bank's Ease of Doing Business
30
Survey. Brazil and Russia also experienced sharp downgrades in their
ratings amidst domestic political turmoil and rising expenditures. e
sovereign credit rating for Brazil was cut down to the 'junk' category debts
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rated below the investment grade by the three global rating agencies in
31
2016 due to high scal de cit and in ation, along with the government's
failure to introduce major reforms such as raising taxes and lowering interest
32
rates. Russia's sovereign rating also su ered a downgrade in 2015 owing to
decelerating economic growth caused by falling oil prices and US' sanctions
on Russian actions in Ukraine. Regular instances of rating downgrades for
emerging economies have encouraged the BRICS bloc to initiate plans to set
up its own independent regional credit rating agency. is rating agency
would benchmark risks on an emerging market scale (an intermediate scale
between local and global credit rating scale), which is expected to bene t
investors around the world, especially in emerging markets, by channeling
funds appropriately between sovereign and corporate debts.33
Moreover, emerging market economies criticise global rating agencies
because they tend to follow a similar methodology to rate debts of entities in
both emerging and developed countries. Suarez (2002) argues that an
asymmetry emerges while assessing the performance of banks in emerging
countries. e rating agencies and analysts assume that a set of nancial
indicators and ratios that are suitable for evaluating banks in developed
34
economies would be applicable to emerging economies as well. However,
there must be an alternative set of nancial indicators that takes into
consideration distinct features of economies as they di er signi cantly in
their degree of nancial deepening and development.35 Further, the
corporate rating criteria report of S&P's shows that the criteria employed by
the agency emphasises the local characteristics of every economy be it
developed or emerging markets. e agency claims to take into consideration
various business and nancial risk factors, along with the country risk factor
(which assumes an added importance in case of emerging market economies)
to arrive at a speci c rating. e variation in ratings between emerging and
developed economies is solely the result of existing di erences in risks and
reforms in these economies. e rating agencies do factor in diverse national
considerations while rating countries around the globe; however, it expresses
its ratings on a unique single scale to facilitate easier comparisons among
issues of equivalent credit quality for debt holders.
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Figure 3: Factors considered by Standard and Poor's for rating entities
(private and government) in Emerging and Developed Market Economies

Factors considered for
Rating Entities

Financial Risk

Business Risk

1. Financial Policy
2. Proﬁtability/Cash Flow
3. Capital structure/ﬁnancial
exibility
4. Local dividend payout
requirements
5. Liquidity restrictions

1. Macroeconomic volatility
2. Access to imported raw
materials
3. Exchange-rate risk
4. Government Regulation
5. Taxes/royalties/duties
6. Legal issues
7. Labor issues
8. Infrastruture Problems
9. Tariff Barriers/Subsidies
10. Corruption/Terrorism/
Operating Environment

Source: Standard and Poor's

CREDIT RATINGS OF DEVELOPED VS. EMERGING COUNTRIES
e pattern of sovereign ratings widely varies between advanced and
emerging economies. Table 2 shows that almost all emerging countries
(Brazil, Russia, India, Indonesia, Philippines) have a rating just above the
speculative grade, which is in stark contrast to the ratings of the developed
countries (United States, United Kingdom). Recent media reports say the
UK experienced a downgrade in its rating post-Brexit, with Fitch
downgrading the rating from AAA to AA in June 2016 and further down to
AA+ in the next month (citing slowdown in short-term growth).36 However,
the US maintained a stable outlook even during the presidential elections in
November 2016 for reasons cited by agencies' analysts such as substantial
credit strength possessed by the country, including a large exible economy,
and the status of the dollar. It is known that any changes in the government
policies and economic variables tend to a ect the stability of the economy
ORF OCCASIONAL PAPER # 113 • MAY 2017
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but this has to be viewed in terms of the currency strength. For instance, if
India is compared with the US, any external shock is likely to have greater
adverse repercussions for India.
One of the reasons provided by analysts for lower rating or outlook assigned
to emerging and developing countries is that there is lack of provision of
comprehensive and timely economic information on various rating
parameters.
e literature reveals that sovereign credit rating has an impact on the
ratings of the corporates as well. is phenomenon seems to hold for
emerging and developing economies that have a relatively low sovereign
37
rating due to signi cant capital account restrictions and high political risk.
e correlation between sovereign and corporate credit rating is quite high
for developing than developed economies. is implies that any incident of
downgrading of sovereign rating would be more harmful for rms in
developing than developed countries.
Table 2: Sovereign Credit Ratings for Developed and Emerging Economies
issued by the Big ree rating agencies, March 2012-March 2013
Countries

March 2012

March 2013

S&P, outlook

Moody's, outlook Fitch, outlook S&P, outlook

Moody's, outlook Fitch, outlook

Brazil

BBB, stable

Baa2, positive

BBB, stable

BBB, stable

Baa2, positive

BBB, stable

Russia

BBB, stable

Baa1, stable

BBB, positive

BBB, stable

Baa1, stable

BBB, stable

India

BBB-, stable

Baa3, stable

BBB-, stable

BBB-, negative Baa3, stable

China

AA-, stable

Aa3, positive

A+, stable

AA-, stable

Aa3, positive

A+, stable

South Africa

BBB+, stable

A3, negative

BBB+, stable

BBB, negative

Baa1, negative

BBB, stable

United States

AA+, negative

Aaa, negative

AAA, stable

AA+, negative

Aaa, negative

NA

United Kingdom AAA, negative

Aaa, negative

AAA, stable

AAA, negative

Aa1, stable

AAA, negative

Australia

AAA, stable

Aaa, stable

AAA, stable

AAA, stable

Aaa, stable

AAA, stable

Hong Kong

AAA, stable

Aa1, positive

AA+, stable

AAA, stable

Aa1, positive

AA+, stable

Singapore

AAA, stable

Aaa, stable

AAA, stable

AAA, stable

Aaa, stable

AAA, stable

Indonesia

BB+, positive

Ba1, stable

BB+, positive

BB+, positive

Baa3, stable

BBB-, stable

Philippines

BB, stable

Ba2, stable

BB+, stable

BB+, positive

Ba1, stable

BB+, stable

Source:
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Issues with International Credit Rating Agencies
Lack of Competition Due to the oligopolistic market structure of
the global sovereign credit rating market, the big three rating
agencies have an autonomy to decide and charge a substantial
amount of fees from the issuers. Moreover, the investor-pays model
used by these agencies is often criticised for resulting in a con ict of
interest, wherein wealthier and bigger investors get preferential
treatment and thus a favourable rating. e rating agencies have
been facing severe criticism for underestimating the risks associated
with mortgage-bonds (for example, the housing bubble in the United
States and the Euro-crisis), which aggravated the turbulence and
resulted in losses for the investors.
Lack of Transparency
e market participants have raised
concerns over the lack of transparency in the rating methodologies
and weights assigned to the various economic and political factors.
e policymakers in emerging and developing economies criticise
the rating models used by global credit rating agencies for their
38
congenital prejudice . Also, the ratings of the sovereigns are not
easily available. Many credit rating agencies have restricted public
access to sovereign credit ratings.
Preference for maintaining stability in ratings
e global
credit rating agencies have traditional preference to maintain
stability in rating analysis. ere is evidence to suggest that a rating
downgrade is usually followed by a downgrade rather than an
upgrade as rating changes tend to exhibit a serial correlation. e
history of past changes in ratings helps to predict the future rating
actions of these agencies, which suggests that the new available
39
information is often not much utilised. Also, the slow processing of
relevant information (capturing slow-moving variables such as GDP
per capita as comparator) is one of the reasons for the lack of realtime information in the credit ratings.
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Lack of accountability towards market participants
e
credit rating agencies have enormous power in the market as they
are used by sovereigns worldwide for the primary assessment of
creditworthiness. Since the ratings provided by these agencies are
based on subjective opinions/recommendations of the analysts,
there is a lack of accountability mechanism to verify these ratings.
e issuers of securities do not have access to any legal recourse if
they disagree with the assigned ratings. e ratings are highly
susceptible to errors made by the credit rating agencies in the
evaluation process.
Lack of better di erentiation of credit quality among
corporates
e rating agencies typically o er rating on two scales
national and global, which lack credibility especially for corporates
in emerging countries. e global scales provide relative credit risk
assessment of issuers across the globe (developed, emerging, and
underdeveloped countries) and assign ratings to corporates in
emerging markets that gets capped by their sovereign ratings (which
are in most cases lower than developed). Even for highly
creditworthy corporate issuers, the ratings are not higher than the
sovereign ratings. is limits the use of global rating scales for
emerging market economies as they are unable to factor in the
di erentiation of credit quality amongst various corporates across
the world. Whereas the ratings on national scale do o er good credit
assessment for corporates within a country, they do not take into
consideration the country risk variables. Also, the ratings on
national scales are not useful for cross-country comparisons. e
credit quality of a sovereign on national scale is assumed to be 'triple
A'. Both national and global scales do not clearly delimit the
di erences in the credit risk pro le of issuers relative to the risks in
their speci c markets.
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RECOMMENDATIONS FOR CREDIT RATING AGENCIES

e ratings assigned by credit rating agencies signi cantly in uence the
outlook of investors internationally. It is of utmost importance especially
for developing countries to get rated because these ratings serve as
benchmark to attract foreign investments.
e issuer-pays model needs a revamp as it is highly susceptible to
bias. e credit rating agencies might assign a higher rating to the
issuer in return for substantial fees, which would signi cantly alter
the borrowing cost of issuers in the international credit market.
ere is an inherent con ict of interest in this type of business
model as the agencies might in ate the ratings and thus earn greater
pro ts.
ere must be greater transparency in rating methodology and
process in order to protect the interest of low-income countries. is
would also enable the investors to assess the accuracy of ratings,
which would help them to make an informed decision.
e credit rating agencies must be made legally liable as this would
ensure that their ratings re ect true creditworthiness of the issuers.
is would also reduce discrepancies in the ratings between
developed and developing countries. Also, if the credit rating
agencies are held accountable or are scrutinised for the
miscalculations made by them, then it would improve the quality of
ratings.
e credit rating agencies must undertake more research into the
qualitative factors (political systems and political risk factors) of
emerging and developing economies as they have an implication on
the economic health of the economies. In the case of India, the large
informal sector needs to be factored in the rating methodology
before assigning any rating. Also, how much weights are assigned to
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the political variables must be clearly stated. e rating scales need
to be re ned to include di erent types of investors in di erent
markets and clearly specify the meaning of their ratings (what they
include and how they have to be interpreted). A clear understanding
of the rating scale would aid the investors as well as the borrowers.
Also, the credit rating agencies need to make the ratings more
dynamic by incorporating information on real-time variables such
as interest rates and asset prices, among others.
ere is a need for an emerging market scale that is an intermediate
between national and global market scales. In other words, a scale
that would factor in the inherent complexities of emerging markets,
and conduct credit risk assessment by employing factors relevant to
emerging markets which would enable more accurate assessment of
credit quality. Also, an emerging market credit rating scale will o er
better di erentiation of the credit quality of issuers across emerging
markets by incorporating the overall risks in these markets which
the investors are typically aware of. is would lead the investors to
e ciently allocate funds to creditworthy corporates within
emerging market economies. Moreover, there is a need to reform the
practice of capping corporate ratings by sovereign ratings as this
a ects negatively the pro tability of highly credible and reliable
corporates in the world.
BRICS CREDIT RATING AGENCY: IS IT A FEASIBLE POLICY MOVE?
e idea of setting up an autonomous credit rating agency for BRICS
economies emerged during the BRICS Summit held in Ufa, Russia in 2015.
e global credit rating agencies have been severely criticised for long for
their unjust and biased rating downgrades for emerging and developing
market economies. However, there is a lot to be put in place in terms of
planning, nancing, methodology, regulations, and legal structure to
implement a plan as ambitious as a BRICS rating agency. e foremost factor
to be considered is to build partnership with each and every member
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country of the BRICS bloc and obtain consensus on establishing the rating
agency. Indeed, China has already expressed concerns about the credibility
of the proposed BRICS credit agency on several occasions. e politics
within BRICS need to be worked out for this plan to move forward. For
example, China is not willing to accept an agency that is spearheaded by
40
India.
e power dynamics between China and India pose a serious
challenge to the establishment of the new credit rating agency. Moreover,
cooperation amongst the Russia-China-India trilateral is another essential
factor that requires due contemplation. China might not be willing to share
decision-making authority with the other BRICS members. It is essential to
clearly specify who will be playing a leading role in establishing the BRICS
credit rating agency. A comprehensive standard of operating procedures for
the member countries is likely to facilitate nancial cooperation among
them.
Another risk for the BRICS credit rating agency is to build a market standing
and acceptability of its rating scale amongst investors. For this, the BRICS
rating agency should garner support from an established rating agency
(preferably located in any of the BRICS economies) which has extensive
experience in the emerging and developing markets. Support from a
prominent rating agency would enable the new rating agency to develop a
sound understanding of emerging market credits and create a robust credit
rating methodology through exchanges of technical and managerial skills.41
However, choosing an ideal location for operations and harmonising
regulations of the BRICS credit rating agency are critical and contentious
factors.
e proposed rating agency also needs to nd the best business model and
rating methodology to provide a reliable credit opinion to the issuers and
investors. Every business model, whether issuer-pays or investor-pays, has
its own advantages and disadvantages, but it solely depends on the rating
agency to e ectively manage the inherent problem of con ict of interest.
Also, for a credible and reliable opinion, it is suggested that the shareholders
of the BRICS rating agency comprise of members from development banks,
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nancial institutions and agencies in the region, along with some
42
multilateral institutions.
ere has to be a clear demarcation between
shareholders and management of the proposed credit rating agency. is
would thus limit the control of the rating agency by a single country.
Moreover, the credit rating committee must not include shareholders to
ensure that analysis and rating decisions are free of bias and in uence by any
institution or country.
e acceptability of the rating scale adopted by BRICS rating agency by
investors, cooperation among the member countries, and unbiased credit
opinions are critical to the success of the proposal to set up a credit rating
agency for BRICS.
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