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Executive Summary 

During the past decade the credit ratings industry has been the target of mounting levels of interest 

and critique, especially in the U.S. While this criticism initially related to the lack of accuracy in 

ratings, it has grown into widespread disapproval of how the industry conducts itself. In this paper 

I identify numerous conflicts of interest inherent in the industry which influence its informational 

contribution negatively. Interestingly, these are all to some extent a result of the regulatory reliance 

on credit ratings which has existed for decades. I therefore argue that blame for the current 

situation essentially lies with regulators, since they are the empowering entity. The credit rating 

agencies merely react to the hand they have been dealt in a manner which should have been 

foreseeable. It seems that this has also been recognized by regulators in the wake of the subprime 

crisis, as they are currently trying to implement some major changes. While the new regulatory 

design seems able to remove the conflicts of interest I identify, successful implementation is 

questionable. A new universal credit risk measure has yet to be established, and until this is done, it 

seems likely that the most important regulatory change – removal of references to credit ratings in 

regulation – will have a limited effect. The lack of a new alternative will force financial market 

participants to rely on the old one, and will therefore mean that credit rating agencies maintain a 

certain level of the power they have had until now. 
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1 Introduction 

Credit rating agencies have played a role in the financial markets in the U.S. since the early 

twentieth century. For the first many decades the industry revolved around selling credit risk 

evaluations to individual subscribers, who could then use these ratings for investment purposes. 

This situation changed drastically in the 1970s, as new regulation began referring directly to credit 

ratings as a risk management tool. An indirect result of this was a change in the way credit rating 

agencies were compensated for their work, leading to a reliance on the issuers of debt instead of 

investors. Another direct consequence of the regulatory changes turned out to be the consolidation 

of the position of the three dominant credit rating agencies of the time. During the rest of the 

twentieth century the industry’s influence as well as concentration therefore increased. This 

tendency continued while drawing little public attention until the beginning of the new millennium. 

At this time, credit rating agencies began finding their way into news headlines. Following the 

bankruptcies of Enron Corporation in 2001 and WorldCom in 2002 – at the time the largest 

bankruptcies in U.S. history – credit rating agencies received negative publicity due to their 

seemingly delayed reactions to the financial situations of these two companies and the resulting 

misleading credit ratings. 

     The result of the increased external focus on the industry became apparent as regulators began 

implementation of the Credit Rating Agency Reform Act of 2006 in order to increase competition 

and ensure the quality of credit ratings. However, before the effect of these changes could be seen, 

the sub-prime crisis started unrolling in the U.S. in late 2007 and 2008. Once again the credit rating 

agencies came in the line of fire. They were criticized for having assigned too high ratings to the 

various mortgage-backed securities which had become popular in the years preceding the crisis. In 

reality many of these had the top rating of AAA as the crisis kicked in, effectively signaling very 

limited risk of default. The risk proved to be much higher as these securities started defaulting. 

     In the wake of the recent crisis the attention of both regulators and the public has therefore once 

again been drawn by the credit rating agencies. One part of the new Dodd-Frank Wall Street 

Reform and Consumer Protection Act which fundamentally changes the regulative environment for 

the financial sector in the U.S. is focused specifically on the credit ratings industry. It dictates some 

decisive changes which can potentially have major effects on many aspects of the industry.  

     In this light, I set out to investigate the credit ratings industry. Through an initial description of 

the credit ratings industry I will identify a number of issues which have influenced its development. 

I will undertake empirical analyses in order to clarify the existence of specific problems and 
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evaluate their consequences. Finally, I will view the identified problems in the context of ongoing 

regulatory changes in order to assess the future prospects of the industry. 

 

1.1 Research Question 

As explained above, the credit ratings industry has been in a position of great power in recent years, 

despite the fact that it is essentially a private industry with no direct ties to regulators. It is very 

interesting that such a previously unregulated industry can reach a level of influence where it is 

claimed to have played a decisive role in a global financial crisis. This must imply the existence of 

some serious problems within the industry. The main research question of this paper thus becomes: 

Which problems are inherent to the U.S. credit ratings industry today, and which consequences do 

these entail? 

In answering this, the following sub-questions will be of interest: 

 How do these problems influence the behavior of credit rating agencies? 

 What are the consequences for stakeholders? 

 Will future regulation be successful in restoring a healthy industry? 

 If so, what will be the consequences for the industry of such a restoration? 

 

1.2 Delimitation 

In this paper I will focus primarily on the U.S. credit ratings industry. There are two reasons for 

this. Firstly, the U.S. is the country in which regulatory reliance upon credit ratings has historically 

been the most profound. Secondly, the three largest U.S. credit rating agencies – Standard & Poor’s 

(S&P), Moody’s Investor Service (Moody’s) and Fitch Ratings (Fitch) – possess an extremely 

dominant market position. Johansson (2010) found that these three possessed a combined global 

market share in 2006 of approximately 95 %. This overwhelming dominance has resulted in the vast 

majority of prior research on the credit ratings industry focusing on these ‘big three’. Furthermore, 

many of the smaller competitors are privately held and do not make much information publically 

available. By focusing on the U.S. industry I therefore ensure the relevance of this paper, as it 

allows me to build on prior research. It enables me to undertake a contemporary evaluation of the 

dominant market participants and the influence of old and new regulation on these. 
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1.3 Outline 

In order to answer the questions posed above, the remainder of this paper is organized as follows: 

Chapter 2 clarifies the state of the U.S. credit ratings industry by explaining the historical 

development, rating methodology, competitive state and regulatory environment. In chapter 3 I 

build upon this description when identifying a number of conflicts of interest which are inherent in 

the industry. These are discussed along with their potential consequences. I furthermore pose four 

hypotheses regarding these consequences. These hypotheses are investigated in chapter 4, where I 

also discuss the consequences of my findings. In chapter 5 I evaluate the potential of post-crisis 

regulatory changes – specifically the Dodd-Frank Wall Street Reform and Consumer Protection Act 

– to affect and solve the problems identified in chapters 3 and 4 once fully implemented. In chapter 

6 I conclude on my findings.  



8 

 

2 Industry Description 

In order to identify and evaluate the specific problems of the credit ratings industry, it is necessary 

to start with an initial introduction. In this chapter I will therefore briefly clarify the historical 

development of the industry, leading up to a contemporary description of it. Among other things, I 

will investigate industry composition, competition and compensation. I will also devote a section to 

the governance mechanisms which are relied upon by the industry, and in extension of this will 

follow an introduction to various stakeholders – who relies on credit ratings, and how. The purpose 

of this chapter is to set the basis for a discussion of the conflicts of interest which are intrinsic to the 

credit ratings industry, thereby allowing for an evaluation of the industry’s product as a whole. 

 

2.1 Historical Development 

The first two credit rating agencies were established in 1841 and 1849, with the purpose of 

evaluating the ability of merchants to pay their financial obligations. These were essentially the 

predecessors of the modern credit rating agencies (CRAs), although rating of securities was not 

undertaken until 1909 – the year in which John Moody began rating railroad bonds in the United 

States. This move was followed up by Poor’s Publishing Company, Standard Statistics Company, 

and the Fitch Publishing Company, who published their first ratings in 1916, 1922 and 1924, 

respectively (Cantor & Packer, 1994). In 1941 Poor’s Publishing Company merged with Standard 

Statistics Company to form Standard and Poor’s, and thereby the three dominating CRAs of today, 

the ‘big three’, were in business. 

     As we will see in section 2.3, the oldest rating agency which is still operating is actually A.M. 

Best Company (A.M. Best), which was founded in 1899. Unlike the ‘big three’ mentioned above, 

A.M. Best chose a specific specialty from the very beginning – the insurance industry – and while 

the result is a dominant position within this submarket, it has also meant that A.M. Best has not 

obtained a similar level of significance to the ‘big three’. The company published its first ratings of 

insurance companies’ abilities to pay claims in 1906, following the San Francisco earthquake. 

Rating of securities was not undertaken until later years, and even today, all rated securities are 

directly related to the insurance industry. 

     The most decisive single event for the credit ratings industry was the 1975 implementation of 

credit ratings into regulation by the SEC which will be commented on later. The importance of this 

event is a consequence of the status as a Nationally Recognized Statistical Rating Organization 

(NRSRO) which the U.S. Securities and Exchange Commission (SEC) put in effect in order to 
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control which CRAs were relied on with regard to their new regulation. Only the ‘big three’ were 

originally given this status, but 4 others followed in the next 17 years. Duff & Phelps, an old 

financial institution founded in 1932 which had later started rating securities, obtained its NRSRO 

designation in 1982. In the following year another large CRA, namely McCarthy, Crisanti, and 

Maffei, received the same status. These two newest NRSROs went on the merge in 1991, as Duff 

and Phelps acquired the rating department of McCarthy, Crisanti, and Maffei. That same year the 

British CRA IBCA was approved as an NRSRO licensed to rate banks and financial institutions
1
, a 

status which was obtained by Thomson Financial BankWatch in 1992 (Cantor & Packer, 1994). By 

the end of 1992 there were therefore 6 NRSROs. 

     This number would be halved within the next 8 years, as Fitch expanded its business through 

acquisitions of competitors. Fitch strengthened its position in ratings of the financial sector by 

acquiring IBCA and Thomson Financial BankWatch in 1997 and 2000, respectively. Furthermore, 

it merged with Duff and Phelps in April of 2000 – a move which essentially took out the last of the 

NRSRO ‘newcomers’ (Becker & Milbourn, 2011). As I will comment on in section 2.3.1 - Barriers 

to Entry, this increasing industry concentration can at least partly be blamed on the SEC’s way of 

implementing the NRSRO status. However, before moving on to explaining the competitive state 

and factors of the industry, I will explain the general process employed by CRAs when rating debt 

issues. 

 

2.2 The Rating Process 

The ‘big three’ generally employ similar rating methodologies. To take advantage of the build-up of 

expertise, their human resources are organizationally divided into groups, categorized by industry 

and type of instrument (SEC, 2003). This coincides with the fact that NRSRO status can be 

obtained within one, several, or all of 5 different issuer-type categories – namely 1) financial 

institutions, brokers, or dealers; 2) insurance companies; 3) corporate issuers; 4) issuers of asset-

backed securities; and 5) issuers of government securities, municipal securities, or securities issued 

by a foreign government (SEC, 05/12/2011). 

     The rating process starts with the decision to perform a rating on a given issue or issuer – be that 

due to solicitation or not. If a non-rated issuer wants a specific debt issue to be rated, the issuer 

itself will first be rated, and then that rating will be adjusted according to features like the seniority 

                                                 
1
 One of five specific areas within which NRSROs can become licensed to rate, as explained in section 2.2. 
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of the specific issue, thus taking into consideration its specific credit risk characteristics. A lead 

analyst is assigned to be responsible for the process, and the initial step is then to start gathering 

publically available information. If the CRA has been solicited by the issuer, the lead analyst is 

typically also the main point of contact between rater and issuer. Soliciting issuers make 

confidential information available to the analysts, theoretically allowing them to perform more 

accurate ratings
2
. Information taken into account in this initial evaluation process includes analyses 

of both business risk and financial risk, since such factors have a large potential to influence the 

issuer’s creditworthiness. Elements of business risk which are considered include the quality of 

management as well as industry-specific characteristics. Relevant financial considerations include 

cash flow generation, capital structure and financial policy in general (Frost, 2007; SEC, 2003). On 

the basis of his analysis, the lead analyst makes a recommendation regarding rating grade to a rating 

committee. Such committees typically consist of area supervisors, junior analytical staff, and the 

lead analyst. The lead analyst will present his conclusion along with important underlying 

information supporting it. The committee then reviews these findings and undertakes a majority 

vote to determine the final rating. When this has been done, the issuer is informed of the decision 

and is given a brief timeframe in which it can respond by presenting any additional information 

which might influence the rating. According to the SEC (2003), issuers have a few days at the most 

to reply before the rating is published. In this manner, the risk of information leaking and leading to 

arbitrage is minimized, while still giving the issuer the chance to remove any confidential 

information from the press release which will be made by the CRA. This tradeoff between the risk 

of arbitrage and amount of time to review which information is released is important to the CRAs. 

Their reputations can be tarnished in the eyes of investors if they publish the rating too late, whereas 

their customers, the issuers, will lose faith in them if the press release is made too soon and results 

in confidential information being leaked
3
. 

     Ratings which have been published and disseminated will have to be continuously monitored in 

order to remain accurate. As will be discussed in section 3.1 - Inaccurate Ratings, such accuracy is 

an essential part of reputation conservation for the NRSROs, but it has to be considered in 

combination with rating stability. CRAs achieve this by rating ‘through-the-cycle’, which 

essentially means that ratings are only adjusted if the permanent components of credit risk change. 

This methodology therefore disregards temporary fluctuations in credit quality caused by e.g. the 

                                                 
2
 In reality, information asymmetry may allow issuers to positively affect ratings, as discussed in a later section. 

3
 The importance of reputation is discussed in depth in section 2.5.3. 
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economic cycle, natural disasters, et cetera. A justification of the dependence on this methodology 

along with a discussion of the consequences will also be included in section 3.1. 

     One tool for keeping ratings up-to-date is periodic meetings with issuer management, but since 

they have little incentive to make the rater aware of negative developments, analysts also have to 

rely on publically available information. The lead analyst or area supervisor can at any time 

reconvene the rating committee if newly available information has an influence on the credit risk of 

the rated issue. The rating can then either be changed directly, or be placed on the watch list which 

indicates that it is under review. Figure 2.1 below is from S&P’s “Guide to Credit Rating 

Essentials”, and gives an overview of the rating process as it is in the ‘big three’: 

 

Figure 2.1: Standard & Poor’s Analyst Driven Rating Process 

 

  Source: S&P (2011), p. 8.  

     The result of the rating process which has been briefly described above is a letter-grade rating. 

The scale consists of 22 different grades, and only varies slightly across the ‘big three’ – Moody’s 

use a slightly different format than S&P and Fitch, as can be seen in the parentheses in the 

following sentences. The scale ranges from AAA (Aaa) (lowest risk) to D (default). All grades from 

AAA (Aaa) to BBB- (Baa-) are said to be investment-grade, whereas ratings of BB+ (Ba+) and 

below are speculative-grade (often referred to as junk-grade). While the similarities between rating 
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scales combined with the very similar rating process described above indicate that ratings are 

directly comparable across NRSROs, that may not be the case. This is due to a fact that all the 

rating agencies are quick to point out – their ratings are relative risk indicators, not absolute. 

Therefore, the level of risk implied by S&P’s AAA rating may not be the same as that of Moody’s 

Aaa rating. Furthermore, S&P perform their ratings by looking solely at the risk of default on debt, 

whereas Fitch and Moody’s also include an element of likelihood to receive installments on the debt 

in case of default. 

 

2.3 Competition 

At the start of the new millennium, mergers and acquisitions had resulted in the number of 

NRSROs dwindling from 7 to 3 – the ‘big three’. In the following years, the U.S. was hit by the 

largest bankruptcies in history, namely Enron Corporation in 2001 and WorldCom in 2002. In both 

cases the NRSROs were criticized along with accountants for not having done their job acceptably. 

This led to critique of the credit ratings industry for being too concentrated, since the lack of 

competition had supposedly allowed the ‘big three’ to behave opportunistically by decreasing focus 

on product quality, thus lowering their expenses and increasing profit margins. This critique was 

acknowledged by regulators in the following years. By means of the Credit Rating Agency Reform 

Act of 2006 (CRARA), they acted to standardize and simplify the NRSRO application process, thus 

lowering barriers of entry – barriers which will be commented on more extensively in section 2.3.1 

below. The increased focus on the level of competition in the industry produced the effect of a 

relative boom in the number of NRSROs.  

     Already before the new regulatory changes were implemented, two CRAs had obtained their 

NRSRO status – the Canadian CRA Dominion Bond Rating Services, Ltd. (DBRS) in 2003 and 

A.M. Best in 2005. In 2007 the SEC began implementation of the CRARA, and the result was that 

another 5 rating agencies were recognized in 2007 and 2008 – two Japanese, two American and one 

Canadian (Becker & Milbourn, 2011). In October of 2011 one of the Japanese NRSROs, Rating and 

Investment Information, Inc., decided to withdraw their NRSRO registration (Rating and 

Investment Information, Inc., 10/14/2011). In accordance with SEC rules this withdrawal became 

effective 45 days later, and as of early 2012, there were therefore 9 NRSROs remaining. 

     When researching the credit ratings industry it quickly becomes apparent that, although the 

number of recognized competitors on the U.S. market has tripled over the past 9 years, focus still 

revolves around the ‘big three’. Academic literature, newspaper articles, and issuer comments are 
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all usually related to one or all of the original NRSROs. While this seems logical with regard to 

academic literature, since there is far more historical data to analyze for these CRAs, it might 

initially seem less obvious that it should also be the case for other industry-related publications – 

especially since this focus on the three biggest American CRAs also exists in the rest of the world. I 

have found no articles concerning the European Debt Crisis in which comments have been made on 

ratings which were not made by one of the ‘big three’. Similarly, even the largest Danish bank has 

recently reacted to being placed on Moody’s Watch List (Aagaard, 2012), whereas no references 

were made to ratings published by Danish credit raters. The main factor explaining this tendency is 

sheer market dominance. As can be seen from Table 2-1 below, the ‘big three’ possess a combined 

market share of 97.1 percent
4
. 

Table 2-1: Industry Concentration
1
 

 
Founded 

NRSRO 
designation 

Ratings 
outstanding 

Market share 

Moody's Investors Service, Inc. 1909 1975 1,039,187  36.9% 

Fitch, Inc. 1913 1975 505,024  17.9% 

Standard & Poor's Rating Services 1916 1975 1,190,500  42.3% 

DBRS, Ltd. 1976 2003 42,584  1.5% 

A.M. Best Company, Inc. 1899 2005 7,159  0.3% 

Japan Credit Rating Agency, Ltd. 1985 2007 736  0.0% 

Egan-Jones Rating Company 1995 2007 1,045  0.0% 

Rating and Investment Information, Inc. 1998 2007 4,418  0.2% 

Kroll Bond Rating Agency, Inc.  
(f/k/a LACE Financial Corp.) 

1984 2008 17,624  0.6% 

Morningstar, Inc. (f/k/a Realpoint LLC) 2001 2008 8,322  0.3% 

Herfindahl's Index 
   

3,472  
1. The table shows the market share of each NRSRO and calculates the Herfindahl’s Index as a measure of industry 

concentration. Calculations are based on the number of ratings outstanding. Source of data: NRSROs’ Form NRSRO for 2010, 

published on NRSROs’ websites. 

The calculated Herfindahl’s Index for the (NRSRO) industry turns out to be 3,472. This has been 

calculated by summing the squared market shares of all market participants (NRSROs), and the 

rather high number indicates a high degree of industry concentration. Had the market been equally 

shared between the 10 NRSROs
5
, the Herfindahl’s Index would instead have been 1,000 (10 x 10

2
). 

Two factors have caused this high degree of concentration in the credit ratings industry, and can 

therefore also help to explain the influence of the ‘big three’ and the resulting focus on them. These 

are barriers to entry and economies of scale. These will be described in depth in the following 

subsection and in section 2.5.3 where it will be explained how, due to reputational concerns, a 

presence in the industry does not easily transform into a large market share. 

                                                 
4
 Calculated on the basis of all NRSROs, but excluding other CRAs. 

5
 I have had to rely on 2010-data where there were still 10 NRSROs. 



14 

 

2.3.1 Barriers to Entry 

An obvious postulation based on the fact that the three original NRSROs possess a combined 

market share of 97.1 % as was shown above, is that the industry must historically have been 

protected from new entrants. Furthermore it would seem to indicate that obtaining a dominant 

position in the market is extremely difficult for new entrants, and at the very least only obtainable in 

the long run. In the following subsections I will comment on some of the major issues which have 

acted as barriers to entry historically and still do so from a more contemporary point of view. 

Specifically, I will focus on the NRSRO designation process and economies of scale – hereunder 

the importance of reputation. 

2.3.1.1 NRSRO certification 

As mentioned previously, the SEC introduced a new stamp of approval for CRAs in 1975 – the 

certification of being a Nationally Recognized Statistical Rating Organization. Exactly why 

obtaining this status is important will be discussed in section 2.6 - The Use of Credit Ratings, so 

here I will focus on how CRAs obtain it. 

     When the NRSRO certification was first introduced by the SEC, there was no formal application 

process which CRAs could undertake to become nationally recognized. Instead, the SEC relied on 

so-called ‘no-action’ letters. Essentially, whenever someone wanted to use the ratings of a certain 

CRA in the context of meeting regulatory demands, they could send a request to the SEC. SEC staff 

would then proceed to research and evaluate the CRA in question, and if they found that the CRA 

lived up to whichever non-standardized, non-disclosed demands they had, the applicant would 

receive a ‘no-action’ letter. This was effectively nothing more than a written promise from the SEC 

that it would not take legal actions against entities relying on the given CRA for regulatory 

purposes. Once a ‘no-action’ letter had been received, it had to be made publically available. This 

allowed everyone to rely on a single letter so that each CRA only had to be approved once (SEC, 

2003). 

     Following the Enron scandal in 2001 and its subsequent investigation, the Sarbanes-Oxley Act 

of 2002 was passed. This required the SEC to perform an investigation of the NRSROs in general. 

In January of 2003 they published a report
6
 stating that the NRSRO designation process had 

changed very little since 1975, even though the SEC itself had proposed new rules in 1997. That 

proposal had the purpose of clarifying the NRSRO term, but was never acted upon. The result was 

that the 2003 report could go on to clarify just how vague the certification process was at the time: 

                                                 
6
 SEC (2003). 
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“As a result, under current practice, Commission staff reviews the rating agency’s 

operations, position in the marketplace, and other specific factors to determine whether 

it should be considered NRSRO. The single most important factor in the Commission 

staff’s assessment of NRSRO status is whether the rating agency is “nationally 

recognized” in the United States as an issuer of credible and reliable ratings by the 

predominant users of securities.” (SEC, 2003, p. 9) 

With this wording, it seems clear that the NRSRO certification had in fact been a major barrier to 

entry for the first 28 years of its existence. One element is the unclear application process, but far 

more worrying is the fact that in order to become nationally recognized by the SEC, CRAs already 

had to be nationally recognized. And since only NRSROs could be used in relation to regulatory 

demands, CRAs without the status essentially had very little chance of becoming recognized by the 

“predominant users”. Under this method, newly started rating agencies therefore stood no chance of 

obtaining NRSRO status, and as such, the increasing concentration of the industry was inevitable. 

     In response to criticism which arose following the SEC report of 2003, the U.S. Congress passed 

the CRARA. According to the Congress, the purpose of this new act was to improve ratings quality, 

competition, and industry transparency. This was to be done in order to protect both investors and 

the general public from the adverse effects of inaccurate ratings like those of Enron prior to its 

collapse. Implementation of the reform began in June 2007, and it has since succeeded in at least 

one of its purposes – increasing competition – since the number of NRSROs has doubled since 

2006. None of these new registrants are newly started companies, however. The reason for this is 

tied to the criteria which the CRARA sets for becoming an NRSRO. Section 15E(a)(1)(C) of the 

Securities and Exchange Act of 1934
7
 states that in order to apply, a CRA must first obtain no fewer 

than 10 written certifications from “qualified institutional buyers” who have been using the 

company’s credit ratings for at least three years preceding the application. This essentially has the 

same consequences as the previously used formulation of having to be nationally recognized in 

order to obtain NRSRO certification. While the CRARA has therefore made it easier for existing, 

well-established CRAs to obtain NRSRO status, it continues to exclude newly started CRAs. In the 

following section on economies of scale, I will explain why the CRARA has not succeeded in 

impacting industry concentration significantly, despite increasing competition. 

                                                 
7
 Section 15E was added by the CRARA. 
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2.3.1.2 Economies of Scale 

The credit ratings industry is impacted both by supply-side and demand-side economies of scale. 

On the supply-side, this is fairly obvious. The ‘big three’ all have decades of experience, and have 

therefore had many years to develop and fine-tune their rating methodologies as well as the systems 

they rely upon during the rating process. Since developing computer systems costs the same 

irrelevant of the number of end-users, a higher degree of utilization means it is easier to justify as 

well as finance continued development in the largest NRSROs. Another element which reduces 

marginal costs as size increases is also related to the rating process. As mentioned earlier, the 

NRSROs generally rely on individual analysts for the initial rating recommendations, and then a 

committee makes the final decision. Since supervisors with higher wages are included in the 

committees but not in the initial research phase, there is a potential for lowering marginal costs of 

performing a rating by having more analysts employed. The economies of scale which arise due to 

increasing the analyst-to-supervisor ratio will have the obvious limitation of how many committee 

decisions a single supervisor can take part in, but can be expected to be higher in the largest 

NRSROs than in the smaller ones. This relationship has been investigated in Table 2-2 below: 

Table 2-2: Analyst-to-Supervisor Ratio
1 

 Credit 
analysts 

Supervisors Analysts pr. 
supervisor 

Moody's Investors Service, Inc. 1,124 128 8.78 

Fitch, Inc. 1,096 338 3.24 

Standard & Poor's Rating Services 1,416 244 5.80 

DBRS, Ltd. 97 25 3.88 

A.M. Best Company, Inc. 123 41 3.00 

Japan Credit Rating Agency, Ltd. 57 33 1.73 

Egan-Jones Rating Company 5 3 1.67 

Kroll Bond Rating Agency, Inc.  
(f/k/a LACE Financial Corp.) 

22 6 3.67 

Morningstar, Inc. (f/k/a Realpoint LLC) 26 10 2.60 

1. The table shows the ratio of credit analysts to credit supervisors for each NRSRO. Source of data: Exhibit 8 of 

NRSROs’ Form NRSRO. 

As the table shows, Moody’s and S&P have a considerably higher ratio of analysts to supervisors 

than the rest of the NRSROs. This would imply the existence of economies of scale, although the 

ratio for the third-largest NRSRO, Fitch, is not equally high. There is also a potential advantage to 

employing a high absolute number of analysts, regardless of the number of supervisors. This upside 

arises as more employees work with similar tasks, i.e. ratings within a specific issuer type, since it 

increases the potential for gains occurring due to knowledge sharing. This is in contrast to newly 

started CRAs who would, at least theoretically, have a long and expensive build-up phase before 
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they would be able to compete on quality – both because of systems, methodologies and analyst 

experience. In non-regulated industries there could of course be benefits from starting from scratch, 

with new and improved ideas of how to produce a given product most effectively. However, due to 

a combination of government regulation and demand-side economies of scale, the presence of such 

benefits in the credit ratings industry seems unlikely. 

     On the demand-side, economies of scale arise due to a network effect. The value of the service 

provided by rating agencies quite simply rises with the amount of users. Since having more 

customers typically coincides with larger organizations and more public awareness, the positive 

network effect for CRAs is essentially tied to reputation. A rating from a large well-renowned 

company simply carries more weight than one obtained from a smaller less influential competitor. 

This is also the case when issuers are using ratings to reassure and attract investors. As will be 

explained in the following section on compensation schemes, one reason for the increasing use of 

credit ratings in the 1970s was precisely issuer demand. Issuers began relying on credit ratings to 

reassure investors, which is done most convincingly by obtaining ratings from the most well-known 

CRAs. 

     The industry’s network effect is essentially exacerbated by the SEC in their formulation of being 

‘nationally recognized’. Although the application process is now more lucid and the number of 

NRSROs has increased, the very name of the certification still implies a focus on the large, old 

raters. As mentioned in the previous section, this leads to a situation where only the CRAs with 

years of experience and a well-known reputation can be considered trustworthy. Issuers therefore 

have little reason to build up a relationship with the new and smaller CRAs, since these are by 

definition untrustworthy. Working with such a rating agency could have the adverse effect of being 

interpreted as a deliberate choice by an issuer who would not be able to achieve as good a rating 

from a larger, more trustworthy CRA. Furthermore, for issuers who have previously been rated it 

would require throwing away the relationship they already have with one of the older NRSROs. 

Doing so would entail costs, which would again imply to investors that the issuer was not satisfied 

with the ratings offered by the larger NRSRO. 

 

From the two subsections on barriers to entry, it seems clear that although regulatory barriers to 

entry have decreased in recent years due to a standardization of the application process, the industry 

is now heavily influenced by what could be called barriers to growth due to the network effect 
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inherent in the industry. The increased number of NRSROs has therefore not had the effect of 

significantly decreasing industry concentration. 

 

2.4 Compensation 

Credit rating agencies generally rely on one of two payment systems in obtaining their income – 

issuer-pays or subscriber-pays. As indicated by the name, the former is the case where an issuer of a 

given security solicits the CRA to perform a rating. The subscriber-pays method is the more 

traditional payment form, where the “user” of the rating is also the one who pays for it to be 

performed. An important difference between the two forms of compensation thus also is that one, 

the issuer-pays method, usually results in a rating which is made publically available to any 

interested party, while the subscriber-pays method is a rating which is essentially bought by one 

interested party, and is then not to be shared with others. This also implies that CRAs would have to 

rely on a much larger customer base to earn a given level of income using the subscriber-pays 

method than they would using the issuer-pays method, since the price paid by issuers is much larger 

than what can be charged to individual investors. The following quote from Partnoy (2006, p. 69) 

gives an idea of just how much the NRSROs can charge issuers: 

“For corporate debt, the fees are in the range of 3 to 4 basis points of the size of the 

issue, with minimum amounts in the range of $30,000 to $50,000 and maximum 

amounts in the range of $300,000. For structured finance issues, fees range up to 10 

basis points, and fees for complex transactions are substantially higher, up to $2.4 

million.” 

These fees are obviously far higher than what can be demanded of individual investors when 

relying on the subscriber-pays method. Below, I will explain which factors have allowed for such a 

development. 

     Originally, the income of the first rating agencies was dependant on investors buying their 

published books and pamphlets. This implies a method very close to the subscriber-pays method, 

although it was done through single transactions rather than through a subscription. However, this is 

no longer the predominant method of compensation among the largest CRAs. Of the 10 CRAs with 

NRSRO status at the beginning of 2010, only three of the smaller ones still primarily relied on 

individual subscribers to obtain their revenues. Of these three, two were taking steps towards 

increasing their reliance on the issuer-pays method (SEC, 2011). 
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     Initially it seems both unorthodox and illogical for issuers to pay to have their own security rated 

instead of relying on potential buyers of their securities to pay for such investment information on 

their own. Usually we would consider the “user” of a given product to be the most obvious 

benefiter, and thus also the one who should pay for the service to be provided. Three factors help 

explain the move towards issuer-pays compensation methods in the industry – technology, investor 

reassurance, and regulation. The first element is quite straightforward. Technological development 

has simply made it very hard to support a large and competitive business through selling 

subscriptions to individual investors. With technological innovations like the photocopier and fax 

machines at first, and more recently computers, the internet and e-mails, copying and distributing 

ratings has become extremely easy. The result is that relying on a very large customer base to 

purchase the exact same piece of information on a given company has become harder – chances are 

that information will start to circulate between investors instead of through the CRAs, who will 

therefore not be paid by every user of the ratings they make. One could imagine a group of 

investors uniting to pay for one rating each and then sharing them with each other. In this manner, 

investors could get hold of numerous ratings while only paying for one – with the supplying CRAs 

being the losers. This is essentially a traditional free-rider problem. 

     The second factor, investor reassurance, became an issue during the U.S. recession of the early 

1970s. Following Penn Central’s default on $82 million worth of commercial paper, investors lost 

confidence in the commercial paper market which had expanded rapidly during the previous 

decade. The result was a credit crunch in the wake of Penn Central which led to more bankruptcies. 

To counteract the liquidity crisis, companies looking to issue new debt sought to reassure investors 

by obtaining credit ratings before turning to the market. By so doing, they signaled their own 

creditworthiness through the ratings of a 3
rd

 party, the CRAs. The result of these first two factors 

was that both Moody’s and Fitch began implementing the issuer-pays method in 1970, while S&P 

started doing so a few years later (Cantor & Packer, 1994). 

     The third, and arguably most significant, factor in explaining the large-scale shift in 

compensation method is the increasing regulatory use of credit ratings since the 1970s – and the 

accompanying significance of obtaining such ratings. The NRSRO status implemented in 1975 has 

been viewed by market participants as well as market regulators as a trustworthy quality approval. 

Rules have therefore been made on the basis of ratings obtained from NRSROs – they are used both 

in legislation, in in-house investment rules of institutional investors, and in private contracting 

where limitations are set constraining which ratings are acceptable within a given contract. These 
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uses will be described in greater detail in section 2.6. If investors are to some degree limited to 

investing in securities which have been granted a certain grade by an NRSRO, it is very much in the 

interest of the issuer of securities to obtain such a rating. The result of refraining from doing so 

could be to exclude a large number of potential investors. This would result in making it harder to 

sell the issue in the first place as well as limiting liquidity of the issue at later stages. The benefits of 

obtaining a rating for issuers therefore became so great that they were willing to pay for it – 

something the NRSROs were quick to notice and take advantage of. 

     To summarize, CRAs first started charging issuers to perform ratings in 1970. Since then it has 

become the method of choice in the industry, partly due to free-rider issues when relying on 

subscribers, and partly due to the fact that benefits for issuers outweigh costs. These benefits come 

in the form of lower costs of capital, decreased liquidity problems, and increased potential investor 

base. The tendency is also supported by the economies of scale which are inherent in the industry. It 

is necessary to charge issuers in order to earn enough income to support a very large rating 

organization, and since size it advantageous, the subscriber-pays method is essentially doomed. 

This development seems to indicate that the industry is no longer merely run by supply and 

demand, but rather has been influenced by external factors. Therefore, looking into the general 

governance mechanisms inherent in the industry is of obvious interest. I will do this in the next 

section. 

 

2.5 Governance Mechanisms 

The credit ratings industry has historically not been limited very much by external regulators. In 

fact, NRSROs has been exempted of liability regarding their ratings in Rule 436(g)(1) of the 

Securities Act of 1933. As put by Partnoy (2006, p. 84), “NRSROs generally are shielded from 

liability under the securities laws for all conduct except fraud.” This has been seen multiple times 

as the NRSROs have won lawsuits by claiming that their ratings are merely published opinions, and 

are therefore protected by the First Amendment to the U.S. Constitution. The exemption from any 

legal accountability other than fraud has historically resulted in that the only industry-specific 

external governance mechanism arose from the NRSRO designation process mentioned in section 

2.3.1.1. As explained, it was originally a non-standardized barrier to entry, and therefore acted to 

increase market concentration and profitability. It was therefore not a very effective governance 

mechanism, since it was a one-time event with no later control mechanisms. 
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     In recent years NRSROs have been met with an increasing number of regulatory demands. The 

International Organization of Securities Commissions (IOSCO) published its first set of guidelines 

regarding the global credit ratings industry in 2003. This was followed up by a more detailed 

version in 2004, and a revised version in May of 2008 to take into account issues identified during 

the recent financial crisis. As mentioned previously, the first CRARA was passed in 2006 with the 

purpose of increasing competition, accountability and transparency. This was followed up by 

amendments in 2007 and 2009 before another major change was made when the U.S. Congress 

passed the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010. What these 

changes have meant for the U.S. credit ratings industry will be summarized below. In extension of 

these external governance mechanisms, the industry also claims to have several internal 

mechanisms in place. These supposedly help to keep CRAs “in line”, controlling and directing 

them. The most important internal mechanisms are reputation and trust, but others are also 

mentioned by the raters themselves as well as academic literature. Of these I will discuss unsolicited 

ratings since the industry claims they help improve ratings quality while researchers view them as a 

potential source of conflicts of interest. 

2.5.1 The IOSCO Code of Conduct Fundamentals for Credit Rating Agencies8 

The IOSCO Code (the Code) is a voluntary agreement with no legal binding. This is due to the fact 

that rating agencies are regulated nationally while the Code has international scope. National 

legislation obviously takes precedence over the Code, and the resulting differences in markets and 

regulatory environments cause the mechanisms and procedures necessary in order to implement the 

principles of the Code to vary by country. Regardless of these issues the Code fundamentals have, 

to a large extent, been adopted by the NRSROs into their respective Code of Conducts (Johansson, 

2010). 

     The essential purpose of the Code is “to promote investor protection by safeguarding the 

integrity of the rating process” (IOSCO, 2004, p. 3). The achievement of this is attempted through 

a list of behaviors and values that CRAs should adopt and adhere to. This is divided into three 

sections: quality and integrity of the rating process, avoidance of conflicts of interests, and CRA 

responsibilities towards issuers and investors. The first section is divided into 16 points, and 

generally states that the CRAs should take only all relevant information into consideration when 

assigning their ratings. Furthermore, to ensure optimal accuracy, sufficient personnel should be 

employed as to ensure a thorough rating process and employees should be divided into areas of 

                                                 
8
 This section is based on IOSCO (2004) and (2008). 
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expertise to ensure consistency within each type of rated issue. The Code also advocates the 

implementation of a whistleblower arrangement where employees are obligated to report colleagues 

acting illegally or opportunistically. The second section also consists of 16 points. Their focus is on 

avoidance of conflicts of interests in CRAs. They state that rating changes should be made 

regardless of the effects it may have on stakeholders if it is necessary in order to keep ratings 

accurate. Focus is also on keeping analysts separate from negotiators, so as to ensure that customers 

are not attracted by analysts who promise high ratings. Generally, no relationship is tolerated 

between analysts and the entities they rate. The final section states that CRAs are responsible 

towards investors for the timely distribution of ratings and rating changes. It should be stated when 

each rating was last reviewed and if it was done with the help of the issuer. In order to improve 

market transparency, it also states that data on historical performance should be made available in 

order for market participants to evaluate the CRAs. Finally, the Code states that, due to the CRAs’ 

responsibilities towards issuers, the elements in the third section should all be handled under 

consideration of the potential confidentiality of information received from issuers during the rating 

process. 

     There is a single control mechanism built into the Code. It states that for CRAs to live up to its 

principles, they must disclose their own Code of Conduct to the public, and state how it deviates 

from the IOSCO Code. The reason for any deviations should be explained, and the CRAs should 

furthermore describe how they manage to live up to the general principles of the Code despite such 

differences. 

2.5.2 U.S. Regulation of NRSROs 

Implementation of the CRARA of 2006 began in 2007, with the purpose to “improve ratings 

quality for the protection of investors and in the public interest by fostering accountability, 

transparency, and competition in the credit rating agency industry” (CRARA, p. 1). 2007 therefore 

marks the beginning of more thorough regulatory oversight of the CRAs by the SEC. The 

regulatory design revolves around the NRSRO-certified CRAs, since these are the ones considered 

to have systemic influence and thus potential to affect the national and global financial markets. To 

ensure continued control, NRSROs are required to file a new application every year in order to have 

their certification extended. This is done via the Form NRSRO, just like applications from CRAs 

seeking to obtain NRSRO status would be. The CRAs have to disclose information related to such 

issues as which of the 5 previously mentioned categories they seek certification for, potential 

conflicts of interests, number of analysts, as well as commenting on the state of their corporate code 
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of conduct. The NRSROs generally tie the section on code of conduct to the IOSCO Code – 

commenting on deviations from this. Hereby, they adhere to the only control mechanism included 

in the Code, as it was mentioned above. The most recent Form NRSRO has to be publically 

available on all certified NRSROs’ web sites. 

     CRARA legislation is essentially designed to work as a means of controlling the credit ratings 

industry. It prohibits certain forms of behavior and disallows non-business relationships between 

issuers and raters. It does not, however, attempt to dictate how credit ratings should be made. On 

the contrary, section 15E(c)(2) of the Securities and Exchange Act of 1934 specifically states that 

no regulators may in any way regulate the substance of credit ratings, nor may they influence the 

procedures or methodologies used by NRSROs. Control is carried out by evaluating the information 

received from NRSROs in their annual Form NRSRO applications as well as various financial 

reports required by section 17g-3 of the Securities and Exchange Act of 1934. The SEC itself must 

then make an annual report, in accordance with section 6 of the CRARA. This report should specify 

the views of the SEC regarding “the state of competition, transparency, and conflicts of interest 

among nationally recognized statistical rating organizations.” Following the initial implementation 

of the CRARA in 2007, two minor revisions have been made. One focal point for these has been 

increasing transparency by requiring NRSROs to publically disclose more historical ratings data on 

their websites. Another point has been to increase the quality of ratings of structured finance 

products, by requiring the arrangers of such products to make the same information available to all 

interested NRSROs – not just the one they have solicited.  

     The first major regulatory change following the original CRARA came in 2010, with the Dodd-

Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank). Based on the conclusion 

that NRSROs have massive systemic influence and that their inaccurate ratings were a direct cause 

of losses during the recent financial crisis, Dodd-Frank has made numerous changes to the 

regulatory environment of CRAs. The main focus has been on increasing control of CRAs, both 

internally and externally. Internally, the Act calls for the establishment of a board of directors in all 

NRSROs. These must have at least 2 independent members, and users of the NRSRO’s ratings must 

also be represented. The boards are to be responsible for establishing, maintaining, and enforcing 

the policies of the NRSRO with regard to ratings methodology, conflicts of interest, internal 

control, and compensation and promotion. With regard to external control, Dodd-Frank dictates the 

establishment of the Office of Credit Ratings by the SEC. This Office is to carry out annual 

examinations of all NRSROs in order to evaluate e.g. if they live up to their own policies and 
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methodologies regarding the ratings process; how they manage potential conflicts of interest; the 

quality of internal control; and the implementation of ethics policies. The increased level of control 

of Dodd-Frank is accompanied by an improved possibility to enforce the requirements and penalize 

NRSROs who fail to comply. Where CRAs have previously been supported by the courts when 

claiming that their published opinions of risk were protected by freedom of speech, they will in the 

future be held accountable similarly to financial accountants. They will furthermore be eligible for 

fines if they fail to live up to certain requirements set by Dodd-Frank. The second very important 

aspect of Dodd-Frank is that it advocates the removal of references to NRSRO ratings in regulation. 

While the Act itself removes some of the reliance on credit ratings, it further requires that all laws 

which currently refer to credit ratings have to be reviewed – this with the purpose of substituting 

credit ratings with a different measure of risk wherever possible. 

     Due to the relatively recent nature of Dodd-Frank and the fact that it is essentially a reworking of 

large parts of U.S. legislation regarding financial market participants in general, it is still 

undergoing implementation. In chapter 5 of this paper I will therefore discuss whether issues raised 

in the intervening chapters are likely to be solved by Dodd-Frank. 

2.5.3 Reputation 

Credit rating agencies have long claimed that their reputations are decisive for their businesses, as 

shown by the following quote from the 2003 industry investigation performed by the SEC: 

“The rating agencies take the position that their reputation for issuing objective and 

credible ratings is of paramount importance, and that they would be loathe to 

jeopardize that reputation to mollify a particular issuer.” (SEC, 2003, p. 23) 

CRAs argue that in an otherwise unregulated industry, reputational concerns have been enough to 

control the actions of CRAs to a degree where industry stakeholders do not have to worry about 

other means of control. Maintaining a reputation for honesty and accuracy is always important 

when competing on information. This is obvious under the subscriber-pays compensation method, 

since rater income is dependent on a repeating relationship with the investor who has subscribed. 

However, despite the historical development mentioned in section 2.4, reputation is still decisive. 

Although the issuer-pays method entails no direct relationship between CRA and end-user of the 

rating, the value of ratings to the issuer is still correlated to the trustworthiness of the ratings. This 

fact is also implied by the reasoning for switching to the issuer-pays method. In order to reassure 

investors during the liquidity crisis of the early 1970s, it was essential that investors value the 

informational content of the ratings – otherwise investors would simply ignore them. Since the 
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largest CRAs are now entirely dependent upon fees charged to issuers of securities, it is vital that 

issuers keep finding it economically profitable to make such investments. This will only be the case 

as long as investors continue to trust and value the information contained in the published ratings. If 

this was no longer the case, costs of capital for issuers would no longer be tied to the rating grade 

assigned by CRAs – and if costs could not be lowered by investing in credit ratings, issuers would 

obviously not waste their money on soliciting a CRA to perform that service. This would result in 

forcing the industry to return to relying strictly on the subscriber-pays method, and would therefore 

also mean a large decline in industry size. 

     Based on this section it initially seems reasonable to conclude that the reputation of CRAs in the 

eyes of investors is the one essential element necessary to control this industry – it is a factor which 

is of paramount importance in order to maintain demand, and which the CRAs can only impact 

through conducting their business responsibly. This argumentation is only completely accurate, 

however, for an independent industry. As I will show below in section 2.6 the industry is not 

independent in its current form, since the use of ratings is being forced by regulators. This fact 

negatively influences the reliability of reputational concerns as a governance mechanism – 

something I will discuss in chapter 3 - Conflicts of Interest. 

 

2.5.4 Unsolicited Ratings 

Credit rating agencies often claim that while reputational concerns function as an internal (intra-

agency) governance mechanism by forcing agencies to act responsibly, unsolicited ratings function 

as an external (inter-agency) control mechanism. By publishing unsolicited ratings on issues which 

have been rated by another NRSRO, the unsolicited rater essentially gives a second opinion which 

can be used by investors to evaluate the trustworthiness of the initial solicited rating. The value of 

unsolicited ratings as a second opinion is most profound in the U.S., since S&P and Moody’s have a 

policy of rating all taxable securities registered by the SEC in the domestic U.S. market. This means 

that any issue which falls in that category will have at least two ratings. In cases where issuers have 

solicited a third rating agency to perform a rating, a total of three ratings will be available – one 

solicited and two unsolicited. As previously mentioned, a network effect exists in the credit ratings 

industry, and therefore it would seem that these unsolicited ratings add value by increasing the total 

amount of available ratings. From a homo economicus perspective, however, it seems strange that 

NRSROs would perform such a service free of charge. Especially if the governing effect of 

reputation was great enough to ensure that all NRSROs were acting unopportunistically, as that 
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would supposedly ensure that they would all arrive at the same rating in the end. Such a scenario 

would mean that there was no way to differentiate one agency’s rating from another’s, and therefore 

also no gain to be made with regard to disseminating information or attracting business by 

publishing unsolicited ratings on already-rated issues. The concept of unsolicited ratings therefore 

seems to indicate that NRSROs are acknowledging the existence of opportunistic behavior, and 

therefore also the flaws of reputation as the perfect corporate governance mechanism. Indeed, as I 

will discuss in section 3.4, the existence of unsolicited ratings is in itself a source of several 

conflicts of interest. However, prior to this, a description of the varying uses of credit ratings today 

is necessary. 

 

2.6 The Use of Credit Ratings 

Credit rating agencies, and especially NRSROs, serve two main purposes today. The first and 

original purpose is that of information dissemination. By making their credit risk evaluations 

publically available or distributing them to paying subscribers, CRAs help market participants to 

make informed investment decisions. In essence, stakeholders outsource the credit risk evaluation 

process to the CRAs, who have built up an expertise within the area. Although conflicts of interest 

potentially influence the informational value of ratings negatively
9
, the purpose of information 

dissemination is simple enough that it warrants no further explanation in this section. The second 

use of credit ratings is in regulation and private contracting. In this connection ratings are used to 

facilitate regulatory oversight and contracting – utilization which implies that they are viewed as 

globally consistent credit risk assessments (Frost, 2007, p. 474). 

     Today the use of credit ratings both in regulation and private contracting is widespread. In 2009 

the Bank for International Settlements published a paper on the topic, with an appendix of 90 pages 

on specific uses within 12 different countries (The Joint Forum, 2009). These uses can however be 

summarized somewhat. The most important regulatory categories are: determining capital 

requirements based on the risk of specific investments, classifying assets in order to identify those 

eligible for investments, and determining disclosure requirements based on the risk of specific 

investments. With regard to private contracting, ratings are included in the form of so-called ‘rating 

triggers’ where the downgrade of an issuer or issue below a certain rating threshold will render the 

contract invalid and trigger immediate repayment. While these ‘rating triggers’ will be discussed in 

                                                 
9
 As will be discussed in chapter 3. 
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greater detail later in this paper, I will briefly explain the regulatory use of ratings in the following 

subsections. This is necessary in order to understand many of the issues which are treated in the 

following chapters. 

2.6.1 Determining Capital Requirements 

Simultaneously with the implementation of the NRSRO classification in 1975, the SEC amended 

certain laws. This meant that broker-dealers could now rely on ratings published by NRSROs when 

complying with the SEC’s Net Capital Rule. The purpose of the rule was to ensure that broker-

dealers possessed adequate amounts of liquid assets to meet their financial obligations by 

accounting for the risk inherent in their assets. According to this rule, a haircut had to be removed 

from the market value of securities owned by the broker-dealer. The size of the haircut depended on 

the risk of the individual securities, and this was the risk which could now be quantified by use of 

an NRSRO rating. The rule has since been modified several times, with changes having been made 

to the size of the haircuts and the overall methodology, but in essence it still functions today. 

     A more recent and more influential use of credit ratings in determining capital requirements has 

been caused by the Basel Committee on Banking Supervision, through their Basel II Accord of 

2004 – a revision of the original 1988 Basel I Accord. The Basel I Accord was originally agreed 

upon by the 12 Basel Committee member countries, with the purpose of “diminishing an existing 

source of competitive inequality among international banks” (Basel Committee on Banking 

Supervision, 1988, paragraph 3). This essentially resulted in capital requirements within the 

banking sector being standardized and tied to credit risk. Due to, among other issues, a lack of risk 

sensitivity and the resulting opportunity for arbitrage, the Basel I Accord was revised. The result 

was the Basel II Accord of 2004. This allowed for 3 different approaches to determining minimum 

capital requirements, one of which tied credit risk directly to ratings obtained from nationally 

recognized external credit assessment institutions (Basel Committee on Banking Supervision, 2004, 

paragraph 90). In the U.S., this translated into NRSROs. One example of the use of ratings 

implemented by the Basel II Accord was in the calculation of capital requirements for securitized 

assets – the risk weight was set at 7 % for AAA-rated securitized assets (Basel Committee on 

Banking Supervision, 2004, paragraph 615). This might initially sound reasonable since AAA-rated 

issues are supposedly equal in risk to government bonds and therefore have a very minimal risk of 

default. It would later prove to be very low. When the crisis struck, the vast majority of structured 

finance products possessed the AAA rating, and banks sticking to regulation therefore only had the 

7 % buffer on these securities as their value plummeted. These very lenient ratings on securitized 
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assets have since been criticized greatly, and NRSROs as well as regulators have made changes to 

the way risk is quantified for such products, in order to ensure comparability with credit ratings on 

other issue types. 

2.6.2 Asset Classification 

What was described in the previous section can to some extent be considered asset classification, 

since collateral is tied to rating grades, or classes. A more direct form of asset classification based 

on ratings exists, however. Both external regulation and internal rules set investment limitations in 

several industries. Two examples are the investments of mutual funds and insurance companies. In 

the U.S., insurance laws vary between states since they are made at the state level, but an example 

of the incorporation of credit ratings can be seen in the New York State insurance law. This refers 

to credit ratings in two specific criteria used to determine insurance company investment 

opportunities. In brief, insurance companies are only permitted to invest in the debt obligations of 

other U.S. institutions if: a) they are rated A or higher or b) the obligation is insured, and has 

obtained a post-insurance rating of AAA (The Joint Forum, 2009, p. 8). U.S. insurance laws which 

classify assets by use of credit ratings refer to the National Association of Insurance 

Commissioners’ (NAIC) own list of Approved Rating Organizations (APOs), which are essentially 

a subset of NRSROs (Hunt, 2010). 

2.6.3 Rating Inconsistency 

Most of the regulation tied to credit ratings only requires a single rating by an NRSRO to be used in 

evaluating debt issues. However, as mentioned previously, S&P and Moody’s rate all taxable 

securities registered by the SEC in the domestic U.S. market, and this can obviously result in 

differing ratings being published on a given issue. The most common way regulators have chosen to 

handle this fact, is by simply stating that the highest rating is the one which matters when 

determining regulatory demands. This is a very lenient way of handling disagreements, and, as will 

be discussed in section 3.2, it opens the door for ratings shopping by issuers. In some areas, 

regulation has instead been tied to the second-highest rating. However, as long as there are no 

demands for multiple ratings to be obtained by issuers, this focus on the second-highest rating can 

also lead to conflicts of interest – namely that of NRSROs pressuring issuers into soliciting them by 

publishing unjustifiably low unsolicited ratings. This is discussed in section 3.4. 

     An alternative to the highest/second-highest rating method for handling rating inequalities is 

used by the NAIC. The NAIC operates with a six-level scale tied directly to ratings from NRSROs. 
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If two ratings exist the lowest one is used, whereas they rely on the second-lowest rating in cases 

where more than two are available (Hunt, 2010). In extension of this reliance upon external raters, 

the NAIC has also established an internal unit which can perform independent risk analyses – the 

Securities Valuation Office (SVO). This unit evaluates the credit risk of none-rated issues, as well 

as handling some rating disagreements and cases where NRSRO ratings are deemed to be too high. 

The problem with this method is that it is obviously a very costly one, and that it basically relies on 

the same expertise as that of the NRSROs. The existence of the SVO therefore also implicitly 

implies that the NAIC recognizes the existence of conflicts of interest in the credit ratings industry. 

I conclude this, since a public company such as the NAIC will not be able to compete with the 

privately held NRSROs on wages, and thus theoretically will not be able to attract the most 

qualified rating experts. Since they still believe they are able to make more accurate risk 

assessments with less qualified human assets, they must believe in the existence of opportunistic 

behavior by NRSROs. And this leads to the obvious question of why the NAIC then rely on credit 

ratings in the first place. 

     Credit ratings have been used by regulators as an independent and impartial risk measure for 

decades. Regulators have in essence outsourced the risk evaluation process to these non-public 

companies. While this initially seems reasonable due to the potential for cost savings for regulatory 

institutions and expertise build-up within the CRAs, it also entails some problems. A very basic 

problem with the general regulatory use of ratings is that an NRSRO designation does not require a 

specific methodology. As mentioned earlier, S&P have a different definition of which risks are 

included in their ratings than Moody’s and Fitch, and as such the ratings cannot be expected to 

always be identical – deviations may just be the result of varying methodologies and contents in the 

ratings rather than disagreements on specific risk factors. Furthermore, studies have shown that 

while relative risk ranking of rated securities is correct over time, the absolute risk inherent in each 

rating grade varies (Cantor & Packer, 1994). Related to these two problems, is the fact that ratings 

are by definition concerned only with credit risk, and not other forms of business risk. Despite these 

issues, both national and internal regulation generally treats all credit ratings as equals and as 

absolute measures over time, as can be concluded due to the incorporation of specific rating grade 

thresholds into regulation. 
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3 Conflicts of Interest 

Due to the previously described lack of regulatory accountability which has historically been 

inherent in the credit ratings industry, other means of control have been relied upon to control 

market participants. These have been explained in section 2.5, where it was also pointed out that 

these control mechanisms leave multiple opportunities for companies within the industry to act 

opportunistically and prioritize their own interests instead of maximizing the combined utility of all 

stakeholders. In this chapter, I will go into detail on just how the lack of sufficient corporate 

governance allows the industry to prioritize profits over the quality of their ratings. I do this by 

looking at specific industry features which lead to conflicts of interest within areas where there are 

essentially no governance mechanisms in place to control CRAs. 

  

3.1 Inaccurate Ratings 

Historically CRAs have always been criticized for lack of absolute accuracy in their ratings, as 

opposed to relative accuracy where they seem to perform better (Cantor & Packer, 1994; Duff & 

Einig, 2009b; Financial Executive, 2003; Frost, 2007). The dilemma for CRAs relating to this point 

is that they face a constant challenge regarding the trade-off between rating accuracy (referred to as 

rating timeliness in most academic literature) and rating stability. While rating timeliness may seem 

to be the most obvious objective to fulfill, it is not necessarily what the CRAs are rewarded the 

most for achieving. On the contrary, academic research on the subject tends to conclude that rating 

stability is prioritized by most stakeholders, and therefore also by the CRAs themselves (Löffler, 

2005). The reasoning behind this will be discussed below, following a clarification of the 

consequences. 

     In his 2005 research paper Löffler concludes that ratings changes relatively seldom occur, and 

that when they do there tends to be serial dependence between consecutive rating changes. This 

means that an upgrade is more likely to be followed by another upgrade than a downgrade, and vice 

versa. It would therefore seem to imply that rating changes are generally made too late – that they 

lag changes in default risk and that they are not made until the CRA can be sure that it will not need 

to reverse the change any time soon. This is, to varying degrees, confirmed by the rating agencies 

themselves. In Moody’s description of their rating methodology on their web site (Fons, 2002) they 

confirm their focus on rating stability. They justify it by referring to market research which 

concludes that it is what issuers as well as investors value most. S&P are less direct, saying that 

although they aspire towards timely ratings, “… it takes some time to complete the analysis of new 
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developments, so rating adjustments may not follow instantaneously after a change in underlying 

creditworthiness” (Adelson, Parisi, & Woodell, 2010, p. 12). A different perspective on the serial 

dependence of ratings is tied to procyclicality, which will be discussed in section 3.5.2. 

     In extension of the CRAs’ own brief justifications for lacking timeliness, several other 

explanations exist which can help to clarify the tendency. One is the all-important reputation 

commented on in section 2.5.3. In times of financial stability, investors and issuers alike will find 

CRAs more trustworthy if ratings do not constantly bounce up and down. Avoiding this so-called 

ratings bounce gives the illusion that the CRAs have been accurate from the beginning, and that 

they are not so unsure of the future that they constantly have to adjust their ratings back and forth. 

As such, this approach leads to an exaggerated sense of security and trust in the CRAs, beyond that 

which can actually be justified. Due to the lack of an easily identifiable absolute value for credit 

ratings, it is extremely hard for stakeholders to perform any kind of control other than evaluating 

historical performance data, and therefore it is also very unlikely that stakeholders will discover if a 

certain rating is deviating by a grade or two from the “correct” one at any specific point in time. 

This is exacerbated by the relative nature of ratings which basically serves as a way out for CRAs. 

If a person or entity claims to have done an evaluation of the credit risk of a given issue and this 

does not match the rating grade assigned by the CRA, the CRA can simply claim that it is due to a 

shift in the riskiness signaled by that grade – that they are essentially rating through-the-cycle. To 

refute this claim, the other person or entity would have to evaluate the risk of a large number of 

issues and see if they arrive at the same relative ranking as the CRA. Since this is close to 

impossible, there is little or no potential for negative reputational consequences arising from 

focusing on stability, while it has potential to effect reputation positively compared to a more timely 

strategy with many rating changes. The CRAs are therefore left with the freedom to pursue the goal 

of ratings stability while sacrificing timeliness. Reputational concerns are not the only element 

which causes this prioritization, however. Next I will explain why it is actually in the interest of 

both issuers and some investors as well. 

     Prioritizing stable ratings does indeed make sense both from an issuer and an investor 

perspective – at least when the term “investor” is referring to large institutional investors. This is 

due to these investors’ regulatory dependence and/or internal reliance upon ratings in quantifying 

risk
10

, and thus in determining which positions to hold. If small rating adjustments were constantly 

made, the consequence could be that investors would have to make corresponding adjustments to 
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their portfolios in order to maintain the required or desired risk profile. Such constant adjustments 

would become costly for the investor, due to transaction costs, and also to the issuer who would 

face varying liquidity and uncertain costs of debt. The issuers’ uncertainty is directly correlated to 

the sizes of the entities that have invested in them. Just as the largest investors themselves can 

potentially face large losses, they are also the most risky investors from the issuers’ point of view. 

For an explanation of this, one has to look at the potential for liquidity risk related to huge positions 

in a single issue. If a very large position is held in a single financial instrument and a rating change 

suddenly forces the investor to liquidize the position, price would be influenced. If the position was 

large enough, price would plummet as a direct result. This means that both issuer- and investor 

value could fall significantly from relatively minor changes in rating. The risk tied to this effect is 

especially important for grades nearing the investment-grade boundary (BBB-/Baa3), since 

investors are often limited to owning instruments with an investment grade. Falling to speculative-

grade could therefore impact an issuer remarkably. If CRAs are not entirely independent it is 

therefore reasonable to assume that they are even slower to make rating adjustments if it would 

mean crossing this boundary. The specific case of rating actions at the investment-grade boundary 

will be discussed in detail in section 3.5.1. 

     What I have mentioned above may seem like valid explanations for focusing primarily on 

keeping ratings stable. The problem, however, is that while it serves the purposes of issuers and 

large investors, it results in a loss of informational value for other parties. It therefore coincides very 

poorly with the power NRSROs have been given through regulation. If NRSROs are to fulfill the 

role as financial gatekeepers which has been imposed upon them, they should by definition be 

compiling, sorting, compressing and publishing the most relevant information. This would allow all 

interested parties to make informed decisions on the basis of the published ratings, and would at all 

times mean a direct link between cost of debt and credit risk of debt issues. However, CRAs are 

quite different from other financial gatekeepers such as auditors, since they deliver a subjective, 

relative risk measure. Auditors are less exposed to customers shopping around since there is 

essentially a correct, absolute answer to the task they undertake. Competition between auditors is 

therefore primarily through price. CRAs, on the other hand, can come across as untrustworthy 

because they are also faced with standard microeconomic supply-demand problems – if they want 

to remain in business, the rating grades they offer issuers must be high enough to compete with 

other suppliers of ratings. This conflicts with the importance of accuracy in informational gate 

keeping. Gatekeepers of all sorts simply have to focus on the accuracy of the information they pass 
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on if they are to serve a purpose to society at a higher level. The very risk of having informational 

gatekeepers is that they can act self-interestedly since they are essentially informational bottlenecks 

with a vast potential for taking advantage of informational inequalities – and therefore it is also very 

hard to control their behavior. At a smaller scale, it could be taken advantage of by opportunistic 

individuals in corporations who could decide only to pass on the information which serves their 

own cause. At a larger scale, if information being passed on by legislatively-authorized financial 

gatekeepers cannot be trusted, consequences are much greater and potentially systemic. This lack of 

controllability is probably also an important reason for the largest CRAs to underline the 

importance of their reputations. 

  

     In this section it has been implied that ratings are not accurate, or timely, to the extent that is 

necessary in order for them to be useful for regulatory risk evaluation purposes. Therefore I 

hypothesize that market measures are faster to react to changes in risk and would be a better 

alternative for use in regulation. To investigate this I will look at and compare changes in credit 

default swap spreads with changes in credit ratings. This will be done in section 4.1. 

 

3.2 Compensation Method 

The shift in compensation method which was described in section 2.4 has created some problems 

for the credit ratings industry’s reputation. Perhaps the most cited conflict of interest in academic 

literature regarding CRAs is related to this very issue ((Johansson, 2010; Strier, 2008), among 

others). Within the issuer-pays method lies the potential for a moral hazard problem grounded in the 

information asymmetry between the CRA and the investors relying on its ratings. As mentioned 

earlier, the issuer of a security is interested in obtaining the highest possible rating for any given 

issue in order to minimize costs. This implies that the issuer is incentivized to “shop around” in the 

attempt to get the highest possible rating. The CRAs therefore have an incentive to be overly 

optimistic in their initial ratings of a given issue in order to attract customers. The issuer-pays 

compensation method therefore leads directly to a situation where issuers can potentially “buy” a 

high rating from CRAs – a scheme that would be in the best interest of both parties, but would 

reduce the value of information contained in ratings. Similar to what was discussed in the previous 

section the existence of this tendency is hard to prove, while it has the potential to disrupt financial 

stability. In the light of the sub-prime crisis it would seem that such actions can, in a worst-case 

scenario, result in global economic recession. 
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     The problem described in the previous paragraph is often referred to as “ratings shopping”, and 

if it is indeed an issue relevant to the industry, it would lead to a general rating inflation at an 

industry-wide level. However, a comparable problem is to some extent also inherent in the older 

form of compensation – the subscriber-pays method. Similarly to above, the NRSROs’ customers 

have an interest in obtaining certain ratings. Whereas issuers will always want the highest possible 

rating, subscribers may, due to the possibilities of the modern financial market to invest based both 

on positive and negative expectations, be interested in getting either the highest or lowest possible 

ratings. For instance an investor (subscriber) may be able to profit by short-selling and then 

‘hunting down’ the lowest possible rating for a given debt issue. A low rating could potentially 

increase costs of capital for the company if the issue in question is not of a type where the highest 

available rating is used
11

. This would theoretically reduce value and make stock prices fall. Due to 

the limited revenue-dependence of NRSROs on individual subscribers, this conflict of interest is 

smaller than that which I mentioned above concerning the issuer-pays method. It is, however, still 

recognized by the SEC in their annual report on the NRSROs from September 2011
12

. 

 

On the basis of this section, I hypothesize that CRAs are overly optimistic in their initial ratings. If 

this is the case, downgrades will be more common than upgrades during the ratings review process. 

I will test this in section 4.2. 

      

3.3 Ancillary Business 

CRAs have traditionally relied upon revenue generated by their core business area of rating 

creditworthiness of issuers and specific debt issues, by means of either the issuer- or subscriber-

pays method. However, the CRAs have in later years been looking to supplement their earnings 

through ancillary business activities. They now typically offer fee-based advice and consultation 

services to current or potential customers. Though acting as advisors by helping their customers to 

act reasonably from an economic perspective initially sounds harmless, there are some adverse 

effects. 

     The most significant adverse effect is related to “ratings shopping” and has the direct 

consequence that rated issues will theoretically have the lowest possible credit quality which allows 

them to obtain a certain grade. All debt issuers are obviously interested in obtaining the highest 
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possible grade at the lowest possible costs. This applies both to current and potential customers. 

Therefore, when shopping around before deciding on a rating provider, customers are interested in 

information about how their issue is placed within the rating grade they are initially being offered. 

If the issue is almost good enough to obtain a higher grade, the issuer has an incentive to either 

decrease risk just enough for the upgrade or to increase risk just enough to maintain the current 

grade without being downgraded. If the benefits of obtaining an upgrade are not expected to 

outweigh the costs of making the necessary improvements to obtain it, the advisory services offered 

by the CRAs actually have the effect of incentivizing issuers to lower credit quality! The overall 

effect will therefore theoretically be that the majority of new-issue ratings will only just fulfill the 

requirements for holding on to their current grade. The continuous relationship between issuer and 

rater is therefore economically desirable for these two parties, as one makes money by advising the 

other on how to optimize their investment, whereby that party lowers costs of debt. The resulting 

general worsening of credit quality is, however, an obvious adverse effect for those investors who 

rely on ratings when making investment decisions. 

     Another consequence of a continuous business relationship between issuers and raters is the 

potential for conflicts of interest for the individual employee at the CRA. If an employee is involved 

in the rating process and also serves a role in the provision of consulting services for the same 

issuer, there is an obvious risk of self-interested behavior. It will be possible for such an employee 

to attempt to affect the given rating positively in exchange for some sort of compensation, or 

blackmail the issuer by threatening to negatively influence the rating. Though the CRAs claim to be 

handling the issues mentioned so far in this section by dividing employees into either raters or 

consulters, with no overlapping responsibilities, Partnoy (2006, p. 71) states that such initiatives 

have not been successful. Instead, a functional overlap persists to exist for employees at the CRAs, 

at least at the time when his article was written. This is despite the fact that a similar requirement of 

separation was included in the IOSCO Code
13

 which predates Partnoy’s article by 2 years. 

     Finally, the availability of consulting services may also have an effect similar to what will be 

described in the next section on conflicts of interest related to unsolicited ratings. Customers of a 

given CRA which offers consulting services may feel pressured into paying for such consultation in 

order to maintain an optimal relationship with the CRA. The fact that ratings are subjective 

evaluations of risk combined with the presence of correlation between ratings and costs of capital, 

can result in issuers doing everything in their power to keep the rater of their issue satisfied. Since 
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issuers are not able to communicate to the world which rating their debt ought to have, fear of being 

downgraded can lead to unnecessary services being bought from the CRAs – essentially an 

involuntary show of goodwill in the business relationship by the issuer. 

 

3.4 Unsolicited Ratings 

As mentioned in section 2.5.4, the use of unsolicited ratings has been argued by the CRAs to serve 

the purpose of control within the industry. By publishing ratings on firms that have not paid for it, 

the largest CRAs claim to be doing investors a favor. However, regardless of which positive 

purposes the CRAs claim that unsolicited ratings serve, it can also be argued that they are serving a 

much more selfish interest. 

     If an issuer has obtained a rating for its issue from a CRA which is not one of the ‘big three’ and 

one of these larger CRAs then complements this rating by publishing an unsolicited rating, it might 

indeed seem that they are performing an investor service free of charge. However, if this unsolicited 

rating is lower than the solicited rating, it puts pressure on the issuer. This is due to the previously 

mentioned presence of a network effect in the industry for credit ratings as well as the regulatory 

dependence on ratings. Since ratings performed by the largest CRAs are given much more attention 

by investors as well as media
14

, a low unsolicited rating from S&P, Moody’s or Fitch can actually 

pressure an issuer into paying for one of these large CRAs to perform a solicited rating instead – it 

might be more expensive to not solicit a rating. This would obviously only be economically 

reasonable for the issuer if the solicited rating is expected to be higher than the unsolicited rating 

which was first given. Some older studies from the 1990s have indeed shown that unsolicited 

ratings made by S&P and Fitch are generally lower than their solicited ratings, while Moody’s has 

been impossible to analyze since they do not distinguish between the two rating types in any 

available information. It would be interesting to see if recent regulatory changes have changed this 

tendency. Further proof that unsolicited ratings are, at least historically, not as advantageous as 

solicited ratings, can be deducted from Johnson (2004, p. 26). He mentions that since S&P and 

Moody’s have a policy of rating all domestic taxable securities in the U.S., American issuers do not 

actually need to solicit ratings. However, 98 % of U.S. bond issuers do solicit an NRSRO to 

perform a rating. This fact implies that issuers value a solicited rating higher than an unsolicited 
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rating, even when taking into consideration the agency fee that must be paid to obtain such a 

solicited rating. 

     There can be several explanations for a difference in grade between solicited and unsolicited 

ratings to exist. One could, as mentioned above, be the attempt of the largest CRAs to bully issuers 

into soliciting them to rate their issues. Another possible explanation is related to the issuers’ right 

to choose whether or not to publically disclose a solicited rating - the so-called rating publication 

right (Mählmann, 2008). Choosing not to publish a rating would result in limiting the group of 

potential investors, but the worse the rating is the more inclined issuers will be to make that choice. 

The result of this freedom to publish therefore becomes that while all the solicited ratings obtaining 

high grades are disseminated, not all the bad solicited ratings will be. This leads to a situation where 

the average grade of the publically disclosed solicited ratings is higher than that of all the solicited 

ratings. If this is the correct explanation for an assumed difference between the level of solicited 

and unsolicited ratings, it implies a conflict of interests related to the least creditworthy issuers 

instead of the CRAs. A third explanation for inconsistencies between the two types of ratings could 

be information asymmetry. Unsolicited ratings are constructed only on the basis of publically 

available information about the issuer or specific issue. Solicited ratings, on the other hand, are 

made in cooperation with the issuer, who usually delivers classified information in order to make 

the rating process easier and more accurate. This reliance on the issuer leads to yet another conflict 

of interests, however. Issuers will be inclined to only pass on confidential information which will 

influence the rating in a positive direction, while negative information is kept within the firm. This 

will act to inflate the average level of solicited ratings, since NRSROs have no way of controlling 

the classified information received from issuers. 

 

On the basis of the discussion in this section, I hypothesize that unsolicited ratings are generally 

lower than solicited ratings. I will look into this in section 4.3 by comparing the average value of 

solicited ratings with those that are unsolicited. If there is a significant difference, one explanation 

could be that the largest CRAs are bullying issuers in order to increase their market share. 
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3.5 Regulatory Reliance 

In the previous sections I have mentioned several industry issues which would suggest that credit 

ratings are perhaps not the best and most accurate measure of credit risk. These problems, however, 

have not resulted in a complete elimination of the use of ratings for regulatory purposes. As 

mentioned in section 2.5 less reliance on these ratings has been sought after in the wake of the 

recent financial crisis, but as will be discussed in chapter 5 the jury is still out with regard to the end 

result. One problem with regard to altering regulatory standards is that there is not a single global 

legislative power. Instead, there is national legislation combined with recommendations made by 

the Basel Committee and IOSCO, among others. Some countries implement such recommendations 

in national legislation whereas others do not, choosing instead to allow individual companies to 

decide whether or not to live up to them. In the following three subsections, I will discuss different 

troublesome issues which arise due to the reliance on credit ratings in regulation. 

3.5.1 Actions at the Investment-Grade Boundary 

As mentioned earlier in this paper, CRAs face a trade-off between rating timeliness and rating 

stability – with resulting widespread criticism of their timeliness as a consequence. A specific case 

in this connection is rating accuracy around the investment-grade boundary, as this boundary plays 

an important psychological and regulatory role for both issuers, investors and other stakeholders. 

The typical view is that anything above this boundary is safe, whereas anything below is risky. This 

situation has led to massive critique in the wake of some very large bankruptcies both during and 

before the recent financial crisis. Following the Enron Corporation bankruptcy of 2001 the 3 largest 

CRAs were criticized extensively, since they had all upheld their investment-grade rating until 4 

days before the bankruptcy (Johnson, 2004). Similarly, when WorldCom filed for bankruptcy in 

2002 it happened only 42 days after the first downgrade to speculative-grade by one of the ‘big 

three’. At the time, these two were the largest bankruptcies in U.S. history, and the actions of the 

CRAs in relation to them were therefore scrutinized. The industry was quickly made a scapegoat 

along with accountants and opportunistic management in the defaulted firms, and changes were 

made by the SEC in order to restore trust in the CRAs. As previously described, the direct effect of 

the regulatory changes is that the industry is now less concentrated. While that fact may initially, 

and in the light of classical microeconomic theory, seem to be a great improvement, the indirect 

consequences are less obvious. Due to ratings shopping the result of increasing competition may 

actually be negative for the quality of credit ratings in general, as it can lead to an even higher level 

of rating inflation when more CRAs compete for customers. 
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     The criticism of CRAs regarding the delayed downgrades mentioned above seems justified – it 

is, after all, the job of the CRAs to know when issuers have a high risk of defaulting on debt and to 

signal this risk through their ratings. What is less obvious is that NRSROs may actually be 

postponing downgrades to speculative-grade because they are extremely aware of their 

responsibility and the potential consequences of rating changes for individual corporations, 

stakeholders, financial markets, and society in general. They are essentially forced into a conflict of 

interests by legislators. The problem is that by passing legislation which ties investor actions to 

rating grades, and because of rating triggers included in private contracts between issuers and their 

creditors, even minor changes in ratings can have massive consequences as previously explained.  

     A rating trigger is a provision which can be included in a contract between parties in a loan 

agreement. In its usual form, it renders the contract invalid if the rating of the issuer or the debt 

issue falls below investment-grade. Such a downgrade would then trigger immediate payout of the 

debt by the issuer of the debt instrument. A direct consequence therefore becomes that an already 

troubled company which gets downgraded will be faced with potentially very large debt repayments 

at the time of the downgrade. If rating triggers are included in debt agreements regarding very large 

sums, or if a large part of investors are institutional (and thus limited by internal or external 

regulation to hold investment-grade issues) CRA actions at the investment-grade boundary can be 

decisive for issuer survival. As was the case with Enron in 2001 when the company was finally 

downgraded to speculative-grade, bankruptcy became inevitable. The downgrade set off a series of 

chain reactions causing the already struggling company’s liquidity problems to soar due to investor 

sell-outs occurring simultaneously with a rising demand for liquidity caused by repayments 

becoming due because of rating triggers. The reason for bankruptcy occurring only 4 days after the 

downgrade was therefore the downgrade itself. The CRAs may actually have been trying to give 

Enron a chance to survive by delaying their own rating actions. 

     On the basis of the previous paragraph, it seems that simply concluding that NRSROs are 

sometimes slow to downgrade to speculative-grade because of opportunistic behavior, is premature. 

Instead it could be a reflection of awareness on behalf of the raters that their ratings bear 

consequences. The NRSROs’ behavior at the investment-grade boundary may be directly related to 

implementation of ratings-based legislation and rating triggers, both of which the NRSROs have no 

influence on. The result is a situation where NRSROs cannot simply fulfill their original goal of 

delivering accurate ratings, but must also consider the consequences of any action taken. An 
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obvious consequence of this situation is a loss of professional credibility, and thereby a dent in the 

very important reputation of the CRAs. 

     It can be argued that NRSROs should be indifferent about the consequences of their work, as 

long as they do their job by signaling the correct level of credit risk. Isolated issuer bankruptcies 

are, after all, not a major problem for an NRSRO, independent of compensation system. Firms 

relying on the issuer-pays model usually depend on a large and seemingly unrelated number of 

issuers for their income, and the subscriber-pays model results in even less dependence on 

individual issuers. However, by using ratings in regulation and contracts, governments and private 

companies in general have forced worries of systemic effects down upon the credit ratings industry. 

This results in a conflict of interests since NRSROs may be reluctant to downgrade very large 

companies who are already facing financial problems to speculative-grade. The problem is that such 

a downgrade, if the result is that the rated firm defaults on its debt, could set off a series of related 

bankruptcies within the company’s group of stakeholders. It can send ripples through many 

different industries, as lack of payment of outstanding debt spreads from one company to another. 

Such a situation could lead to losses for, among others, suppliers of: 1) physical goods like 

production input and machinery, 2) services like consultation, 3) capital, both investors and 

creditors. The essence here is not to give a fulfilling list, but merely to show that under certain 

circumstances the consequences of large bankruptcies are not limited to the defaulting company 

alone, or even to a single industry. A chain of defaults resulting from the systemic effects of a single 

bankruptcy therefore has the potential to affect the income of even the largest NRSROs. Issuer-paid 

raters stand to lose revenue directly if numerous customers end up defaulting, as well as indirectly if 

they are blamed for causing the initial bankruptcy through a downgrade. The result could be that 

current or potential customers choose to deal with another NRSRO if they think that such a decision 

involves less risk of poorly timed (from the issuer’s perspective) rating adjustments. 

     The smaller and less influential subscriber-paid NRSROs seem to be somewhat exempt from the 

conflict of interests described above. Since they do not rely on issuers for their income, they do not 

have to worry as much about systemic effects. Being subscriber-paid therefore seems to be a much 

more trustworthy choice of strategy by the rater. They cannot ignore the risk of systemic effects 

entirely, though, since fewer new issues resulting from correlated bankruptcies would also mean 

fewer potential rating sales for these CRAs. On the basis of this section it does, nevertheless, seem 

reasonable to conclude that the subscriber-paid raters have more freedom to make rating changes 

near the investment-grade boundary, and that their ratings can therefore be used to supplement the 
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freely available ratings from the largest and issuer-paid NRSROs. A limitation here is obviously 

that much fewer issuers and specific issues are rated by the subscriber-paid raters, and therefore 

ratings made by these raters will not be available for all debt issues. Furthermore, as mentioned 

earlier there is a tendency for the few subscriber-paid NRSROs to increase their reliance on issuer-

payments, and therefore the supplementary input of these raters may be completely lost within a 

few years. Whether subscriber-paid ratings are more timely than issuer-paid ratings is at best very 

expensive to test, since ratings would have to be subscribed upon individually in order to compare 

them with issuer-paid ratings for the same debt issue. Therefore I will not attempt such an 

evaluation in this paper. 

     The conflicts of interest mentioned in this section can also be viewed in relation to what I 

mentioned in section 2.5 - Governance Mechanisms. There I pointed out that CRAs view the 

industry’s most important governance tool to be reputation. However, when reputational concerns 

are combined with lack of regulation of the credit ratings industry and the use of ratings in 

regulation, conflicts of interest are bound to arise. Since the use of ratings in regulation can have a 

direct effect on the perceived reputation of NRSROs in the eyes of issuers, NRSROs will be 

tempted to act in the way which issuers would prefer as long as there is no regulation in place to 

prevent it. Therefore, the regulators may be to blame for delayed rating adjustments around the 

investment-grade boundary, since they are the ones who have linked rating grades directly to costs 

of debt. When it is reputation in the view of current and potential customers which is decisive for 

NRSROs, their reputation in the view of other entities with which the CRAs have no economic 

transactions is less important. The chain of causation therefore seems to start with the inclusion of 

ratings in regulation, while the CRAs are only reacting to the situation they have been placed in in a 

way which should have been foreseeable. From this perspective it is therefore both misplaced and 

too easy simply to blame the credit ratings industry since it is the regulators who hold the key to 

fixing the problem that they themselves have created. With Dodd-Frank it would seem that they are 

finally acknowledging this. 

3.5.2 Procyclicality 

The inclusion of credit ratings in regulation has consequences not just for the actions of CRAs, but 

also has a direct influence on the global economy. In this section I will explain how relying on 

credit ratings as a measure of risk in banking regulation has the effect of increasing procyclicality in 

the banking industry. Since banks are an essential means of financing for other industries, the result 

is that crises can effectively be worsened and prolonged. 
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     The banking industry is procyclical by nature. This means that it is characterized by a tendency 

to expand in times of worldwide economic expansion and contract in times of economic recession. 

For an example of this, we need only to look to the recent financial crisis. In the years preceding the 

crisis, almost anyone could loan money to finance their investments. A direct consequence of this 

expansion in lending activities by the banks was the large amount of subprime loaners whose debt 

was repackaged into mortgage-backed securities and sold on to other investors. In contrast to this, 

banks will generally contract lending activity in times of crisis, limiting available liquidity for new 

investments, thus slowing down economy as a whole (Moosa, 2010)
15

. A contraction in lending 

activity in times of crises is a way for banks to limit their credit risk, but it can also result in a 

prolonging of crises, as even profitable investment projects are rejected. 

     By using credit ratings in banking regulation, procyclicality is effectively worsened. An example 

of this can be seen in the way Basel II ties the capital requirements of banks to the credit ratings of 

their investments. This connection between capital reserves and underlying risk has resulted in 

Basel II being rightfully criticized for exacerbating the banking industry’s procyclicality. This is 

because the default risk of counterparties is bound to rise during times of crisis. Basel II will 

therefore call for increased capital reserves at such times in order to cover losses taken due to 

defaulting debtors. This will make banks less able to extend loans in times of recession, and will 

allow them to increase their lending activities even further in times of economic booms where 

default risk is lower and credit ratings higher. Moosa (2010) mentions how some researchers claim 

that focusing on this adverse effect of the current regulatory design is misleading, since other 

attempts at international regulation have had the same undesirable features. However, he argues that 

this point just illustrates a major shortcoming of regulation in general, and cannot be used to justify 

Basel II. This seems quite obvious, and can be generalized upon, since we should not legislate for 

the sake of legislation. If it is not possible to set forth legislation which successfully achieves the 

objectives it attempts to, the better decision would be to either fundamentally redesign it or 

acknowledge its failure and discontinue using it. 

3.5.3 Methodology Uniformity and Rating Inflation 

An indirect result of regulatory use of ratings is that it inevitably leads to a reduction in the diversity 

of CRAs’ rating methodologies. The reasoning behind this claim is similar to what I have 

                                                 
15

 Moosa (2010) mentions numerous empirical studies of procyclicality in banking, including Allen (2004); Bikker and 

Hu (2002); Monfort and Mulder (2000); Purhonen (2002); and Kashyap and Stein (2004). These are not included in the 

bibliography of this paper, where I refer to conclusions drawn by Moosa on their basis. 
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mentioned earlier, in that it is based on the way CRAs are compensated for their work. As already 

mentioned in section 3.2 the issuer-pays model of CRA compensation leads to rating inflation, as 

raters potentially ‘out-bid’ each other by offering higher ratings than competitors. Hypothetically, 

any critical CRA offering lower ratings than their competitors would stand to lose business with the 

current regulatory use of ratings. Obtaining the highest possible rating is simply too important for 

issuers, since this is what creditors focus on. It therefore seems plausible to suggest that CRA rating 

methodology must be quite similar, since they have to arrive at similar (high) ratings in order to stay 

competitive. The legislative system allows for no freedom to be critical without the risk of losing 

market shares, as S&P themselves have pointed out in a recent publication. They state that they 

have tightened their ratings criteria regarding structured products in the wake of the financial crisis, 

and that this “... has led some transaction sponsors to request that we withdraw our ratings on their 

outstanding transactions,” (South & Collingridge, 2012, p. 2-3). They go on to say that: “Some 

transaction sponsors have cited this as a reason for not engaging us to provide ratings on their new 

transactions.” From these quotes it becomes clear that the revised ratings criteria, and resulting 

lower ratings, has affected the choices of both current and potential customers. South & 

Collingridge (2012) go on to conclude that this is due to investors’ focus on the discrete value of 

ratings instead of considerations concerning the underlying methodologies. 

     In my opinion, passing on the blame to investors in this manor shows a lack of responsibility on 

behalf of S&P, and perhaps the industry as a whole. As I will explain below, the similar rating 

methodology which arises from the focus on high ratings is problematic, but it cannot be blamed on 

investors. The role as financial gatekeepers has been imposed on the NRSROs by legislators, and as 

such their very purpose should be to compress and pass on trustworthy information to stakeholders. 

Investors are merely reacting to what they are accustomed to seeing – and since the norm has been 

very highly rated financial products, they expect to keep seeing such ratings. Though the investors 

themselves do not pay the largest NRSROs they have still essentially outsourced the risk evaluation 

process to these raters, and therefore investors have no reason to consider rating methodologies. 

They are simply the users of a product and are not directly involved with raters or issuers. The fault 

must therefore lie with raters, issuers and legislators. These are the three groups whose combined 

actions have led to rating inflation and ratings shopping, and the resulting decisiveness of high 

ratings has led to uniform rating procedures and decreased informational value. Any differences that 

may have occurred in the rating methodologies of different CRAs as a consequence of changes 

made following the financial crisis, seem bound to disappear over time. Since CRAs are still 
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dependent upon being chosen by issuers, they still have to be able to compete on the level of offered 

ratings. Methodologies will therefore theoretically converge to a state where ratings offered by the 

different raters are very similar. One improvement will likely be that this convergence makes 

ratings more timely, at least for those securities that have been blamed for the financial crisis, but 

the result will still be uniform rating methodologies with the potential for rating inflation. 

     The problems with rating processes becoming uniform are that it decreases the total 

informational contribution of the ratings industry and also results in increased systemic risk. The 

proverb stating that one should not keep all ones eggs in one basket is generally transferable to 

economic theories on risk management – be it portfolio theory, supply chain management, 

knowledge management, etc. This is also the case regarding the methodologies underlying credit 

ratings. If such ratings are made in the same way regardless of which CRA has been solicited, the 

risks tied to relying on ratings will increase. If the currently ‘accepted’ rating process turns out to 

have flaws, it will not be easy to detect when there are no competing methods. If, on the other hand, 

each CRA relied on their own unique set of rating criteria, mistakes and inaccuracies could be 

identified continuously by recognizing issuers or issues whose ratings differ depending on the rater. 

This advantage of the availability of multiple ratings on the same issue advocates the use of 

unsolicited ratings to a larger extent than today, where they are only made on an extensive basis by 

S&P and Moody’s. However, as I have concluded earlier, such ratings come with their own set of 

conflicts of interest, and as long as underlying methodologies remain similar their negative effect 

may outweigh the positive contribution. 

 

In the attempt to evaluate the level of rating methodology convergence discussed in this section, I 

will investigate the correlation in ratings across different rating agencies. This will be done in 

section 4.4 where I compare issues which have been rated by all of the ‘big three’. 
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4 Empirical Investigations 

In this chapter I will investigate the hypotheses posed in the previous chapter. Firstly, I will look 

into the informational contribution of credit ratings by comparing them to the financial markets’ 

own credit risk measure – credit default swaps. This will be followed by a section where I examine 

the up-/downgrade ratio of credit ratings, in order to determine whether initial ratings are overly 

optimistic. Thirdly I will attempt to study unsolicited and solicited ratings in order to determine 

whether a measurable difference exists. The final hypothesis I have posed regards methodological 

alignment. I will test this by comparing the ratings of S&P, Moody’s and Fitch for 348 banks which 

have been rated by all three. 

 

4.1 Informational Value of Ratings 

In this section I will attempt to evaluate the level of new information contained in credit ratings 

when they are first published – be that initial ratings or rating revisions. NRSROs theoretically use 

all available market measures and estimates as well as non-public information obtained directly 

from issuers when they construct their ratings. Therefore, market measures should not be a better 

and more accurate alternative for use in regulation than credit ratings. The question then becomes 

whether the institutional NRSRO approach adds value through the non-market based part of the 

ratings methodology, or if they are merely a delayed repetition of what the market already knows. 

By comparing the development of credit ratings with credit default swap (CDS) spreads for selected 

debt issues, I should be able to evaluate whether credit ratings contain an informational contribution 

in the eyes of financial market participants. If so, negatively correlated movements in CDS spreads 

should follow in the wake of rating actions, since these spreads vary over time due to changes in 

supply and demand for protection. It will furthermore allow me to conclude on which one is the 

more timely risk measurement. If I find systematic negatively correlated CDS spread movements 

prior to rating action announcements, it would indicate that investors are already aware of the 

changing risk profile. In this case, it may be that any CDS spread adjustments occurring after the 

rating adjustments are due to procyclicality, and that credit ratings therefore essentially have no 

informational justification since their only influence comes through the adverse effect of increasing 

procyclicality, as discussed in section 3.5.2. If they merely react to and exacerbate market 

movements, it seems logical that simply relying on the financial markets’ own risk measures is a 

better alternative for regulators. This would also be the conclusion if there is no systematic 
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correlation between rating actions and CDS spread adjustments, since such a situation would imply 

that the financial markets are indifferent to the opinions and announcements of the CRAs.  

     In the following I rely on CDS spread data published by Bloomberg on their website. While I 

would have preferred to rely on data starting prior to the recent financial crisis, thus allowing me to 

view developments leading up to, during, and in the wake of the crisis, I have had to rely on data 

starting in 2008. This is because Bloomberg only makes CDS spread data from the last 5 years 

publically available. In the first part of this investigation I have therefore also chosen debt issuers 

with rating actions from within the last 5 years to compare with – specifically the Kingdom of 

Spain, Wells Fargo, and General Electric. This selection may seem somewhat random, but they are 

chosen in order to include issuers of different types as well as issuers with varying amounts of 

credit actions within the 5-year time frame. The purpose of this is to give an indication of the degree 

of stability in the two differing credit risk measures. In the second part of the investigation, I 

examine the development in CDS spreads in the months surrounding a rating downgrade. This 

should allow me to draw some conclusions on the informational contribution of credit ratings in the 

eyes of market participants. For the sake of clarity I have chosen only to include ratings by one of 

the NRSROs in the investigations in this section. This is because a simultaneous comparison with 3 

different rating histories adds little extra value
16

 but lots of complexity. I have chosen S&P since 

they are, as I will show in section 4.4, the most conservative of the ‘big three’, and should therefore 

supposedly also be the most timely. This seems ideal when comparing to the markets’ own credit 

risk measure since financial market pricing does not have any stability considerations. I focus on 

downgrades since these make up the vast majority of rating actions during the 5-year period. 

4.1.1 Methodology 

In this section I compare the evolution of credit ratings with the movement in CDS spreads. For the 

first investigation I have obtained long-term ratings for the three mentioned issuers through the CBS 

Bloomberg Terminal. I compare these to 5-year CDS spreads obtained from the Bloomberg 

website. These show the annual price of insuring against a bankruptcy. If the CDS spread is 100 

basis points it costs 1 % of the principal amount per year the contract is valid to be insured. The 5-

year CDS spreads I use are therefore essentially the market’s opinion of how high the risk of default 

is over a 5-year period. My results are summarized in Table 4-1 on page 48, where I have listed 

quarterly quotes of S&P credit rating and CDS spreads in basis points. I have furthermore included 
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 Rating actions for the chosen issuers are generally very similar for the ‘big three’, although the rating action dates 

vary slightly. 
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an observation for each rating action. These are the rows in bold italics, thus allowing them to be 

distinguished from the quarterly observations. 

     In the second investigation I construct 95% confidence intervals for the change in 5-year CDS 

spreads in the month immediately preceding and following 29 credit rating downgrades made on the 

debt issues of 23 different issuers
17

. Due to the limited sample size I construct the confidence 

intervals by use of the t-distribution. Doing so results in the implicit assumption that “the 

population distribution of the variable is normal” (Agresti & Franklin, 2007, p. 335). However, this 

is no problem since I investigate the deviation from the sample mean, which should be normally 

distributed. The result is shown in Table 4-2 where I have also included the result of the 

investigation where a major outlier is excluded
18

. Both tests point in the same direction. 

4.1.2 Discussion 

The lack of time-series data availability has forced me to drastically limit the number of 

observations included in the first investigation. However, Table 4-1 still indicates some clear 

tendencies. For all three debt issuers, CDS spreads were widening from the very beginning of 2008. 

This is consistent with the increasing awareness of potentially systemic risks as the sub-prime crisis 

began unrolling. By September of 2008 when Fannie Mae and Freddy Mac were seized by the U.S. 

government and Lehman Brothers declared bankruptcy, CDS spreads had widened drastically, 

while no rating adjustments had been made to the three issuers. During those first three quarters of 

2008, CDS spreads on Spain’s and Wells Fargo’s debt had roughly tripled, while spreads on 

General Electric had increased to a massive 855 % of the initial value. CDS spreads on General 

Electric would continue to rise, reaching 716 basis points before being downgraded one notch by 

S&P in March of 2009. Just how huge a level of risk this spread implies is indicated by the fact that 

immediately before declaring bankruptcy, Bear Stearns and Lehman Brothers were trading at CDS 

spreads of 737 and 703 basis points, respectively (Flannery, Houston, & Partnoy, 2010, p. 16). 

Despite this fact, General Electric received the second-highest grade of AA+. In comparison, 

Spain’s debt was downgraded to A in early 2012, despite a CDS spread of ‘only’ 410. 

     When judging merely on the basis of the 8 credit actions included in Table 4-1, it seems like 

credit rating actions have no systematic effect on CDS spreads. Indeed, 5 of the 8 downgrades were 

followed by a period of decreasing CDS spreads – exactly the opposite of what could be expected.   

                                                 
17

 The issuers and their corresponding 5-year CDS symbols are listed for each rating action date in Appendix A. 
18

 Rating action on Argentina’s debt on October 31
st
 2008, due to a 297 % increase in CDS spread in the month prior to 

the rating action. 
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Table 4-1: Comparison of Credit Ratings and CDS Spreads
1 

Kingdom of Spain  Wells Fargo  General Electric 

Date S&P Rating2 CDS Spread3  Date S&P Rating CDS Spread  Date S&P Rating CDS Spread 

01-01-2008 AAA 18.2  01-01-2008 AA+ 59.6  01-01-2008 AAA 66.2 

01-04-2008 AAA 38.6  01-04-2008 AA+ 87.2  01-04-2008 AAA 108.8 

01-07-2008 AAA 37.4  01-07-2008 AA+ 119.7  01-07-2008 AAA 161.3 

01-10-2008 AAA 55.5  01-10-2008 AA+ 170.0  01-10-2008 AAA 565.8 

01-01-2009 AAA 100.7  19-12-2008 AA 130.8  01-01-2009 AAA 365.0 

19-01-2009 AA+ 157.8  01-01-2009 AA 122.0  12-03-2009 AA+ 716.4 

01-04-2009 AA+ 116.9  01-04-2009 AA 312.5  01-04-2009 AA+ 743.4 

01-07-2009 AA+ 84.6  17-06-2009 AA- 156.1  01-07-2009 AA+ 405.4 

01-10-2009 AA+ 71.5  01-07-2009 AA- 140.1  01-10-2009 AA+ 225.1 

01-01-2010 AA+ 113.6  01-10-2009 AA- 87.5  01-01-2010 AA+ 151.7 

01-04-2010 AA+ 118.5  01-01-2010 AA- 84.6  01-04-2010 AA+ 135.9 

28-04-2010 AA 189.2  01-04-2010 AA- 89.5  01-07-2010 AA+ 224.5 

01-07-2010 AA 255.0  01-07-2010 AA- 119.8  01-10-2010 AA+ 182.8 

01-10-2010 AA 227.5  01-10-2010 AA- 102.9  01-01-2011 AA+ 125.7 

01-01-2011 AA 340.0  01-01-2011 AA- 97.5  01-04-2011 AA+ 114.7 

01-04-2011 AA 222.9  01-04-2011 AA- 77.3  01-07-2011 AA+ 125.8 

01-07-2011 AA 257.4  01-07-2011 AA- 89.0  01-10-2011 AA+ 334.1 

01-10-2011 AA 380.2  01-10-2011 AA- 176.0  01-01-2012 AA+ 240.0 

13-10-2011 AA- 383.3  29-11-2011 A+ 174.6  01-04-2012 AA+ 137.0 

01-01-2012 AA- 380.3  01-01-2012 A+ 139.7     

13-01-2012 A 410.0  01-04-2012 A+ 100.0     

01-04-2012 A 438.7         

1. The table compares the evolution of S&P long-term debt rating and CDS spreads from January 2008 to April 2012. 

2. Source: the CBS Bloomberg Terminal. 

3. Source: Bloomberg.com  
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It therefore seems like S&P react to growing market skepticism by downgrading once the CDS 

spreads have increased. In order to explore this tendency, I have tested the movements in CDS 

spreads before and after rating actions occur using a larger test sample. Table 4-2 below shows the 

results of this second investigation: 

Table 4-2: 95 % Confidence Intervals for 5-year CDS Spread Movements Before and After 

Rating Downgrades
1 

 Lower Limit Upper Limit  

Previous Month 1.63 % 45.06 %  

Following Month -9.30 % 2.30 %  

Previous Month (outlier2 removed) 4.98 % 22.16 %  

Following Month (outlier removed) -9.63 % 2.16 %  

1. The table shows the 95% confidence intervals for the evolution of CDS spreads in the month before and after an S&P 

credit rating downgrade. Source of data: Bloomberg.com using dates and symbols from Appendix A. 

2. The rating action on Argentina’s debt is removed. 

 

The confidence intervals calculated in Table 4-2 are both interesting and conclusive. In the month 

prior to a rating action, both the complete test and the one where I have left out an outlier from the 

sample data show that there is a statistically significant positive movement in CDS spreads. The 

calculated 95 % confidence intervals in these two cases are [1.63 % ; 45.06 %] and [4.98 % ; 22.16 

%], respectively. In the month following a downgrade, the result is quite different. For this period, 

the data shows no statistically significant movement in CDS spreads at the 95 % confidence level, 

since the confidence intervals of [-9.30 % ; 2.30 %] and [-9.63 % ; 2.16 %] both include zero. Table 

4-2 therefore leads to the conclusion that the financial markets’ own credit risk assessment, the CDS 

spread, rises in the month preceding a rating downgrade, but does not change significantly in the 

month following a rating downgrade. This would essentially indicate that credit ratings add no new 

credit risk related information to the financial markets, and that any potential influence that credit 

rating actions may have on stock prices would therefore seem to be due to procyclicality concerns. 

As previously stated, downgrades have the potential to be fatal for debt issuers – especially at the 

investment-grade boundary. This was seen with Enron and WorldCom, among others. However, 

above we saw that credit rating actions occur very seldom, even in times of huge uncertainty, while 

CDS spreads – the market measure – react to new information much sooner. It seems unreasonable 

that the power to influence company survivability is in this way given to the untimely NRSROs 

when regulators could instead turn to a much more timely market measure of credit risk. Especially 

since it seems that this market measure has already incorporated credit risk developments into 

market prices long before NRSROs make any adjustments. There is of course a concern regarding 

stability of the regulatory risk measure as mentioned previously, but how this is handled is a matter 
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of how to implement reliance on market measures, not if they are a favorable alternative. Thus the 

main obstruction against widespread regulatory reliance on CDS spreads is the fact that they are 

currently not available for as many debt issues as credit ratings are. 

     One way in which NRSROs may attempt to justify their delayed rating actions, is by referring to 

the relative nature of credit ratings. However, as is indicated by the observations in Table 4-1, 

relativity also seems to be lacking. In a simple construct of looking only at the quarterly 

observations included in that table, the average CDS spread of each rating category seems to vary, 

as indicated below: 

Table 4-3: Avg. CDS Spread pr. Rating Category
1 

 Spain Wells Fargo General Electric  

AAA 50.1 - 253.4  

AA+ 101.0 109.1 242.0  

AA 280.5 217.3 -  

AA- 380.3 106.4 -  

A+ - 119.9 -  

A 438.7 - -  

1. The table compares CDS spreads and S&P credit ratings based on the quarterly observations of Table 4-1. Where numerous 

quarterly observations with identical credit ratings exist, the average of the corresponding CDS spreads has been calculated. 

Source: Table 4-1. 

From this table, it is fairly obvious that the relative ranking does not hold when compared to CDS 

spreads. For instance, General Electric should be rated lower than Wells Fargo for the entire 5-year 

period if these observations can be trusted. Table 4-3 is, however, based on a very limited amount 

of data. Since I merely use quarterly observations, I have no way of protecting against outliers. 

Nevertheless, based on a dataset consisting of 312 financial institutions, Flannery, Houston and 

Partnoy (2010) make similar observations. They make comparisons of the average CDS spread of 

each rating letter-grade
19

 from 2006 to 2008, and find that the average spread varies enormously. At 

the aggregated level the average CDS spread for BBB-rated issuers rose from 40-50 in 2006 to a 

peak of over 900 in 2008. They furthermore find that for a large part of 2008, AAA-rated issuers 

actually had a higher average CDS spread than those rated AA, A or BBB (Flannery et al., 2010, p. 

39) – a finding which obviously contradicts the NRSROs’ claims that their ratings maintain a 

correct relative ranking despite fluctuations in absolute risk. 

     The conclusion on the basis of this section seems to be that credit ratings perform poorly when 

compared to CDS spreads, both as an absolute and relative measure. The delayed rating updates 

result in situations where the absolute level of risk related to each rating category varies over time. 

                                                 
19

 Letter-grades disregard + and –, meaning for example that AA+, AA and AA- are combined to make up AA. 
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Similarly, the relative risk ranking measured by CDS spreads can change drastically before ratings 

are updated, the result being that relative risk rankings in credit ratings are also incorrect. In this 

section I have merely looked at the performance and consistency of CDS spreads and credit ratings 

as reliable risk measures. I have not, however, gone into detail on the problems related to the CDS 

market. Previously, this market was run over-the-counter with little or no external control 

mechanisms. However, in the wake of the financial crisis, regulation of all parts of the financial 

system has been tightened, especially in the U.S. The CDS market is therefore also much more 

standardized now. It therefore has the potential to be used for regulatory purposes, albeit more 

changes may have to be made. Such changes should not be a reason to eliminate them as an 

alternative however, since it seems obvious that changes will need to be made to the way credit 

ratings are used if reliance upon them is to continue. The main concern regarding CDS spreads is 

perhaps that while it may be a viable tool for large, liquid issues, it may not be as reliable with 

smaller issues for which CDSs are traded less frequently. Furthermore, CDSs are not available for 

all issues. 

     Regardless of how regulators choose to proceed, a middle ground will need to be found 

regarding rating stability and timeliness. While it seems that NRSROs worry too much about 

keeping ratings stable, it is also not viable to tie regulatory capital requirements directly to CDS 

spreads, even for issues where they exist. An alternative could perhaps be to create a scale tied to 

specific CDS spread intervals, such that a spread between 0 and 50 basis points could be the 

equivalent to AAA, 50-70 to AA+, etc. Another possibility would be to rely on a running average. 

 

4.2 Direction of Rating Changes 

In this section I will investigate the frequency of rating up- and downgrades, respectively. The 

purpose of this investigation is to obtain a foundation for discussing whether or not NRSROs are 

overly optimistic in their initial ratings, as I hypothesized in section 3.2. The optimal way of testing 

this would have been to view only the first rating change of each issuer and specific issue. 

However, such data is only available from the NRSROs themselves, and due to the format in which 

they disclose information, undertaking such an investigation is not possible
20

. Instead, I have 

therefore had to look at the overall frequency of up- and downgrades, which I have found through 

Bloomberg. From their database I have obtained the absolute number of annual rating actions
21
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 This format will be commented upon in section 4.3.3. 
21

 Not including Watch List actions. 
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made by each of the ‘big three’ for the past 10 years. While obtaining data spanning at least a 

couple of economic cycles would have been ideal, only the latest 10 years were available. This 

means I am looking at data spanning roughly a single economic cycle, beginning with the expansion 

following the burst of the IT-bubble and ending with contraction and volatility following the recent 

financial crisis. I have furthermore obtained the ratio of up- to downgrades for each of these years. 

This information is summarized in Table 4-4 on page 54, where I have calculated the percentages of 

total rating changes which are up- and downgrades, respectively. In extension of this, I have 

compared the summarized ratings changes data with the development of the S&P 500 stock index. 

Strictly speaking, this comparison is not optimal because although stock prices include credit risk 

they also include many other elements which credit ratings do not. I do, however, believe that some 

generalizations can still be made, as I will discuss below. I have chosen the S&P 500 index to 

compare with due to its composition. While some indices, like the Danish OMX Copenhagen 20 

(C20), consist of the most-traded stocks measured by market capitalization, the S&P 500 

components are committee-selected. This is done to ensure that the index remains a good cross-

industry representative of the entire U.S. economy. It therefore also seems to be the best index to 

compare aggregated data on rating changes to, as it will allow me to evaluate whether the change 

tendencies I depict in Table 4-4 can be explained by the general state of the economy. The result 

can be seen in Figure 4-1 on page 55. 

     Table 4-4 shows some quite interesting tendencies. This becomes apparent at a glance, as it can 

be seen that of the 41,396 rating changes which have been made by the ‘big three’ over a 10-year 

period, 64.3 % were downgrades. This initially seems like a considerable inequality. However, 

considering the economic events which started to unroll in 2007, the reason may simply be that we 

have experienced a rare crisis of extreme proportions. Before making any conclusions, it is 

therefore necessary to view the development in the up-/downgrade ratio over the whole test period. 

The worst year in relative terms for existing ratings was, unsurprisingly, 2008, where 81.0 % of 

changes were downgrades - for a total of 3,751. In absolute terms 2009 was even worse, however, 

although the percentage was slightly lower at 79.7 %. That year 4,558 ratings were downgraded. 

While the observations from these two years may not be surprising, what is surprising is the 

frequency of up- and downgrades in the preceding years. The first year of my dataset is 2002, which 

roughly marks the end of the short financial troubles following the bursting IT-bubble. This can be 

seen in Figure 4-1, as the S&P 500 bottomed out in late 2002 and early 2003. On October 9th 2002 

it closed at 776.76 and on March 11th 2003 at 800.73. From the second quarter of 2003 the index 
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then began a steady appreciation. This lasted until October of 2007, where it peaked at 1,565.15 on 

the 9th. Over this period of approximately 4½ years, the S&P 500 roughly doubled in value. With 

the rapidly increasing market value of U.S. companies included in the S&P 500 index, one might 

have expected a similar positive tendency in U.S. corporate credit ratings. Especially since the 

index is, as previously mentioned, composed of committee-selected companies in order to ensure 

that it delivers a good representation of the entire economy. However, as can be seen in both Table 

4-4 and Figure 4-1, the number of upgrades only outweighed the number of downgrades in two of 

these boom years – namely 2006 and 2007 – and even then only did so by a small margin. For the 

entire period from 2003 to 2007, 8,279 upgrades were made while 10,176 companies were 

downgraded – for an up-/downgrade ratio of 0.81. 

     Some may argue that one interpretation of the negativity of NRSROs during the boom years is 

that they had actually identified the “hidden” problems which would later cause the financial crisis 

to kick off. However, I am only comparing corporate credit ratings with corporate stock price 

development, and structured finance products are therefore not included. Furthermore, since the 

majority of the structured finance products which have since been blamed for causing the crisis 

were still rated AAA (Aaa) when the crisis kicked off, it definitely was not these that were being 

downgraded during the years preceding the crisis. Instead, it was U.S. corporations which were 

being downgraded although their value was rapidly increasing in the eyes of financial market 

investors. It also does not hold to argue that the NRSROs were perhaps just anticipating the 

systemic effects arising from a potential mortgage-related crisis, since general consensus is that no 

one had expected systemic effects of such proportions – furthermore, if this was indeed the case it 

makes no sense that the only two years with a positive up-/downgrade ratio were the two years 

immediately preceding the outbreak of the crisis. If due to the ability of NRSROs to predict the 

future, these two most positive rating-years should have been the most negative. Another indication 

that crisis-anticipation is an unlikely explanation is related to historical experience. While the scope 

of previous housing problems in the U.S. had been geographically limited, the sub-prime mortgage 

crisis was the first to have widely systemic consequences. This was due to the newly developed 

related structured finance products which were not being downgraded by the NRSROs. It therefore 

does not seem that vigilance and anticipation on behalf of raters can be used as an explanation for 

the up-/downgrade ratio for domestic U.S. stocks preceding the crisis. 
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Table 4-4: U.S. Corporate Rating Actions by S&P, Moody's and Fitch, 2002-2011
1 

 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Total 

S&P 1,901 1,504 1,089 1,298 1,205 1,249 1,706 1,852 1,334 1,510 14,648 

 - S&P upgrades 15.3% 23.7% 40.1% 42.9% 47.9% 49.2% 21.9% 21.9% 52.2% 50.2% 34.6% 

 - S&P downgrades 84.7% 76.3% 59.9% 57.1% 52.1% 50.8% 78.1% 78.1% 47.8% 49.8% 65.4% 

Moody's 1,755 1,526 1,365 1,386 1,805 1,691 1,681 2,236 1,611 1,458 16,514 

 - Moody's upgrades 16.0% 29.6% 49.2% 45.7% 54.8% 51.7% 19.4% 23.1% 55.9% 46.2% 38.2% 

 - Moody's downgrades 84.0% 70.4% 50.8% 54.3% 45.2% 48.3% 80.6% 76.9% 44.1% 53.8% 61.8% 

Fitch 1,098 944 734 821 822 1,016 1,243 1,628 980 948 10,234 

 - Fitch upgrades 11.5% 28.6% 49.7% 45.9% 66.8% 55.0% 14.5% 14.5% 36.3% 40.8% 33.3% 

 - Fitch downgrades 88.5% 71.4% 50.3% 54.1% 33.2% 45.0% 85.5% 85.5% 63.7% 59.2% 66.7% 

Total 4,754 3,974 3,188 3,505 3,832 3,956 4,630 5,716 3,925 3,916 41,396 

 - Total upgrades 14.7% 27.1% 46.2% 44.7% 55.2% 51.8% 19.0% 20.3% 49.8% 46.5% 35.7% 

 - Total downgrades 85.3% 72.9% 53.8% 55.3% 44.8% 48.2% 81.0% 79.7% 50.2% 53.5% 64.3% 
1. The table shows the number of yearly rating actions on long-term U.S. corporate debt for each of the ‘big three’ from 2002 to 2011. If furthermore compares the frequency of up- and 

downgrades. Source of data: the CBS Bloomberg Terminal. 
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Figure 4-1: Comparison of S&P 500 and U/D-Ratio, 2002-2011
1 

 

1. The graph shows the daily closing price of the S&P 500 from January 2002 to January 2012, and the annual up-/downgrade ratio of long-term U.S. corporate debt aggregated across 

the ‘big three’. S&P 500 closing prices source: finance.yahoo.com. Up-/downgrade ratio source: the CBS Bloomberg Terminal.
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     An explanation for the observations made in this section which is much harder to argue against, 

is the one I posed in section 3.2. The very fact that there were far more down- than upgrades during 

the economic expansion from 2003 to 2007 would seem to indicate that initial ratings are indeed too 

high, and are then corrected downwards over time – although at a slower pace during expansions 

than during contractions, as indicated by the correlated movements of the up-/downgrade ratio and 

the S&P 500 index in Figure 4-1
22

. The discoveries in this section therefore seem to be consistent 

with my hypothesis of ratings shopping and competition leading to unreasonably high initial 

ratings. It is furthermore clear that the evolution of the up-/downgrade ratio is correlated with 

movements in the prices of the underlying stocks. The monthly up-/downgrade ratio reported in 

Figure 4-1 does not, however, allow for any conclusions regarding which moves first. When 

combined with the findings from section 4.1 the expectations for this relationship are nonetheless 

clear – the market measure will react to new information before the NRSROs. It would therefore 

also be interesting to see a comparison with an index consisting of CDSs, since comparing 

aggregated rating actions data with an aggregated market measure of credit risk would allow more 

concrete conclusions to be drawn. However, as mentioned in section 4.1 no CDS data preceding 

2008 was available. 

 

4.3 Solicited vs. Unsolicited Ratings 

As argued in section 3.4 the existence of two different rating types, solicited and unsolicited, leads 

to the potential for opportunistic behavior by the NRSROs. Unfortunately none of the databases I 

have access to, including DataStream, CompuStat, BankScope and Bloomberg, include any 

differentiation between solicited and unsolicited ratings. Data available from the websites of the 

‘big three’ also lacks such information in any workable format – something I will comment on 

below. These issues mean I have been able to gather no data what-so-ever. I have, however, 

managed to find a single recent article (Fairchild, Flaherty, & Shin, 2009) analyzing the differences 

between solicited and unsolicited ratings in Japan, based on information gathered by the authors 

directly from the rated issuers. Instead of performing my own empirical investigation, I am 

therefore forced to briefly explain the methodology and results of their article. I will then discuss 

their findings as well as the implications of the complete lack of publically available data on this 

                                                 
22

 This correlation is not expected to be perfect. While increasing debt will always influence overall credit quality 

negatively, capital structure theory based on Miller and Modigliani’s propositions clearly show that due to market 

imperfections, firm value varies with capital structure. Increasing debt will therefore not necessarily decrease stock 

price although it will always increase credit risk. 
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topic. This last point is interesting due to regulatory changes made by the CRARA in order to 

increase industry transparency. The implied partial failure of the disclosure regulation is the reason 

I choose to include this entire section regardless of the mentioned problems regarding data 

availability. 

4.3.1 Japanese Ratings 

In their 2009 investigation of unsolicited ratings in Japan, Fairchild, Flaherty, and Shin initially 

focus on ratings made by Moody’s. This is a unique decision, as Moody’s do not disclose any 

information regarding whether their published ratings are solicited or unsolicited. In contrast, S&P 

and Fitch do release such information, albeit in a non user-friendly format. Fairchild, Flaherty, and 

Shin (2009) find that there is a statistically significant difference between solicited and unsolicited 

ratings performed by Moody’s in Japan. Unsolicited ratings are lower, regardless of the financial 

profile of the rated companies. They compare this result to ratings performed by S&P and find that 

the tendency is the same – both CRAs’ solicited ratings are higher than their unsolicited ratings. 

4.3.2 Discussion 

The findings of Fairchild, Flaherty, and Shin (2009) mentioned above, are not surprising to me. 

Their conclusion is in accordance with my hypothesis from section 3.4, since they find a clear 

difference between the absolute levels of solicited and unsolicited ratings. Pinpointing the causes of 

this difference is much harder, however. There is no basis for concluding that it is simply the result 

of opportunistic behavior on behalf of the NRSROs. An interesting topic for future research could 

therefore be to look at potential rating changes when a rating goes from being unsolicited to 

solicited. The rating change of a specific issuer or issue when going from unsolicited to solicited 

will add information which is not currently available. If such a change is generally positive, it 

would show that there is not merely a selection bias with regard to which companies solicit ratings 

– it would not just be a case of poorly-funded companies choosing not to solicit ratings and well-

funded companies doing so in order to signal their quality. Similarly, it would rule out rating 

publication rights as the main cause of the registered difference. 

     I have previously mentioned that information asymmetry is the industry’s explanation of choice 

for any differences between solicited and unsolicited ratings. However, I actually think the 

empirical results mentioned in this section refute such a claim to a certain extent. Considering that it 

is possible to identify a statistically significant difference between the two rating types, it seems 

plausible that this factor could be included in the computer systems which make up an important 
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part of the rating process. If ratings are indeed, as claimed by the NRSROs themselves, supposed to 

be accurate on the relative level, any identifiable difference between rating types – be it solicited vs. 

unsolicited, issuer ratings vs. issue rating, etc. – should be taken account of in the rating process. 

This is necessary in order to ensure comparability across different rating categories. NRSROs 

should therefore also take the indentified difference between unsolicited and solicited ratings into 

account if they are to live up to their own goal of accurate relative rankings. This could be done by 

including a dummy variable in their rating methodology when assigning ratings, in order to 

distinguish unsolicited from solicited ratings. I therefore conclude that it is a choice by NRSROs to 

not make such alterations. 

     Such a choice is very understandable for numerous reasons, but it does not correspond well with 

the claims of comparability made by the raters. The main reason NRSROs have for being 

conservative when publishing unsolicited ratings is that of minimizing their own risk (at the cost of 

the issuer). When less information is available to the raters, there is always an element of risk tied to 

the information which is not possessed. This may, however, not be very different from the 

information asymmetry issue I raised in section 3.4, where I argued that issuers have an incentive to 

only pass on positive confidential information to a solicited NRSRO while keeping any negative 

information to themselves. This would maximize the obtained rating, and thus minimize costs. The 

incentive to only pass on positive information when soliciting a rating means that the NRSRO will 

not receive the negative information either way. If this argumentation holds, the lack of negative 

information will therefore exist for both unsolicited and solicited ratings, and it should therefore not 

be a worry for the NRSROs specific to rating unsolicited. This implies that the NRSROs can 

include the dummy variable mentioned above, since they will essentially have the same amount of 

negative information as they would if they had been solicited – namely, the publically available 

information. The risk of assigning a too optimistic rating is therefore also essentially greater for 

solicited than unsolicited ratings since the main difference will be in availability of positive 

information. 

     If it is indeed possible to take account of the existing difference between unsolicited and 

solicited ratings, and if doing so would improve overall rating quality, there must be an explanation 

for NRSROs not doing so. One identifiable difference between the two rating types is the lack of a 

business relationship between issuer and rater in the case of unsolicited ratings. Unsolicited ratings 

are therefore not affected by issuers’ ratings shopping, and rating inflation is therefore also less 

likely. Instead, unsolicited ratings is the one area where the opinion of investors and the public in 
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general is most important for raters. This implies that NRSROs have to consider the preferences of 

two different groups of stakeholders in these two cases – issuers soliciting a rating want the highest 

possible rating, while investors and the public may in general be more interested in timely or 

conservative ratings. If solicited ratings are generally inflated it therefore also makes sense that 

unsolicited ratings are lower. The potential for ratings shopping furthermore implies that it would 

be more correct to use a dummy variable to adjust solicited ratings downwards than to adjust 

unsolicited ratings upwards, although this seems highly unlikely. 

     At the very least, the discussion in this section implies that solicited and unsolicited ratings are 

currently two entirely different products, and should therefore also be distinguishable from one 

another in all published rating information. Alternatively, some form of adjustment should be made 

to either type of rating in order to ensure comparability. 

4.3.3 Lack of Information 

In the previous subsection I have discussed the difference between solicited and unsolicited ratings 

based on second-hand research. That I have had to rely on data collected by other people is in itself, 

however, an interesting and unexpected finding. Especially when viewed in the light of recent 

regulatory development. I therefore find this lack of publically available information worthy of its 

own discussion – one which is perhaps both more contemporary and important than the identifiable 

difference between the two rating types. As mentioned in the subsections of section 2.5, regulators 

have recently been attempting to increase industry transparency and the level of performance-

related disclosure. In accordance with the third section of the IOSCO Code, historical performance 

should be made available by CRAs in order to increase transparency. As previously mentioned, this 

was enacted by the SEC through a revision made to the CRARA stating that such historical data 

should be made available on NRSROs’ websites. Reading this law had caused me to believe that 

performing various empirical investigations and comparisons of the NRSROs would be 

straightforward, since I was expecting large quantities of data to be available directly from the 

NRSROs. 

     From personal experience, it seems that while historical data is made available by the NRSROs 

on a scale which means they live up to the minimum requirements of the law, they have chosen to 

do so in a format which essentially means the data is useless for any large-scale investigations. In its 

current form, data is uploaded as one XML-file per rated issuer. The contents of the files are in 

coded language, which means that in order to use it an individual would either need access to 
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specialized software
23

 or would manually have to go through the coding in order to identify 

individual dates and rating actions. It therefore seems to call for a process so time consuming that 

the very availability of the data effectively mocks potential users who are attempting to work with 

it. The only real use of the data in its current format is if someone has an interest in a specific 

company, since deciphering the XML-data for a single company is obviously more feasible than 

doing so on a large scale. In conclusion, it seems like the formulation of the CRARA has been too 

insubstantial and lenient when it comes to the required disclosure of historical ratings. While 

demanding increased disclosure is definitely a positive development with the potential to increase 

transparency, the format of information is extremely decisive when it comes to user friendliness. If 

format decisions are left up to the NRSROs it is not at all surprising that they choose the most 

intricate method which still lives up to regulatory demands. This ensures that they are not 

publishing more information than competitors. Simultaneously it minimizes the possibilities of 

researchers to investigate industry performance and identify potential problems. This serves the 

purpose of the CRAs since it has, at least historically, not been in the interest of the raters to 

increase public awareness and knowledge about the methodologies of their industry. This is a 

conflict of interests which arises due to the industry’s dominant compensation form. Under the 

issuer-pays method, both issuers and raters are interested in optimizing their mutual relationship, 

and neither party is necessarily interested in this relationship being analyzed by outsiders such as 

investors. I therefore believe that regulators will have to be very specific in the demands they set 

regarding disclosure if regulation is to accomplish the task of increasing transparency – a point 

which seems to be proven by the problem identified in this section. 

 

4.4 Similarities in Rating Methodology 

In this section I will investigate the similarities in ratings for a given issuer across different 

NRSROs. Specifically, I will look at banks which have been rated by all of the ‘big three’, in order 

to evaluate the value of obtaining multiple ratings for the same issue. If I find that there is a large 

degree of similarity between the ratings combined with no recognizable trend with regard to which 

NRSRO typically rates the highest and the lowest, it will indicate that rating methodologies are 

currently so uniform that little extra value comes from obtaining multiple ratings. 

                                                 
23

 I have been unable to find any references to software capable of aggregating the data. 
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4.4.1 Methodology 

In this test I rely on bank ratings obtained from the BankScope database. Specifically, I have 

performed a search to find banks which are currently being rated by both S&P, Moody’s and Fitch. 

This has resulted in a dataset consisting of 348 banks originating in 59 different countries – a total 

of 1044 long-term foreign currency credit ratings
24

. It is not ideal that this whole test is performed 

by relying only on banks. However, BankScope is simply the only freely available database I have 

been able to find which contains this sort of comparable information. This means that I will be 

unable to compare different industries, but there are no reasons to believe that NRSROs’ rating 

behavior is different when they rate banks as compared to any other issues or issuers. Therefore, the 

size of the dataset will still allow me to make some general conclusions regarding differences in the 

NRSROs’ ratings. In the following I will briefly explain my methodology as I go along. 

     The first step in my analysis is the transformation of the obtained ratings from alphabetical into 

numerical values. I have simply done this by assigning AAA-rated banks the value 22, AA+ the 

value 21, etc., with D-rated issues obtaining the numerical value of 1. This transformation allows 

me to aggregate the data as seen in Table 4-5, distinguishing between which rater has assigned the 

highest and lowest ratings: 

Table 4-5: Aggregated Ratings Data
1 

 
Lowest 

Tied 
Lowest 

Middle 
Tied 
Highest 

Highest 
All 
Identical 

Total 
Avg. 
rating 

S&P 101 108 36 25 14 64 348 15.53 

Moody's 32 38 18 57 139 64 348 16.28 

Fitch 37 82 51 48 66 64 348 16.04 
1. The table shows the relative placements of ratings made by the ‘big three’ for a dataset consisting of 348 banks. If furthermore 

shows the average rating based on a conversion from letter- to numerical rating grades where 1=D and 22=AAA. Source of data: 

Bankscope.com. 

The column headers “Lowest”, “Middle” and “Highest” are self-explanatory. “Tied Lowest” and 

“Tied Highest” simply indicates that two of the CRAs have assigned the same rating to the bank in 

question, and are therefore both either lowest or highest. As can be seen in the 7th column, 64 of the 

348 banks in the dataset have been given the same rating by all three of the CRAs. The average 

rating for the 348 banks has been calculated in the final column. Here it seems that, contrary to my 

hypothesis, there is a noticeable difference between the CRAs. On average S&P is 0.51 rating levels 

lower than Fitch and 0.74 rating levels lower than Moody’s. 

                                                 
24

 As opposed to local currency ratings which do not incorporate transfer risk. Transfer risk is the risk that although the 

bank may be able to repay their debt in local currency, they may not be able to convert the funds into the currency 

needed in order to repay their international creditors. This can occur if, for instance, economic crisis causes foreign 

currency reserves to run low. 
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     In order to investigate whether the differences mentioned above are statistically significant, I 

will perform three paired-difference t tests – one for each pair of rating agencies. This entails 

looking at the differences between the CRAs’ credit ratings for each rated bank, and will allow me 

to test the hypothesis that the average rating assigned by each CRA is identical
25

. The test type 

assumes that the sample of difference scores I work with is a random sample from a population of 

such difference scores - my large internationally spanning sample size gives me no reason to 

believe otherwise. The second implicit assumption is that the distributions of the difference scores 

are approximately normal (Agresti & Franklin, 2007, section 9.4). As is also stated by Agresti & 

Franklin (2007, p. 462), confidence intervals are robust and therefore work even if this normality 

assumption does not hold. I will therefore calculate the 95% confidence intervals for each of my 3 

sets of matched pairs. 

     The tests are conducted as follows, where I will explain the calculations for the paired-difference 

test of S&P and Moody’s. Firstly, the credit rating assigned by Moody’s is subtracted from that 

assigned by S&P for all the banks. This gives me 348 differences which range from -5 to 3. These 

are the difference scores. The mean of these difference scores is -0.74, which was also the 

difference in average rating as seen in Table 4-5. The mean of the difference scores and the 

difference in average rating will by construction always be identical. In order to compute the 

confidence interval for the mean difference scores I need to know the standard error. This entails 

calculating the standard deviation, which turns out to be 1.21. The standard error is then calculated 

as: 

065.0
348

21.1


n

s
se d  

I now have all the necessary data to compute my 95% confidence interval with n -1 = 347 degrees 

of freedom for the mean of the difference scores: 

 617.0;872.0065.0967.1744.0 interval confidence 95% 025.0.  setx scorediff  

Since this interval does not include 0 I reject my hypothesis of the mean of the difference scores 

being 0, and thereby also reject that there is no difference between the ratings of S&P and Moody’s. 

Indeed, at the 95 % confidence level S&P assigns credit ratings which are between 0.617 and 0.872 

grades lower than Moody’s. The results of all three paired-difference t tests are summarized in 

Table 4-6 on the following page: 

                                                 
25

 Specifically, I test whether the means of the difference scores are equal to zero. 
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Table 4-6: Test Calculations and Results
1 

    Matched-pair difference score 95% confidence interval2 

  N Mean Std. dev. Std. error Lower limit Upper limit 
S&P - Moody's 348 -0.744 1.208 0.065 -0.872 -0.617 
S&P - Fitch 348 -0.511 1.104 0.059 -0.628 -0.395 
Fitch - Moody's 348 -0.233 1.383 0.074 -0.379 -0.087 
1. The table shows the results of statistical comparison of the ratings of the ‘big three’ on a sample of 348 banks which are rated by 

all three. Source of data: Bankscope.com. 

2. These two columns indicate the level of the first-mentioned NRSRO in column one, as compared to the last-mentioned. 

The results show that there is a statistically significant difference at the 95 % confidence level 

between ratings published by the ‘big three’. Ratings published by S&P are the most negative, with 

Fitch in second and Moody’s being the most positive. When converted into a percentage deviation, 

Moody’s ratings are between 2.8 and 4.0 % higher than S&P’s and between 0.4 and 1.7 % higher 

than Fitch’s. In extension of this conclusion I performed calculations of the 99 % confidence 

intervals, and even at this level all three hypotheses of identical means are rejected. 

4.4.2 Discussion 

The findings I have made in this section are quite surprising to me, although a difference of less 

than one rating grade on a scale of 22 is perhaps not very significant. As explained in section 3.5.3, 

I was expecting quite similar ratings from all three NRSROs, since the industry competes for 

customers through the level of their ratings. In essence this is both a risk management issue and a 

cost minimizing issue. By doing the same thing as everyone else, raters can minimize the risk of 

doing something which will negatively impact the company’s competitive state, resulting in so-

called herd behavior. Similar behavior furthermore minimizes the necessity of communicating 

specific rating methodologies to stakeholders, and thereby also reduces costs. I was especially 

expecting this behavior to be inherent with the ‘big three’, since their very dominant market 

positions mean they have more to lose than they have to gain. If these three CRAs all tend to agree, 

it will be very hard for new entrants to challenge their market positions. This is due to the fact that 

CRAs need to be recognized and trusted by regulators, issuers and investors before they have any 

potential for winning market shares. And as a newcomer it is very hard to convince others that the 

rating you are assigning, which is significantly different from the grade(s) assigned by the ‘big 

three’, is the correct one. 

     As mentioned earlier in this paper the ratings of S&P and Moody’s do not contain identical 

information, since Moody’s includes a measure of likelihood of recovery in case of default. This 

may very well be a contributing factor in the observed differences, since a defaulting issuer where a 

certain degree of recovery is expected should theoretically be rated higher by Moody’s than by S&P 
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– all other things equal. However, this still contradicts my hypothesis since I was expecting similar 

absolute ratings regardless of which elements are considered in the ratings process. As I mentioned 

in section 3.5.3, S&P have recently made changes to their rating methodologies which have resulted 

in the overall level of their ratings declining. It would therefore be interesting to perform a historical 

test similar to that which I have performed. Unfortunately, historical ratings data has proven 

impossible to obtain on a large scale, and the BankScope database only contains the latest two 

ratings for each bank. It may be that a historical analysis would have shown greater similarity, and 

that the observed difference is due to the recent changes by S&P. This would be consistent with the 

mentioned fact that these changes have resulted in S&P losing some customers due to decreased 

competitiveness with regard to absolute rating levels. Another issue which may have an effect is 

that of unsolicited ratings. Unfortunately BankScope does not include information about whether 

ratings are solicited or unsolicited. As discussed in section 4.3 the average level of unsolicited 

ratings is lower than that of solicited ratings. And since the test I have performed in this section is 

based on banks which are rated by (at least) three NRSROs, it seems reasonable to believe that not 

all of the included ratings are solicited. 

 

4.5 Partial Conclusion 

In this chapter I have tested the 4 hypotheses I posed in chapter 3. In section 4.1 I found that credit 

ratings are a much less timely credit risk measure than CDS spreads. They react to changes in credit 

risk slower than CDS spreads, and add no new credit risk-related information to the market. While 

it could be that credit ratings give the correct picture during times of financial stability, rating 

actions are extremely delayed in times of crisis and turmoil. This to a degree which cannot be 

justified by the previously discussed striving towards rating stability and rating through-the-cycle. 

These findings indicate that CDS spreads would be a good, cheap alternative for regulators when 

quantifying credit risk. It would clearly take some work and resources in the implementation phase 

to ensure that the reliance upon a new measure does not have any adverse, unforeseen effects. 

Solutions would furthermore have to be found for debt issues which do not have corresponding 

CDSs. However, recent performance and resulting criticism of the NRSROs has made it clear that 

resources would also have to be expended if sticking to credit ratings, so it seems to be the perfect 

time to consider new possibilities. 

     In section 4.2 I found that downgrades have made up almost 2/3 of rating actions undertaken by 

the ‘big three’ during the last 10 years. Although the sub-prime crisis obviously plays some part in 
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this, the tendency was similar during the years of expansion prior to the crisis. This indicates that 

initial ratings may very well be too high as a direct consequence of the issuer-pays compensation 

method and the resulting ratings shopping. A secondary finding in this section was that NRSROs 

were in fact most positive in 2006 and 2007, immediately preceding the crisis. This would indicate 

that the industry was not rating conservatively due to expectations of an economic crisis. 

     In section 4.3 I faced the challenge of a complete lack of publically available information 

regarding the difference between unsolicited and solicited ratings. While I found a single recent 

article on the matter which concluded that solicited ratings are generally higher than unsolicited 

ratings, the most interesting conclusion in on this section was drawn from the lack of data. 

Considering recent regulatory initiatives related to industry disclosure, this was very surprising. 

This finding in itself warrants inclusion in this paper albeit the fact that I was unable to test the 

initial hypothesis, since it makes it obvious that disclosure regulation still has a long way to go. 

     In the final investigation in section 4.4 I identified statistically significant, albeit minor in 

absolute terms, differences between the rating levels of S&P, Moody’s and Fitch. The result is 

therefore a rejection of my hypothesis of the industry’s competitive state leading to identical rating 

methodologies and ratings. It would be interesting to test if this relationship also existed prior to the 

changes which have been made to rating methodology in the wake of the crisis, or if it’s a new 

development. Such an investigation could be helpful when considering potential future 

developments – whether or not rating methodology can be expected to converge over time. 

     In the next chapter I will evaluate the likely influence of new regulatory initiatives, specifically 

Dodd-Frank, on the issues identified in this chapter. 
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5 Future Considerations 

In the first years of the new millennium, awareness of the influence and power of NRSROs was 

increasing. As The New York Times columnist Thomas Friedman put it as early as 1996: 

“There are two superpowers in the world today in my opinion. There’s the United 

States and there’s Moody’s Bond Rating Service. The United States can destroy you 

by dropping bombs, and Moody’s can destroy you by downgrading your bonds. And 

believe me, it’s not clear sometimes who’s more powerful.” Thomas L. Friedman, 

interview with Jim Lehrer on Newshour, PBS television, Feb. 13, 1996. 

As previously explained this led to increased attention from regulators, but as seen in chapters 3 and 

4, it would seem that the new initiatives still need to be improved upon if reliance upon credit 

ratings as a regulatory tool is to continue. This leads to the question of whether regulation which 

postdates the data used in this paper makes the necessary changes to ensure a healthy industry. In 

this context, I am specifically thinking of the previously described Dodd-Frank Act which is still 

undergoing implementation. The following will therefore be an evaluation of industry-specific 

changes made by this new piece of legislation. It is neither feasible nor relevant to attempt a 

complete evaluation, as Dodd-Frank fundamentally changes a vast array of U.S. legislation. 

     Dodd-Frank includes a lot of changes for the credit ratings industry, as mentioned earlier. Some 

of these will likely diminish or remove some of the conflicts of interest I have identified, whereas 

others seem to have less potential. Increased liability, potential for being fined, and clarification of 

the responsibilities of top managers in the industry are likely to have some effects since managers 

may start worrying about being held personally responsible. It may therefore lead to NRSROs 

generally becoming more conservative and timely in their ratings. This can be viewed in 

combination with the requirement to define the meaning of each rating. Although the methodology 

behind this requirement is not specified in detail, it has the potential for leading to credit ratings 

which are accurate at the absolute level, as opposed to previously where the focus has been only on 

maintaining accurate relative rankings. If indeed NRSROs begin striving for timely absolute risk 

measures, the frequency of rating revisions is bound to increase drastically – they will have to, as 

was seen in section 4.1, if they are to follow long-term market measures of credit risk. 

     Another potentially significant change included in Dodd-Frank is the demand for department 

division – marketers, consultants and credit analysts are not permitted to have any interactions. This 

is done to remove conflicts of interest related to ratings shopping and ancillary business activities, 

and initially sounds like a solid solution. However, as I have mentioned earlier, this very same 
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requirement was included in the IOSCO Code, with limited success. However, Dodd-Frank is 

legally binding where the IOSCO Code is not and therefore it may still result in improvements 

within this area. It has the potential to eliminate the overly optimistic initial ratings discussed in 

section 4.2, but will most likely only be successful if thoroughly enforced – and enforcing who 

communicates with whom behind closed doors is probably not an easy task. 

     Another potentially valuable addition made by Dodd-Frank is that of increasing the general level 

of disclosure. This regards both historical performance and a list of disclosures which must be 

included whenever a rating is published. According to the Act, performance-related disclosures 

have to be published online in a clear and comparable format. This has the potential to increase 

external control greatly, if it is carried out in a proper fashion. As I experienced in chapter 4, such 

information is currently only published by the NRSROs in a format which practically ensures that it 

is not used for large-scale analyses, despite the inclusion of a similar disclosure requirement in the 

CRARA several years ago. Considering that my data collection experience postdates the beginning 

of Dodd-Frank-implementation by 1-2 years, it seems likely that the current format is the one 

NRSROs plan to use in the future. Since no format is currently dictated by Dodd-Frank, I doubt that 

any changes will be made to the one which is currently in use. It can easily be argued by the 

NRSROs that they by uploading a single file per issuer are making both clear and comparable 

information available, since anyone with a lot of time to spare will eventually be able to get a full 

picture by manually typing the information into a data processing program. I therefore believe that 

in order for this requirement to become meaningful, the SEC will have to dictate an exact format for 

the disclosure of performance-related information – an aggregated format allowing for immediate 

comparison and analysis. Until something to that nature is done, discovering opportunistic behavior 

by the NRSROs will be challenging. Among others, the conflicts of interest recognized in section 

3.4 concerning unsolicited ratings will therefore be likely to persist. 

     Regarding the disclosures which are to accompany each rating publication, there is obviously 

some value to it. The problem is that the long list of elements which have to be included in these 

disclosures may result in a negative cost-benefit situation. While some investors will value the 

ability to look into issuer-specific risk factors of all sorts, many investors will likely never read 

these disclosures. If one thing can be learned from the sub-prime crisis, it is that investors 

effectively chose to outsource their risk evaluation process to the CRAs, and neglected to undertake 

any due diligence of their own. Although this tendency may currently be less pronounced due to the 

ongoing criticism of the CRAs, it seems likely that given time, investors will rely even more on 
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credit ratings since the industry is now being regulated far more. When other control mechanisms 

have increased, investors have even less incentives to carry out their own due diligence. Especially 

when the controlling entity is a government institution, since this basically seems like a government 

approval of the product. These disclosures may, however, serve the indirect purpose of increasing 

ratings quality by increasing NRSRO-internal awareness of the different factors which influence 

rating actions. It may lead to increased standardization of the ratings process, and therefore also 

increase rating timeliness – both in absolute and relative terms. 

     The greatest new contribution of Dodd-Frank with regard to credit rating agencies is without at 

doubt Section 939A, which states that all U.S. federal agencies have to review regulation they have 

issued in order to identify and remove all direct “reference to or requirement of reliance on credit 

ratings and to substitute in such regulations such standard of credit-worthiness as each respective 

agency shall determine as appropriate for such regulations.” In other words, it dictates a complete 

removal of regulatory reliance on credit ratings. When this is done, the other initiatives concerning 

CRAs in the Act may in fact be unnecessary. I say this since without regulatory reliance, market 

perfection would be greatly improved. Designated NRSROs would no longer be free to pursue 

profit maximization with little worry of staying competitive, since issuers would no longer be 

forced to obtain one or multiple credit ratings. If issuers were instead forced to rely on some other 

risk measure, their focus would move away from credit ratings. They would no longer be inclined to 

pay vast sums for ratings, and CRAs would likely have to revert to the subscriber-pays 

compensation method in order to sell their product to investors. Such a change would likely result 

in a rather large contraction of the industry, and an increase in the competitive state. It would 

furthermore remove the cause of many of the conflicts of interest inherent in the industry today – 

namely the issuer-pays compensation method. It would therefore seem that removing legislative 

references to credit ratings is the best possible move in order to secure a healthy industry and 

restore its reputation. However, it definitely entails a problem that Dodd-Frank does not dictate a 

new uniform credit risk measure. As the quote above shows, Section 939A instead requires 

individual agency legislators to review legislation and choose an appropriate alternative measure. It 

will be interesting to see just how the different agencies handle this. Especially since I believe that a 

large degree of uniformity is necessary if the law is to succeed in making significant changes. If 

such uniformity does not exist, it would require the development of numerous different credit risk 

assessment tools. This could potentially lead to much confusion if entities under the jurisdiction of 

different agencies want to do business with each other but regulation dictates they measure credit 
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risk differently. If there is no universally accepted credit risk standard, it seems likely that financial 

market participants will continue to rely on credit ratings. If issuers continue to find that the value 

of soliciting a rating outweighs the costs, they will continue to do so – even if it is in essence a 

second, non-regulation risk measure. And until a different measure becomes the norm and ensures 

inter-industry comparability, this may be the result. If such a situation occurs, the potential industry 

changes resulting indirectly from Section 939A mentioned on the previous page are unlikely to 

happen. NRSROs would still be in a powerful position and would be able to continue charging 

issuers instead of subscribers. While not being forced by regulation, issuers could be “forced” by 

the market to obtain ratings, and the result would be that the conflicts of interest identified in this 

paper would persist to exist. The conclusion to Section 939A must therefore be that, due to the 

Congress’ “outsourcing” of the decision and implementation process, it is very difficult to predict 

the implications of Dodd-Frank for the credit ratings industry. While it will undoubtedly have some 

influence, it remains to be seen whether it causes a complete restructuring or merely changes the 

oversight and control mechanisms while the industry remains fundamentally unchanged. 
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6 Conclusion 

In this paper I have made a contemporary evaluation of the problems of the U.S. credit ratings 

industry. Through an initial historical clarification I found a number of areas of particular 

importance and interest. Most of these have arisen from the increased legislative reliance on credit 

ratings as a risk management tool beginning in 1975, and include the industry’s competitive state, 

compensation scheme and governance mechanisms. Despite an increased awareness of the 

industry’s inherent problems during the past decade and the resulting implementation of new 

regulation, I have identified several persisting conflicts of interest. The first of these revolves 

around the trade-off between rating timeliness and rating stability. When used in regulation credit 

ratings should be trustworthy and accurate at all times. However, the very use of credit ratings in 

regulation is what results in a prioritization of rating stability, since constant reinvestments forced 

by frequently changing credit ratings could become very costly for both issuers and investors. When 

this is combined with the fact that the NRSROs’ main customers are issuers and that they are 

therefore incentivized to act in accordance with issuers’ preferences, the result is a lack of 

timeliness in credit ratings. I have proven this by comparing credit ratings to CDS spreads, finding 

them to be inferior both with regard to absolute and relative risk. 

     The second identified conflict of interests is also related to the compensation method. Issuers are 

not only interested in rating stability, but obviously also in obtaining the highest possible rating in 

order to lower their costs of debt. This dictates that the NRSRO which offers the highest rating to an 

issuer will be solicited. The consequence is ratings shopping which leads to inflated ratings. I 

investigated the presence of this by viewing the direction of rating actions during the past decade. I 

found that downgrades outweighed upgrades not only during the crisis years, but also during the 

years of expansion from 2003 to 2007. I furthermore explained how this could not be due to the 

ability of NRSROs to foresee the crisis. The fact that downgrades are more frequent than upgrades 

indicates that initial credit ratings are overly optimistic and are adjusted downwards over time. This 

implies the existence of ratings shopping. 

     I have identified conflicts of interest related to the ancillary business of CRAs and their use of 

unsolicited ratings. The fact that these are generally lower than solicited ratings combined with the 

argued availability of equal amounts of negative information in the two cases seems to indicate that 

the ‘big three’ may be using unsolicited ratings to pressure issuers into soliciting ratings. However, 

to say this with certainty one would need to research what happens to ratings as they shift from 
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being unsolicited to solicited – a topic for future research which requires increased disclosure from 

the NRSROs. 

     Finally, I argued that the use in regulation and the existence of ratings shopping leads to a 

situation where the rating methodology of the ‘big three’ converges, with uniform ratings and 

decreased informational value as a result. However, through my empirical investigation I rejected 

this hypothesis. There is, surprisingly, a small identifiable difference in ratings between the ‘big 

three’ – with S&P being the most conservative and Moody’s the most positive. 

     In the final chapter I have discussed the potential success of the Dodd-Frank Wall Street Reform 

and Consumer Protection Act in addressing the identified industry problems. This Act reforms the 

regulation of the entire U.S. financial sector, and therefore includes a section on the credit ratings 

industry. If implemented successfully, Dodd-Frank will greatly improve the credit rating agency. It 

will improve both absolute and relative accuracy by increasing internal awareness of rating 

methodology and rating categories, as well as through an increased level of liability for top 

managers. It will also remove the potential for ratings shopping through its requirement of a 

division of the different departments in CRAs. Furthermore it will result in increased potential for 

external control and industry analysis through its requirement of increased disclosure. Despite these 

positive developments, the most important aspect of Dodd-Frank is without a doubt the removal of 

all references to credit ratings in regulation. This has the potential to vastly increase market 

perfection. Furthermore it would likely result in market contraction and a resulting increase in 

competition and quality. Another consequence could be a reversion to the subscriber-pays 

compensation form which entails fewer conflicts of interest than the current form. 

     In conclusion, it is clear that Dodd-Frank has the potential to solve the conflicts of interest I have 

identified in this paper. However, whether it successfully does so remains to be seen. Some 

potential problems in this regard relate to the lack of a new standardized credit risk measure and the 

question of how to ensure a reasonable tradeoff between timeliness and stability, regardless of 

which measure is used. While credit ratings have clearly been too inaccurate, tying investments to a 

constantly changing market measure is also not viable. The coming years will therefore be 

extremely decisive for the U.S. credit ratings industry. A study similar to the one performed in this 

paper may show entirely different results in just a few years if the implementation of Dodd-Frank is 

successful. If it is not, the industry’s current problems will likely persist. 
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Appendix A 
 

 

Issuer Date Symbol 

Spain 19-01-2009 CSPA1U5:IND 

Spain 28-04-2010 CSPA1U5:IND 

Spain 13-10-2011 CSPA1U5:IND 

Spain 13-01-2012 CSPA1U5:IND 

Spain 26-04-2012 CSPA1U5:IND 

Wells Fargo 19-12-2008 CWFC1U5:IND 

Wells Fargo 17-06-2009 CWFC1U5:IND 

Wells Fargo 29-11-2011 CWFC1U5:IND 

AT&T 12-06-2010 CATT1U5:IND 

Italy 19-09-2011 CITLY1U5:IND 

Italy 13-01-2012 CITLY1U5:IND 

Austria 13-01-2012 CAUT1U5:IND 

France 13-01-2012 CFRTR1U5:IND 

Portugal 13-01-2012 CPGB1U5:IND 

Slovakia 13-01-2012 CSLVK1U5:IND 

Slovenia 13-01-2012 CT354156:IND 

United States 05-08-2011 CT86896:IND 

Mexico 14-12-2009 CMEX1U5:IND 

Argentina 31-10-2008 CT350188:IND 

Barclays Bank 19-12-2008 CBAR1E5:IND 

Bank of America 19-12-2008 CBAC1U5:IND 

JP Morgan Chase 19-12-2008 CJPM1U5:IND 

Deutsche Bank 19-12-2008 CDB1E5:IND 

Royal Bank of Scotland 19-12-2008 CRBS1E5:IND 

UBS 19-12-2008 CUBS1E5:IND 

Goldman Sachs 19-12-2008 CGS1U5:IND 

Morgan Stanley 19-12-2008 CMWD1U5:IND 

Russia 08-12-2008 CRUSS1U5:IND 

Latvia 24-02-2009 CT354225:IND 

 


