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Abstract

This paper presents a comprehensive system of 38 indicators, which allows identifi-
cation of possible endogenous sources and evaluation of the potential of conflicts of
interest arising both at the corporate (in models of ownership, business and financial
activities, corporate governance and organizational structures) and operational (ana-
lyst) levels of credit rating agencies (CRAs).

Testing of proposed system of indicators was carried out based on the content analysis
of the public information on the activities of five authorized credit rating agencies of
Ukraine.

It is determined that at the beginning of 2017 the most sensitive to the risk of conflicts
of interest were “Standard Rating” (74% of threat signals of the total number of indica-
tors), “Expert Rating” (57%) and “Rurik” (37%). The highest potential of conflicts’ of
interest escalation was identified in the models of financial activities (80% of threat
signals of the total number of indicators of that group) and models of ownership of
Ukrainian CRAs (63%).

The estimations of the risk level are proposed to be regarded mainly as signals of the
potentially high sensitivity of the particular CRA to the risk of conflicts’ of interest
escalation.

Such signals, in particular, can be used by the regulators for carrying out remote moni-
toring activities of CRAs, for adopting supervisory and regulatory decisions. In turn,
managers and owners of rating agencies can conduct a more detailed analysis of the
detected potential sources of conflict of interest with the aim of identification, localiza-
tion, and elimination of shortcomings in the system of conflict of interest management.

Keywords credit rating agencies, CRA, risk of conflicts of interest,
system of indicators, CRA independence, transparency
JEL Classification  G24,G32, G38, M14

INTRODUCTION

As international experience shows conflicts of interest in the activi-
ties of credit rating agencies may lead to a significant devaluation of
the credit ratings’ quality due to rating shopping, manipulations and
problems with disclosure. As a result, substantial adverse externalities
could be generated. Among them - the possibility of destabilization
and contagion of financial markets, distortions in the pricing of se-
curities, deterioration in the financial conditions and bankruptcy of
some companies and even states, etc.

On the other hand, the devaluation of the quality of ratings leads to
erosion of reputational capital of CRAs, reducing investors’ confi-
dence in them as in information intermediaries and as a result - to a
partial loss of clients and therefore - of income.
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Hence, the issue of the development of an effective mechanism for identifying potential sources of con-
flicts of interest for the purpose of their further localization and elimination does not lose its relevance
for regulators of rating services markets as well as for managers and owners of CRAs. The latter must
be ultimately responsible and interested in ensuring the effective management of conflicts of interest.

The article aims, therefore, to design and empirically test on the example of Ukrainian CRAs a compre-
hensive system of indicators, which allows identification of possible endogenous sources and evaluation
of the potential of conflicts of interest arising both at the corporate (agency) and operational (analyst)
levels of functioning of CRAs.

The remainder of the paper is organized as follows. In Section 1 we discuss the main endogenous sourc-
es of conflicts of interest faced by CRAs, described in the academic literature and in the regulations.
In Section 2 the methodology of research and model of calculation of proposed index of the risk of
conflicts’ of interest escalation is described. In Section 3 we empirically analyze indicators concerning
the potential of conflicts of interest both at the corporate and operational levels of CRAs’ functioning.

Section 4 provides concluding remarks.

1. LITERATURE REVIEW

The conflicts of interest problem is a part of a broader
field of research dedicated to finding causes of failures

in CRAs’ activities and rating inflation. Such schol-
ars as P. Bergevin, J. Katz, J. C. Coftee, Jr., C. C. Opp,
M. Opp and M. Harris, F. Partnoy, while focusing

mainly on studies of exogenous sources of conflicts

of interest, noted that one of the main reasons for in-
flated ratings is the business model (in particular —
the “issuer-pays” model) of the major CRAs.

J. C. Coflee, Jr. (2011) even identifies two basic camps
of the reformers of CRAS’ activities: (1) those who
see the “issuer-pays” model of the major CRAs as the
fundamental cause of inflated ratings, and (2) those
who blame the licensing power given to CRAs by
regulatory rules.

However, he and some other researchers argue that
“subscriber-pays” model, where ratings are paid for
by investors through subscription fees, can also
give rise to conflicts of interest, as investors, as well
as issuers, also have serious conflicts of interest. In
particular, some institutions might pressure a CRA
to assign an investment-grade rating on a particu-
lar security because the value of the security hold-
ings or the status of regulatory compliance of such
subscribers depends on the ratings of the securi-
ties (Bai, 2010). On the other hand, Partnoy (2009)
notes that large investor could try to influence CRA
to provide lower initial ratings, which tend to pro-
vide higher yields.

In the Report on the activities of CRAs (IOSCO,
2003) experts of the International Organization
of Securities Commissions (IOSCO) determine
that, except for issuer fees (“issuer-pays” model),
the main sources of conflicts of interest can be
hidden in the access to non-public information
(insider trading), providing ancillary advisory
services, having financial interests in rated issu-
ers, and issuing of unsolicited ratings.

Later in the Code of Conduct Fundamentals for
Credit Rating Agencies (IOSCO CRA Code) ex-
perts of the IOSCO summarize that conflicts of
interest arise due to the CRA’s ownership struc-
ture, business or financial activities, or the finan-
cial interests of the CRA’s employees (IOSCO,
2015).

Thus, as it is fairly observed by L. Bai, conflicts
of interest arise both at the individual credit ana-
lyst level and the rating agency level (Bai, 2010).
According to her view, agency-level conflicts typi-
cally arise in the following settings regarding the
activities of CRAs: (1) affiliated underwriter or
issuer; (2) ancillary services to rated entities; (3)
large subscriber influence, and (4) “issuer-pays”
business model.

L. Bai argues, in particular, that the provision
of ancillary services by CRAs is also a source of
conflicts of interest, because rating decisions of
agencies may be influenced by an issuer’s decision
whether or not to purchase additional services of-
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fered by them. Issuers may be pressured into sub-
scribing to such services simply out of fear that
their failure to do so could adversely impact their
credit rating (or, conversely, with the expectation
that purchasing these services could help their
credit rating) (IOSCO, 2003).

Crumley (2012), in addition, notes that issuers
could receive preliminary ratings in the form of
consulting services from several CRAs simulta-
neously that could give them an opportunity to
choose among those agencies the one which offers
the highest estimation. Such rating shopping sig-
nificantly distorts the estimates of the real level
of credit risk and complicates making objective
investment decisions.

She also adds that conflicts of interest could also
arise due to the issuance of unsolicited credit rat-
ings, which are published by credit rating agen-
cies without the request of the issuer or its agent.
Some academic literature (Bai, 2010; Partnoy,
1999; Fulghieri, Strobl & Xia, 2011) describes sev-
eral known examples from the international prac-
tice when CRAs forced clients to order rating cov-
erage, to buy ancillary services or to pay higher
fees by using the fact or even only a threat of as-
signment of hostile unsolicited ratings.

Fulghieri, Strobl, and Xia (2011) by using the dy-
namic rational expectations model of the credit
rating process also show that issuing unfavorable
unsolicited ratings increases the CRA’s reputation
by demonstrating to investors (and supervisory
authorities) that it could resist the temptation to
issue inflated ratings.

We agree with the conclusions of L. Bai that con-
flicts of interest at the analyst level deal with inap-
propriate contact between the raters and the rat-
ed, or an analyst’s personal interest in improved
performance of the issue. Thus, she identifies the
following potential areas where conflicts of inter-
est may arise: (1) ownership of securities of rated
entities; (2) employment position or directorship
at a rated entity; (3) business relation beyond or-
dinary course of business or special purpose re-
lationship; (4) receipt of gifts from rated entities;
and (5) the determination of analysts’ compensa-
tions based on rating fees (Bai, 2010).
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A wide range of endogenous sources of conflicts
of interest regarding the activities of CRAs, ex-
cept IOSCO CRA Code (IOSCO, 2015) and
IOSCO reports on activities of CRAs (IOSCO,
2003; I0SCO, 2012), is also implicitly contained
in the provisions of legislation in the sphere
of regulation of CRASs’ activities (in particular,
EU Regulations Ne 1060/2009 (The European
Parliament and the Council, 2009), No. 449/2012
(The European Parliament and the Council,
2012)), and Regulatory technical standards of
the European Securities and Markets Authority
(ESMA, 2011).

In particular, ESMA (2011) requires CRAs to pro-
vide information in order to assess any conflicts
of interest arising from (1) the activities and busi-
ness interests of their owners, (2) the carrying out
of ancillary services, (3) the outsourcing of rating
activities, (4) the interaction with related third
parties; (4) the pitfalls in their corporate gover-
nance, (5) organizational structures, and (6) their
policies and procedures with respect to the identi-
fication, management and disclosure of conflicts
of interest and (7) the rules on rating analysts and
other persons directly involved in credit rating
activities.

Highly appreciating the solidity of the develop-
ments of foreign scholars and practitioners, we
should note, however, that their studies are pri-
marily focused on the problem of conflicts of
interest in the activities of international CRAs.
Therefore, they do not take into account the specif-
ics of the sphere of credit ratings’ determination
and updating in Ukraine.

In turn, Ukrainian researchers and practitioners
(in particular, Babenko & Chornyj, 2012; Pererva,
2012; Kozmenko & Plastun, 2012; and others) only
fragmentary cover certain aspects of conflicts of
interest arising in the functioning of Ukrainian
CRA:s.

Thus, our paper contributes to the literature on
the conflicts of interest problem by designing and
empirically testing on the activities of five autho-
rized Ukrainian CRAs the system of indicators,
which allows quantifying the CRA’s sensitivity
potential to risk of conflicts of interest.



2. METHODOLOGY

According to the results of summarizing of theo-
retical achievements of Ukrainian and foreign re-
searchers and practitioners, it could be argued that
conflicts of interest at the corporate level are usu-
ally generated due to the existence of significant
shortcomings in the models of ownership, busi-
ness and financial activities, corporate governance
and organizational structures of CRAs. In turn, at
the operational (analyst) level the main source of
conflicts of interest is the violation of the principle
of the independence of analysts and other employ-
ees of CRAs.

To achieve the goal of the paper we designed the
system of 38 key indicators (which will be de-
scribed in detail in Section 3) that may signal
about the threat of conflicts’ of interest escalation
hidden in the outlined sources both at the corpo-
rate and operational levels of the CRAS’ activities.

Testing of proposed system of indicators was car-
ried out based on the research of the activities
of five authorized Ukrainian CRAs in Ukraine:
IBI-Rating, Rurik, Expert-Rating, Credit-Rating
and Standard-Rating. The study was conducted
in January 2017 based on the content analysis of
the information published on the official websites
of authorized Ukrainian rating agencies as well
as publicly available information database of the
National Securities and Stock Market Commission
(NSSMC, 2017) of Ukraine.

The index of the risk of conflicts’ of interest escala-
tion was calculated as the ratio of the total number
of detected signals about the threat of conflicts of
interest in the activities of certain CRA to the total
number (38) of proposed indicators.

3. RESULTS

The potential of conflicts of
interest in models of ownership

According to the decision of the NSSMC (2012),
the annual financial information, which autho-
rized CRAs are obliged to publish on their web-
pages and disclose in publicly available informa-
tion database of the NSSMC, should include, in
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particular, (1) basic data about the CRA indicat-
ing the information on its affiliates and their af-
filiation with participants of financial services
markets as well as the determination of their
credit ratings; (2) the information on the owner-
ship of securities.

However, it should be noted that none of the au-
thorized CRAs in Ukraine discloses on its offi-
cial website any data about its ownership struc-
ture. The information is limited only to declara-
tive statements about the independence of CRAs,
the absence of affiliation with participants of
financial services markets and rated entities (as
required by the decision of the NSSMC, 2015).
Moreover, the mandatory information on own-
ership of securities of rating agency Rurik is not
published even in publicly available information
database of the NSSMC, which is a direct viola-
tion of the current Ukrainian legislation.

The ownership structures of Standard-Rating
and Expert-Rating remain extremely non-trans-
parent. Thus, Standard-Rating is controlled at
90% by international private rating company
“Standardrating” registered in London (NSSMC,
2017). The latter company is headed by A. Nikitin
(the Director of the Ukrainian agency “Standard-
Rating”) and its sole shareholder is Jason Hughes,
who was the director of the GPRC “Standardrating”
until 2013 (BizDb, 2017). Jason Hughes also cur-
rently heads (apparently - nominally) more than
150 companies (Endole, 2017), which significantly
complicates the identification of the real owners
and affiliates of Standard-Rating.

The owner of 50% of the equity of Expert Rating’s,
de jure, is Thorium Limited, LLC from Cyprus -
well-known offshore jurisdiction with possibili-
ties of nominal services and high level of owners’
confidentiality (NSSMC, 2017). Therefore, de
facto, it is hard to determine the final beneficia-
ries and affiliates of Expert-Rating as well.

In this context there was an interesting prece-
dent of withdrawal of Credit-Rating’s status of
authorized rating agency. It was based on the
decision of NSSMC No. 246 of 15.03.2011 after
the allegations about agency’s opaque ownership
structure and linkages with financial market
participants.

225



Problems and Perspectives in Management, Volume 15, Issue 2, 2017

Table 1. The warning signals concerning the potential of conflicts of interest in models of ownership

of CRAs in Ukraine

Credit rating agencies

No. Indi r : : : Lo
° dicators IBI-Rating Rurik ERx;ftie;;;- : (Ii:ﬁ:’r:tg- ?Stﬁgggrgd'
...The opaque ownership structure - e o+ - +
" The presence of persons associated with participants of B ‘ ) : 5 _ )
: financial services markets among CRA's affiliates : ) : : :
Rafirhgofarfrfirlriatesw o Ty T '+/_' ?
The total number of detected signals about the threat of o 3 3 05 S

conflicts’ of interest escalation

Note: Legend (here and below): + - confirmation of the threat of conflicts of interest; — no threat of conflicts of interest detected;
+/- partial confirmation of the threat of conflicts of interest; ? — absence of any information regarding the particular indicator; *
- potentially declarative information obtained from the CRAS’ corporate codes of conduct or/and the Memorandum (IBI-Rating,

Expert-Rating, and Rurik, 2010).

Thus, the information on the composition and
activities of the real owners of Ukrainian CRAs
currently remains fairly closed (Table 1). The vast
majority of CRAs is associated with prominent
businessmen or politicians. However, there is no
official confirmation of these facts (Pererva, 2012).
It significantly complicates the assessment of the
potential conflicts’ of interest escalation due to
the influence of affiliation with rated entities and
persons associated with financial services mar-
kets participants on the independence of CRAs.

In our opinion, the opacity of the ownership and
affiliation structures of CRAs is not only inappro-

priate given the nature of their functioning as in-
formation intermediaries, but also creates signifi-
cant threats due to the conflicts of interest.

3.2. The potential of conflicts of
interest in models of business
activities

The potential sources of conflicts of interest are
also presented in the models of business activi-
ties of Ukrainian CRAs (Table 2). They are mainly
caused by the provision of ancillary services and
issuance of unsolicited credit ratings.

Table 2. The warning signals concerning the potential of conflicts of interest in models of business

activities of CRAs in Ukraine

Credit rating agencies

No. Indicators : .
IBI-Rating.  Rurik Expert- | Credit- : Standard-
5 Rating Rating : Rating
i Providing ancillary services + + + + +
Providing consultancy or advisory services + + - + -
: The absence of operational separation of the credit x x ok x 2
i rating business from any other businesses of CRA
: The absence of legal separation of the credit rating & x + x )
i business from any other businesses of CRA
¢ Assignificant share of income (> 10%) from the N _ N N N
. provision of ancillary services
The issuance of unsolicited credit ratings - - + + +
© The opacity of the goal, methodology and data sources N _ N N N
: for the unsolicited ratings
The total number of detected signals about the threat of 5 5 3 3 4
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Ukrainian CRAs provide a wide range of ancil-
lary services in addition to rating services. Among
them are information services (analysis of coun-
terparties, potential borrowers, debtors, etc.); con-
sultancy services (on improvement and optimiza-
tion of risk management system, on strategic and
financial management with the aim of establishing
business processes, on development of disclosure
policies for banking institutions etc.); conducting
sectorial researches (analysis of sectorial risks, the
provision of passport of the industry, sector, seg-
ment of the economy, etc.); conducting round ta-
bles, seminars, trainings, etc.

To avoid conflicts of interest, the IOSCO CRA
Code (IOSCO, 2015) recommends ensuring sepa-
ration operationally and legally of the credit rating
business and credit rating analysts from any oth-
er businesses including consulting businesses. It
should be noted that such a principle is declared in
the codes of conduct of the majority of Ukrainian
CRAs, however, the question of its practical imple-
mentation remains open.

According to the results of 2014, a significant share
of revenues from ancillary services was observed
in the income structure of Rurik (21%), Expert-
Rating (11%), and Credit-Rating (10%). It could
serve as an indicator of rating shopping. However,
in 2016 the share of CRAS’ revenues from ancil-
lary services did not exceed 3%.

The analysis of methodologies of providing a wide
spectrum of rating services by authorized CRAs
indicates the signs of “unsolicitedness” of certain
types of estimates: they are published without the

Problems and Perspectives in Management, Volume 15, Issue 2, 2017

order of the issuers and their agents. It concerns
primarily the rating studies for the media, which
are offered by Expert-Rating and Standard Rating,
as well as the sovereign credit ratings of CIS coun-
tries, offered by Credit-Rating. In addition, the
Standard-Rating has been practicing regular pub-
lication of the ratings of banks’ deposits reliability,
based on public information.

3.3. The potential of conflicts
of interest in models of financial
activities

As mentioned before, business models of pay-
ments for services of CRAs may also serve as one
of the key catalysts of the problem of conflicts
of interest. It is therefore important for CRAs
to disclose the information about who pays for
their rating services (issuers, underwriters, ob-
ligors or investors), whether there are cases of
payments for ancillary services in addition to
credit rating services, whether there are cases of
receiving payments in the amount exceeding the
average fees for similar services or whether there
are clients whose contribution constituting a sig-
nificant share of CRA’s total income (e.g. more
than 10%).

It should be noted that IBI-Rating, Rurik, and
Credit-Rating, unlike Expert-Rating and Standard-
Rating, declare in their corporate codes of conduct
the obligations to disclose (1) the general nature
of the tariff policy; (2) the ratio of other payments
from rated entities (such as consultancy fees) to the
payments for rating services.

Table 3. The warning signals concerning the potential of conflicts of interest in models of financial

activities of CRAs in Ukraine

Credit rating agencies

No. Indicators ; : : L

IBI-Rating.  Rurik Expert- : Credit- : Standard-

& Rating : Rating : Rating
i The issuer-pays business model ? H ? : ? : ? ; ?
. Large subscriber influence ? : ? : ? i ? : ?
The presence of clients whose contribution to the 5 5 ) ) )

7777777 annual income of CRA exceeds 5% o T o . "

i The opacity of tariff policy + + + + +

i The opacity of financial statements - - - - -
The total number of detected signals about the threat of 4 4 4 4 4

conflicts’ of interest escalation
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Rurik additionally pledged to disclose the fact of
receiving more than 10% of its annual income
from one borrower, organization, user or client.

However, the information regarding the models
of payment for services of Ukrainian CRAs, their
tariff policy, fees for specific operations is not pub-
lically disclosed. That complicates the analysis of
fees” impact on the determination of ratings with
the aim to identify potential sources of conflicts of
interest (Table 3). In public information database
of the NSSMC, the annual financial statements

ance sheets and income statements for 2014-2016).
We managed to find only one publicly available
example of charging for the rating services. The
Department of the strategic city development of
the Ternopil city Council ordered in 2016 from IBI
Rating the rating coverage for 70 thousand UAH.
The rating coverage included (1) maintenance of
the credit rating of the Ternopil city; (2) mainte-
nance of the rating of investment attractiveness
of the Ternopil city; (3) preparation of investment
passport of the Ternopil city in Ukrainian and
English languages (the number of printed copies

of agencies are only available (presented by bal- - 30 pieces) (Prozorro.gov.ua, 2016).

Table 4. The warning signals concerning the potential of conflicts of interest in models of corporate
governance and organizational structures of CRAs in Ukraine

No. Indicators

Credit rating agencies

§|B|-Rating

Credit-

. Expert-
- Rat Rating

‘Standard-
Rating :

Rurik Rating

No obllgatlon of comphance with the 10SCO CRA Code

i The opacity of the governance structure and the
. organizational structure

i The absence of |ndependent members in the
. administrative or supervisory board

. The absence of |ndependent auditors of the quallty of
. credit ratings

i The absence of |ndependent person responsible for the
i identification, management and disclosure of conflicts
¢ of interest

i The absence of |ndependent compllance functlon
. department

i The absence of pollaes and procedures to |dentlfy,
: manage and dlsclose any confllcts of interest

i The lack of reporting and communication channels for

i CRA's staff to eliminate or effectively manage actual and

. potential conflicts of interest

i The violation of the principle of coIIectlve deC|S|on-
. making on the determination of credit ratings

i The opacity of the duties and powers of the respon5|b|e
| persons |nvo|ved in the rating process

. Poor internal records about important stages of the
i rating process.

{ The opacity of procedures and methodolo y of
i assigning, updating, suspending, and withdrawing of
. credit ratings

The total number of detected signals about the threat of -
conflicts’ of interest escalation

e e

+/— + +/—

55 . 4 75 4
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3.4. The potential of conflicts of
interest in models of corporate
governance and organizational
structures

Information restrictions do not also allow to assess
efficiently whether the corporate governance mod-
els and organizational structures of Ukrainian
CRAs ensure the agencies’ independence and the
avoidance of conflicts of interest or not.

As could be seen from Table 4, on the official
websites of the agencies there are actually no da-
ta according to the structures, functions and in-
dependence of the governing bodies of CRAs as
well as the presence of independent members in
their administrative or supervisory boards, in-
dependent auditors of the quality of credit rat-
ings, on the composition, qualifications, duties
and powers of the responsible persons involved
in the rating process, the persons who check the
quality of ratings, and persons responsible for
the identification, management and disclosure
of conflicts of interest.

To avoid conflicts of interest, all authorized CRAs
also declare compliance with the principle of col-
lective decision-making on the determination
of credit ratings through the creation of rating
committees.

Problems and Perspectives in Management, Volume 15, Issue 2, 2017

However, we have identified numerous instanc-
es of violation by agencies of the commitments
declared in their corporate codes of conduct. In
particular, the non-compliance with obligations
of disclosure of tariff policy, as it was mentioned
previously. Another example - is the obligation
to disclose the composition of the administra-
tive or supervisory board and analytical depart-
ment to ensure transparency of rating processes,
declared by IBI Rating, Rurik, and Expert Rating
in the Memorandum (IBI-Rating, Expert-Rating
and Rurik, 2010). In fact, this commitment is im-
plemented only partially: on the official website
of Rurik there is no information on this issue; on
the website of Expert-Rating it is possible to find
the data regarding the Director and the chief fi-
nancial analyst; IBI-Rating discloses only sur-
names, names, phone numbers, and e-mails of the
Director and heads of departments.

It is positive that all authorized CRAs publish lists
of ratings and rating histories backed up by the
rating reports on their official websites. CRAs
also disclose procedures and methodology of as-
signing, updating, suspending and withdrawing
of credit ratings. In addition, to meet the require-
ments of NSSMC, agencies share reports with sta-
tistics of defaults by rating levels. This allows anal-
ysis of the quality and accuracy of ratings of the
particular CRA.

Table 5. The warning signals concerning the potential of conflicts of interest in models ensuring the

independence of employees of CRAs in Ukraine

Credit rating agencies

No. Indicators

— ; Expert- Credit-  Standard-
: IBl-Rating . Rurik Rating Rating | Rating
¢ No prohibition of the direct or indirect holding x i % % x 2
_ of securities of rated entities ;
: No prohlbltlon of the employment position or % ; % e x ?
¢ directorship at a rated entity :
i No prohibition of the business relation beyond ;
i ordinary course of business or special purpose —* : —* +/- —* ?
i relationship with rated entities ;
i No proh|b|t|on of the receipt of glfts from rated Lk : % + _x P
S ;
* The determination of analysts’ compensatlons s ; x + x ?
i basedonratingfees :
© The absence of a rotation mechanism for + + + + ?
. analysts and members of credit rating committee : o
The total number of detected signals about the threat 1 1 4 1 6

of conflicts of interest escalation
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3.5. The potential of conflicts of
interest at the operational
(analyst) level

As can be seen from Table 5, in corporate codes of
conduct the majority of Ukrainian CRAs (except
Expert-Rating and Standard-Rating) declare the
independence of their employees. At the same time,
even using the very limited public data, it is possible
to trace the close business ties of top-managers of
authorized CRAs with participants of financial ser-
vices’ markets which they had in the past. We be-
lieve it could potentially lead to conflicts of interest.

For example, the chief accountant of Rurik pre-
viously held the position of chief accountant of
Ukrprivinvest, the joint-stock financial investment
company, which specializes in “other auxiliary ac-
tivity in the sphere of financial services, except in-
surance and pension funding” (that is — activities in
keeping the register of owners of registered securi-
ties). Also, the chief accountant of IBI Rating had
previously held the position of chief accountant of
Ostriv, consulting firm, which is working “..on the
market of valuation services, securities, financial
and legal services and the development of invest-
ment strategies, and provides, in particular, ... ser-
vices of registrar and securities trader” (Ostriv, 2017).

12 -
10

o N B OO

IBI-Rating

S Models of ownership

57%

Expert-Rating

The independence of rating analysts and members
of credit rating committees could also be broken
by the long-term relationships with the same rat-
ed entities. That’s why, for example EU Regulation
(The European Parliament and the Council, 2009)
demands the use of rotation mechanisms which
provide a gradual change of the members of ana-
lytical teams and credit rating committees. During
the research we were unable to find any informa-
tion about the use by Ukrainian CRAs of such a
rotation mechanisms.

4. THE GENERALIZATION
OF THE RESULTS

The analysis, conducted using proposed system of
indicators, allows to conclude that at the beginning
of 2017 the most sensitive to the risk of conflicts
of interest were “Standard Rating” (74% of threat
signals of the total number of indicators), “Expert
Rating” (57%) and “Rurik” (37%) (Figure 1).

The highest potential of conflicts” of interest esca-
lation was identified in the models of financial ac-
tivities (80% of threat signals of the total number
of indicators of that group) and models of owner-
ship of Ukrainian CRAs (63%).

74% - 80%
60%
40%

20%

0%

Credit-Rating  Standard-Rating

Models of operating activities

Models of financial activities

&% Modelsof corporate governance and organizational structures
# 8 The independence of employees

=0=-The risk of conflicts’ of interests escalation, %

Figure 1. The total number of detected signals about the threat of conflicts’ of interest escalation
in the activities of Ukrainian CRAs (at the beginning of 2017)
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CONCLUSION

When interpreting the results of the analysis, it is worth considering the limitations of the research
methodology outlined in the beginning of the article. In particular, overestimation and underesti-
mation errors in the results of using the proposed system of indicators could potentially arise due
to the fact that the research was of remote nature and based solely on the content analysis of public
data, the volume of which in the Ukrainian reality, unfortunately, is significantly limited.

Therefore, it should be emphasized that obtained estimates of the level of risk of conflicts of inter-
est may differ significantly from the actual level of such risk in the activities of authorized CRAs
in Ukraine. On the one hand, we tried to follow the principle of conservatism. That’s why the lack
of the information regarding a particular indicator was considered as a signal of the potential
danger of conflicts of interest escalation. On the other hand, we assumed that in practice CRAs
strictly hold their own statements and obligations in the management of conflicts of interest de-
clared by them at the official sites as well as in their corporate codes of conduct. However, during
the research we have found numerous instances of violation by agencies of such statements and
obligations that on the contrary may indicate an underestimation of the actual level of the risk of
conflicts’ of interest escalation.

In practice the intensity of conflicts of interest also depends largely on the specifics of certain CRA,
which in turn depends on the wide spectrum of factors that are difficult to assess remotely through
the content analysis of public information. Among those factors are professional skills, experience,
integrity of managers, analysts and other employees of the agency, available resources, technology,
etc. In addition, even well-designed models of ownership, business and financial activities, corpo-
rate governance and organizational structure, mechanisms and procedures of internal control will
not generate the desired effect if CRA’s corporate culture is not built on the principles of integrity,
strict compliance with a corporate code of conduct, laws and regulations.

Therefore, obtained estimations of the risk of conflicts’ of interest escalation are worth to be re-
garded mainly as signals of the potentially high sensitivity of CRA to that risk.

Such signals can be especially used by the regulators for carrying out remote monitoring activities
of CRAs for adopting supervisory and regulatory decisions. In turn, managers and owners of rat-
ing agencies can conduct a more detailed analysis of the detected potential sources of conflict of
interest with the aim of identification, localization and elimination of shortcomings in the system
of conflict of interest management at the corporate and operational levels.

The results of the research also indicate that it is significantly advisable for Ukrainian CRAs to pay
more attention to ensuring of their activities’ transparency. We were unable to obtain any infor-
mation for many indicators. In addition, the information on more than half of the indicators was
found in such depths of annual reports and corporate codes of conduct which are unlikely to be got
even by the most inquisitive researchers.

But it also should be highlighted that the concept of sensitivity to the risk of conflicts of interest
and the concept of transparency of CRAs’ activities should be clearly distinguished. Practically
the agency with informative online resources can also demonstrate significant problems with the
management of conflicts of interest, violating its own statements and commitments, declared on
the official website as well as in corporate code of conduct.
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