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Circular No. 404
Series of 2003

Pursuant to Monstary Board Resolution No. 1257, dated 28 August 2003, the
foliowing rules and regulations shall govern the recognition and derecognition of
domestic credit rating agencies for bank supervisory purposes:

Section 1. STATEMENT OF POLICY

The introduction in the financial market of new and innovative products create
increasing demand for and reliance on credit rating agencies (CRAs) by the industry
players and regulators as well. As a matter of policy, the Bangko Sentral ng Pilipinas
(B5P) wants to ensure that the retiance on credit ratings is not misplaced. Towards this
end, the following rules and regulations that shall govern the
recognition/derecognition of domestic CRAs for bank supervisory purposes are heraby
prescribes:

Section 2. RMINIMUM ELIGEIBELITY CRITERIA

Only ratings issuecd by CRAs recognized by the BSP shall be considered for BSP
bank supervisory purposes. The BSP, through the Monetary Board, may officially
recognize a credit rating agency upon satisfaction of the following reguirements:

A Organizational Structure

A domestic CRA must be a duly registered company ungder the
Securities anc Exchange Commission S0 and

. £ gomestic CRA must have at ieast five (50 veare traci racord in e
BSLENTE O TELADS and Credibie ratings. - (N8 Case o7 new entranic
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Sropationary stlawe may be aranted:

professional anatvical stal witn experienze e
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he size and quality of the CRA’s professional analytical staff must have
the capability to thoroughly and competently evaluate the
assessed/rated entity’s creditworthiness;
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“ne size of the CRA's professional analviical siaff must be sufficient o
aliow substantial on-going contact with senior managemsn: anc
operational levels of assessed/rated entities as a routine componeni of

the surveillance process;

The CRA shall establish a Rating Committee composed of adeguately
qualified and knowledgeable individuais in the rating business, majority

of whom must have at least five (5) years experience in credit rating
business;

The directors of the CRA must possess a high degree of competency
equipped with the appropriate education and relevant experience in the
rating business;

The directors, officers, members of the rating committee  and
professional analytical staff of the CRA have not at any time been
convicted of any offense involving moral turpitude or violation of the
Securities Regulation Code; and

The cdirectors, officers, members of the rating  commitiee  ang
rofessional analytical staff of the CRA are not currenity involved as z

efendant in any litigation connectes with: violations of the Sacyrities
eguiation Code nor included in the BSE watchiisi,
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Financial resources

The CRA must have the financial capability to inves: in the necessary
technological infrastructure to ensure spesdy acquisition and processing
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hE o assessment metnooology of the CRA must pe pases bom on
qualitative and quantitative approaches; ang
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2 The CRA must use an assessment methodology that is subject to on-
going review and is responsive to changes in the operations of
assessed/rated entities.

Independence

1. The CRA must be free from control of and undue influence by the
entities it assesses/rates;

2. The assessment process must be free from ownership pressures to allow
management to exercise independent professional judgement;

3. Persons directly involved in the assessment process of the CRA are free
from conflicts of interest with assessed/rated entities, and

4, The CRA doss not assess/rate an associate entity.

Transparency

! A general statement of the assessment methodology used by the CRA
shouid be publicly available;

Z., The CRA shall disseminate to the public thru a well-circularized
publication, all assigned ratings disclosing whether the rating issued is
solicited or unsolicited;

: The rationale of ratings issued and rist: factors considered in the
assessment should be maae availabis 1o the public

<. Tre ratings issued by the CRA shouid be available both 1© gomestic ana
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utions with iegitimate interass and

Fupiicaton of changes in ratings togemes with the basic for the cnangs
snodid be gone on & timely basis.
Diisciosure Reguirements
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Trualitative Disclosures

—

Definition of ratings along with corresponding symbols:

[\J

Definition of what constitutes 2 default, time horizon within which a
defauit is considered and measure of loss given a default; and
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3. Material cnanges within the CRA (.e., changes in management Q-
Organizational structure, rating personnel, modifications of rating
practices, financial deferioration) that may affect its ability to provide
reliable and credible ratings.

Quantitative Disclosures

1. Actual default rates experienced in each rating category; and

2. Rating transitions of assessed/rated entities over time {i.e., likelihood of
an AAA credit rating transiting to AA etc. over time)

G. Credibility

1. The CRA must have a general reputation of high standards of integrity
and fairness in dealing with its clients and conducts its business in an
athical manner:

2. The CRA is generaliy accepted by pragominant users in the market {i.e.
issuers, investors, bankers, financial institutions, sacurities traders); and

Z. “he CRA must carry out its rating activiries with cue diiigence 1o ensyra

retings are Tair and appropriate.

For purposes of this circular, a subsidiary refers to a corporation, more than
fifty percent (50%) of the voting stock of which is owned or controlled directly or
indirectlv by the CRA while an affiliate refers tc a corporation, not more than fifty
percent (58%; but not Jess than ten percent (10%, of the voting stock of which

C Of nois
owned or controlied directiv or ingirectly by the CRA.,
wier the parent owns directiv or indirecth through
one hall of the voting power of on enterorise
e, ocan be cleariv demonstrarec thar suoe DWRarsis aoes
SOPHIOS eV &ISC eXISD even wner pwnerstis o ane all o

HOURE VOUNE DOwWEr O an enerprise when thers iz

AOWET over more than one halt of the woiing ngnre Bv virtue of &-
agresman with other stockhoigers:
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z SOWE! Io govern the financial and operating nolicies o7 ihe enterpriss
UTIORY 2 SIBTUTE OF g agreemsni

power to appoint or remove the majority of the membars of i
board of directors or equivalent governing body;
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4 power to cast the majority votes at meetings of the board of
directors or equivalent governing body; or
5. any other arrangement similar to any of the above.

internal Compiiance Procedures

1. The CRA must have the necessary internal procedures to prevent misuse
or unauthorized disclosure of confidential/non-pubiic information; and

b

The CRA must have rules and regulations that prevent insider trading
and other conflict of interest situations.

Section 3. PRE-QUALIFICATION REQUIREMENTS

The application ¢
pewision and £x
Hon/docume

f & domestic CRA for BSP recognition shall be submitted to
amination Sector (SES) of the BSP togethar with the following

An undertaking:

e

That the CRA shall comply with regulations, directives and instructions
which the BSP or other regulatory agency/body may issue from time to
time; and

nat the CRA shall notify th-ﬂ BSP in writing of any material changes
witnin the organization (i.e., changes in management or organizational
SITUCTUre, rating personne:, momficatrons o its rating practices, financial

seterioration) that may affect its asility 12 proviae reliable and credinie
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raTineg,
Uitrier gocumentis/iniormatio

Srief nistorv of the CRA, maio” rating activities nandled inciuding
fatelnat ;atior‘ o L, 5l

n the name of the client, tvpe of insuments rated, size
and vear of issue;

’

2 Audited financial statements for the past three (3) years and such other
information as the Monetary Board may consider necessary for selection
purposes;
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For new entrants, employment of professional analytical staff with
experience in the credit rating business;
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_isT ol major stozkholders/partners \\)w'\mgﬂ at ieast 10% of the vot ng
stocks of the CRA airectiy or aiong with relatives within the 1° degree oF
consanguinity or affinity);

3. List of directors, officers, membears of the rating committee and
professional analytical staff of the CRA; including their qualifications,
experience related to rating activities, dwectorshlp and shareholdings in
the CRA and in other companies, if any;

&. List of subsidiaries and affiliates including their line of business and the
nature of interest of the CRA in these companies;

7. Details of the denial of a previous request for recognition, if any {i.e.,
application date, date of denial, reason for denial etc.): ; and

8. Detaiis of all settied and pending litigations connected with the

rities market against the CRA, its directors, officers, stockholders
mbers of the rating committee and professional anatvtical staff, if ny.

Seciion 4. ENCLUSION [N BSF LIST

‘ne BSEowill regularly circularize to all banks and nomhank finan~i
institutions an updated list of recognized CRA:. The BSE, nowever, shal not be liabie

for any damage or loss that may arise from its recognition of CRF\s 0 be engaged by
users.

Sectian b DERECOGNITION OF CREDNT RATING AGENCIES
Al Grouncs for Derecognition
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Sahiure TomainsEin compilance with the o FRZUITEMEent: ynger Sertins o
nereol or any wiliful misreprasenation i the information/documens
ranuires Under Section 3 heren’
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Z. involvement in iliegal activities such as ratings blackmait creation o -
iaise market or insiaer wading; givulgin g, any conflaential information
apout a client without prior consent 1o z thirg oz arty w:thou+ legitimate
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rating agency by assuring higher ratings ot d
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3 Any viclations of applicabie laws, ruies and regulations.

B Procedure for Derecognition

A CRA shali only be derecognized upon prior notice and after being given the
opportunity to defend itself.

Section 6. EFFECIIVITY

This Circular shall take effect after fifteen (15) days following its publication
either in the Official Gazetie or in any newspaper of general circulation.

FOR THE MONETARY BOARD:
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