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IS  COM PETITION THE RIGHT 
ANSW ER? A  CASE OF CREDIT 

RATING AGENCIES                 

K H Y A T I  M A L I K  
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ABSTRACT:  

 

The role of credit rating agencies (CRAs) in national and international capital markets has evolved 
over a period of time from an ‘information provider’ to various financial players to a ‘quasi-regulator’ 
of the market. This paper argues that the CRAs are ill suited to assume this role in the present form 
because of the ratings’ lack of accuracy in determining the creditworthiness of investments. This 
paper develops a game theory model to address the question: would an increase in competition 
among the CRAs improve the quality of the ratings? From the model, it is concluded that excessive 
competition in the ratings industry may not necessarily be healthy, as the reputational cost of getting 
labelled as dishonest decreases with the number of players. On the other hand, with only two or three 
dominant players in the market, the possibility of collusion among them increases, leading to the 
likelihood of inflationary ratings by the agencies. The model proposes that honest behaviour among 
CRAs can be achieved by ensuring an optimum number of players in the market, which prevents 
collusion, but at the same time, keeps each CRA accountable through a significant reputational cost. 
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INTRODUCTION  

 

An extensive body of scholarship has examined the influence that networks of knowledge-based 

private experts have exercised in policy making in the past (Cutler et al., 1999). Credit Rating 

Agencies (CRAs) are private enterprises, which emerged to remove the information asymmetry 

between different financial players (Pattberg, 2005). The issuers, investors and borrowers use this 

information for their financial decision-making. For example, sovereign countries seek CRA ratings 

in order to attract foreign investments. A major change in the role of CRA ratings occurred in the 

1930s in the US when regulations were introduced which restricted the banks from holding only 

bonds with low credit ratings (Bruner and Abdelal, 2005). This was the first step towards including 

the CRA ratings in the regulatory framework in the US. Many countries, such as, Japan, United 

Kingdom, Canada followed suit and introduced similar legislations. In 2004, Basel II Accord 

incorporated CRA ratings in their regulations with the intent that the ratings will be able to distinguish 

between different levels of risks and hence provide stability to the finance industry. The foremost 

assumption of this is that the CRA ratings are good and unbiased indicators of the creditworthiness of 

various financial instruments. However, it should be noted that as the complexity of financial 

instruments has grown over time, the informational value of the CRAs’ ratings has plummeted. The 

ratings have become reactive towards observed economic trends rather than predictive of such trends. 

In such a scenario, it has been suggested that increasing competition among the CRAs would improve 

the quality of their ratings. This is the fundamental question we seek to investigate in this paper. 

Recent theoretical and empirical studies have highlighted that increasing competition may not be the 

right answer (Bolton et al., 2012). While the previous theoretical approaches have analyzed perfect 

competition with duopoly, this paper has concentrated on monopolistic competition using a game 

theory model. It suggests that a rating industry guided by monopolistic competition may be a better 

solution for achieving honest behaviour among the CRAs. The present structure, role and methods of 

operation of the CRAs have also been questioned. Therefore, in order to improve the financial market, 

along with evolution to a market with monopolistic competition, it is also imperative to modulate the 

functioning and structure of the CRAs. First we will delve into the details of the inception and 

evolution of the credit rating agencies to understand their present structure, role and methods of 

operation.  
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BACKGROUND: CREDIT RATING INDUSTRY 

 

The development of a Credit Rating industry is in response to the changing dynamics of the modern 

industry and its need for a massive amount of private capital. The beginnings of this industry can be 

traced back to issuance of ratings for the debt obligations of the railroads, which had prompted the 

development of a bond market globally in order to finance their expansion (White, 2010). CRAs are 

private firms that provide an independent evaluation of the credit worthiness of the issuers of the 

financial securities. From this origin in 1909 to 1930s the CRAs grew along with the growth of the 

bond market to include issues by manufacturers, sovereign governments as well as utilities besides the 

railroads. However, after World War II this growth in the number of CRAs declined with the spread 

of economic stability. From the 1970s onwards, the growth in the number of CRAs again went up in 

response to the growth in the demand for private capital flows. During this period, it was particularly 

observed that the growth of credit rating industry depended on the instability in the sovereign bond 

markets as occurrence of crises as well as defaults increased the value of expertise possessed by the 

CRAs to assess the quality of the issue. The demand for credit ratings was enhanced tremendously 

with the introduction of emerging market bonds since 1990s. This is because the investors were 

interested in investing in high yielding securities of the emerging market and the emerging economies 

were seeking alternatives with better conditions vis-à-vis bank loans (Bruner and Abdelal, 2005). 

WHAT IS CREDIT RATING AND HOW IS IT DONE? 

A credit rating is a rating agency’s quality assessment of the debt issuer or a specific debt obligation 

(Frost, 2006). These ratings are based on the relative probability of default and consist of letter rating 

such as AAA, B, and CC etc. implying the credit category as well as a commentary. This commentary 

comprises the assumptions, criteria and methods utilized to determine rating opinions and conditions 

under which such assumptions can be changed, and descriptions about the rating agencies and their 

line of business (Cantor et al., 1997). 

As far as disclosure of credit rating information is concerned, it might be disclosed to the public in 

general and/ or subscribers specifically i.e. the CRAs provide wide ranging and freely available 

information on the letter ratings as well as commentary and at the same time extend fee based services 

specifying additional information to the subscribers. The range of information disclosed depends on 

the source of revenue of the CRAs. Typically, CRAs tend to disclose much more information when 

they derive revenue from the fees paid by the issuers, as compared to when they derive their revenues 

from the subscribers specifically.  
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The ratings by CRAs are allocated to various entities like profit making corporations, public finance 

institutions, non-profit organizations and sovereign states. There is a difference between the ratings 

provided to specific fixed payment issues involving debt and preferred stock and the ones provided to 

structured financial products. Ratings in the former category are based on how the issuer is rated as 

well as several considerations like seniority etc. while in case of structured products each security in 

the portfolio constituting the product has its own individual rating, often provided by a different CRA 

than the one providing the overall rating for the structured product (Frost, 2006). 

Initially, the major source of CRAs’ revenue was the subscription fees paid by the investors. This has 

changed significantly in the last couple of decades, wherein the dominant source of CRAs’ revenue 

has become the fees paid by the issuers, creating an obvious scope for abuse. Let us discuss the 

current players in the field. 

THE RATINGS MARKET PLACE 

The market for credit ratings is dominated by the ‘Big Two’ CRAs – Moody’s and Standard and 

Poor’s (S & P) issuing credit ratings on approximately USD 30 trillion worth of securities each (King 

and Sinclair, 2003). With the increase in demand for sovereign ratings since 1990s, both agencies 

have developed linkages with other rating agencies located in the developing countries. Fitch is the 

third major player in the market. While it has the potential to achieve substantial market share, various 

constraints related to coverage as well as reputation prevent it from doing so. While the ‘Big Two’ 

emphasize the competitiveness in the market and attribute their reputation and investor confidence to 

their expertise and internal processes, Fitch has clearly stated that the ratings market is dominated by a 

dual monopoly, which has resulted in demand for two separate ratings. Some authors have also stated 

that incorporation of ratings into financial regulation has altered the market to a great extent - the 

major players are thriving not because of the investor confidence in their expertise but because of 

creation of an artificial demand by the ratings-dependent regulation (Partnoy, 1999).  

THE PROCESS OF RATING 

A standard of credit worthiness is specified by the rating agencies by publishing the criteria guiding 

them during the ratings process. This standard of credit worthiness is based upon several criteria like 

the economic environment surrounding different borrowers. This is guided by the rule that the rating 

of the borrowers is not higher than the rating of their country of origin. The other factor that is 

considered is the ratio of valuation of a firm to its outstanding debt. Although higher income flows 

and lower outstanding debt obligation implies higher credit rating, the entire process goes beyond the 



!

!

!
 The Public Sphere 2014!

!
! !

61!

assessment of the firms’ account statement. For instance, it would involve analysing the stability of 

revenue flows which would be higher for a utility rather than a commercial firm (Kerwer, 2001).  

Usually, in the ratings process, the issuer requests the rating and concurs to pay for the process. The 

issuer makes the information needed in the evaluation process available to the CRA. The rating 

agencies also utilize public sources of information and can choose not to issue a rating in case they 

find that the overall information is not adequate to provide a rating. The sovereign credit rating 

process of the CRAs revolves around a rating committee, typically comprising of managing directors 

and analysts with different areas of expertise. A number of political and economic factors revolving 

around the willingness and ability to repay debts are considered. Usually there is no fixed formula 

through which such considerations are factored into the final rating. The ratings assigned to the issues 

(issuers?) and the issuers comprise of various letter grades defining relative hierarchy of 

creditworthiness (Bruner and Abdelal, 2005). 

INFLUENCE OF CRAS 

Credit ratings assigned by CRAs can influence the decision making of the borrowers and investors to 

various degrees. The effect on the borrowers is more visible as a downgrade in the rating can 

significantly raise the overall costs of borrowing. It is certainly not the case that the entity cannot 

resort to other measures of borrowing capital. For example, a commercial firm can raise capital 

through equity issues instead of issuance of bonds in case of a downgrade of rating. Yet a distinct 

disciplining effect can be clearly observed for all types of entities, which CRAs can assess (Bruner 

and Abdelal, 2005). By expressing their opinions on the creditworthiness of debt issuers, including 

sovereign governments, rating agencies exercise a significant amount of influence over private capital 

movements (Sinclair, 2005). As an example of the considerable influence exercised by these agencies, 

many sovereign governments have sought a rating in order to convey the right signals of transparency 

and consistency to other governments and the market, even though they are not issuing bonds. 

Although the influence of the ratings on borrowers is more visible, the investors are influenced by the 

ratings too. Considering the enormous range of choice among financial products from different 

countries of origin that the portfolio managers are confronted with, it is quite plausible that they rely 

on credit ratings for orientation in the face of such complexity (Kerwer, 2001). Furthermore, this 

influence exercised by the rating agencies is derived from two sources.  The first source pertains to 

the information in the ratings, which comprises of, purportedly, an objective analysis of the firm’s 

financial soundness as well as the macroeconomic policies pursued by the government and the 

political atmosphere of that country. The sovereign ratings assigned by the CRAs affect every other 

bond rating indirectly because of the rule of sovereign ceiling. That is, the rating of the borrowers is 

not higher than the rating of their country of origin. The second source of rating is more subjective 
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and problematic. Ratings are incorporated in the financial regulation at both the country as well as 

global level. Hence, a small number of unregulated firms often end up judging the economic policy of 

sovereign governments through their rating process.  

CRAS AS QUASI-REGULATORY BODIES 

The Basel Committee on Banking Supervision (BCBS) is a transnational regulatory network 

comprising representatives from G10 central banks. The BCBS or the Basel, in short, frames 

standards for regulatory supervision in member countries. One of the main features of the Basel II, 

approved in 2004, was the incorporation of ratings provided by CRAs, the private entities into its 

regulatory activities. As per the 1988 Basel II Accord, all commercial loans were subject to the same 

capital requirement of 8 per cent. However, the Accord in 2004 allowed the banks to choose between 

two methods for calculating the capital requirements for credit risk – the internal risk method and the 

standardized approach. As per the standardized approach, the capital requirement for all commercial 

loans would range between 4 to 12 per cent based on the credit rating of the issuer. For instance, if the 

issuers have higher rating like AAA or AA under the S & P system, then the capital requirement for 

such issuers would be 4 per cent. Loans to issuers with the next tier of ratings in the hierarchy would 

be subject to higher capital requirements and so on (Jackson, 2000). There were certain criteria 

specified for the CRAs in order to incorporate their ratings in the regulatory activities, like making 

objective and independent assessments, disclosure of assessment methodologies, possessing adequate 

resources to conduct assessments etc. A group of supervisors were made responsible for verifying if a 

CRA met the abovementioned criteria.  

While the Basel Committee’s reasons for relying on the assessment by CRAs may have a reasonable 

context of making distinctions amongst issuers with lower credit risk vis-à-vis the ones posing higher 

credit risks, it has been argued that the reasons for the rating agencies to find a place within the global 

regulatory arena are more than that. First of all, the creditworthiness standard introduced by the rating 

agencies was incorporated in the regulation governing the US financial markets to mitigate excessive 

risk taking tendencies. While the usage of credit ratings in the US for regulatory purposes has been 

prevalent since 1930’s, this role was officially expanded in scope since the Securities and Exchange 

Commission (SEC) introduced the concept of Nationally Recognized Statistical Rating Organizations 

(NRSROs) in 1975. Through this concept, the SEC recognized a small number of prominent agencies 

responsible for issuance of credible and reliable ratings and thereby allowing financial institutions to 

consider such ratings towards compliance with the wide range of regulations (Bruner and Abdelal, 

2005). As the incorporation of credit ratings in the regulation aimed at curbing the risk taking 

tendencies, it certainly targeted the investors by convincing them to observe this standard to safeguard 

their investments. However, at the same time, it also constrained the issuers so that if they did not 
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observe this standard, they could be excluded from the market, or their options to raise money could 

become limited. For instance, they might not have access to big institutional funds such as pension 

funds. Furthermore, the two major US rating agencies had acquired a global network of offices in 

order to form linkages with local rating agencies to capitalize on the latter’s possession of more 

specialized knowledge of the local industry. Thus, the effect of ratings given by the US rating 

agencies spread all over. Besides this, the entities all over the world had to accept this rating game, as 

that was a precondition to gain access to the US markets since they were incorporated in the US 

regulation governing financial markets. Because the US institutional investors were formidable 

players in the international capital markets and they can only invest in financial instruments that are 

rated, the demand for ratings was naturally rising. One of the other explanations from the political 

economy’s perspective is that this was the way in which US was trying to export its regulatory 

framework to other countries to ensure the dominance of US capital markets and US CRAs over rest 

of the world.   

The other factor can be that the CRAs had begun to play the information-gathering role, earlier played 

by the banks. These CRAs had stepped in to play the role of an expert informational intermediary 

between investors and borrowers providing them (CRAs) with substantial influence over the flow of 

private capital.  Besides this, the global regulators had also started incorporating this creditworthiness 

standard provided by these agencies in their regulation. For instance, in the early 1980s, Japan started 

using these regulations. Further, the introduction of 1993 Capital Adequacy Directive is a testimony 

to the fact that this trend was also promoted in European Union. Clearly, the Basel Committee was not 

functioning in isolation from all these developments and since it also was comprised of the 

representatives from the G10 central banks, it was quite natural that the proposed amendments to the 

Basel adequacy standard refer to ratings as risk measurements and incorporate them into the 

regulatory activities (Kerwer, 2001). The banks which were incapable to undertake internal credit 

assessment because of simpler loans and less sophisticated control structures were advised to opt for 

the capital requirements calculated as per the ratings issued by the external credit assessment 

institutions, which were being identified by the national supervisors based on a set of conditions quite 

similar to those for designation of NRSROs. 

GAME THEORY MODEL: COMPETITION IN THE RATINGS INDUSTRY 

 

The CRAs are often blamed for providing inflationary ratings because of the “issuer – pays” model. A 

regulatory framework for supervising the activities of CRAs may not always be feasible. Can the 

market forces of perfect competition enforce better accuracy in the CRAs’ rating? This is an 
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interesting idea, which aligns well with our conventional wisdom on the benefits of a free market. The 

paper addresses this question in this section and comes up with a remarkable conclusion that in case 

of the CRAs: an increased competition may not be a good solution.  

It is widely believed that one of the major factors for the precipitation of the subprime mortgage crisis 

of 2008 is the presence and functioning of CRAs in the financial markets. Some of the primary toxins 

in the functioning of the rating industry are the revenue structures of the CRAs, their lack of financial 

and democratic accountability, lack of transparency in their modelling methods and their behaviour to 

follow, rather than predict, the economic trends. It has been suggested that high degree of market 

concentration in the rating industry is another major prevailing issue. Conventional wisdom suggests 

that by introducing more competition, there can be a forced higher degree of accuracy by the CRAs 

(Basu, 2013). This paper analyses the role of competition in the rating industry through a game theory 

model. 

Let there be N number of CRAs labelled 1, 2, ... N. A CRA receives a payoff, φ from the issuer when 

it provides a positive rating to an investment, whereas it receives no payoff for a negative rating. This 

payoff model implicitly incorporates CRA shopping tendency of the issuers. Let an investment give 

positive returns with a probability λ. We assume that a CRA is fully capable of determining whether 

an investment will yield positive returns or not. We further incorporate a reputational cost, ρ* = ρ/N 

when a positively rated investment yields negative returns. In this model, we assume that a CRA 

suffers a reputational cost when an investment rated by it as ‘good’ turns out to be ‘bad’, and at the 

same time, if the same investment was rated as bad by any other CRA. This would tell the investors 

that the CRA, which labelled the investment as ‘good’, is less capable of making a correct judgment. 

However, if all CRAs label an investment as ‘good,’ and it turns out to be ‘bad’, then the CRAs do not 

suffer any reputational cost as some other exogenous random event could be held responsible for the 

outcome.  Furthermore, the reputational cost is divided by N as larger the number of players in the 

market; lower is the reputation at stake for an individual CRA when it makes a decision on an 

investment. 

An honest CRA will rate λ fraction of investments as positive and hence its expected payoff will be 

λφ. Whereas, a dishonest CRA will rate all investments as positive and hence will get a payoff φ from 

the issuer, but at the same time will suffer a reputational cost with an expected value of (1- λ) ρ/N. 

The strategic game between the CRAs is illustrated in the below table, in which actions of honest and 

dishonest CRAs are being compared. 
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Table 1  

CRA1 \ CRA2 Honest Dishonest 

Honest λφ, λφ λφ, φ – (1- λ) ρ/N 

Dishonest φ – (1- λ) ρ/N, λφ φ , φ 

 

In the above table, CRA1 represents a population of CRAs with one set of behaviour and CRA2 

represents a population with another set of behaviours. The above analysis is a two-player game 

theory model. From the above table, two scenarios come out. If φ – (1- λ) ρ/N > λφ, that is, if φ > 

ρ/N, then the Nash equilibrium lies as (dishonest, dishonest). So, all the CRAs would prefer to be 

dishonest as the reputational cost is not high. However, if φ < ρ/N, then the Nash equilibrium is at 

(honest, honest). The reputational cost of being dishonest is so high that the CRAs prefer to be honest. 

However, in this case, the CRAs can collude to achieve (dishonest, dishonest), which yields higher 

payoffs for both the populations. This collusion is possible when N is small, as larger the N, the more 

practically difficult it would be for the CRAs to collude with other CRAs. On the other hand, if N is 

very large, the reputational cost, ρ/N decreases even if ρ is large. Therefore, increasing competition 

can significantly decrease the reputational cost and hence can promote dishonest behaviour. Since, 

oligopoly is prone to collusion, a market guided by monopolistic competition appears to be a better 

solution for promoting honest behaviour from the CRAs. Therefore, the regulators should seek to 

achieve a type of market structure in which N < ρ/φ.  

Let us study the evolutionary dynamics of the population of honest CRAs. Let α be the fraction of the 

total population of honest CRAs. According to Weibull (1997),  

                                                                                                         (1) 

Where Πh = expected payoff of the honest CRAs and Π is the overall expected payoff of the CRA 

population. From our model, eqn(1) becomes,  

                                                                                  (2) 

Or,  

)( Π−Π= hdt
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                                                                                  (3) 

Integrating (3) from t = 0 to t=t, we get,  

                           (4) 

Where, 

                     (5) 

Where α* is the population of honest CRAs at t = 0. As expected, for, t →∞, α → 1 for ρ/N  > φ.  

 

A market structure guided by monopolistic competition for the rating industry, however, cannot be the 

only solution towards improving the performance of the CRAs in predicting the creditworthiness of 

the investment. Further, there are many issues with the present functioning of the CRAs, which are 

discussed below.  

DISCUSSION 

 

This paper seeks to address an imperative question that is posed by the role of CRAs in the 

development of global financial crisis of 2008. Specifically, we ask whether an increase in 

competition among the CRAs would increase the quality of the ratings, thus providing stability in 

financial markets. From our game theory model, we conclude that a better solution would be to 

develop a market guided by monopolistic competition, as having a very large number of CRAs would 

bring down the reputational cost associated with being dishonest. On the other hand, an oligopoly is 

prone to collusion. The rating industry guided by monopolistic competition is however only a partial 

fix to the problem of bad performance of the CRAs in predicting the creditworthiness of the 

investment. There are a string of responses, which received attention ranging from the complete 

removal of the credit ratings from the regulatory governance to keeping the credit ratings with 

increased regulatory oversight. Increased regulatory oversight of the CRAs is not a plausible option. 

At the same time, in the absence of a better alternative, removal of credit ratings from the regulatory 

structure is also not plausible. A simpler solution could be the division of the credit rating in terms of 
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its qualitative and quantitative aspects, while retaining both. Besides the rating combining the 

quantitative and qualitative aspects, another quantitative only rating can be issued. This would be 

beneficial in the sense that not only it would give a clearer picture of what CRAs conceptions of 

quantitative fundamentals are, but also how the perceptions and ideologies of the analysts has affected 

the quantitative ratings. This measure can also provide some more time to develop alternative options 

in order to reduce regulatory dependence on credit ratings like achieving the right balance of reliance 

on the internal models of other intermediaries. Achieving the balance is immensely important as 

otherwise the regulator would not be able to delegate authority of establishing the capital standards to 

the management of the banks as on their own banks would not prefer to maintain the amount of 

capital that is socially desirable. 

As far as effective independence from the interests of the borrowers is concerned, (besides the 

reputational concerns) the potential for abuse can also be contained through the introduction of 

internal processes and procedures like merit-based pay for the analysts, clear separation of 

consultation work from the negotiations of fees, etc. Some level of monitoring by the regulator in this 

regard specifically would also help in ensuring independence from the borrowers’ interests. Since the 

CRAs are now playing a part in the regulatory framework, they should no longer be private, profit-

making enterprises. They should be brought under the aegis of the government but without their 

autonomy compromised. 

Finally, the code of conduct prescribed by IOSCO and other systems of public recognition and 

registration in retrospect were clearly not enough as CRAs had a major role to play in the financial 

crisis of 2008. CRAs have received serious flak for their failure to publish verifiable data about their 

rating performance. The agencies were urged to disclose this information in as standardized a form as 

possible but it was not achieved. Besides this, CRAs failed to adequately monitor the quality of 

securitized products, lowering the perception of credit risk by giving AAA ratings to the senior 

tranches of structured finance products like collateralized debt obligations, and gave the same rating 

to the government and corporate bonds yielding systematically lower returns. Furthermore, various 

errors in the methodology employed by CRAs were felt to have contributed to the poor rating 

performances of structured products like: lack of sufficient historical data relating to the US sub-

prime market, underestimation of correlations in the defaults that would occur during a downturn, and 

an inability to take into account the severe weakening of underwriting standards by certain originators. 

The issue of conflicts of interest has also remained unresolved. The governance of credit rating 

agencies did not adequately address issues relating to conflicts of interests and analytical 

independence. Agencies competing for the business of rating innovative new structures did not ensure 

that the commercial objectives did not influence judgments on whether the instruments were capable 
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of being rated effectively. Further, rate shopping by issuers contributed to a gradual erosion of rating 

standards among structured finance products. This negative effect resulted from the right of issuers to 

suppress ratings that they considered unwelcome, thereby exerting pressure on the agencies. More 

securitization also meant that a greater proportion of credit assets were held by investors seeking 

reassurance from credit ratings, and thus increased the potential aggregate effects of forced selling by 

institutions using predefined investment rules based on ratings.  

Clearly, the CRAs defeated the purpose for which their assessments were included in the regulations 

in the first place. Post crisis, the investors and supervisors were called on once again to examine 

whether they may have placed too much confidence in ratings. It is high time to consider a more 

plausible approach for resolving the issues imposed by incorporation of credit ratings in the regulatory 

governance while retaining the benefits.  

CONCLUSION 

 

The incorporation of credit ratings into the regulatory framework of the Basel II Accord in 2004 

considerably strengthened the role of CRAs as quasi-regulatory bodies. The underlying idea was to 

make distinctions amongst issuers with low credit risk vis-à-vis the ones posing higher risks, and 

hence yield stability to the finance industry. Clearly, the rating industry failed in achieving the latter 

objective. Post crisis, a high degree of market concentration in the rating industry has emerged as a 

major issue in the field. This paper presents a game theory model to conclude that a ratings industry 

guided by monopolistic competition is a better solution for ensuring an honest behaviour among the 

CRAs. Excessive competition by having a very large number of CRAs on one hand, or having only 

two or three dominant players in the market on the other hand, can lead to dishonest behaviour. 

Furthermore, this paper has also shed light on different aspects of the structure, as well as functioning 

and rating methodologies of the CRAs. Many aspects of the CRAs have been questioned in the paper. 

A major portion of the revenue of the CRAs comes from the issuers being rated, creating a situation 

for a potential conflict of interest. The ratings by the CRAs often follow the current economic trends 

rather than predicting them. This defeats the very purpose of the ratings as an ‘information provider’. 

The modelling and prediction methods of the CRAs in deciding a rating are not completely disclosed, 

and CRAs’ competency in understanding the behaviour of complex financial instruments is not 

known. What credibility would a rating have in such a scenario? There are no benchmarks in place in 

the regulatory framework to measure a CRA’s performance and compare it with others. In order to 

make the ratings more reliable regulatory indicators, we suggest some policy recommendations. 

Firstly, the regulators should consider evolving the CRA market structure towards monopolistic 
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competition. Secondly, the ratings by CRAs should be divided into a qualitative and a quantitative 

part. The modelling methodologies used by the CRAs in coming up with a rating should be publicly 

transparent so that their quantitative predictions could be scrutinized by other CRAs and independent 

experts. Transparency in the methods would bring more accountability and responsibility in the 

functioning of the CRAs. The revenue structure of the CRAs should be over-hauled to remove the 

potential of abuse by the issuers. For example, there should be a clear separation of consultation work 

from the negotiations of fees. Since the CRAs are playing a part in the regulatory framework, they 

should no longer remain completely private, profit-making enterprises. Rather, they should be brought 

under the aegis of the government without compromising on their autonomy.   
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