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		Abstract

		Credit Rating Agencies (“CRAs”) were at the center of the recent financial crisis, with some critics going so far as to blame them for the crisis itself. A number of proposals have been made to reign in the CRAs and recently we have seen the creation of a new CRA in Europe, welcomed by many as the first step to solving the problem generated by a supposed lack of competition in this market.  But we must first define the problem accurately before we can find an appropriate solution.  

First, let’s take a look at the historical facts. In the recent financial crisis, the problem with ratings was largely contained to structured finance.  Corporate ratings performed within typical recessionary levels, and municipal ratings performed quite well, despite concerns for a time that they could become the next crisis. Within structured finance, the problem was largely contained to U.S. Residential Mortgage Backed Securities (“RMBS”) and related derivatives, as the CRAs (along with most everyone else) underestimated the potential for catastrophic price declines in the U.S. housing market.  

With this history in mind, I argue that the underlying problem is “rating shopping,” combined with monopsony power unique to the structured finance market. The structured finance market is characterized by a few large financial institutions who issue these securities and who have the market power to possibly influence CRAs to at least adopt more liberal analytics — if not outright compromise them. (It should be noted that some equate “rating shopping” with the “Issuer Pays” model — the debt issuer pays for the rating — but they are distinct. “Issuer Pays” is probably necessary but is not sufficient for rating shopping.)  

If rating shopping in structured finance is indeed the problem, rather than the lack of competition, then policies must solve that problem. Calls for “more competitors” could actually exacerbate rating shopping, as having more CRAs increases the likelihood that there exists some CRA that will rate a paper “AAA” without merit, in an effort to hold on to or expand its market share.   

Similarly, calls for “market share caps” would not address rating shopping either. All else being equal, a rating system becomes more valuable the more of the universe it applies to, and restricting market share diminishes this value by decreasing the consistency of relative risk measures. Furthermore, the credit analysis of issuer A often requires a credit analysis of issuer B (banks and sovereigns, parents and subsidiaries). In order to do a proper analysis of issuer A, the CRA may need to do a proper analysis of issuer B. What if it is not allowed to rate B, meaning it is not compensated for its analysis of B but, at the same time, it still needs to rate A? The CRA may forego the analysis of B, leading to a diminished analysis of A, or it may raise its price for rating A.  

If, instead, it can be guaranteed that the CRAs will have some part of the market, then they will be unconstrained (or at least significantly less constrained) to adopt what they think are appropriate analytics. This may in fact promote competition on ratings quality — isn’t that the objective? 
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