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Frequently Asked Questions (Continued from page 5)
is higher than actual inflation and then drives

Q: What are the Long Term Prospects

wage inflation.

for the Banking Industry?

This is combined with a collapse of government revenue and the withdrawal of industry
cash deposits from the banking system. The
build up of inflation in the economy forces a
change in economic policy by increasing interest rates at the wrong point of the cycle
causing massive unemployment. Our concern
is that governments are using policies suitable
for an exporting country to address the
problems of a net importing economy. Such
action will generally increase the ferocity and

A: This is an issue that we will come back to
in future Updates. Our answer to this is that
at the end of the crisis there will be a banking
industry, but the major players may well be
significantly different from those at the start
of the crisis. Many of the major players will
have either gone altogether or significantly
reduced in size. New types of firm will
emerge and they are likely to offer different
types of service than had previously been the
case. The resulting industry may initially be
smaller than the industry before the crisis,
but you can expect growth to commence

length of the recession in those counties.

‘Our concern is
that governments

… the major players may well be significantly different...
almost immediately again. In twenty years a
new industry of comparable size with comparable global players will emerge. In terms of
the five year view, it is hard to be optimistic. Much of the global action that has taken
place has in our view been misguided and
exacerbated a difficult situation. It will probably take up to ten years for all of these issues
to work through the financial markets, with
the borrowing and funding structures representing a long term drag on the economy. What we do expect for new types of
ethical transparent instruments to evolve that
better meet the demands of the customer
base whilst adding value to the international

are using policies
suitable for an
exporting country
to address the
problems of a net
importing
economy.’

community.

The Problem with Rating Agencies
On December 4, 2008 the Securities and
Exchange Commission (SEC) approved a
series of measures to improve the transparency and accountability of rating agencies.
The importance of this pronouncement is of
significance to the global community since
the major ratings agencies all have a US base
and are therefore required to comply with
these regulations.
These proposals were issued for responses
within 45 days. Amongst the changes was
the following:
“(the rules ) would prohibit an (agency) from
issuing a credit rating with respect to an
obligor or security where the (agency) or an
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affiliate of the (agency) made recommendations to the obligor or the issuer, underwriter, or sponsor of the security about the
corporate or legal structure, assets, liabilities,
or activities of the obligor or issuer of the
security.”
The structure of the industry has always been
a cause for concern to many of us. Ratings
are paid for by the company that is rated,
therefore ratings agencies actually go about
selling ratings. If a company receives a rating
that they consider inappropriate then there
must be a tendency for them to wish to surrender their ratings. This has been exacerbated by the Basel Accord where banks lending to firms that are unrated receive a lower

Ratings are paid for by the company that is rated...

The Problem with Rating Agencies (Continued from page 6)
capital charge than those lending to firms
with poor credit ratings. The surrender
of the rating results in a lower capital
charge for the bank and also therefore a
lower interest charge to the firm.
The ratings agencies also have significant
businesses involved with the provision of
various consultancy style services. In
credit risk Moody’s KMV is one of the
market leading credit risk products,
whereas Fitch owns Algorithmics, Opvantage and Fitch First, all risk products.
The combination of these with consultancy arms means that the ratings agencies are providing ratings to financial
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institutions where they have also provided guidance on the risk management
techniques that they should employ.
We do not at this stage believe that such
activities will be expressly prohibited by
the SEC. However, we do remain concerned that the provision of such services
does create the perception of bias in
ratings subsequently provided. Indeed
more than one of the ratings agencies has
stated that they will reward firms that
have appropriate risk management systems with higher ratings.
The situation parallels the potion that
previously existed with the accountancy

‘The combination of
these with consultancy
arms means that the

The market needs rating agencies that are independent...
practices where there had been concern
at such firms providing consultancy services to those firms to which they provide external audit services. This resulted initially in an effective prohibition
of the provision of such services, although these rules have now been relaxed.
The industry has a difficult conundrum
to deal with. The market needs ratings
agencies that are independent and also
needs them look at issues from a series
of different perspectives. Anything that
creates a potential for bias within such a
system is to be abhorred, yet both the
ways that the ratings are paid for and the
provision of additional services provides

the perception that such bias might potentially exist. The alternative is rather
draconian and would require a central
levy to fund the provision of ratings by
quasi-governmental agencies that cannot
provide any other services. We have
real concerns whether such an agency
would either be effective or sufficiently
accountable.
We would also welcome the development of a new ratings competitor with a non-US perspective to
form some level of balance to the
existing market participants.

ratings agencies are
providing ratings to
financial institutions
where they have also
provided guidance on
the risk management
techniques that they
should employ.’

We would also welcome the development of a new ratings competitor...
Whether any real progress in these
areas will occur is subject to doubt, but
the natural imbalance in the industry will
remain a cause for concern. What we
do expect is for the ratings agencies to
continue to come under greater scrutiny
and for them to reduce the number and
range of services offered to clients that
they rate. Our concern is that this
might undermine the profitability of the
ratings agencies potentially resulting in
one of the firm becoming a pure consultancy play and giving up the ratings business altogether. This once again would
be the law of unintended consequences
applying.
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