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1. Introduction
It seems as history is laughing at us. In the beginning of the 21st century the United States of America
were hit by the nightmare worse than the Great Depression of the last century. The heart of the crisis
was that “forty-four percent of all home mortgages (or 25 million mortgages) *were+ default prone”
(Tarr, 2009, p. 2). However, these sub-prime mortgages would not have had such catastrophic
consequences if they were not repacked and securitized into structured financial products –
collateralized debt obligations (CDOs), asset backed securities (ABS), mortgage based securities
(MBS) etc (Strier, 2008). The securitizing investment bank would then separate these products into
tranches – junior and senior ones, where the prior were to catch any losses first and the latter were
to be more stable and secure. Initially the banks would hold on to the junior tranches so that if there
was a problem, the warning signals could be sent and nothing would happen to the senior tranches
which were out there in the market (Allen & Carletti, 2010). But as greed is very seducing, soon
enough the banks sold off the junior tranches too. This meant that the financial institutions were no
longer in position to check whether securitization was working (Allen & Carletti, 2010). Eventually
many different sorts of banks and companies came to possess these financial products and when the
underlying mortgages started failing, the whole system came crushing down as a house of cards,
ripping apart the global financial system (White, 2009a). The market participants were left suspicious
and uncertain, banks were reluctant to lend each other money (Duff & Einig, 2009), the fundament of
the financial world – trust – gave cracks, and so the vicious circle was born.
So far all the blame and shame for the financial crisis was put on the private companies: the
banks were too greedy and bonuses were too high. However the key question here is - why did the
supervision fail (Tabellini, 2008)? It seems as “governments and financial market regulators were
caught off guard by the sudden meltdown in the asset backed securities market” (Financial
Institutions Advisory, 2009, p. 2). Therefore an assumption that only private forces are to blame for
this crisis seems to be incomplete. When looking back at the initiation of the structured financial
products anew, the question arises how come were these instruments so popular? If the market
participants regarded them as speculative, they would not have been as half popular as they were,
and they could certainly not have spread the damage globally (Strier, 2008). Unfortunately these
CDOs and alike were “widely perceived as extremely reliable because the major bond-rating agencies
(commonly referred to as credit rating agencies) gave almost all the bonds a rating of AAA” (Strier,
2008, p. 534). Triple A (AAA) is the highest score the financial product can get, which implies the
highest degree of creditworthiness. Thus without the AAA stamp the investors would never have
bought these structured financial bonds. The credit rating agencies (CRAs) indirectly encouraged the
popularity of these products. For this complex structured finance market to succeed, somebody was
needed to tell the investors that these products are safe. Without such confirmation the investors
would have difficulties understanding them and probably would stay away from the unknown
phenomenon (Pagano & Volpino, 2009). The investors trusted CRAs’ approval. But they were
betrayed. Just a month before Lehman Brothers filed for bankruptcy, major CRAs gave it an
investment grade (White, 2009b)…
So who pulled the trigger of the financial crisis? Where were the regulators when it
happened? Are not they supposed to protect the public? A quick glance shows that the credit rating
agencies were assigned by regulation to check the process, but they miserably failed. “Their failure to
correctly assess the products raised many questions whether this system is fundamentally flawed”
(The World Bank Group, 2009, p. 3). At the same time their failure initiated mistrust and erosion of
certainty and confidence in the financial markets. Without this certainty and trust the financial crisis
can hold the world in its grip for a very long time. The Great Depression can serve as the best
example here. Therefore there is urgency in restoring this confidence in the financial market.
So the question now is how to repair this mechanism? The general feeling is that the stricter
regulation is necessary to re-establish the confidence (Lannoo, 2008, p. 265). There were proposals
made on how to restore the trust in credit rating agencies. In September 2009 the EU Commission
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came up with a new regulation – Regulation EC No 1060/2009 of the European Parliament and of the
Council of 16 September 2009 on credit rating agencies. This regulation attempts to deal with the
challenges presented by the credit rating industry. However the challenges of this industry are not
new. The history shows that in the last century CRAs were subject to many discussions and different
proposals for improvement. Nonetheless as post-assessment (in the form of current financial crisis)
shows, the CRAs kept on issuing the wrong ratings. This brings us to the question that I want to
investigate in this paper:
How well has the Regulation EC No 1060/2009 been able to answer the challenges of the credit rating
agencies?
The credit rating agencies themselves have been frequently discussed in the regulatory and
economic literature. A lot of scholars point out to the flaws in the system. For example the conflicts
of interest in the business model of the credit rating industry, where issuers pay for the rating service
of their own products, had many eyebrows raised. Some doubt the necessity of the whole structure;
some value the contribution of it. As there are only three major credit rating agencies (Moody’s,
Standard & Poor’s, and Fitch) there are academics who salute to more competition in the sector
arguing that it will improve the quality of the ratings. On the other hand, others warn for the
disadvantages of it. Some argue that transparency of their methodologies will drive the industry out
of business, while others welcome this idea as it might contribute to the innovation in the sector.
These contradicting views exhibit the very complex nature of credit rating industry.
This paper aims to map the history of credit rating industry and the different opinions on the
matter, and subsequently reflect this on the EU Regulation. It is interesting to see whether we have
learnt anything and how all the warnings and possible solutions on the issue are incorporated in EU
regulation. Thus I shall examine the nature of these agencies. For example, what has been their role
before the crisis and how come they were so profitable by providing mere information? On the other
hand it is also valuable to see how the credit rating agencies have been regulated in the past. By
examining what worked and what did not, one can also make estimations whether Regulation
1060/2009 has a chance for success.
In order to address these topics and to answer the main question; I divided my paper into
three sections. The first section will deal with the history of the CRAs and their regulation. The issues
such as what is a credit rating, how did CRAs emerge as important players of financial market, how
were they regulated will be examined. The second section is devoted to possible solutions to the
problems of credit rating industry. What should a public policy address and keep in mind when
regulating CRAs? What does the European Union need to have to regulate the industry properly?
Why was it not enough what we already had in the European Union? The third section will look
closer at the Regulation 1060/2009, to see what the proposed measures are. I will also examine the
likelihood that this regulation will have an effect.
Thus by starting with historical background of the credit rating agency, I will trace the
theoretical discussion of what the regulation ought to address and arrive at the examination of the
current regulation of the European Union.

2. Background
Credit rating agencies entered the market with a purpose of information mediators between the
issuers of bonds and investors. Their ratings aimed at helping the investors to estimate the
probability of receiving their payments on time from the issuers. “A central issue in finance – perhaps
the central issue in finance – is the uncertainty of a lender [investor/buyer] as to whether a borrower
[issuer/seller+ will repay a loan” (White, 2010, p. 4). In a market where “sellers have superior
information to buyers about product quality, yet cannot costlessly convey this information to buyers”
(Partnoy, 1999, p. 630), the information asymmetry arises. Moreover such market is also vulnerable
to moral hazards; as only the ‘sellers’ know what their product is worth, they can misguide the naïve
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‘buyers’ (Ferri et al., 1999). The credit rating agencies help to overcome these moral hazards and the
information asymmetry (Kräussl, 2005). They assess the trustworthiness and credibility of issuers and
translate it into letter symbols. The CRAs differentiate between the investment grade and noninvestment (speculative) grade. Triple A (Aaa, AAA) is the highest grade a bond can get, followed by
double A, just an A, triple B+, and everything below B- is considered to be risky or junk. Thus the
higher the rating is, the lower the probability that the bond will default. “Accordingly, issuers with
lower ratings must pay higher interest rates – embodying larger risk premia – than higher-rated
issuers.” (Ferri et al., 1999, p. 335). Consequently the success of issuers depends on the rating they
can get from the CRA. And as that rating symbolizes the credibility and trustworthiness of an issuer,
the whole success of an issuer depends on these two notions.
Interestingly, the success of a credit rating agency also depends on these two factors: trust
and credibility (Partnoy, 2002). The reputation of an agency determines whether the investors would
be interested in the signals (ratings) it sends to the public. The CRAs can accumulate this reputational
capital through being objective and accurate in their estimations of creditworthiness of the issuers.
Partnoy (1999; 2009b) lists three criteria which an agency has to satisfy in order to win the trust of
the investors and to be considered credible. First, the reputational capital should be at risk when
providing the assessment of a financial product. That implies that if an agency fails to provide
accurate estimation it will lose some of its credibility, which then means that this agency will suffer
losses because nobody will be interested in its ratings. Second, this expected loss from providing
inaccurate information should be higher than the gain of providing false assessment. At last, the
service provided by an agency “should be costly and the costs must be related to the informational
asymmetry” (Partnoy, 1999, p. 633). The compliance to these criteria determines whether the CRAs
stay in or run out of the business.
Having shortly explained the purpose and the mechanism of how the credit rating agency is meant to
function, I will now turn to the historical background of the rating agency. It will help to understand
how the rating industry came to existence. In addition it will also shine light on the crucial moments
in the development of credit rating agency. This knowledge is essential for avoiding future
repetitions of the past mistakes. Based on the important developments I divided this section in
periods: early history, 1970s developments, 1980s – introduction of CDOs, East Asian Crisis, and
recent developments.

2.1 Early history
History of credit rating agencies dates back to 1841, when Louis Tappan established the first business
rating agency in New York (Cantor & Packer, 1994). Prior to the collapse of his silk business during
the financial crisis of 1837, he kept detailed information on his customers. When he was out of
business that information on ‘good’ and ‘bad’ customers proved to be valuable to other
businessmen. And this is how the idea for credit rating agency was born (Partnoy, 1999). In 1909
John Moody expanded the business ratings to securities ratings by rating the US railroad bonds.
Shortly afterwards the expansion to utility and industrial bonds followed. Poor’s Publishing Company
joined Moody’s in 1916 and was followed by the Standard Statistics Company in 1922. The Poor’s
Publishing Company and Standard Statistics merged in 1941 to form Standard & Poor’s. The Fitch
Publishing Company entered the market in 1924 (White, 2009a).
The fact that the companies entered the market shortly after each other suggests that there
was no barrier to entry at that time. It also suggests that the credit rating industry operated in a
rather competitive market: the agencies were all small and only slightly profitable (Partnoy, 2002).
“During this time, ratings were financed entirely by subscription fees paid by investors, and the rating
agencies competed to acquire their respective reputations for independence, integrity, and
reliability” (Partnoy, 1999, p. 640). Different institutions used the ratings merely to check whether
their own analyses were correct: banks consulted the ratings to see whether their own findings did
not deviate too much, insurance companies referred to such ratings even more seldom than banks
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did, and relied primarily on their own assessments, industrial companies were only interested in the
ratings because of the publicity value (Partnoy, 2002, p. 69).
Due to the failure to anticipate the sudden stock market crash in 1929 there is a reason to
doubt whether rating agencies were producing valuable information then. It seemed that only when
the obvious crash was there, and you did not need to be an expert in predicting the financial market,
the CRAs abruptly adjusted their ratings. There were doubts whether the credit rating agencies could
see something what the rest did not. Their claim that they use unique sources for the assessment of
the bonds became questionable. It would seem that the industry was doomed to run out of business,
as nobody would trust the CRAs anymore after such failure (Partnoy, 2002).
Nevertheless the valid doubts, credit rating agencies continued to prosper during 1930s.
Partnoy (1999) explains it in the following way: “demand for credit ratings increased, as investors
became concerned about high bond default rates and credit risk” (p. 640). Another reason for CRAs’
success could be the regulatory change in the use of ratings. Ironically, in 1936 the US bank
regulators concerned with repetition of the financial crisis, decided to use ratings in order to secure
the stability of the financial market. They prohibited the banks to hold any bonds which were found
‘speculative’ by the ‘recognized rating manuals’ (White, 2009a). That implied that the rating agencies
came to control the banks’ financial policies, because indirectly they determined what they can and
cannot hold. Moreover it also meant the banks were no longer free to choose their own services for
assessing their products (which they trusted to be more accurate than the credit ratings of
CRAs)(White, 2009b, p. 391).
In 1951, the regulators imposed higher capital requirements for issuers’ lower rated bonds
(Cantor & Packer, 1994). This was a new development in the use of ratings. When the first rating
manual was published, the only service it had to provide was to rate creditworthiness of a financial
product. Now, it was more than just a rate. It established what amount of capital the banks should
hold in their reserve if their financial products are rated low. After this a chain of similar regulation
followed, it seemed as “each new regulatory use appear*ed+ to have encouraged other regulators to
expand their reliance on ratings” (Cantor & Packer, 1994, p. 7): “the regulators established minimum
capital requirements that varied according to the ratings on the bonds in which the insurance
companies invested. [...][Later], federal pension regulators laid down similar rules.” (White, 2009a, p.
391). These regulations present an evidence of regulators’ blind trust in the credit rating agencies.
They did not perform any check on them to see whether those whom they trusted the stability of the
financial market could be at all trusted with such responsibility. On the contrary they even bet
everything on one horse: the credit rating agencies were the only ones who regulated the behaviour
of many financial market participants. Consequently it strengthened the central position of credit
rating agencies in the financial markets (White, 2009b, p. 4).

2.2 1970s developments
However, the success of 1930s did not last that long. The economy stabilized and the issuers
regained their trust. The transparency of the corporations and governments whose bonds were
assessed, posed little challenge for the investors to understand (White, 2009a). Only in 1970s the
credit rating agencies experienced their boom again. And interestingly enough, again the financial
crisis was at the background of these developments. Oil crisis, stock market crash, loose monetary
policy and a credit bubble were the features of the 1970s recession. It comes as almost no surprise
that during the financial crisis the US Securities and Exchange Commission (SEC) decided to regulate
the financial market with the help of rating agencies again. At first, the SEC considered the regulation
of the credit rating agencies, but it found that they did not play a crucial role in financial markets
(Partnoy, 2006, p. 65). Thus again instead of assessing whether the agencies were able to produce
valuable information, the SEC decided to use those ratings for regulatory determinations (Partnoy,
2006).
In 1975 SEC issued a rule setting minimum capital requirements for securities firms. The idea
was to make those requirements “sensitive to the riskiness of the securities firms’ asset portfolios
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and hence wanted to use bond ratings as the indicators of risk” (White, 2009b, p. 5). Additionally SEC
worried that the previous reference (in regulation of 1936) to ‘recognized rating manuals’ was not
specific enough. It could allow any phony firm to arise and claim that it could give any financial
product a triple A rating if it was rewarded for that (and if the reward was not sufficient it could
downgrade it heavily). And then if a securities firm would claim that this is a reliable rating because it
is issued by a ‘recognized’ rating agency, the market will be endangered to destabilize further.
Therefore the SEC came up with a ‘nationally recognized statistical rating organization’ (NRSRO)
status. The major credit rating agencies, the big three – Moody’s, Standard & Poor’s, and Fitch –
automatically received such status. Soon also other financial regulators incorporated this reference
to the ratings of a NRSRO in their regulations. “The reliance on ratings extends to virtually all financial
regulators, including the public authorities that oversee banks, thrifts, insurance companies,
securities firms, capital markets, mutual funds, and private pensions” (Cantor & Packer, 1994, p.5).
As a consequence it resulted in a very thick regulation web (Partnoy, 1999) based on the NRSRO, in
other words on the major credit rating agencies, assessments. The impact of such development was
huge. In this way a lot of the market participants were obliged to outsource the decisions about the
financial security of their products to the CRAs.
Noteworthy, the SEC failed to specify how one can obtain such status. The SEC only
mentioned that when granting the NRSRO status they will pay attention to data supplied by the
ratings agency about its organizational structure, financial resources, size, experience of the staff,
independence from the companies it rates, rating procedures, and attitude to the misuse of nonpublic information (Hill, 2004). But it never went further than that - “it never established criteria for a
firm to be designated as a NRSRO, never established a formal application and review process, and
never provided any justification or explanation for why it ‘anointed’ some forms with the designation
and refused to do so for others” (White, 2009b, p. 6). In this way the SEC effectively has frozen any
potential for competition in the credit rating industry by securing the dominance of the big three.
Without such status the credit rating agencies were nothing, as the financial market participants
were not allowed to rely on their assessments. This created some sort of a chicken-egg problem: you
need to be widely-nationally recognized as a rating agency to enter the market, but on the other
hand you cannot enter the market if you are not nationally recognized. Kerwer (2004) points also to
another consequence of such regulation. The industry was limited to US (Moody’s and Standard &
Poor’s) and UK (Fitch) based credit rating agencies. It meant that the other EU based rating agencies
would not survive rating American businesses because nobody would pay attention to them as they
did not (and could not) have a NRSRO status. Moreover Partnoy (1999) also argues that this
regulation also affected those countries where they in the beginning did not regulate or pay
attention to the ratings at all: “because of U.S. regulation, rating changes dramatically affect non-U.S.
issuers who sell into, or have substantial dealings in, the U.S. debt markets.” (p. 703). Thus the
barriers were created and oligopoly of the rating industry was secured.
Another important development in the credit rating industry was the change of the business
model. Now the ‘issuer pays’ model applied instead the ‘investor pays’ model. It signified that the
firm whose financial products were rated also paid for such ratings. There are different reasons why
such shift in the business model occurred. The first reason (Hill, 2004; Strier, 2008; White, 2009a;
White, 2009b) is the emergence of the photocopy machine. This development made it possible for
the investors to exchange the rating manuals without paying extra fees for that. In other words, the
investors could free-ride by getting the rating information from their friends (White, 2009b). Thus it
also meant that the provision of the rating became more like a public good – you could not exclude
anybody from using it (Partnoy, 1999, p. 653). Therefore fearing that they will run into high costs and
almost no revenues (Strier, 2008), the CRAs started charging the issuers for the ratings. Another
reason for this shift could be the shocking bankruptcy of the Penn Central Railroad in 1970. Issuers
became interested and were even willing to pay for the probability that something like this could
happen to them (White, 2009a). On the other hand one could argue that it should have been the
investors who should have been willing to pay more for such ratings to know which bonds were safe
and which were not. It is surprising again that the market participants started to trust the credit
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rating agencies even more instead of punishing them for not being able to predict this bankruptcy.
Yet another reason for the shift could have been the realization of the credit rating agencies that the
issuers, with the new rules introduced by the SEC, became very dependent on the ratings. To stress it
even more – the issuers could not do anything without their products being rated first. Thus it
became apparent that big money could be made and that “the issuers could be charged for [rating
services+” (White, 2009a, p. 392). In 1994 around 80 percent of the revenue came from the issuers’
fees (Cantor & Packer, 1994). Just before financial crisis of 2007, “roughly 90 percent of credit rating
agencies’ revenues [came] from issuer fees” (Partnoy, 2006, p. 62).
As one could have expected the credit rating agencies exploded in size and profits. The
regulatory dependence, preserved oligopoly and ‘issuer pays’ model were the largest contribution to
this development. “The number of credit rating agency employees has multiplied more than ten-fold
during the past decade” (Partnoy, 1999, p. 649). Standard & Poor’s went from thirty analysts in 1980
to forty in 1986, and in 1995 a total staff constituted from 1200 employees (Partnoy, 1999). Moody’s
experienced the same growth reaching the number of employees of 1700 by 1995 (Partnoy, 1999).
The number of rated products also expanded in the same manner. “In 1975, 600 new bonds issues
were rated, increasing the number of outstanding rated corporate bonds to 5500” (Partnoy, 1999.p
650). This number continued to grow especially if taken into account that the credit rating agencies
were rating now more different kinds of products than they did in the beginning (Cantor & Packer,
1994).
However there are doubts that the credit rating agencies became more profitable because they were
providing valuable information to the market participants (Weber & Darbellay, 2008). Partnoy (1999;
2002; 2006) argues that it was rather paradoxical that credit rating agencies were making money at
all, especially because there was no change in the methodologies of ratings (Partnoy, 1999). There
was nothing new about the post-1975 ratings when compared to the prior-1975 ones which would
explain a high demand for ratings (Partnoy, 2002, p. 73). As explained earlier for the mechanism which allows the information gathering agencies to flourish - to work, the agencies have to provide
market participants with valuable information and so accumulate their reputational capital. If the
opposite would hold, meaning that the information gathering firms would be making false
assessments, the agencies would run out of business because the trust on which the whole business
depends on will be undermined and their reputational capital will be destroyed. Nevertheless, the
mechanism of reputational capital was no longer the drive behind the success of this industry after
1975 (Partnoy, 1999). The change in the business model and the fact that the issuers were strongly
dependent on the ratings CRAs provided, decreased the need to publish credible information, as
their income did not depend anymore on the quality of their services and issuers were obliged to
have ratings on their products anyway.
However an argument against Partnoy is presented by Treacy & Carey (2000). They reason
that if investors would lose their trust in the assessments of the credit rating agencies, and no longer
would pay attention to the ratings, the issuers would also no longer be interested in buying those
ratings. Unfortunately they are fundamentally mistaken in their argument. If to follow their logic it
would seem that the issuers were free not to buy those ratings. However this is not the case after the
rule of 1975, which obliged all issuers to assess the riskiness of their assets by the ratings issued by
the NRSROs. For the issuers buying the ratings it also meant that their regulation costs will decrease,
and apparently those costs were deemed to be higher than the costs of obtaining such ratings
(Partnoy, 2002, p. 73). To remind again – the issuers could not sell any of the products without them
being rated first. Therefore it could be said that the rating agencies were holding the key to
prosperity of financial institutions. They increasingly became what Partnoy (1999) called ‘regulatory
license’ providers. And the issuers were engaged in a box-ticking practise: they might have not even
cared about what the investors thought of the rating agencies, they just needed those ratings to sell
their products.
So instead of functioning as gatekeepers, as the SEC intended them to be, the credit rating
agencies increasingly became ‘gate openers’ (Kräussl, 2005). The mistake in the early regulation was
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that the SEC did not consider the changes in the business model of credit rating agencies and what
effects it will have on the market. Moreover they also did not anticipate that the uncompetitive
market will be behaving in this way. Put plainly, the SEC was the one who gave conflicts of interests
in credit rating agencies a chance in the first place. And this problem of conflicts of interest was only
to be severed throughout the time.

2.3 1980s – introduction of CDOs
The two major developments of the 1980s would play a crucial role in the credit rating industry. In
1987 the first collateralized debt obligation (CDO) was issued. This is a type of a structured finance –
asset backed security (ABS), the worth and payments of which are originated in a portfolio of fixedincome underlying assets (e.g. mortgages). As mentioned already above, the CDOs securities are then
also split in different tranches – senior and junior. Depending on the seniority of tranches one
security is found to be better than the other one – the higher the level of seniority the less risky the
security is. A parallel development was the introduction of Basel I Accords in 1988, where central
bankers from all over the world agreed to set minimal capital requirements for banks (Kerwer, 2004).
Those requirements were dependent on the riskiness of the products, and the riskiness was to be
determined by the credit rating agencies through the ratings. The connection between these two
developments comes down to the following. Banks could reduce their reserves (and thus earn more
money by issuing more credits) if “they traded a portfolio of mortgages, prime or subprime, for
portfolio of mortgages securities – even one backed by subprime mortgages – as long as the
securities were rated AA or higher” (White, 2009b, p. 395). Thus the banks could generate more
‘money’ with the same reserves as long as they had the securities which were at least double A
rated. And as it comes down to the credit assessment, it inevitably comes down to the credit rating
agencies. Thus again their central position in the financial world was crystallized further, as possibility
of making more money by the banks depended on the NRSROs actions.
As even my very simple sketch of how CDO banking works can suggest, the CDOs are very
complex structured financial products but are at the same time also very profitable ones. The
challenge to rate them is therefore high: first of all, because of the complexity and second of all,
because of the pressure from the issuers to rate their products highly – at the end of the day they
were paying the bills and they needed high ratings in order to make more money with the same
reserves. It would seem logical that one should first calculate the cash flow for the underlying assets,
and then determine how each tranche would be paid out over time and when the senior tranches
would be affected if something goes wrong with the junior ones, and then arrive at the credit rating
of each tranche. However such ratings would not reflect the severity of a possible default and what
such default would imply further, it will only signify the probability of such default occurring (Buiter,
2007). Nevertheless, however sophisticated the mathematical equations may be, the logic of
“garbage in, garbage out” always applies (Partnoy, 2006, p. 77). But pressured by the issuers and
their own interest in deals, the credit rating agencies “have developed methodologies for rating
CDOs that result in the combination of the tranches being worth more than the cost of the
underlying assets” (Partnoy, 2006, p. 75).
The popularity of CDOs was therefore immense. And as NRSROs had to rate them, they also
experienced a boost in their own profits (White, 2009b). All these would not have been a problem if
it did not boost the conflicts of interest as well. The difference between as White (2010) calls ‘plain
vanilla’ corporate or municipal bonds and structured finance securitization products is in the
complexity but also in the number of issuers of such securitized products. Prior to the introduction of
the CDOs “the relative transparency of the corporations and governments whose debt was being
rated apparently kept the problem [of conflicts of interest] more or less in check” (White, 2009a, p.
393). Other market participants, White (2009a) explains, could keep an eye on the ratings and would
ring the alarm if something was not right. Moreover there were thousands of such bond issuers. One
single issuer was therefore not in position to threaten the CRA to leave it for another agency if it did
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not receive the desired rating (White, 2009a; 2010), because it would not affect the income of an
agency dramatically as it would still have many other bonds to rate.
The CDOs changed this situation. There were only few investment banks whose complex
bonds were to be rated. “An investment bank that was displeased with an agency’s rating for any
specific security had a more powerful threat – to move all of its securitization business to a different
rating agency – than would any one corporate or government issuer” (White, 2009a, p. 394). Skreta
& Veldkamp (2009) also show that the ratings of simple assets are almost identical among the
NRSROs, but the ratings of complex assets differ among the NRSROs, inviting the issuers to shop for
the best rating. The credit rating agencies were sensitive to these threats because the profit margins
on rating structured financial products were higher than the profits from rating corporate or
government bonds (White, 2010). Hence to keep the clients (issuers) satisfied the credit rating
agency engaged in the construction of these instruments by assisting the issuers how to get the
highest possible ratings (White, 2009b); they increasingly became involved in providing the so called
ancillary services to their clients.
With such development the conflicts of interest intensified further. From one point of view
the issuer “might [have been] worried that if they did not purchase other services from the agency,
the decision would have a negative impact on their rating. Conversely, issuers might believe that if
they did purchase ancillary services, their rating would improve.” (Partnoy, 2006, p. 70). From
another point of view, the rating agency might also have felt pressured to give a certain rating. If the
agency received payments for certain advices on how to improve the financial products in order to
get the double A rating, it would be difficult for an agency to change that promised rating at the end
(Partnoy, 2006). No matter from what angle this issue is approached, “it patently calls into question
the objectivity of an agency that rates a financial product it has helped to construct” (Strier, 2008, p.
537). Another remarkable thing about these ancillary services is noted by Pagano & Volpin (2009). As
the agencies were only advising on how to just get in the category of double A, the instruments
which resulted after such consultation just qualified for this category. Consequently they were not of
an average double A quality they just merely satisfied the criteria for this grouping (Pagano & Volpin,
2009). Not only the objectivity of credit rating agencies was questionable when they provided the
issuers with ancillary services, the quality of bonds which resulted out of such negotiations was
suspicious as well.
On the other hand, the complexity of these instruments was so high that not so many really
understood what was happening and that had a huge impact on the credit rating agencies and the
nature of ratings (Tabellini, 2008). When rating the CDOs, the “rating errors were far less likely to be
quickly ‘called out’ by third parties” (White, 2010, p. 16). Mathis et al. (2009) explain the mechanism
of how the nature of ratings and attitude of the credit rating agencies differ depending on the
complexity of the rated instrument. If the credit rating agencies assess not a complex instrument
than the agencies are usually making correct estimations as they know that there are others who can
check their ratings. Therefore it means that the credit rating agencies play by the rules of
reputational capital mechanism. When the structured financial product is being rated the whole
other story applies. Due to the complexity of the instrument there are only few experts who
understand the nature of it. At first the investors will be suspicious about the rating and about the
product. Keeping that in mind, the CRAs will be extra strict in their ratings in order to kill the
suspicion. As a result investors become more optimistic about the ratings and forget their worries.
The CRAs start issuing higher ratings. Money starts coming in as more of such instruments are sold.
The CRAs are tempted to relax their strict conditions now. At the same time as their alertness
decreases, the likelihood of a default of that structured product increases (Mathis et al., 2009). As it
does the crisis of confidence breaks out. When the opportunistic credit rating agency is detected, it
will be punished by distrust of the public which eventually will result in low revenues. That would
imply that the sales of structured financial instruments would decrease as well. This is how it is
supposed to function, but because of the complexity of the structured financial instrument this
mechanism does not work. It may take a very long time before any possible ‘toxic’ starts hitting in,
investors realise that what they are buying is not as valuable as they thought, and confidence dies
10

out. Therefore it is extremely difficult to detect an opportunistic CRA when everything is going fine
and economy is booming. Only a break out of a crisis can point in the direction of CRAs and reveal
their wrong assessments. Until it happens, CRAs have nothing to fear, and can keep on issuing
inflated ratings. The problems would only become vivid in the post-assessment of their actions. Thus
the complexity of the structured financial products made it impossible to monitor the ratings of
NRSROs.
However there were cases when an opportunistic rating was detected and that lead to
lawsuits. Nonetheless, “the only common element to the cases is that the rating agencies win”
(Partnoy, 2002, p. 79). This is because the CRAs are “explicitly immune to prosecution for certain
violations of securities law” (Partnoy, 2006, p. 83). They claim that they are no different from
financial journalists: “gathering information on matters of public concern, analyzing that information,
forming opinions about it, and then broadly disseminating those opinions to the public” (Partnoy,
2006, p. 84). As a result the plaintiffs do not have a case. The often cited ruling of Quinn v. McGrawHill demonstrates it by calling the reliance of an issuer on an A rating of a NRSRO ‘unreasonable’
(Partnoy, 2006, p. 87). Thus even if there will be complaints about the performance, the CRAs were
aware of their legal immunity. Therefore they could not be disciplined into giving correct estimates.

Credit rating
agency

Strier (2008) points to yet another sort of conflicts of interest: disincentive to downgrade. The rating
agencies are hesitant to downgrade the inflated ratings because of the fear to lose their clients. On
the other hand it could also mean a loss of confidence in the rating agency and in the issuer as well.
The decision to downgrade is a strategic one (Strier, 2008). If a credit rating agency decides not to
downgrade and the asset pays up, then everybody will be satisfied without even knowing that the
quality of the asset is low. If the asset does default, but the agency did not downgrade it beforehand,
the agency will undergo severe criticism. If the agency downgraded the asset but it did not default,
the agency will damage its relationship with the issuer. If the asset defaulted and the credit rating
agency did downgrade it beforehand, than still the agency will be held responsible for being too slow
on the downgrading (Strier, 2008, p. 538). These strategic choices are put in the table below.
Asset
defaults
does not default
does
Will be harshly criticized
Everybody is happy
nothing
Still will be blamed for slow reaction
downgrades to downgrade, however less severe
Loss of client
than if did not downgrade at all
From the table it becomes vivid that the agency will always choose for not doing anything, as they
are also never certain about the default. Moreover even if they would be right and would warn the
investors about the possible default by downgrading it, they would still suffer from the criticism.
This issue of ‘predicting’ default brings us to the next point in the credit rating agency’s
history: the East Asian crisis at the end of the twentieth century.

2.4 East Asian Crisis
As if intensified conflicts of interest which came with the introduction of structured finance, and the
realization that the CRAs can go on producing inaccurate assessments because of their immunity to
prosecution, were not enough, another worrying features of credit ratings were revealed: procyclicity and high market sensitivity to ratings.
Ferri et al. (1999) observe that the credit rating agencies have been blamed by different
international financial institutions for not being able to predict the East Asian crisis in 1997 (p. 336).
At the time the NRSROs tried to justify their inability by arguing that the crisis was different from
other crises because “public finances were in order and there were private sector problems to trigger
a crisis for sovereign borrowers” (Ferri et al., 1999, p. 336). And as long as their statistical calculations
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did not yet account for ‘private sector vulnerabilities’, the credit rating agencies could not have
possibly anticipated this crisis (Ferri et al., 1999). In the following years, as the crisis evolved, the
credit rating agencies downgraded the sovereign ratings of different Asian countries below the
investment rate. This action worsened the situation argue Ferri et al. (1999).
As mentioned earlier, the ratings determine the cost of borrowing money – the lower the
ratings the more money the issuer has to pay to its investors. On the other hand it also means that
“ratings determine the extent of potential investors” (Ferri et al., 1999, p. 335). As I showed earlier,
different regulations forbid institutional investors to put money in ‘speculative’ bonds or require
them to hold extra reserve for low-rated assets. Thus it is logical that these investors choose to put
their money in other – safer – bonds. Coming back to the East Asian crisis, the downgrading of
sovereign ratings of Asian countries cautioned the investors to stay away from the risk. At the same
time for the countries it implied that the cost of borrowing money increased (Ferri et al., 1999;
Kräussl, 2005). Therefore such downgrading severed the problem by making it for these countries
very difficult to repair their economies.
Through the ratings the Western world observed how credit rating agencies were following
the break down in these economies. However, “it was difficult from outside to tell how much rating
agencies themselves, with their decision [to downgrade], were contributing to the perspective of
such meltdown *of Asian economies+” (Ferri et al., 1999). Credit rating agencies might have initiated
‘self-fulfilling prophecy’. Indeed, with the analysis of pre-crisis and post-crisis state of economy and
ratings, Ferri et al. (1999) show that, CRAs amplified the cycle: they over-upgraded in the good times
– causing overoptimistic boost to economy, and over-downgraded – severing economic problems in
the bad times (p. 349-352). They explain this pro-cyclicity in the following way. Embarrassed by the
Asian crisis, the credit rating agencies felt the need to re-establish themselves as credible watchers of
the market by becoming more conservative (also argued by Mora (2006)) and thus the ratings
afterwards were over-harsh causing the Asian economic circumstances to deteriorate further. (On
the other hand during a period when the economy is doing fine, the credit rating agencies do not
need to defend themselves and thus are likely to be less conservative.) Thus the history also shows
that maybe it is not only strategically convenient for the credit rating agencies not to downgrade, but
also for the market as well. And if agencies still decide to downgrade, maybe for everybody’s sake it
is better if they do not do it dramatically or at least give a country time to rebuild its strength a bit.
But the market participants are not only sensitive to the downgrading of sovereign bonds;
they are in general very sensitive to the downgrading of any ratings. Hill (2004) shows that the
downgrading of corporate bonds has just as dramatic consequences as the downgrading of sovereign
bonds. And the same logic applies. Investors will always react negatively to downgrades. “They may
be required to sell some portion of their holdings for regulatory reasons.” (Hill, 2004, p. 68). The
companies may also have ‘rating triggers’ incorporated in the financing policies. These triggers mean
that the company is obliged to take action if the ratings of another company in which they invested
fall below certain level (Hill, 2004). It would imply that they will try to get rid of the bonds of the
‘doomed’ company. And thus a race down the spiral will begin. “Each downgrade causes
deterioration, which may warrant a further downgrade, which may cause further deterioration, and
so on. [...] A downgrade will almost necessarily worsen the company’s financial situation, even if the
only information it conveys is the fact that it has occurred.” (Hill, 2004, p. 69). Thus by downgrading
the credit rating agency most likely writes a requiem for the company. Ammer & Clinton (2004) argue
that rating downgrades of an ABS (CDO) may have even worse consequences than rating downgrades
of corporate or sovereign bonds. They show that “ABS market participants appear to rely somewhat
more on rating agencies as a source of negative credit news” (Ammer & Clinton, 2004, p. 15). The
curse of the bond will be even more severe because “market reactions to ABS rating upgrades are
virtually zero, on average” (Ammer & Clinton, 2004, p. 15). So it takes only one downgrading for the
ABS to default completely.
This crisis triggered the realization that credit rating agencies are more important to the
market than previously has been suggested. They are in the centre of the financial market. Everybody
pays attention to their ratings and responds respectively.
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2.5 Recent developments
Another historical moment connected to downgrading came in the wake of twenty first century.
Shortly after the Asian crisis the credit rating agency experienced another embarrassment in 2001
when one of the biggest financial scandals went public – bankruptcy of Enron. It was one of the
biggest energy companies in the US; it served as an example how to make money in the new century.
The big three – Moody’s, Standard & Poor’s, and Fitch – gave Enron an investment grade until four
days before it declared bankruptcy (Hill, 2009). Unlike Asian ‘mistakes’, Enron mistake did trigger the
discussion about the system of credit rating agency on the Congressional level. The Congress learnt
about the good ratings just prior to the bankruptcy of the company and started asking questions. This
led to “a ‘discovery’ of the NRSRO system and to Congressional hearings in which the SEC and the
rating agencies were repeatedly asked how the latter could have been so slow to recognize Enron’s
weakened financial condition” (White, 2009b, p. 7). One would think that the regulation would be on
the table any month soon. Nonetheless that was not the case (Hill, 2004).
In 2002 the SEC was required to send a report on the credit rating industry and the system of
NRSRO to the Congress. The report came in 2003 (SEC, 2003), but it simply raised some issues for
discussion without going into solutions to the problems associated with the NRSRO system or rating
industry itself. However, what is worth mentioning about this report, is that a lot of issues that are
discovered as primary ‘toxics’ in the rating industry now (in 2009-2010), were already known then.
Just to name a few, the SEC was aware of ‘issuer pays’ business model of the CRA. It was aware that
ancillary services of the rating agencies were disturbing the incentives of the agencies (SEC, 2003, pp.
19, 23). It was also well aware that the academics fiercely fought against NRSRO status (or at least
they advocated for clear criteria on how other agencies could qualify for this status) and favoured
elimination of any reference to NRSROs in the regulation (p. 16). And so there are many more
examples to be mentioned. And every time the reader comes across different documentation of rule
proposals or suggestions to SEC (for example on clear rules around NRSRO designation) mentioned in
this report, next to it the reader always can find the “Commission has not acted upon the rule
proposal described above” (for example see page 15). Obviously the SEC lacked decisiveness to go
through with any of those proposals. At the same time the SEC cannot be accused of not knowing
things about the rating industry. However, this is more a negative point than a positive one for the
SEC.
By 2005, the SEC designated another two NRSROs. Nonetheless, the criteria for the
designating such status were still not clear1 and Congress was starting to lose its patience (White,
2009b). In 2006 the Congress passed the Credit Rating Agency Reform Act (CRARA) (signed into law in
September 2006)2. “The Act specifically instructed the SEC to cease being a barrier to entry, specified
the criteria that the SEC should use in designating new NRSROs, insisted on transparency and due
process in the SEC's decisions with respect to NRSRO designations, and provided the SEC with limited
powers to oversee the incumbent NRSROs” (White, 2009b, p.8). It also required the SEC to come up
with rules how to punish NRSRO if they did not obey certain rules; such as for example, not engaging
in threatening or conditioning to downgrade the issuer’s credit rating if the issuer did not buy other
services provided by the NRSRO. The Act went on listing different things that the NRSRO and SEC
were obliged to do. Annually the SEC was required to report to Congress about the state of affairs in
the credit rating industry. However CRARA was not specific enough. For example, the Act just read
that NRSROs should ‘manage their conflicts of interest’ and that they should appoint a ‘compliance
officer’ to ensure compliance with securities laws, rules, and regulations. The Act was specific on one
point: it forbade the SEC from influencing the ratings (e.g. methodologies, content) or the business
models of the NRSROs.

1

Although the SEC knew about the chicken-egg problem of getting a NRSRO status (SEC, 2003, p. 34-35).
To be downloaded at http://frwebgate.access.gpo.gov/cgibin/getdoc.cgi?dbname=109_cong_bills&docid=f:s3850enr.txt.pdf.
2
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At the same time the academic debate was increasingly focusing exactly on the content quality of the
services the NRSROs provide. Even NRSROs themselves confessed in some cases that they artificially
inflated ratings. Hill (2010, p. 8-9) gives a great example of such case. Moody’s had to rate a new
product and the initial rating of a product was triple A. Standard &Poor’s also came up with the same
rating. Fitch, which was not hired to rate this product, worried that it could not understand how such
rating could be achieved – their rating was merely enough for a junk status. At the mean time the
product became rapidly popular. “But Moody’s turned out to have made a mistake” (Hill, 2010, p. 8).
In the end, Moody’s came up with some changes to the model in order to make it fit the rating. So
they did not change the rating, they probably just deleted some assumptions from the calculations
which made the high rating impossible (Hill, 2010)…
Next to such worries, the source of the information on which the ratings base their
assessments turned out not to be objective (Hill, 2004). “Frequently, the most important information
about the creditworthiness of an issuer comes in fact from the issuer itself.” (Weber & Darbellay,
2008, p. 7). This is also what saved them after Enron. Agencies justified their assessments on the fact
that these ratings were based on the information they got from Enron. Agencies were lucky, because
Enron suffered from huge economic fraud and maladministration. Therefore they were forgiven by
the investors for their failure to predict Enron’s bankruptcy because indeed they could not have
known that Enron was abusing them (Hill, 2009). Others were more critical of agencies, because they
did not seem to make an effort at the time to really investigate Enron’s case (White, 2009b). The
quality of the rating was dependent on what kind of information the issuer gave them, and it is
doubtful that the information was complete.
It becomes even more interesting of what kind of quality the ratings are when the unsolicited
ratings are considered. These are the ratings the agencies provide without being hired to do so. Thus
it also implies that they do not get the information from the issuer on the product. The only
information they can get will not be unique, it will be publically available. “It is interesting that credit
rating agencies believe that they are capable of publishing accurate unsolicited ratings even if they
have no access to management or inside information and are merely making judgement based on
publicly available information” (Partnoy, 2006, p. 73). So what do the credit rating agencies know?
Either way you look their information is biased and not complete. And what kind of quality of ratings
do we actually trust?
Another perspective on the quality of ratings is offered by Treacy & Carey (2000). They draw
attention to the fact that the issuers themselves did not have historical data on the default rates of
the new products (like CDOs) and how these products are likely to behave in certain circumstances
(purely because of the novelty of the product). The worrying question is then: how could the CRAs,
which get all the information available on the product from the issuers themselves, claim that they
have sufficient information on the product for it to be rated, when the issuers themselves lack
complete information (Treacy & Carey, 2000; White, 2009a)? No wonder then that they failed to
warn the market participants of defaults, simply because the credit rating agencies themselves were
also caught by surprise. Failure to downgrade on time can also be assigned to the way the NRSROs
rate. Treacy & Carey (2000) point to the fact that the rating agencies rate ‘through the cycle’. It
means that if they think that the bond value is likely to recover, they will not downgrade it
immediately. Some however doubt that this is useful, as there are a lot of ungrounded predictions3 in
such ‘through the cycle’ ratings (The World Bank Group, 2009). So what do the credit rating agencies
know? Again either way you look their information is biased and not complete. What can these
ratings tell us?
Also when looking back at the ratings, nobody knew why certain bonds got high ratings while
others did not. Nobody still knows what methodologies the credit rating agencies use. In fact nobody
can really monitor their calculations. Credit rating agencies claimed that this lack of transparency is
justified because otherwise everybody could do what they do and their intellectual property would
3

For example, Ferri et al. (1999) argue that CRAs over-rely on qualitative judgements rather than on economic
fundamentals (p. 349).
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be destroyed. In other words, they would run out of business. Indeed this lack of disclosure is what
kept the ‘big three’ big (Partnoy, 1999, Partnoy, 2002). By convincing the others that they have
unique information and unique methodologies, and that this secrecy around their services is
necessary, the big three created an image that they were doing something extraordinary. And in such
away they effectively have ‘scared’ away potential competition (Partnoy, 1999). Without any
disclosure the rating agencies are not stimulated to innovate, to improve their ratings (Partnoy,
2002) and thus the quality of the ratings is compromised. Therefore disclosure and transparency in
rating industry would be crucial for its improvement. Market participants need to understand what
these rating really imply and on what kind of information the CRAs base their assessments.
What can history teach us about the nature of credit rating agency? First of all the regulation of
credit rating agencies put them in the central position in the financial market, making others
dependent on their actions. At the same time there was no oversight on the credit rating industry on
the part of regulators. They simply outsourced their responsibility to guard over stability of financial
market to credit rating agencies, and obliged everybody else to do the same (Tarr, 2009). But such
blind trust was not well grounded. The credit rating industry turned out to be extremely sensitive to
conflicts of interest which made their ratings unreliable. The high concentration of NRSROs,
sustained by the regulation, eliminated any potential competition in the industry and made the big
three very influential. The business model ‘issuer pays’ disturbed the incentives of the agencies,
which pushed them to give higher ratings than the reality would allow. The knowledge that nobody
else could (or would) monitor their actions when it came down to rating complex financial products,
plus their immunity to prosecution severed the problems even more. Moreover it turned out that
market participants are extremely sensitive to downgrading. So once the rating downgrades it would
be very difficult (almost impossible) for an unfortunate company (or country) to rebuild its economic
strength anew. Additionally it became painfully clear that nobody knows why certain products are
given investment grades while others are not. Lack of disclosure around the ratings themselves made
it impossible for market participants to second guess the ratings. At the same time it became obvious
that SEC was not able to manage this industry well due to its lack of decisiveness.
Aware of all this, what can be done to improve the situation? Familiar with the complexity of this
industry, what are the recommendations how to deal with this? What should a public policy address
when regulating credit rating agencies? This brings us to the next section, where these questions will
be handled.

3. Possible solutions?
History shed light on the complexity and pitfalls of credit rating industry. To understand the mistakes
and to react upon them is however two different things. SEC has shown that it was well aware of the
mistakes in the industry but nevertheless it did not manage to act (SEC, 2003). As previous section
shows the rating industry has a lot of space for improvement. There were different reasons identified
why this industry suffers credibility. For example, lack of competition, overreliance on the ratings,
conflicts of interest, lack of transparency, lack of monitoring, and immunity to prosecution emerged
as the main problems which need to be dealt with. Therefore this section will present different
solutions how to deal with these problems in the credit rating industry. But before going on with
presenting different things that should be done about the industry, attention should be paid to why
the supervision failed in the first place. This knowledge is essential for any regulation to work.
Therefore this section is structured in the following way. I will first discuss why supervision failed.
Then move on to concrete problems and finish with discussion whether there is a need for an EU
regulation at all.

3.1 Regulators
So why did the supervision fail in the first place? Tabellini (2008) argues that there are two possible
answers. The first one is bureaucratic slowness “together with poor judgement” (p. 46). The financial
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innovation was that rapid that it might have been the case that regulatory adjustment was just too
slow. It did not wait for the regulators to grasp the consequences of the new structured finance
(which became very popular very fast). “No one, from the top banker to the last employee of
government bureaucracies, fully understood the huge risks that were piling up in these complex
financial structures.” (Tabellini, 2008, p. 46). Everything seemed fine until it did not. It might also
have been that this was the way of regulating then: over-regulation was considered to be a worse
‘bad’ which needed to be avoided. Therefore the supervisory authorities relied on the good will of
self-regulation of the credit rating agencies and were reluctant to interfere. So the key element of a
solution is that the market participants need to become critical users of ratings in order to keep the
problems in check (Cantor & Packer, 1994; Lamandini, 2008).
However it is now known that many of the concerns were already known then, so regulatory
slowness and ignorance cannot be the only reason why supervision failed. The other reason for this
are distorted incentives (Tabellini, 2008). The regulators were afraid to impose strict rules because
they would raise costs. The credit rating agencies are extremely profitable, and as a government you
do not want this industry to collapse or shrink, or worse “shift part of their business to regulatory
heavens” (Tabellini, 2008, p. 47) where there is not so much regulation. Indeed the big three were
operating worldwide and as they already had the status of NRSRO, they could choose to establish
their services elsewhere than their home countries. Thus it means that for the regulation of credit
rating industry to be successful or to get off the ground at all, they need to be regulated on the
international level which would imply that the CRAs have to obey the same strict rules everywhere.
Thus acting unilaterally could not have provided for necessary results.
Another point is presented by Strier (2008). He argues that for economy to grow the certain
amount of risks is needed: no risks – no gain. The regulators are well aware of this. So maybe they
were afraid to act because of this consideration as well. But on the other hand it should not have
stood in the way of credit rating agencies to perform their job. It might have been the case that the
regulators were reluctant to change the status quo, but the credit rating agencies were independent
from the government so they should have acted in accordance to their function (Strier, 2008). So why
did not they do it right?

3.2 Credit Rating Agencies
This point brings us to the problems inherit in the credit rating industry. There are different
recommendations made how to improve the situation. First of all, there is a need for regulation. The
governmental intervention is justified because the self-regulation on which the industry was based
failed (Financial Institutions Advisory, 2009). The classic problem occurred: the agencies became
detached from the public interest (Baldwin & Cave, 1999). Their main concern was the interest of
their industry. Therefore they deviated from the goal which the regulators initially had in mind.
Hence self-regulation has to be replaced by governmental control (The World Bank Group, 2009). But
as I will show there is no easy way how to regulate this troubled industry.
Some (Buiter, 2007; Weber & Darbellay, 2008) have argued that introducing more
competition into the industry can be the key solution to the problems the industry is facing. “Market
forces work in a competitive market as follows: if a CRA’s reputation for timeliness and accuracy
were to suffer, the information value that investors accord to its ratings would also suffer. Investors
would not rely on a CRA that provides unsatisfactory credit ratings. ... Issuers would purchase the
services of a more reputable CRA.” (Weber & Darbellay, 2008, p. 6). Therefore it is logical to make
sure that the industry gets competitive. The first step might be the elimination of NRSRO status at all
(White, 2010). Competition will motivate the credit rating agencies to produce good ratings.
However there are doubts whether indeed industry will produce better ratings. It is not clear
whether competition offers the right solution, as it might motivate the shopping among issuers until
they get the rating they want for their products (Dranove & Jin, 2010; Hill, 2010; Partnoy, 2006;
Portes, 2008; Skreta & Veldkamp, 2009; The World Bank Group, 2009). Nonetheless there is a way
how you can go around it. Skreta & Veldkamp (2009) suggest that the issuers should be obliged to
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publish all the ratings that they went through with their products. In this way you can prevent
shopping because not just the best rating would be published but the whole series of ratings, from
which the investors could estimate better whether the product is creditworthy. On the other hand
there are doubts whether the dominance of the big three can be undermined (Hill, 2004; Hill, 2010).
Therefore the government would probably need to help with introduction of new CRAs in order to
‘deconcentrate’ the oligopoly (Hill, 2004).
On the other hand the elimination of reliance on ratings from prior regulation might also help
this problem (Buiter, 2007; Pagano & Volpin, 2009; Partnoy, 2009b; Tarr, 2009; The World Bank
Group, 2009). Introduction of other legible sources of information on the creditworthiness of
products, for example different financial newspapers4, will increase competition within the sector
but it will also open the eyes of investors that they should not rely only on one source of information
(Partnoy, 2009a; Weber & Darbellay, 2008; White, 2009b; White, 2010). As implied already above the
overdependence on the ratings by the market participants made them take high risks without
double-checking those ratings themselves first (Partnoy, 2009b). On the other hand, by introducing
many other sources of information, there might be a chance that market participants will be
overwhelmed with information and confused which information to trust in the end (Lanoo, 2008).
Hence it remains a delicate question, which the regulators have to consider and be aware of if
choosing for more competition in the sector.
Many have also drawn attention on the conflicts of interest in the industry and that something
needs to change about that (Davies, 2008; Dranove & Jin, 2010; Strier, 2008; Partnoy, 1999). Strier
(2008) has proposed to outlaw the ‘issuer pays’ model in the credit rating industry. However
‘investor pays’ model will also bring conflicts of interest. Now if investors would be powerful enough
they could pressure the credit rating agency to give a certain product bad rating, so they would have
to pay less for it (Davies, 2008; Pagano & Volpin, 2009). So this scenario is hardly any better from
what we already have. I would suggest that by making them both pay for the ratings, such conflicts of
interest would be handled the best way. Both parties would be interested in getting just the fair
rating. Moreover it is very important to forbid the ancillary services the credit rating agencies
provided to the issuers, when addressing the problem of conflicts of interest (Buiter, 2007; Portes,
2008; Strier, 2008). The credit rating agencies should only provide the ratings and no other services.
To eliminate the conflicts of interest some even suggest making rules for the credit rating agencies’
human resource management (Hill, 2010; Strier, 2008). For example, in order to decrease the
possibility that the issuers might influence the ratings by, for example, bribing the agency to get
higher ratings, one could separate the staff that is working on the rating from the one who is
deciding what fee the agency will charge the issuer.
Another point of criticism of credit rating industry has been the lack of transparency of it. There
needs to be more disclosure on default rates (Strier, 2008), on the process of assigning a ratings – so
not only a result of a rating but also on how did a CRA get to it (Pagano & Volpin, 2009), on
methodologies and fees (Partnoy, 2009a). Also issuers have to be obliged to share all information
with the CRAs, without holding anything back (Pagano & Volpin, 2009), so the credit rating agencies
can make accurate estimations. Moreover increased disclosure should also be to the public and not
only to the regulators (Partnoy, 2009a). Additionally, the credit rating agencies should come up with
another scale of ratings for the structured bonds, in order to make investors aware that corporate
bonds and structure bonds have a huge difference in riskiness (Davies, 2008; Pagano & Volpin, 2009;
Partnoy, 2009a; Strier, 2008). All this transparency and disclosure will be absolutely valuable for the
investors, as they will learn to understand better what the ratings imply and how they were
conducted.
On the other hand, one again needs to find balance how much to disclose, because overdoses of
information might have the opposite effect on the investors: instead of making things clear it might
actually confuse them (Dranove & Jin, 2010; Lanoo, 2008). White (2010) warns for other possible
4

After all the credit rating agencies do claim that they only provide journalistic services and offer mere
opinions.
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negative consequences of making the industry more transparent. By making their actions
transparent, the credit rating agencies run the risk of destroying their intellectual property and on
the long term there will be discouragement to generate innovation or future intellectual property.
Consequently, White (2010) argues, because of more rules on disclosure, barriers might be created
to entry and thus also on the long term discourage any entry at all. And by discouraging new entry,
“such regulatory efforts are likely to make the incumbent large NRSROs *...+ more important, not
less” (White, 2010, p. 18). However this argument will not hold, if regulators succeed to convince
market participants that the credit rating agencies are not the only source of information on the
creditworthiness of the products and thus raise competition in the sector.
Others (Davies, 2008; Strier, 2008) argue that more oversight and tighter controls and rules are
necessary to keep the problems in check. However there are many who disagree on that. More rules
are likely to raise the barrier to entry and thus not improve the situation (Duff & Einig, 2009;
Financial Institutions Advisory, 2009; Lanoo, 2008; White, 2010). Moreover by regulating the credit
rating agencies severely, it might send a wrong message to the investors, making them rely on the
ratings even more because the ‘government’ is now controlling the situation (Financial Institutions
Advisory, 2009). While quite the opposite should happen: the government needs to make market
participants critical users of credit ratings (Cantor & Packer, 1994; Lamandini, 2008). On the other
hand, why would regulators “be able to detect what self-interested money managers—those buying
the securities in hopes of a big return—were not?” (Hill, 2010, p. 19). The regulators may have legal
power to control the CRAs, but “market participants had power too—to be skeptical of ratings and
demand better evidence of the quality of the securities they were buying” (Hill, 2010, p. 19). Thus
again there is a challenge to find the right balance between under-regulation and over-regulation
(Allen & Carletti, 2010).
Some suggest that the CRAs immunity to prosecution should be relieved (Lamandini, 2008;
Partnoy 2006; Partnoy 2009a; Partnoy, 2009b). However again there are downsides to that. Portes
(2008) argues that if liability was introduced into the credit rating industry, it will likely “be sued out
of business” (p. 148). Duff & Einig (2009) argue that probably the agencies will come up with
defensive mechanisms how to avoid liability for their mal-actions. And then if they come up with
such mechanisms, it will still not solve the problem – the agencies could still produce unreliable
information but now under a legal construction so that they will not be caught (Buiter, 2010; Hill,
2010). Therefore, once again, there should be a right portion of ‘sticks’ in the regulation, as
overdoses might not change the status quo.
It seems as the biggest challenge for the regulators would be to find the right balance in their
regulation, watch out that they do not over-regulate, and to change the mindsets of market
participants (Hill, 2010). The mentality that everything is possible (Hill, 2010) should give place to
more critical and cautious market participants (including credit rating agencies). Regulators have to
reduce reliance on the credit ratings, which they have been stimulating for almost a century. Only in
this way the confidence in financial system will return. But, as shown, there is no easy way out.

3.3 EU level
Having listed different general recommendation on the regulation of credit rating agencies, it is time
to look closer at the European Union regulation. Why do we need such regulation at EU level? And
why is what we had till recently was not enough?
Until recently the EU regulation of credit rating agencies relied only on three directives and on
voluntary IOSCO (International Organization of Securities Commissions) code implementation. These
directives are the Market Abuse Directive (MAD), the Markets in Financial Instruments Directive
(MiFID) and the Capital Requirements Directive (CRD). MAD addresses primarily insider trading and
market manipulation, by requiring fair investment recommendations and the disclosure of conflicts
of interest. Credit ratings are not considered as recommendations for investment by this directive.
They are just opinions on the creditworthiness of an issuer or a financial product. However this
directive urges CRAs to consider adopting internal policies and procedures to ensure that their
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ratings are presented in a fair way. This also implies that the CRAs should disclose any interests
(conflicts of interests) which it may have in providing certain rating. MiFID require CRAs to have
certain business and organizational conducts but only when they provide investment services and
activities on a professional basis. CRD addresses the use of external credit assessments in the
determination of risk weights applied to a firm’s exposures. The firms can only use the assessments
provided by the External Credit Assessment Institutions (ECAIs) – CRAs. This directive also sets out
different requirements for the CRAs in order to get the recognition as ECAIs. These are objectivity of
the ratings, independence from the political or economic pressures, ongoing review and
transparency of their methodologies, and the ratings should meet the requirements of credibility and
be available to broad public (Amtenbrink & De Haan, 2009). In 2006, the member states agreed,
based on the guidelines of CRD, that the financial institutions in EU could use the assessments of the
big three for determining their credit risks and credit assessments (Amtenbrink & De Haan, 2009).
However CRD should not be seen as a “regulation of licensing or supervision of CRAs in EU as such”
(Amtenbrink & De Haan, 2009, p. 1920).
As a matter of fact, the only regulation of CRAs was provided by the voluntary IOSCO code, which
sets international standards for credit rating agencies. These standards address how the rating
agency should operate. For example, it has to monitor and update the creditworthiness of an issuer;
it has to make sure that the integrity of the rating process has been kept; it has to safeguard its
independence and avoid conflicts of interest; it has to make its decisions of giving certain ratings
transparent and available for public (IOSCO, 2004). In 2006, the EU Commission felt confident that
these directives, combined with self-regulation on the basis of IOSCO’s Code of Conduct *…+, would
satisfy any concerns” (ESME, 2008) and therefore did not find extra regulation at that time necessary.
However it did ask Committee of European Securities Regulators (CESR) to issue annual reports on
the compliance of credit rating agencies with the IOSCO code.
However there were doubts whether it was enough. IOSCO Code has no teeth; it only asks to
explain why the credit rating agencies deviated from the code if it did. Therefore some (ECB, 2009;
Lanoo, 2008; Portes, 2008) argued that it could not solve the incentives problems of the credit rating
industry. On the other hand directives could not offer a better solution. This type of legislative act
addresses the ends but not the means of a policy. So the member states are free in the ways how to
achieve certain results, and naturally there will be a difference in rules implemented throughout the
EU. And this had to change, argue Perraton & Wells (2004). In such intertwined and interdependent
financial world one can no longer pretend to be able to solve an international problem, in this case a
problem of confidence, on its own. There was a need for an EU regulation in order to rebuild trust,
which was shattered by the international problems (Financial Institutions Advisory, 2009; Tabellini,
2008). With such regulation, the regulators would no longer have to fear unpleasant regulatory
competition for ‘regulatory heavens’ (Lamandini, 2008). Moreover one common framework on the
regulation of CRAs would prevent the situation where CRAs would have to obey 27 different sets of
rules. It would contribute to a more efficient allocation of risks and resources by market participants;
stabilize market confidence and affect financial stability (ECB, 2009). Indeed even a mere message
that governments are doing something on the regulation of CRAs can send a positive signal to the
market, improving people’s confidence in it. During the time this paper was written, the EU leaders
announced that they will help Greece with its dramatic government debt, and immediately the
positive reaction was to be observed at stock markets. This means that market participants regained
some faith in the economy. And this faith is essential of keeping economy afloat. Therefore also in
the case of CRAs, the EU had to take action in regulating this industry – in regulating faith in
economy.
At this point let’s turn to the Regulation EC No 1060/2009 to see what are the measures
proposed and how well do they incorporated different solutions discussed in this section.
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4. EU regulation analyzed
In order to see examine EU Regulation on the CRAs, I will first give a short summary of the legislation
and then continue with analysis.
Regulation EC No 1060/2009 starts with acknowledgment that the CRAs play an important
role in the financial market; trust and confidence of investors and consumers depend on their
actions. The CRAs have contributed to the crisis because they have misguided the investors by issuing
over-optimistic ratings, and so encouraging huge investments in what later turned out to be ‘bad’
products. Therefore it is important to lay down the rules which will ensure that the credit rating
agencies issue adequate quality ratings in order to restore market confidence and ensure investor
protection. The Regulation reads that the most appropriate manner to answer to the failures of CRAs
is by focusing on conflicts of interest, the quality of credit ratings, the transparency and internal
governance of CRAs, and oversight on the CRAs’ activities. At the same time, it also urges the users of
credit ratings not to rely blindly on the ratings but to conduct its own analysis and continuously check
whether they can rely on the ratings. Moreover the Commission also acknowledges that it is
important to cooperate with other international partners to ensure convergence of the rules and to
have a comprehensive international framework for CRAs regulation.
Regulation reads that a CRA shall take all necessary steps to ensure that the rating is not
affected ‘by any existing or potential conflict of interest’. Although this sounds familiar, the
Regulation takes it a step further than the previous regulations have by focusing on the internal
governance of the CRA. For example, a CRA has to ensure that employees involved in ratings have
the knowledge and are not involved in the fee negotiations; the employees who are involved in fee
negotiations should rotate; compensation arrangements for employees involved in rating should only
depend on the quality of ratings they deliver; CRA is not allowed to provide any other services to an
issuer except of rating – thus advisory and ancillary services are forbidden as long as they are offered
to an issuer which products are in the process of rating; CRA should appoint a board which will see to
the compliance with Regulation and ensure political and economic independence of the CRA; there
should be at least three independent non-executive members in the senior management of CRA, its
term of service should be no longer than five years and it cannot be fired when dismissal is linked to
business performance of the CRA; CRA cannot refuse to rate a product because other financial
instruments of an issuer have been rated by another CRA; CRA should make sure that the
information it gets is reliable and sufficient for the rating (if not the CRA should abstain from giving
any rating at all); there should a department created which will have a purpose of reviewing the
ratings the CRA gives; CRA should keep records of its activities for the past five years; rating
methodologies should be validated based on the historical experience; etc. In this way the
Commission hopes to provide for quality ratings which have not suffered under the conflicts of
interest.
In order to increase transparency, the Regulation sets out different disclosure rules. For
example, CRA should disclose its methodologies, models, and key rating assumptions; CRA should
publish an annual transparency report on legal structure, ownership, financial info, and internal
systems; it should disclose any credit rating on a non-selective basis and in a timely manner (in the
Annex the Commission presents how it should be done); policies and procedures regarding
unsolicited credit ratings must also be disclosed and when unsolicited rating is given the CRA should
also explain how it got the information on it and identify the unsolicited rating as such; structured
finance products should get a different rating-symbol than corporate or sovereign bonds. Moreover
the information the CRA discloses will be published on CESR website available for the public. CESR
will also publish summary information on the main developments observed on an annual basis. In
this way the Commission intends to make the investors aware of what the ratings imply, mean and
do not mean. The hope is that by having more information the investor can be more critical on the
ratings he observes.
In order to increase oversight, the Regulation prescribes a registration process in the EU.
Since the Regulation the CRAs have to register in one of the Member States to have access to the
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whole EU market. However a third-country CRA may still operate in the EU if the Commission has
adopted an ‘equivalence’ decision recognising the ‘legal and regulatory framework of that third
country as equivalent to the requirements of the Regulation’. Moreover there should operational
cooperation arrangements between the EU and the third-country. Any CRA has to send an
application to CESR for the registration in EU (the Annex specifies how such application should look
like and what information it has to provide). Then the CESR will send this application to the Member
State where the CRA asked to be registered. Each Member State will have to create a ‘competent
authority’ which will have supervisory and investigatory powers but will not be allowed to interfere
in the content or methodologies of the ratings. The registration and/or supervisory fees will be also
up to these national competent authorities. Within five working days the CESR has to issue an advice
to the competent authority on the matter whether to grant registration or not. However this
competent authority is the only one who has the power to grant or refuse registration. Within sixty
(maximum ninety) working days the competent authority must communicate to the CESR its draft
decision whether to grant the registration to the CRA. Then CESR has another 20 working days to
advice the competent authorities on their decision. After this the competent authority has to adopt a
full reasoned registration or refusal decision within fifteen working days. If there was an advice but
the competent authority decides to depart from the CESR’s advice it has to provide a reasoned
report explaining its final decision. If there was no advice then the competent authority shall adopt
its decision within thirty working days of the communication to CESR. In any way the competent
authority shall notify the Commission and CESR about its decision. The Commission will publish a list
of registered CRAs on its website.
CESR is assigned to help competent authorities in their control over CRAs. It shall issue
guidance and provide advice to the competent authorities of Member States how to enforce this
Regulation upon CRAs. It will also publish a yearly report on the compliance to the Regulation by the
CRAs registered under this Regulation. However the Regulation leaves the Member States free in
laying down the penalties for infringement of Regulation. The competent authorities have to notify
the EU Commission on the provisions on penalties by December 2010. The registration might be
withdrawn by the competent authority if the CRA did not issue any rating in last 6 months; has made
false statements in obtaining the registration; does no longer meet the conditions under which it was
registered; has ‘seriously’ infringed the provisions of the Regulation governing the avoidance of
conflicts of interest. If the registration will be withdrawn, the ratings this CRA produced will be valid
for ten working days if there are other ratings of other CRAs for the same financial product. If there
are no other ratings for the same product than the rating of a ‘disqualified’ CRA will be valid for three
months. Such registration mechanism will ensure that the ‘agent’ does not deviate from the
‘principal’s’ goals. And thus the CRA will serve investors and not misguide them.
With this Regulation Commission demonstrates that it is ready to regulate. There are a lot of detailed
rules and this makes the Regulation very specific compared to IOSCO code. The problem of conflicts
of interest is addressed through internal governance structure. There are clear rules for the human
resource management to deal with. I would argue that this has a chance of success because so far
there was no regulation which went so deeply into the nature of the CRA.
Another pragmatic thing about this Regulation is that all the technical rules are in Annexes,
and the Commission may amend these Annexes (Art. 37). This is done in order to match this
Regulation according to international developments, international criteria and new financial
instruments. In this way the Commission can adopt any small rules to the Regulation without going
through ‘legislative mill’. This makes the Regulation flexible, which is very good when looking at the
rapid developments in the financial world. I previously argued that the Commission needs to tune its
regulation together with international community because the very nature of CRAs is international
and thus international problem needs an international solution.
However the pragmatism and the detailed rules, I am still sceptical of this Regulation. The
conflicts of interest are only addressed from the internal governance perspective. But what about the
business model? The CRA would still be paid by the issuers and Regulation fails to address this
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problem. It would have been better if the Regulation prescribed some kind of paying mechanism
which would involve both – investors and issuers. In this way all the parties involved would balance
the rating, making it more neutral – not favouring issues or investors. Although I am convinced that
internal governance structure can improve a lot, addressing the ‘issue pays’ model would have made
the Regulation complete when it comes down to eliminating conflicts of interests.
Another remarkable thing about this Regulation is that it fails to regulate competition in the
sector. It does mention that investors should conduct their own research about the ratings and
products. But is it enough to undermine the dominance of the big three? I would even argue that this
Regulation worsens the situation. There are a lot of rules the CRA has to comply with in order to have
access to the EU market. On the other hand the Commission did not prescribe anything on how to
help the CRAs enter the market in order to balance out the dominance of the big three. The
Regulation does exempt very small CRAs from complying with some of the rules. But small CRAs will
be unlikely to bring serious change to the situation. And so the dominance of the big three will be
strengthened. Thus market participants can forget about competitiveness in the sector, which would
have likely improved the quality of the ratings.
Another worrying fact is that Regulation prescribes a lot of disclosure. It is not clear whether
the Commission managed to keep balance between too much and too less transparency. With all the
information that will be available to the public, it is doubtful whether a non-educated investor (not
an expert in financial world) will make sense out of all this information. Yes, the investor could trace
the rating process down, but the question is - will he? Although transparency could make the
industry more innovative, but without proper competition in the sector, I doubt that this
transparency will bring any innovation at all.
The Regulation also does not prescribe fees or penalties. In this way the Member State will
have differences in regulating CRAs. Thus it also means that there is space for regulatory competition
as there is space for regulatory heavens. So CRA will know that it is better to establish its
headquarters in one Member State than in another, because the first one has lower penalties. It
would have been more comprehensive of Regulation to address this issue by, for example, laying
down the penalties in percentages of the CRAs income. Disciplining the CRAs becomes even more
challenging because the Regulation says nothing on the liability of the CRAs. Although previously I
have argued that the regulators should not be too quick in relieving the immunity for prosecution
because it might have very bad consequences, this Regulation I believe takes it further than
necessary. By stating that investors should not rely blindly on the ratings and should always conduct
its own research, the CRAs have a solid legal protection for the law suits: one cannot sue the CRA for
business losses of the investor who matched its investments according to the ratings; he should have
conducted its own research as well.
The new registration mechanism is supposed to provide for more supervision and oversight
of the CRAs. However this mechanism involves a lot of regulators (CESR, Member States, and
national competent authorities) and this makes registration a very long and bureaucratic process. If
there are no holidays during the week, the registration process will be finished in four and a half
months (ninety working days) by earliest and in more than six months (hundred twenty five working
days) by latest. And then still the question remains will the regulators be able to make better
judgements? Will they know more? To remind, in 2006 the Member States found the big three
eligible for the ECAI status while it is known now that these three have suffered a long time from
conflicts of interests and produced inaccurate ratings. Moreover the regulators then checked for the
same things (see Directive CRD) as the current Regulation proposes to check before assigning
registration. Supervision might also be undermined because the Regulation does not permit
involvement of the supervisory bodies into the content of the rating methodologies. One may argue
that otherwise political independence would be compromised, but on the other hand the academic
world did question the assumptions the CRAs were using for the ratings. So although the supervisory
mechanism is very detailed, there are still some doubts whether it will be able to oversee the credit
rating industry.
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Concluding on the Regulation, I will add that Commission managed to address some challenges of the
credit rating industry better than the other. There was no easy way out, and balance in the
regulation was very tricky. Only future will tell whether the European Union was successful in
restoring the confidence and trust in the financial world.

5. Conclusion
Coming back to the main question, the Regulation EC No 1060/2009 surely does represent a break
with the past regulations, especially in the EU where there was no regulation on the credit rating
agencies, but there are questions on the effectiveness of this regulation.
History has shown that credit rating industry is a very complicated beast to regulate. A lot of
market participants became dependent on the ratings of the CRAs due to US regulation. At the same
time this industry lacked credibility because of intensified conflicts of interest and lack of
competition. Moreover the introduction of new complex financial products which had to be rated
accelerated the problems. But the market participants did not seem to see it through. First of all it
could be explained because they were not aware of the problems because of lack of transparency in
the industry. On the other hand the rapid developments in the financial world made it impossible for
the regulators to keep the control over the industry. And it is questionable whether they even tried
to monitor the CRAs, because they were afraid of over-regulation and freezing down the economy by
forbidding risky transactions. Additionally the CRAs turned out to be ‘untouchable’ in courts, making
it impossible for the non-regulators to discipline them. This all was accompanied by the naivety that
nothing can go wrong as long as people pay their bills, economic prosperity will prevail. But the
growing bubble eventually burst, leaving investors who relied on the CRAs judgement unarmed.
The confidence, the motor of economy, was damaged. The question now was how to repair
it. The EU was in need of regulation. As so far the CRAs in EU relied only on self-regulation. And
obviously it had failed. Common framework was necessary to provide for solid protection of
investors EU wide. But there is no easy way out. Every decision has its drawbacks. The regulators
needed to find balance in their regulation and they needed to find it together – on national but also
on international level. Competition in the sector would offer an opportunity to innovate the industry
and thus produce better ratings. But the regulators should be cautious about the shopping
possibilities which this option creates. Answering to the challenge of conflicts of interests, the
regulators had to be careful not to create other conflicts of interests. Increasing disclosure in the
sector was another possibility to improve the situation by making investors aware of what was
happening and why. But again the regulators had to watch out that they do not disclose too much
otherwise the overdoses of information might have an opposite effect on the investors. Tighter
controls could also have an opposite effect – by imposing too many rules on the CRAs the barriers to
entry will be raised and thus sustain the dominance of the big three. Relieving immunity for
prosecution is also unlikely to book good results, as now the CRAs would focus on how to avoid
liability instead of how to avoid bad ratings. So the regulators had a difficult task to do it right.
The Regulation EC No. 1060/2009 presents a very detailed framework for regulating the
CRAs. The focus of it is eliminating conflicts of interests and improving quality of ratings through
internal governance of the CRA, increasing the transparency of the CRAs through strict disclosures
rules and closely monitoring the CRAs through registration process. The Regulation does pretty well
on the eliminating of conflicts of interest except that it mentions nothing on the business model of
the CRAs. However I believe that this approach has potential to succeed. The Regulation is also pretty
flexible – all the technical rules are laid down in Annexes, which the Commission is free to amend
(Art. 37) if there are changes in financial world (introduction of new products) and international
arena. In this way it will be easy for the Commission to put through some changes to Regulation
without going through the whole legislative-making process of the EU.
On the other hand the Regulation has its drawbacks. It fails to address competition in the
credit rating industry. One could argue that it does make market participants aware that CRAs are
not the only source of information on the creditworthiness of an issue/product, because it states that
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one should not rely on the ratings solely – one should conduct its own research as well. But is this
one sentence in the Regulation enough to undermine the dominance of the big three? A lot of
disclosure rules might even worsen the situation – they raise barriers to entry. Moreover it is
doubtful whether a non-educated investor will make sense out of all this disclosed information and
be able to make better choices. And it is not clear that such disclosure will lead to innovation in the
sector because of lack of competition. The Regulation also does not prescribe fees or penalties and
leaves it up to the Member States. In this way there is room for differentiation on the regulatory
level among the Member States. It is not clear why would Regulation do that when the whole
purpose of it was to create a common framework for regulating CRAs in EU. The new registration
mechanism is supposed to provide for more supervision and oversight of the CRAs. However due to
its lengthy and bureaucratic process I doubt whether this will work. The question remains will the
regulators be able to make better judgements due to such stringent supervision? And what will they
do with the big three? They were the ones who also produced inaccurate ratings in the past, but will
they be allowed to register? It is just naive and surreal of regulators if they think they can forbid the
access to the EU market to these three giants. And moreover – could these CRAs care less? Just
recently they downgraded sovereign bonds of Spain, Portugal and Greece. Did they need permission
or registration to do that? No. Did the market participants react to such downgrading? Yes. I rest my
case.
So how well does this Regulation answer to the challenges of the credit rating industry? I
would say it has potential due to its severe approach to the conflicts of interest, but other challenges
I would argue are not answered.
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