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Abstract

This thesis looks at the role of natate actors in tk regulation ofrisks. Regulation
conceptualiedin this thesis as revolving around the anticipation and management of
risks in economic lif@s no longer considered to be a purely stéi@sed activitybut

is increasingly viewed as an activity that aavolve a variety of actors including non
state actors such asvicorganisatiors and commercial firmsThe limitson the ability

of statesto regulate risks on their oware becoming more and more visiley’ 2 Rl @ Q&
integratedand interdependenmarkets Our thinking about the capacity of the state

to control is especially challenged Imansnational risks, such as exemplified by the
global financial crisis of 20808. Transnational riskeasily spread across national
borders. However, ar knowledge aboutiow nonstate actorsmay beand can be
involved in the regulation of risksat both national and transnational levels
predominantly theoretical and needs to be examined more critically and above all
empirically. In this thesis a case studypresentel of the credit rating industry. The
credit rating industry hasecurrently been identified as an important industry with
regard to helping manageredit riskin the globaldebt capital marketsUsing data
collected through a documentary survey and 31 setnictured interviewswith
current and former staff of rating agenciethis thesis explores the extent to which
the credit rating industry is involved in three main components of a risk regulation
regime: standarebetting, informationgathering, and behaour-modification. The
thesis will showthat there are strong indicators thahe credit rating industry is
exercisingregulationeven though rating agencies expressly deny being a regulatory
actor. It will discussthe ways in whiclrating agencies set ahdards of credit risk,
gather and analyse vast amounts of information to assessisswers of debineasure

up to these standards, anaim to influence the behaviour of actors in debt capital
markets throughheir rating processes and the credit ratingsat they publish.
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PART Introduction

1 Introduction

ThesisAim andObjectives

The purpose of this thesis is to gain a better understanding of the involvement ef non
state actors in riskegulation.Nontstate actors have always played a role in regulation,
including in the regulation of economic liféhich s thefocusof this thesigKagan and
Coglianese 2007, p. xyviiHowever,in modern society the role dfeyond the state
actors has generated renewed interegsee e.g. Cutler et al. 1998aufler 2000
Johnstone and Mitchell 200€Quack 2013Teubner 1997Vogel 2010 In part this
renewed interest is due to a process of economic globalisation creating a world in
which staeson their ownare increasingly viewed dwing ircapableof controlling

the risksthat they face both at domestic levedas well as at transnational lewdkee
e.g.Abbott and Snidal 2009, p. 4Beck 1999Buthe 2010 Haufler 2001, p. viiHeld

et al. 1999Lodge and Wegrich 2018assen 2000In this world, ron-state actors play

a rolein controlling risksand, as this thesigims toshow, this role canbe considered
asregulatory even if iis largelythe result ofthe unintentionalconsequences of the
actions of norstate actors

The continuing integration and interdependence of markets across a widee raing
domains of economic life is prodiag risks that transcend the boundarieksindividual
states. Developments at the local level can theradasily acquiretransnational
consequences and vice verg&iddens 1990 Held et al. 1999 The risks of
environmental pollution, terrorism, financial crises, foodborne diseases, health
pandemics, and nuclear power are all transnational in character as their causes and
consequences caquicky extend acrossational borders(LinneroothBayer et al.
2001). Modernisation and technlogical advancements are especially important in
this regard as they inadvertently cause risks to prolifef@eck 2006 To address
risksin modern society moreffectively, multilevel regulatory responses are needed

I Commonly a distinction in the regulatory literature is drawn between the regulation of sifeial |
dealing with the protection of the environment, consumers, and employees, and the regulation of
economic life, dealing with financial markets, prices, profits, and the protection of clients of financial
institutions (Dodd and Hutter 200Mutter 2001).
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involving both state and nostate actors at national and transnational levélev:
Faur 2011, p. D1

In recent years our awareness of the potential role of 1state actors in regulation
has grown(Black 2001aGrabosky 1994Grabosky 1993Haufler 2001 Hutter 2006k
Hutter 2011 Kagan and Coglianese 2Q@tott 2004. Nonstate actas are by now
widely recognised for being able to play a meaningful role in the regulation of
economic life and contributing to providing solutions to public policy problems, even
more in a globased world (Buthe and Mattli 2011 Cashore 2002Grabosky 2013
Haufler 200} The question is, therefore, no longathether non-state actors are
involved in regulation, buhowthey are involvedBiithe 2004, p. 281 Empirical work

by, for example, Bartlef2003 2007) and Meidinger(2009 on certification schemes,
Ericson et al(2003 on the insurance industry, Schuilenby&915 on security, and
Vandenbergh{2007) on large retail and industrial firms, showe waysmn whichnon-
state actors maye involved in regulatingehaviour.

Despite a growing body of scholarship, our knowledge about the role ofstaia
actors in regulation is still predominantly theoretical and insufficiently empirically
informed (Aalders 2002Hutter 2011 Hutter and Jones 200.7Much of the lierature

on regulation has traditionally focused on regulation by the state and even when the
role of nonstate actors in regulation is considerdtijs is usually as it takes shape
under state auspices such as happens when states delegate regulatory sés|ies

to nonstate actors(Grabosky 2013 Nonstate actors can, however, also play
meaningful roles in regulation independent from the stfkéattli and Buthe 2005
Meidinger 2009. With regard to the regulation of risks Wwitranshationaldimensions,

it is especially important to consider how nstate actors may be involvegHutter
20064, pp. 21220). Thisthesis seeks to contribute to filling this gap in the literature
by providing an empirical analysis of nstate regulation.

Many different types of nofstate actors can be distinguished that can potentially be
engaged in regulatiorfsee e.gAbbott and Snidal 20Q0%Arts 2003 Havinga 2015
Higgott et al. 2000Hutter 2006k LeviFaur 201). For example, a broad distinction
can be made between nestate actors that directly or indirectly work feprofit, such

as commercial firms, and nestate actors that are nogprofit, such as civic
organisations like nogovernmental orgarsations (NGOs) or consumers. The way in
which nonstate actors may be involved regulation is likely to vary depending on
type of nonstate actor. Different categories of nestate actors have different
regulatory tools at their disposal which determine the extent to which they are able
and capable of influencing behaviour. Diffetagpes of nonstate actors may also
have a different relationship with other, regulatory and regulated, actors in a
regulatory regime.
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The main objective of this thesis is to learn to what extent-state actors can be
relevant regulatory actors ahational and transnational leveldn an attempt to
develop our understanding about beyond the state regulation this thesis will not
conside all types of norstate actors Instead, the thesis focuses on a case study of a
specific forprofit non-state actorwith transnational reach A case study of one
category of norstate actor irevitably limits the scope of thibesis, but it also allows

for greater depth and an opportunity to explore empirically how rstate actorscan
regulate behaviour within and beydnstate bordersFurthermore, a case study can
help to illuminate features that may more generally be illustrative (lmyond the
state) regulation (Merriam 1995, pp. 5B) and subsequently allow for further
analyses focusing on how regulation by private actors compares to regulation by
public actorsThe particular case study presented in this thesis is of one industry that
has ecurrently been identified as regulatory, both in its own right and as it is part of
the outsourcing of risk regulation activities by public and private actors, this is the
credit rating industryBraithwaite and Drahos 2006lood 2005Kruck 2011Partnoy
1999, Sassen 20Q&schwarcz 20Q5inclair 200b

Credit rating agencies operate all aroutite world and provide information to
investors about the credit risk of central and local governments, financial institutions
such as banks and insurance companies, and corporations that borrow money on the
debt capital markets, also known as bond markétspugh the issuance of bonds.
Credit risk means the risk that an issuer of a bond will default, in other words it refers
to the willingness and ability of the issuers of bonds to repay their debt in full and on
time. Debt capital markets are charactsd by information asymmetries that exist
between issuers of bonds and bond investors. On these markets intermediaries such
as rating agencies are regarded as playing a critical role offering informestiaut

credit risk that is otherwise hard to coni®y. The information that rating agencies
transmit in the form of credit ratings and publications is relied upon by both public
and private actors as indicators of whaan beconsideed as creditworthy. This
reliance has led to rating agencies being perceivedlde to steer the flow of events

in debt capital markets and has led some to argue that the agencies present an
example of a private actor performing a public functionastheyA St R AYYSy asSs |
32 S NY Y S Y {Lieiermhd2@0FNE

Although the credit rating industry is perceived agkeising considerable power, we
know very little about the industry and the work of rating agencies. The global
financial crisis of 2006@8 and subsequent economic downturn did cast a spotlight on
the industry as rating agencies were held responsiblégat in part, for causing the

2See e.g. also Darbell®013, Partnoy(2009, Schwarc#2002, and Sinclai2005).
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crisis. However, despite more attention, severe criticism, and considerable
reputational damages theagenciegerceived failuresvere seen to havé 6 N[B]{ S
0 KS 02y Rbettvden thebaadiinestor@Vaxman 20082 several years on
from the crisis credit rating agencies remain little understood and continue to be
relevant actors irthe debt capital markets. This thesis addresthis paradoxas it
examinesto what extent we can concee of rating agencies as regulatory actors in
the debt capital markets by providing an empirical analgtthe work that they do

The empirical analysisn which this thesis isbased formsone of the central
contributions of this thesiso existing knoledge The account of the rating industry
presented provides a unique insight into the world oédit rating agencieand their
activitieswhich have not been subgted to thorough academic studgventhough
theyare regardedo be a verynfluentialactor. Especially the questicim what extent
rating agenciegan be considered as a regulat@gtor has not been scrutinised and
the analysis offered in this thesisnadd significanty to the literature on norstate
regulation and regulationmore broadly In general tle regulatory role of rating
agenciesends to be ignored in the literature or assumed to quicky. empirical
anlysisof credit rating agencies and their wookfers not onlya more refined view of
rating agencies, the way they are organistg people that work for the agencies,
the context in which they operateand how they consider the work that they dout
alsooffers an indepth analysis of theextent to whichtheir role can and cannot be
consideredasregulatory.Using the credit ratig industry as a case stydyis thesis
providesan importantaddition to the regulatory literature on noestate regulation.

Regulatory Regime

To study regulation empirically, | operationalise the concept of regulation using Hood
S (200% em 267) distinction betwee three main components of a regulatory
regime: standarebsetting, informationgathering, and behaviounodification. By
considering credit rating processes tthesisanalyses whether and hoeredit rating
agencies areontributing to the setting of staratds (Chapter 4), the gathering of
information (Chapter 5), and the modification of behaviour (Chapter 6) in rel&bion
credit risk in the debt capital market¥he thesis will describ#ne ways in which the
agencies fulfil theegulatorycomponentsof the regimeaimed at regulating credit risk
andto what extent It will show thatin some respects rating agenciagpearquite

31n one of the first hearings held on the financial crisis in tistWas argued thafWaxman 2008

GweBKS A0G2NE 2F GKS ONBRAG NI GAYy3 | BéeycdoBaiipyra | ad2
a special place in our financial markets. Millions of investors rely on them for independent objective
FdaSaavySyldad ¢KS NIXdAy3a | 3SyOasSa oNR1S GKA&A o02yR 27
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successful redatory actors, whereas in other respedtseir regulatory role is less
clearand warrants further studyespeciallywith regard to the behavioumodification
component.Compared to the setting of standards and the gathering of information
behaviourmodification isvery much affected by how market participants respond to
ratings and changes in ratingad cannot be fujl assessed in this thesiBhe scope of
this thesis is narrowed to understanding tihegulatoryrole of rating agencieby
analysing the processes by which they assign credit rafiftgghesisdoes, hovever,
raise several interesting isssi¢hat could beaddressed in a followp studyfocusing
on other actors in particular rated entities, and how they perceive ratiagsl react

to them.

The notion of regulatory regimes shares parallels with the concept of regulatory space
as coined by Hancher and Mor&tR89 and considers the norms, the way they are
applied,andthe various actors involveith regulationfrom those b whomthe norms
applyto the private andpublic actors involved isetting and enforcing the norms
Understanding regulation using the conceytregulatory regimes allows for a more
dynamic view on regulatioand the landscape of regulaticend is for this reason
suitablefor this thesislookingat the role of beyond the state actorbleverthelessit
should beemphasisedhat the regulatory regimgerspectivein this thesishas been
chosen mainly for practical considerationhe three distinct componentsof
standardsetting, informationgathering, and behavioumodification offer a wayto
considerregulationwhen conducing an empirical analysif\Iso, his thesis uses the
concept in a much more narrow sentseopen up thelack boXihat surrounds one
of the key actors in theegime regulatingredit risk in the debt capital market$he
rating industryis the central focus ahe thesis the other actors and the interaction
and interdependencevith these other actors aopleting the regulatory regimeés not
within scope This implkes alsahat the thesis is unable toffer a full accountof the
regimeregulatingcredit risk.Instead, he contribution of this thesis lies jproviding
an exclusivansightinto the regulatory role of a nostate actor that has thus far
remainedmostly hidden from critical analysisin this first chapter of the thesis the
main literature that forms the foundation for analysing and understanding the
regulatory role of the rating industry will be discussed.

What is Regulation?

Starting from the 1970sgegulation proliferated as a field of interest to scholars from
a variety of academic disciplines such as economics, law, political science, and
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sociology. Consequently, there is now a vast literature on reguldthira basic level
regulation is understod in this thesis as part of a wider set of governance activities
that specifically concerns the steering of economic life and behaviour through
processes of standarsetting, informationgathering, and behavioumodification
(Hood et al. 200> For any regime to be effective at regulating a particular risk there
hasto be some capacity to set standards to allow for a distinction to be made between
more or less preferred states of the regime, some capacity for informagaihering

to monitor or feedback information about deviation from standards, and some
capacity b change behaviour to correct behaviour that is not in line with the standards
(ibid., p. 23. Smilar distinctiors aremade byBlack(2003 and Abbott and Snidal
(2009 who argue that regulatory processes start with placing an issue on the
regulatory agenda, followed byhe negotiation, drafting, and promulgation of
standards, the monitoring of compliance, and ultimately the enforcement of
standards.

The components of regulation identified by Hood et @001) have often been

considered in the context of regulation by the staffhey are however,equally

suitable for providing analyticgiuidanceto studyingthe extent to which bgond the

state actors may be playing a regulatory role. Hood et al. point out that many
regulatory regimes involve not just exclusively the state, but also private agto8s

Hutter (2006b) provides a gooS El YL S 2F K26 | 22R Si |t ®Qa
applied toinvestigatebeyond the state regulation. Following Hutter, | apply the
components in this thesis in a heuristic sensetable an empirical examination of

beyond the state regulation.

Academic disussions over the past decades focused in particular on how regulation
takes place, by whopand using what mechanisniseee.g. LeviFaur 2011, pp.-11).
Influenced by changes in regulatory practice over time, ideas evolved about the actors
that are considered to be regulating and the mechanisms that are considered to be
regulatory. Regulation has long been concepsaalias a state activity arising from

the need to intervene in the market to protect citizens against all sorts of harms
(Bardach and Kagan 1982, ch. This secalled commanehnd-control understanding

of regulation views the state as the regulator, authoritative ruleskea by sanctions

4 For a broad introduction and overview of the literature on regulatiee,for example, Baldwin and
Cave(2012 and Magan and Yeun(2007).

5 Hood et al.(2001) consider standargetting, informationgathering, and behavioumodification

while studying the regulation of social life, but | will apply these components in this thesis to answer
guestions about the regulation of economic life.

5 In addition to regulation, Braithwaite, Coglianese and {Eeir (2007) identify providingnd
distributing as two other governance activities. In this thesis the concept of regulation has been
preferred over governance as it is considered to be a more specific concept focused on steering
behaviour and not also on providing and distributinghaligh it is recogised that regulation can also

have consequences for the other two activiti&avis et al. 2012, p. 10
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as the regulatory mechanism, and economic actors such as firms as the regulated. This
understanding of regulation has been subjected to considerable changes over the last
few decades and we have witnessed the development of an understgndf
regulation as something that takes place both within and beyond the state through a
multitude of actors and a multitude of formal and informal mechanisms. This
development has been set in motion during the 19&Qdsa time when criticism
emerged on command-and-control regulation that came to be seen as having gone
too far and having been ineffective and inefficient. This led to a strong deregulatory
rhetoric and emphasis on regulatory refoiviajone 1990.

Policies of deregulation did not result in less regulatiapres and Braithwaite 1992,

pp. 7-12). They did, however, prompt a tartto different understandings of regulation
and attention for less command and direct mechanisms of control. S{b@yl)
argues that it no longer makes sense to speak of more or lesdatey or as
Crawford Spencef2010, p. 18 writes, whether or not to regulateis no longer the
guestion Regulation is present all around us and we should discuss what form of
regulation is in place as there are various sources @meghanismsof regulation
Understandings of regulation have slowly moved away from only taking into account
the state as regulator and legal mechanisms as regulatory tools and consideration has
grown for both nonlegal mechanisms of regulation, such as market mechanisms, and
non-state sources of regulation. A variety of natate sources have come to be
recognsed as regulatory and there has been increasing awareness of the ways in
which states delegate regulation to third parties, forms of regulation taking place
independently from tle state such as setégulation, and forms of hybrid regulation
involving a mixture of both state and netate regulatory efforts such as -co
regulation and enforced setegulation(Aalders 2003Aalders and Wilthagen 2002
Ayres and Braithwaite 1992ZGrabosky1995 Gunningham and Grabovsky 1998
Gunningham and Rees 19%utter 2001 2006k 2010 LeviFaur 2011 Rees 1988
Sinclair 199)

In recent years regulatory scholarship ltamtinued toencourage an understanding

of regulation that involves a variety of actors as more than just the subject or object
of regulation(seeBlack 2001aBlack 2002Hutter 2006 Moran 2003 Scott 2003.
Firms, public interest groups, and NGOs are examples ottade actors that can be
engaged in regulation, either by sharing regulatory responsibility withstiage or
autonomous from the statéHutter 2006k Pattberg 200% With this recognition of

the possible regulatory roles of nestate actors, the boundaries between public and
private have been redefined. The state is still an important actor in regulation, but the
role of the state in regulation is no longer regardesiexclusivéHiggdt et al. 200Q.
There is not necessarily a central role for the state, something which is highlighted by
the notion of decentred regulatio(Black 2008a State and nosstate actors are seen
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to be involved in hybrid forms of regulation where they can be both regulator and
regulated at local, national, and transnational le@saithwaite 2000, p. 10

A concept underlininghe development towards an understanding of regulation
involving various sources and instruments is that of regulatory governance. The term
governance highlights changes in governing where the authority and sanctions of
government are only one source anceohanism and a range of other, private, forms
are acknowledgedfor their capacity to govern toqStoker 1998 Regulatory
governance emphass how the power to regulate has become dispersed amongst a
range of different actors within and beyond the state employing a range of different
mechanisns (see e.g. Scott 2004

Another relevant concept which has gained traction in recent years is that of
regulatory pluralism{Grabosky Q13). This concept has been usatéter the concept

of legal pluralism indicating that there is more than one normative order than the one
that isgiven and controlled bthe state(Griffiths 1986. Accordingd Parker(2008, p.
351), regulation is fundamentally pluralistend encompassedefinitions that are
wide-rangingandinvolvinga plurality of actors and mechanisms that do not fall into
any obvious lararchy. Actors find themselves in a dense network of regulatory
relationships where they may sometimes be the regulator and sometimes the
regulated(Drahos 2014

Regulatory governance and regulatory pluralism are bothulseincepts for pointing

to the varied regulatory landscape that characterises the world around us.
Nevertheless, regulatory governance and regulatory pluralism do not offer much
analytical guidancevhen tryingto study regulation beyond the stateempiricdly.
Many questions remain regarding the ways dhé extent to which norstate actors

are involved in regulatioand how we can observe this the regulatory literature a
number of different conceptions of regulation have been put forward which have
different consequences for how regulation is studied and ultimately understood.

At its broadest, all mechanisms affecting behaviour, whether dbatged or from

other sources, are deemed regulatory and there is no need for regulation to be

deliberate or inentional (Baldwin and Cave 2012, p.).3In a wide definition of

regulation there is no notion of intentionality YR | y&@ G KAy 3 LINBRdzOAY
O0SKI@A2dzNJ YI@& 0S5 Qeyrak RBNE. B Siie Bdaaloryi 2 NB £
scholars argue, however, that this stretches regulation too($ae e.g. Koop and

Lodge 201}k Black(2002, p. 19 for example, finds that a broad definition including
unintentionality would make regulatio6 A Y RAAGA Yy 3dzh aKF 6t S FTNRBY | f
a20AFEt O2y GNRBTf¢KANR ARNRBENKALIE dilicisn2on ¢the YI Yy I K| C
concept of legal pluralism. According to Tamanaha a broad cocept law blurs
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the distinction between the legal and ndegal and provideno delineation of where
one ends and the other begink response rany scholas propose a more narrow
view of regulation limiting it by requiring regulation in some form to be the result of
Gadzadl AYSR |y iSel#z k1685 9RBE302 y (I N2 f ¢

In this thesis however, | will make the argument for the use of the broadest
conception of regulation. The case study on the credit rating industry presented in this
thesiswill challenge theassumptionthat intentionalty is essential to regulation. By
adopting a broad conception of regulation that considers a wide range of actors and
mechanisms as potentially regulatory, it becomes possible to recognisauhigude

of actors and actions thain reality mayhave intended as well as unintended
regulatory consequences. If we limit our definition of what constitutes regulaton
intentional forms we place certainactors and actions outside of a framewdrkm
where their role can becritically assessed Furthermore, a transnational level
especiallymuch remains to be explored and a broad conception of regulation enables
such explorationUsingl 2 2 R S(A001) régdiddodly components of standard
setting, informationgathering, and behavioemodification as analytical toaglghis
thesisascertairs the extent to which norstate a¢ors might be playing a regulatory
role even ifthis isunintentional.

The Role of NorBtate Actors in Regulation

There are various different ways in which rstate actors may be engaged in
regulation. Non-state actors for example,regulate their ownbehaviour or the
behaviour of other actors separately from the state such as inreglilation. Nor

state actors may also be involved in regulation in an alliance with the state in hybrid
forms of regulation. Lesraur (2011, pp. 1€1) lists a number of different forms of
hybrid regulation such as eegulation, where regulatory tasks are shared between
state and norstate actors, and metaegulation, where states regulate nostate
forms of regulation or vice versa.

Hybrid forms of regulation are especially important to consider as regulatory regimes
are often fragmented in the sense that not one single aciontrolsall features of
regulation, but arious actorsare involved wittdifferent aspects of a regimgiood et

al. 2001, p. ¥ The internationalised nature of contemporary regulation imasnsified

the dispersingof regulatory authority within and across borders and between
different types of actorgLodge 2014, p. §9Black2008a, p. #writes how regulatory
functions are:
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O0X0 RAALISNASR IY2y3ad IOG2NBR Ay | NB3IdA
actors, civil society organisations, nsetate regulators (NSRs), and

international and national statbased actorswho are interrelated in a

myriad of different ways. Just at the transnational level, the range and

variety of nonstate organisations which seek to exercise some kind of

regulatory function are significant.

The extent to which beyond the state actors nieeyinvolved depends on each regime
and differs with regard to each regime componé8tott 2001 2008).” Scott(2005
points especially to instances where the components of a regulatory regime are
diffused by state actors drawing in natate actors in ater to make a regulatory
regime work. Norstate actors can have the capacity, although not necessarily the
incentive, to contribute toexercisingcontrol over the behaviour of othersin this
thesis credit ratingagenciesproof to be a good example of thdiffused nature of
regulatory regimes and the lack of incentive to be seen asgalatory actor. The
agenciesappear to beespeciallyinvolved in standardsetting and information
gathering, butbehaviourmodification stems very much from the way other acs
respond to rating decisions

Non-state actors maynot only be engaged in regulation as a resultarfy deliberate
attribution of tasks by state actors. Nestate intermediation in regulatory
governance may take place in a much less scripted wayamgheolve the generation
of norms, monitoring, and enforcement with or without the statrchestratingthisin
some way(Grabosky 2013, p. 119\onstate actors may even exercise considerable
power in constraining public actors such as governments and government agencies
and operate more complete regulatory regimes controlling stanesetiing,
information-gathering and monitoring(Scott 20022012. In that sense, Braithwaite
and Drahos(2000, p. 3 discus how in the context of gbalisation, states are
increasinglpbecomingrule-takers as opposed tmerelyrule-makers.The case of the
rating industry also demonstrates thiss will be discussed in the next chaptaubjic
actors incorporate the creditworthiness standards set lyngaagencies intthe rules
they promulgateand additionally arealso held to account for adhi&g to the

I 3Sy OA S a Ghendséhes/aR thed\aBecies assessrtbreditworthiness.

The regulatory literature has discussed both the potential and timetdiions of
engaging beyond the state actors in regulation. One advanv&ge/olving norstate
actorslies in ther capacity to regulate beyond the borders of individual stgfgsbott
and Snidal 2009 Nonstate actors can effectively help solve inherently transnational
problems that no government could solve unilatergByithe 2010, p. 22 Regulation

"Hancher and Moralif1989 also discusthe dispersal of regulatory power among different state and
non-state actors using the concept of regulatory space.
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by nan-state actors can be an effective and efficient means of social control which
brings benefits of speed, flexibility, sensitivity to market circumstances, and lower
costs compared to regulation by statetors (Gunningham and Grabovsky 1998
Gunningham and Rees 199%tandards developed by private actonayalsohave a
positive impact on behagur because they are voluntargnd an alternative to
deterrencebased enforcemen{McAllister 2012 and their standards may be more
efficient, flexible, and easieto implement (Haufler 2001 In addition, ron-state
actors can increase accountability in global regulatory arrangemergspecially
through the pressure that civil societgnexert(Scholte 200¥or asthey enhancehe
scrutinyof public bodiegScott 2002. They alsgossess potentially higher levels of
expertise and technical knotwow (Hutter 2006k McAllister 2012 and may have
accesdo a greater amont and betterquality informationcompared to state actors
(Scott 2005%.

Asides from benefits, regulation by natate actors also has weaknessand
regulatory arrangements involving privaéetors are equally subject to criticism as
commandand-control regulation previouslyCheit 1990 Lodge and Wegrich 2014
One criticism is that nogtate actors may be more prone than state actors to serving
industry interests rather than public interests. In the regulatory literature a divide
exists between those looking at regulation as a means to protect public goods and
those looking at regulatioasa means to ultimately servgrivate interests(see e.g.
Breyer 1982, Chapter; Mitnick 198Q Ogus 2004, Chapters 3 anil $uch a binary
account ofregulatory objectivesloes not do justice to the complexities of real life,
but whether nonstate actors can intervene for a public goo@isissughat remains

to be explored and that is raised by, for example, Mattli and Wog@909 and Scott

et al. (2011). Nevertheless, Wat interest€actors pursue and what motivates them,
from making a profit to pecifically targeting problems, is not alwasasy to identify

and the intentions of actorswhether they are nosstate or state actorsmay have
different consequences fromose that theyhaveset out in advancéSunstein 1994
Other shortcomings of beyond the state regulation are its potential lack of rigorous
standards, enforcement mechanisms, and explicit sanct{@maithwaite and Fisse
1987 Vogel 2010 Further issues are withregardtonanii G S O 2NRQ | f f S 3
accountability(Grabosky 201;3May 2007, legitimacy(Berrstein 2011 Bernstein and
Cashore 200y and transparencyGraeme and Gulbrandsen 2010hese issues may

in turnlead to a lack in credibility and undermine nstate regulatory efforts.

Gunningham and Re€$997) write that it is difficult to agree or disagree in general
with either the proponents or critics of nestate regulation. The particular subject
matter of regulation and the social, economic, and political context will determine to
what extent nonstate regulation will be successful at safeguarding public interests.
The most promising regulatory strategy would be one where state and-state
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FOU2NA YI 1S dgstngthFandwhétheg rédic® NdSsible drawbacks
of each form of regulatiofAbbott and Snidal 200@unningham and Grabovsky 1998
Hutter 2006h Rees 199; Verbruggen 2013/ogel 2010 For example, with regard to
standardsetting it has been argued that standards developed by-state actors are
more likely to be adopted when there is an effective sthtesed regulator in the
background who may act asca3 2 NA £ f | Jand ediakliSh nmOre at@ngenté
requirements when neede(Rees 1997, p. 5)9

Against this background, hybrid forms of regulation are particularly important to
consider. At transational level especially hybrid forms of regulation could be
effective at filling regulatory gaps. A matagulatory arrangement, for example, could
involve the capacity of private actors to regulate traationalissues while subjecting
them to monitoring and control by public actors. This regulation of regulation, or
meta-regulation, has been discussed by Grabodi8g5, Parker(2002, Chapter P

and Braithwaite(2003), and couldprove a way forward to regulatinyansnational
risk Empirical research needs to be conducted to understaetter howhybrid forms

of regulationfunction and to assess the extent to which they may be successful at
addressing risks atomestic andransnationallevek. This thesis seeks to contribute
to suchknowledge by discussing the configuration of rgtate and state actors that
has come about in the regime regulating credit risk in the debt capital maaketdy
analysing the strength and weaknesses of the role played by the rating indastry
particular.

Risk and Regulation

This thesis isoncerned with regulation as a way of anticipating and controlling risks
in economic lifgsee alsdHutter 2010, p. 1Y Such a view on regulation has become
prominent amongst regulatory scholars with regulation and risk being two concepts
that are considered to be closdbpund together(see e.gBlack 2010Rothstein et al.
2006). As Hutter(2001, 20069 writes, regulation plays a key role with regard to the
anticipation, prevention, and management of risk. Risk has become anisirgan
principle for regulation from especially the 1980s and risk and its control and
management are now central in relgtory processeéMoran 2002, p. 40Y. From the
1990s several scholars systematically explored the connection between risk and
regulation and applied a specific risk perspective to their analyses of regulation-as risk
based approaches became part of both government regulastnategies and of the
strategies of norstate actors performing regulatiofHood et al. 2001Hutter 200%

2005 2010 2011).
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The linking of risk and regulation is not surprising considering the centrdlityeo
concept of risk in modern society and in how we organise the world arouirf@eck
1992 Giddens 19901999g 1999h). As argued by Be¢R0069, we are now living in

a world risk society where debating, preventing, and managing risks have become
prominent issues.According toBeck, the risks characteing modern society are
potentially much more catastrophic than the risks known to previous societies as they
are manufactured risks, or manade (Turner and Pidgeon 19%7as opposed to
external factorghat were perceived to be a matter ¢dite or determined by the gods
(Bernstein 199h These manufactured risks are the-fmpducts of the scientific and
technological advancements of modernity, the growth of lasgale oganisations,

and globalisation.

Risks are also no longer seen as objective phenomena that can be identified through
measurement and calculationRather in modern society risks are increasingly

regarded as unquantifiable uncertaintigaurthermore, he risks of global risk society

are increasingy transational risks that challenge existing configurations and ideas

about how risks can be regulated and in particular by whom. B®9, p. 14goes

as farastowritethatt i N RAGA2Yy It YSGK2RAa 2F ad0SSNAy3
AY2LISNYofS | yR Ay STTS Oliadandtional gsksid Bmver,l OS 2 F -
not make the role of the state obsolete, but they have caused a shift itralaéional

focus in academia and policy circles on the role of the state andgtiutions in

regulating riskin modernrisk society, the governance of riskrisreasnglyprivatised

and dispersed amongst various act@Esicson and Haggerty 1997, p. Bhisand the
transnationalcontext ofthe risk societywarrants closer consideration for beyond the

state actorgHutter 2006H).

Risk and Organisation

Organisations are an especially important subject for the study of risk and regulation

(Hutter and Power 2005 Organisations are both producers and managers of risk

(Short and Clarke 1992something which BedR006a, p. 33prefers to as the great

irony of risk society. Many of the risks we dagingtoday, find their origins in the

decisions and actions of orgaai®ns (Hutter and Power 2000 Beck(1997, p. 19

discusses how the risks we are facing today are very mughK S NB adz Ga 2F S-
O 2 y i NRIimodéfn@eR sbciety we are witnessing an increasing use of a language

of calculable risk in which we think and act and with which we try to render the
unpredictable consequences of our decisions predictable and controllable. This
language, however, contributes to an increase in risk asiriskd y 23 NBRdzOA G S
product of pobability of occurrence multiplied with the intensity and scope of
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LJ2 G Sy i A Indteadk riskéMrea socially constructed phenomemidny ¢ KA OK a2 Y S
LIS2LX S KI @S 3INBFGSNI OF LA p.833)i 2 RSFAYS NR &

The inherent socially consicted nature of risk turns the defining of risk into an

exercise of power (Slovic 1999, p. 697 Different approaches to defining and

measuring risk can be taken and whoever is in cordfaletermining the approach,

can direct the course of action and define agen@eck 1992, p.} Organisationan

addition to producing and managing risk, are also important actors in the
development of expert knowledge about risk. Although organisational definitions of

risk may appear objective, they are not value free. Research on risk shows that context

matters. Individual, group, social, institutional, and cultural contexts shape how risks

are perceived, assessed, quantified, and respondddd¢eBaldwin and Cave 2012, p.

87-93; Douglas and Wildavsky 1982As Luhmann(2000, p. 10D writes, & G K S
LISNDSLIiA2Y YR S@Ifdz A 2y.PadpleNdrgadisatiois | KA 3 K
do not define risk according to some objective scientific process, they definé tisR

further goals that bear at best a very loose connection to their expressed purpose of
FaaSaaiy3a FyR YIYylI3Ay3d GKS 20 &E8Bdna@S RI y3S
Haggerty 1997, p. 39

Despite becoming increasingly dependent on others and in particular expekts/
matters of our own afflictiof (Beck 1992, p. 93 trust in the role of expert
organisations is declining. Trust is fundamental for sustaining setagilonships and
action in general and it underlies the taking of risk decisions in modern mgdests
e.g.Luhmann 2000Simmel 1906Simmel 2004[1900] According to Giddend991),

trust is needed if expert knowledge and the abstract systems they produce are to be
accepted. Equally important is the concept of reputation. Reputation, or the symbolic
beliefs about an organisatn, can uphold power including regulatory power. The
reputation-based power of an organisation rests in the judgement of its audiences
(Carpenter 2010, p. )8Because there is more awareness about shortcomings in
decisions by experts and disagreement amongst experts, whietm stom the
inevitahlity of the existence of range of alternative approaches, trust in experts and
their reputation is being underminedTaylorGooby and Zinn 2006, p. 403
Nevertheless, as Giddel{$991) argues, the contingent nature of knowledge leads
people to look to experts for guidance even if doubt about expert knowledge
increases. People are compelled to depend on professional knowledge as risks only
exist through expert knowledge of rigkricson and Haggerty 1997, p. 10%/ith the
emergenceof transational risks, the extent to which nostate actors may be
influencing or even controlling the definition of risks, is becoming much more
pertinent. These nosstate actors may often be obscure to the people affected by risks
(Beck 1992, p.¥and developing a better insight into the natate actors involved
with controlling and creating risks is, therefoi great importance.
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This thesis seeks to increase our understandingthef sometimes hidden and
unintentional involvementof nonstate actorsin controlling and creating risks by
focusing on the role of credit rating agencies in the debt capital niarke the thesis
it will be examined to what extent rating agencies serve asxample ofnon-state
expert organisation that havecome to play an invaluable role in defining, contralin
and creating risks in modetiay society, something which becammre apparenin
the aftermath ofthe globalfinancial crisis of 200@8.

Transforming Uncertainty into Risk

The defining and managing of risk by organisatioaskey elemenin the ordering of
markets and the coordination of market activities. BetK2009 arguesthat market
actors are continuously confronted with profound coordination problems due to the
dynamic flux of markets and corresponding uncertaittyd X 0 Y I NJ S SEOKI y 3
of contingencies beyond the control of single actors and, thus, of a higeelefr
dzy OSNI F Ay G& Ay NBAB)NRe dét capitdzim@rReds,Soi bond
markets,in which rating agencieare active are a good example of dynamic and
uncertain markets. The debt capital markets are charasteriby information
asymmetries bveen lenders and borrowers, with lenders being faced by uncertainty
regarding the likelihood and willingness of borrowers to repay their debt in time
(Carruthers 200p Credit markets are nowadays also global in scope with debtors
borrowing money not just domestically, but on international markisese e.g. Hutter
and Amodu 2008 This further adds to thelynamics and uncertaintpf the debt
capital markets

The problem of information asymmetries has received considerable attention in the
economics literaturéAkerlof 197QStigler 197}, but sociologsal scholars have begun

to makenotable contributions. As Cohe(2012) writes, the conventional economic
account of rating agencies portrays the agencies as providing efficient and convenient
credit information to actors who could use that information to make rational
investment decisions. The agencies are viewed inmserof bringing about
transparency and moving markets closer to perfect information. Bec{@i09
discusse how sociologists would argue that such an explanation is an example of a
reductionist understanding of economic action and markets. Beckert writes how in
sociologicaexplanations organisations and institutions (p. 251):

(...) are understood not from a contractarian perspective as the efficient
result of an agreement of socially unbound individuals, but rather as
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situated within a specific political, social and tauhl context that
O2yaidAaiddziSa GKS FOG2NRQ 321 fazx adNIG§S3IAS

The concept of embeddedness used within sociology is useful here as it refers to the
ordering processes that lead to a reduction of uncertainty and the socialtstimg

of decisions in market@Granovetter 1985 Contrary to economic theories it is not
assumed that such ordering processes can be explained by the efficiency concerns of
market actorgBeckert 2009 Society has always known embedding mechanisms that
can help actors to coordinate with ath actors in situationsf uncertainty. For a long

time these were based in informal direct relationsor example, ealuating
trustworthiness and creditworthinesdoth relevant in the context of credit rating
occurred with the help of networks of soci@lations. Money would only be loaned

G2 LIS2LXS 2yS 1ySss 2yS g2dxdZ R NBfe& 2y RANB:
reputation within a community. Direct experience provided a measure of security,
though possibly illusory, that you knew who you werealiteg with (Lauer 2008, p.

306). Often all this was based on rather broad stereotypes and the personal moral
fibre and personal character of a lower played a vital role in deciding who was
trustworthy or not(Carruthers 200p

Both in Europe and America the evalwat of creditworthinessformalised in the
nineteenth and twentieth centuries when businesses grew bigger and began to
operate over large geographical areas on a more extensive [fBgis 200p As
Olegario(2006, p. § writes, trust no longer referred to confidence to lend based on
personal ties, but came to denote the willingness of creditors to risk their capital on
borrowers they did notknow. In order to learn about these unknown debtors,
businesses began to hire agents or share information through local associations to
protect themselves from credit loss@8ladison 1974 Instead of relying on personal
opinion, financial data became much more important and specific organisations
developedcollecting information about debtors. These represented an innovative
new technology of institutional disciplinary surveillance introsigcana Sy 4 A NSt & y S g
way of identifying, classifying, and@ |  dzl (lakey ZD68, p. 304 Within credit
markets a developmerntould be seerirom a form of embeddedness relying on ties
between individuals to a form of embeddedness constructed around ties between
organisationally based guarantees of reliabi{ldeimer 2002, p. 129

In credit markets the credit rating agencies became the organisational sites for the
embedding of the social relations of tru&tohen 2012 Creditrating agencies can be
regarded as an organisational response to solve problems of uncertainty. A way of
dealing with uncertainty is to transform it into risk and rating agencies are an example
of a practical solution moving credit decisions from uncettainto risk(Caruthers
2013. The difference between uncertainty and risk can be viewed as based on the
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amount of information that you have. Following Knigh{1971[1921), under
uncertainty one does not know the consequences of action, nor the probabilities of
the consequences of action. Risk the other handrefers to a situation where one
does rot know all the consequences, but one can assess the probabilities with which
certain consequences may occur. Transforming uncertainty into risk makes actions
and decisions possible which is needed in debt capital markets, however, it is not
without problems(Carruthers 2@3).

Carruthers points out that the transformation from uncertainty to risk through credit

ratings is imperfect. Uncertainties still abound, but they are now hiddainat

happens in the case of rating agencies s dzF YOGA G 0 A GBS StatA Y GA2Y
YE® Ay FIFOG 0SS 7Tdgy BIAY Swyeiivirited aboutdig EaByNsteditA v £
reporting agencies, financial behaviour and performance are obscured bekind § A f

2F ljdzt yGATAOL GA2Y (2008Rp. IDBNR2eyhelesk, lis isyid alzi NI £ A ( &
problem that only rating agencies face when making claims regarding risk considering

the imponderable characterfeisks in modern society. As Garland points out, inherent

to claims about risknowadaysis that they are alway$t A YLINBadA2yAaiA 0O 3
informed estimates and probabilistic predictions about a future that cannot be fully

1 Y 2 430@3, p. 52 Nevertheless, even if imperfect, rating agencies contribute to

solving a wider problem of social order in markéacKenzie 2001 According to

MacKenzie (p. 1786) rating agencies aretlitratings are:

[A] way of turning what might otherwise be radical uncertainty into a form
of order thatg while never unchangingis stable and predictable enough
to permit coordnation and rational action.

Credit ratings may in that sense also be an example of the rhetorical tools that
organisations create to convince audiences that experts are in charge, even if these
tools may simultaneously increase risk by giving a fallesefsecurity(Clarke 1999

Credit rating agencies can more broadly be understood as aifgpagpe of
organisation that plays an especially critical role in situations of risk. These
organisations are what Pixle§L999 refers to as global mediating organisations.
Examples of such organisations other than credit rating agencies are consultancy
firms, accountancy firms, auditing firmg)surance firms, and law firms. Global
mediating organisations have an important function with regard to the management
of trust relations and risk between corporations and corporations and other actors in
modern society. Many economic transactions arerségly no longer embedded in
direct social relationgCalhoun 1992Shapiro 198Y Instead, transactions take place

at a transnaional level and this is in particular true for financial transactions

Gdzy SYOdzYo SNBR 68 RA&GFYyOSEShapio Y87 p.2YY2RAG &
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In modern society mediating organisatios started to play an important role as an
impersonal way to manage trust and risk. Global mediating organisaiichslzr NI y i S S =
Syadz2NBzZ 2NJ 3Idzl NR byl parfornifigt Surveifladrie dapdBationdhing | €
corporations(Pixley 1999, p. 659Mediating organisations are a wdor principals,

such as investors, to cope with rigk.situations where there is a lack of information

or an inability to assess whether information is correct, for instance because it
requires specific expert knowledge, principals benigfiparticula from the hiring of

external organisations to reduce risk and uncertainty. Here trust in expert
organisations serves as a bridggy ¥ ARRf S a0l 0S o0SG6SSy (yz2etS
(Simmel 1968 Examples are the hiring of accountants to validate finances for
investors or creditors, auditors to assure that the accounts of the actions by the
corporation are aagrate (Power 1997, management consultants to legitimate
management decisions or to signal management quélitynbrtister 2008, or credit

rating agencies to assess the creditworthiness ofigss of debt(Cohen 2012

Schwarcz 2002

Quantifying andClassifyingas Regulatory Tools

In order to manage trust and risk, quantification and classification are two important
tools organisationsanrely on. Quantification has become a dominant feature of
modern society. According to Port€t996), quantification has become pervasive
because most issues are easily formulated by thguage of numbers and because it
can be used in response to solving problems of trust. However, quantification can be
used for more than generating trust, quantification is also about power and control
(Fligstein 1998 Davis et al.(2012 describe how indicators, rankings, ratings,
measurements and other forms of quantification became popular governance tools
used by state and noestate actors from the national to thigeansnationallevel. What
these forms of quantification have in common is that they are a simplification of raw
data, transforming a range of qualities into a smaller number of quantitative
differencegEspeland and 8vens 1998 about complex social phenomena organised
into some form of ranordered data. Such classifications can infuse certainty and
legitimacy into the knowledge that organisations produce, allowing people to accept
it and use it as scripts for aoch (Ericson and Haggerty 1997, ). 6

Quantificaion and classification are important formats in which organisations aim to
manage and communicate risk. These formats, however, also shape how
organisations select and define risks and they ultimately determine the course of
action as alternatives becomeelevant(Espeland and Stevens 2007, p. #3he way
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risks are communicated by organisations can institutionalise a particular risk discourse
and cetermine how people will routinely act. In addition, Doud&386) points to the
capacity of numbers and claBsations to become selulfilling prophecies.
Quantification and classificatiomphasisecertain aspects, while leaving others out
(Douglas 198pEricson and Hggerty 1997 Powell and DiMaggio 19%1What gets
guantified and classified can change the behaviour of individuals or organisations as
it entails people to act and respond in a certain w&eputationalso plays an
important role here Reputational concerns are an important motivation for
compliance(see e.g. Hutter 2011, pp. 14). Quantification and classification, for
example in the form of scores, rankings, or ratings, impact on reputation anddanct

as a powerful mechanism of contra$ they carserve as signate reward or punish
regulated actorgvVan Erp 200;A/an Erp 209).

Quantificaton and classification arelosely bound with control and discipline.

Through quantification and classification, what is normal and what is deviant is
identified and experts are created who maintain the boundafiespeland and Sauder

2007). Drawing on Foucault, Espeland and Sauder (ibid.) discuss how teetraf

surveillance and normabgion play a role with regard to control by nib@rs and in

explaining how quantitative authority can intervene in reality. Remote surveillance, or
governance at a distance, is possible as numbers circulate easily, are concise, portable,

and oftendaSSY Y2aid 202SO00A@S (2 (wRtee8 NBEY20S
LINE R dz@bidA 2 F2) Furthermore, numbers define a class of subjects as the same

and then use normative criteria to establish differences. Espeland and Sauder argue

that this linking and distinguishing can be viewed as a modern form of poecause

I Of F Aa3aAFTADYYEREl Gefadl SME &I NRa 2 N@bidJdzy A a KS a
Numbers define what the norm is and evaluate how well each subject measures up to

the standard.

The steering of behaviour through quantification and classification can occur
intentionally, but also unintentionally. There are two understandings of quantification
and classificatiothat can be differentiatedsee Espeland and Stevens 2D0he first

is an understanding of quantification and classification as valid, neutral depictians. Th
second is an understanding gtiantification and classificatioas vehicles inducing
changes in performance. Some forms of quantification and classification are designed
as incentives to change behaviour, others are supposed to be neutral depictions of
the world. Nevertheless, even supposedly neutral quantification and classification can
influence behaviour. Quantification and classification do not just represent or
describe, they intervene in reality and can play a performative role in the sense that
they bring about a particular reality. This reality simplifies and makes information
more authoritative by obscuring the discretion, assumption, and arbitrariness that
infuses information and by absorbing uncertainty and contingdiwg., p. 17.
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There are various examples of intended and unintendeanfof regulation that
involves quantification and classification. Seffer (2013 has analysed how food
labelling governs individual consumption and corporations that manufacture the
products as they aim to anticipate how consumers may change their behaviour in
response to labelling. Van E(p007) has noted how scores on the doors aimed at
revealing to what extent restaurants comply with hygiene standards, not ordynmf
consumers, they also provide an incentive for businesses to stay on their toes. Quartz
et al. (2013 studied how hospital rankings inform patients of the gtyabf health

care while at the same time providing incentives for quality improvement on the part
of hospitals. Espeland and Saud2007 2009 looked at how university rankings
advise prospective students, but also transform the way universities operate. The
study of the rating industry in this thesis will contribute to this literature by discussing
the extent to which cre ratings can serve ggerformativetools inducing behavioural
changesas they serve asignalsabout the creditworthiness of issuers of bonds

Thesis Outline

In this thesis an Haepth analysis of the credit rating industry will be presented aimed
at addressing the main research question to what extent the rating industry serves as
an example of a beyond the state actor performing a regulatolg: This will be done
based on the broadonceptualiation of regulation set out irthis chapter. The thes

will dza S | 2 2 R(20&N)idistindtioh (bétween standardetting, information
gathering, and behawur-modificationin regulatory regimeso help identifybeyond

the state regulation empiricallyBefore presenting the empirical analysis of the role
of the rating industry in regulation, the next chapteChapter 2) provides an
introduction to the rating industry and its role regarding risk and regulation using the
existing literature. The chaptereviews how the literature has considered rating
agencies as mediating organisations whose role in regulating risklogpede
throughout the twentiethand early twentyfirst century. Chapter 3urns to the
methods used to conduct the case study research for this thesis. It deshms the
research has been seip, how data haveen collected, the context in which data
collection tookplace, how data has been analysed, and it will highlight the ethical
considerations and limitations of this study.

Chapters 46 comprise the empirical core of the thesis. In these chapters it will be
examined in detail to what extent the rat industry is performing standassktting,
information-gathering, and behavioemodification roles through their rating
processes taegulake credit risk in the debt capital markets. Several of the issues
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discussed in thisntroductory chapter willcome lack in the empirical chapters.
Chapter 4 for example, analysehow the rating agenciesinintentionally develop
standards of credit risk as they produceedit ratingsand select whichisk factors
they takeinto account in rating processesid determine low to classifycredit risk.In

part due to the incorporation of ratings in public regulation, the way that the agencies
have come to consider credit risk has become a regulatory standzndpter 5
consides how rating agencies gather and anaysformation to assess how ssiers

of debt measure up tetandards of credit riskChapter 6addresses the role of the
agencies imehaviourmodification albeit in a limited sense as the influence of ratings
on behaviour cannot be explained solely by considerimgrtite of the rating industry

as this thesis doe€hapter 6shedslight on howcredit ratingdecisions are madbky
summarisinga range ofnformation and datanto a single rating symboT his symbol,

the credit rating,aims toincentivie certain behavior by market participantdt has
been beyond the scope of this study to take into account how, for example, rated
actors respond to ratingand this should be included ia follow-up study on
behaviourmodification by rating agencies to assessre fullythe success with which
the agenciesteer behaviour in the debt capital markets.

The concludin@hapter 7pulls togetherthe key findings of the thesis and address
the coreadded value of this thesis to the literatubyy discusgig what we can learn
about the role of nonstate actors in risk regulation from thesmstudy on the rating
industry.In particular highlighted ithe importance of unintentionalityasthis thesis
reveals howactors may perform a regulatory role without explicitly seekinghsa
role, thereby questioning how we understand regulatiorand the relevance of
intentionality. The concludinghapter ends with a number of policy recommendations
on the use of credit ratings and the role of the rating industry in risk regulation.
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2 The Cedit Rating Industry, Risk, and Regulation

The Rating Industry and Regulation

The credit rating industry and the debt capital marketlso known as bond markeis, which

credit rating agencies operatare introducedin this chapter Attention willbe paidto how

the role of the rating industry ithe bond markets has evolved from the twentieth century
onwards. Regulation will be of key interest in the discussion on the development of the
industry. There are threays in whiclreguation came to chaacterige the role of the rating
industry during the twentieth and early twendjrst century. The first that will be highlighted

is of credit rating agencies as regulators beyond the state. Rating agencies came to be central
actorsin bond markets in termef the setting of standards of creditworthiness gathering, the
transmitting ofinformation about credit riskand the modifying of market behaviour. These
elements are all suggestive of the regulatory role of rating agencies. Secondly, it will be
discussd how standards of creditworthiness developed by the rating agencies came to be
used by public regulatory bodies leading to a formmata-regulation asthirdly, alsorating
agencies came to be the subjaaftregulation by the state. The lattéras beenin large part

due to a series of credit crises occurring in the 1990s and 2000s, including the global financial
crisis of 200708 and European sovereign debt crises beginning in 2009. These crises increased
the visibility of the rating industry and promptedgreater interest in the role of the industry

in the management ofreditrisk. The literature | will draw on in this chapter is predominantly

the economics and finance literature since this is the main literature that has analysed the
rating industry. Were relevant | will, however, also refer to the broader social science
literature that discusses the rating industry.

Bond Markets andCreditRisk

Bond markets form a substantial part of the global financial markedasagohr and Langohr
2008, Chapter B They are an increasingly important alternative to banks in providing long
term funding to countries, municipal governments, corporations, and financial institutions
(Boot and Thakor 199T.angohr and Langohr 200&8ehinger 2012 Bonds are loans directly
provided byinvestors, also referred to as the bondholders or creditors, to issuers of bonds,
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the debtors® The amount of capital that investors provide, called the principle, has to be paid
back by bond issuers with interest, known as the coupon, over a certaindpeiriome until

a bond mature$.Examples of a bond issuance are a corporation that requires additional
capital to expand or a government that needs to raise money to fund its publenexpre.

To raise that capitahe corporation or government may del@ to issue a bond instead of
borrowing money from a bank or from global institutions like the International Monetary
Fund (IMF) or the World BanHowever, raising capital in bond markets tends to be reserved
for larger issuers because investors need ®domewhat familiar with an issuer. Smaller
issuers are more reliant on bank borrowing or other forms of borrow8taglitz 1994

Risks are an intrinsic part of bond markeind investing in bonds. Onéthe most significant
risks arethat bond issuers are not able to make the interest payments, to pay back the
principle amount, or to make either of those payments in full and on tifiheserisks are
referred to as credibr default risk, also labelled the oldest form of risk in financial markets
as it as old as lending its€ffaouette et al. 1998, p.).1Since the twentieth century, credit
rating agencies came to play a central role with regard to assgeredit risk! For issuers of
bonds it is vital how investors perceive their creditworthiness, or in other words how they
view their willingness and ability to repay their debt. Credit ratings came to be important
signals of creditworthiness ara such camm influence the access that issuers of debt have
to investors and the termsinder which they gairaccess, most significantly the cost of
borrowing(Cantor and Packer 98; Ferri et al. 1999Kisgen 2008Kisgen and Strahan 20,10
Kliger 2000Reinhart 2002Schwarcz 2002For example, an issuer with a low credit rating is
perceived to be more at risk of hoepaying its debt on time. This makes it more likely that
the issuer will be attractive to a smaller pool of investors and will be charged a higher interest
rate to compensate those investors who are prepared to take a greatetrisk.

8 Issuers of debt are corporations, financial institutions, or {mdvereigns, the specific types of debts that

they issue argfor example bonds or structured credit products such as a residential mortdssysked

security (RMBS).

9When a bond matures it ceases to exist and the outstanding principle has to be paidRlasicly agencies are
predominantly rating bonds and bond issuers that are (issuing}femg debt. This is debt with a maturity of

over at least one year.

0 These are all situations of default as there is some form ofgayment(Langohr and Langohr 280

I nvestors facearious other risks when investing in boridsaddition to credit risk. These rishee collectively
referred to as market risk because market forces may affect the value of investif@@amtsiette et al. 1998
Examples are liquidity risk and@nest rate risk. Market risk is not discussed in this thesis as | examine the role
of rating agencies and they focus solely on assessing credfseslalso Adelson 2012

12 Whether rating agencies actually influence access to investors and the cost of borrowing is subject to
considerable discussion in the economics and finance literature. However, as $1984dirp. 14pwrites, what
matters is the perception that ratings have influence. These perceptions by themselves can already have an
impact on behaviou(see further Chapter 6).
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The Rapid Growt of the Bond Markets and the Rating Industry

From the United States to the Rest of the World

Various authors have argued that the growth of bond markets and the groivthe credit
rating industry arevery much intertwinedsee e.g. Utzig 20)0Cohen(2012, p. 84%writes

that this is not surprising betise information is a key component of market activity and
rating agenciest RS@Sf 2LISR I YAOKS | & VYih&e débt agadld S & 2 NEB
markets. Information is crucial to understanding credit risk. Investors need information about
the willingress and ability of borrowers to repay their debt to inform their decisions about
whether to invest or not. Rating agencies act as an intermediary providing information about
credit risk to investors. Although bond markets originated in The Netherlandian t
seventeenth century, followed by the UK in the eighteenth century, bond markets truly began
to develop from the early twentieth century in the US where corporations began to access
the bond markets for capital as they started to conduct business ovechmarger
geographical area@lomer 1975%.

The growth of corporations and conducting business over greater geographical distances
meant that corporations could no longer rely on informal social ties to borrow money.
Instead, corporations came to rely on institutionsdaintermediaries like rating agencies to

vouch their credibility with investors they did no longer know persor{@lggario 2006 Sylla

(2002, p. 33 explains how rating agencies emerged in this context because they addressed

the needs of investord 1 2 a2 NIi 2dzi GKS 3INBIG GFNASGe 27
LINE a S ¥air SyRa¢ the rating agencies beeathed LIAf £ | NB 2F GKS Ay@Sal
in the US during the first decades of the twentieth cent(ibyd.).

For most of the twentieth century bond markets and the rating industry remained a US
development(ibid., p. 33. However, fom the 19809ond markets became a viable soa

of financing also outside the US and not only for corporations, also sovereign entities and
financial institutions began to tap the bond markets. In Europe andiAgarticular bonds

came to be issued more often as a means of funding as opposeelyiog on banks for

capital, a process known as financial disintermediafldaester 1969 Sinclai(1994, p. 13%

argues hat financial disintermediatiohas led to the empowerment of rating agenci@sis

has also been noted b@antor and Packgf994, p. 2who write thatd & 8 & OF LA G £ 7
international financial marketsdve shifted from the banking sector to capital markets, credit

NI dAy3a KIS |t a2 oS IRygyhe 1D90s the-ofighally Wa¥dd hading 2 9 S NE&
agencies had become relevant at a global level, rating a wide range of entities and debt issues

in every continent. Some go even as far tasargue that without rating agencies the
development of international financial markets would not have been pos§likiteg 2010, p.
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1):

The growth of the international financial markets over the last twenty years would
have been unthinkable without CRAs. Only because of the availability of clear,
internationally accepted indicatorsf the risk of default were investors willing to
invest in international securitieg whether corporate or government bonds
whose credit quality they would have been virtually unable to assess on their own.
The CRAs worked for decades on designing plsiand readily understandable
system that would allow any investor to invest in international securities with
which they were not directly familiar.

The expansion of the rating agencies from the 1980s is reflected in the number of staff that
the agencieemployed. At the beginning of the 1970s, the major rating agencies as we know
them today only employed a few handful analysts. In the 1990s their number had increased
to several hundred analysts in the US, Europe, and(Raitnoy 1999, p. 64p'3

Continuing Growth of Bond Markets and the Rating Industry

Bond marketscontinue to gain in importanceith the deepening of financial globaditon

and ongoing financial disintermediation. In Europe domestic bond markets alte sti
developing and in relation to emerging markets and actors, there is significant room for bond
markets to become more important for raising capi@ustillo am Velloso 2013ESMA 2015,

p. 9 Szilagyi et al. 2003Whether the future growth of bond markets will be accompanied
by further growth of the ratig agencies is, however, disputed. Although the agencies
maintain that they see an important role for themselves in the fut(see e.g. Moody's
Investors Service 2014enot everyone agrees that bond markewill continue to require the
information provided by rating agencies with greater public availability of information about
credit risk and alternative sources of information compared to when rating agencies first
appeared (Partnoy 199%

Qiticism on theability of rating agencies to provide accurate information about credit risk
following therole of the agencieahead of and during various credit crisess e many to
become more vocal abouwtlternatives to credit ratings and encouraging market pgtats

to conduct their own credit risk assessme(Eiropean Commission 201Einancial Stability
Board 201010SCO 2034Recent regulatory initiatives in the EU and the US have made it a

18 According to Partnoy1999 { G F YRF NR 9 t 22NRasx (GKS o60A33Sad NI GAy3A |:
SYLX 28SR on NIXGAy3a LINRPFSaarzylrta o0& mMdpynZ nn o0& Mdycs:
had eypanded to 560 analysts by 19%ee Appendix C for a more recent overview of the number of (analytical)

staff of the major rating agencies working in the EU.
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core objective toreduce reliance on credit ratingsy both market participants making
investment decisions as well as formal regulatory bodies using ratings to regulate those
decisions Historically however, theimportance of rating agencies hagentied mainlyto
growth or decline in private capital flowas opposed to any other developmeriBruner and
Abdelal 200%

The discussion arountthe relevance of rating agenaevith regard to providinghecessary
information about credit risk is not new. An extensive literature lo@velopedin the
economics and finance fields that looks at alternative indicators of credit quality that could
be used in place ofran addition tocredit ratinggsee e.gDi Cesare 20Q&strella et al. 2000
Hilscher and Wilson 20)3An early example is the study by Hickm@m®58 in which
information provided through credit ratings is compared to information that can be gathered
freefrom the market. A range of indicators can be derived from publicly available market data
whichcanbe used to learn about the likelihood default. Examples are leverage, cash flow,
volatility, and interest rate and credit default swap spreads. Matkated indicators can be
gathered easily and quickly compared to the sometimes lengthy processes by which credit
ratings are developed, incogpating private and qualitative information (see further Chapters
4,5, and 6). Asides from being more convenient, according to some, mzagket indicators

do better at evaluating the risk of default than credit ratirfgidscher and Wilson 201Bolito

and Wickens 201 2olito and Wickens 20)3Marketbased indicators can, nevertheless, be
equally subjected to criticism. For example, markased indicators may be more unstable
as they & more sensitive to changing conditions in the markets and they may provide false
signalgDi Cesare 2006

The Credit Rating Industry and Its Role

Transmitting Information about Credit Risk

The first, and most broadly recograd, role of the rating industry is in relation to the
transmission of information about credit risk. According to the mainstream economics and
finance literature, rating agencies act as an information intermedtaatcontributesto more

transparent bond marketd_angohr and Langohr 200&amakrishnan and Thakr984), for

example, discuss the rating agenciesiaformation brokeré who intermediate by acquiring

and processing informatioand thereby redicingthe cost of exchanging capitélillon and

Thakor (1985}liscuss credit rating agencies@s\ Y F 2 NY' I G A2y JlandBSOHNA Yy I | .
Milbourn, and Schmeitg2003, p. 84) argue thatt N* G Ay 3 | ISy OASa 02 d
information-processing agencies G Kl G LINRQGARS 'y STFFAOASY(H
information can be disseminated to financial markets.
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Economists have argued how for bond markets to operateciefitly and effectively,
investors need to be equipped with information about the willingness and ability of borrowers
to repay before they can make investment decisiqA&erlof 1970). Bond markets are
characteried as markets of asymmetric information because bond issuers know more about
their willingness and abilityo repaythan investors(Cafaggi 201,0Carruthers and Ariovich
2010 Stiglitz 2000 Stiglitz andWeiss 198). Furthermore, bond issuers are not readily
regarded as credible if they themselvpsovide investorswith the information theywould

need to fully assess whether money will be repaid and on t{pigrich 2007. Also, bond
issuers with a weak level of creditwonttissmaylack anincentive to provide investors with
information about their situation.

Olegario(2001) portrays the nineteenth century credit reporting agencies, the predecessors

of the modernday rating agencies, as pioneerimgganisatiors that formedda 'y S| NI &
AyailAabdziazyl NEaLRyasS G2 0KE 3IMBthef titn¥, 2 F A
information transmission mechanisms were not yet well developed and credit reporting
agencies facilitated trade and encouraged transaction®® S NJ @ aid RAadGl yoSa
YEGAZ2Y T (NI yaL}2 NI G fibdy. Teddyxati®R) dgerciesiare frgeirtane A y
information sources for investors as the debt capital markets became inogas
transnationaland complex. Duff and Einfg008, p. 64describe:

Ly (d2RIFreéQa 3t 26kt OF LIAGLFt andlispliksSusually G KS vy d:
exceeds by far the resources of most investors. Ever more complex financial

products such as assbacked and derivative securities requiredapth specialist

knowledge that most investors do not have. Therefore, ratings provide ustrs w

valuable information for their investment decision.

For investors it is costly to acquire information about the creditworthiness of a wide range of
borrowers, especially considering the time and resources that go into producing and
processing informabn which may only be possible for some of the largest professional
investors(Financial Services Authority 2009, p; BSCO 2008Rating agencies are said to
be able to acquire information specifically about credit risk much more-efisttive han

the average investor as rating agencies can benefit from economies of(Beataoy 1999
White 201Q. It is with the help ofating agencies that investors can acquire information at a
lower cost than if they were to gather that information by themselves. The capacity of the
rating agencies to gather and transmit information about credit risk puts the agencies in a
unique positon in the debt capital markets and enables the agencies to fulfil an important
role in the regulation of credit risk.

14 Credit reporting agencies emerged in the 1830s in the US and laid the foundation for theatiadingencies
that were established in the early twentieth century.
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Incorporating Ratings in Private and Public Standards of Credit Risk

A second role identified in the literature, and another impoftd A Y RA OF G2NJ 2F (¢
involvement in regulation, igheir role in determining a universally acceptedtandard of

credit risk(Caouette et al. 1998 The literaturediscussetow rating agencies make particular

forms of action and the coordination of action gsblethrough the credit ratings that they

issue For example, Boot, Milbourn and Schm¢#806) suggest that rating agencies provide

a focal point to investors, allowing an eqation of investor information and coordination

of expectatiors. Rating agencies inform investors in a similar and consistent way about debt
issuers and debt issues that are considered to be creditworthy ar Biatner and Abdelal

(2005, p. 193describe how the agencidmveinvented a new language to talk about credit

risk,a I & A Y LihaShaslh2dr &dopted binvestorsd 1 2 RSaAONAO6S | yR 3IANI
uncertainties inherent in iva G Y.Sy (i ¢

According to Millon and Thakor (1985) the credit rating agencies agt®a®O NS Sy A,y 3 | 3§
certifying the values of the entities that they analyse. Olegé@D1) observeshow during

the early phases of the credit rating industrgfing agencies transmitted information about
businessvaluesta Y S| NI @ S@SNE | an8 NHobDdg s 1KY ¥ dRYySAYTIONES & K
to standardize the criteria for creditworthiness in a country that was large, regionally varied,

'y R KS &GS N®.33% yT&dayiztheérating agenciesstandardie information about
creditworthinessat a global level as rating agencies came to be relevant around the world

while using the same approach for assessing credi{Eskella et al. 2000Kerwer(2002, p.

294)writes how rating agencied 6 &€ NJ Ay 3 | GARS NIy3aS 2F RATT
the same scale and publishing these risk assessmentdfave established an important

ail yRIFENR T .24d00rdingtoRsanme, aNdnplitaiion of the global expansiothef

originally USbased rating agencies is that the agencies helped export US financial orthodoxy

(Fight D01, Sinclair 1994, p. 149

The accusatiorthat the agenciesexport US financial orthodoxy has becomeen more
pronounced since the early 199G# a time whenseveral European sovereigns were
downgraded(Sinclair 1994, p. 191This led to criticism on the agencies for not understanding

Europe ad of bias as they were essentially US fi{@gsganisation for Economic @peration

and Development 20100 Bruner and Abdela(2005, p. 192 describe how in Europe
resentment has grownover i KS LISNOSA PGSR I O] DIFseddmercedNE (1 yF
have shown toward differing accounting standards and corporate financing oGst'£The

BC2NJ SEF YL S5 6KSYy az22RéQ& R26y3INF RSR t 2 Npdze BoséQa ONBR
Manuel Barroso, the president of the European Commission (EC) and former mimster of Portugal,
responded by sayingthét i KSNB Yl & 06S a2YS o0Ala Ay (GKS YIN]SGa 6KS)
AdadzsSa 2F 9dNPLISE
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agencies are aware of the criticism of bias, one of the agencies dis¢issady's Investors
Service 2014f

One question that has been actively debated over the past several years, and

GKAOK YI& 06S 2F LI NIAOdzZ NI AYyGSNBad G2 4¢3
az22ReéQa 2N 3 Sthtas, cunanalyticed approasdhjioSdrr deployment

of analytical resources may be biased in favor of the US, or Englishspeaking

countries more generally.

Characterimg the major rating agencies or the rating industry in general as a US phenomenon

does, however, notentirely do justice to an industry which has become a much more
international industry with the debt capital markets having expanded beyond the US. The
agencies also argue that they develop universal ratings using a global approach, adoppose

to exporting US standards to the rest of the wof8thwarcz 2002, p; 8 G YRF NR 9 t 22
Ratings Services 2014a

The role of rating agencies as standagtters is bolstered considerably by private and public
actors that came to use credit ratings to regulateisking in financial market@ruck 201}

For example, large institutional investors refer to ratings ieitiguidelines around the
composition of investment portfolios, stipulating how investments are limited to bonds with
ratings above a certain levelrom the mainrating agencies. Another example are debt
covenants, specifying the terms of the agreementvbetn debt issuers and their creditors,

in which debt issuers are required to maintain their credit rating above a certain threshold. If
the rating is downgraded below that threshold, certain actions beconfereeable in order

to protectinvestors(Duff and Einig 20QDuff and Einig 2008In such cases credit ratings, or
changes in credit ratings, function as triggers. The various ways in which credit ratings came
to serve as standards for evaluating creditworthiness is extensive as illustrated by Hilscher
and Wilsm (2013, p. X

Investors use credit ratings to make portfolio allocatiecisions; in particular
pension funds, banks, and insurance companies use credit ratings as investment
screens and to allocate regulatory capital. Central banks use credit ratings as
proxies for the quality of collateral. Corporate executives evaluat@arate
policies partly on the basis of how their credit rating may be affected.

The extent of the embeddedness of ratings in the debt capital markets puts rating agencies
in a position of having an important constitutive role. Hutf2901) discusses two features of
regulation, its capacity to control and its capacity to gtitutive in the sense that it
structures relationships and is part of the process of orderinghe economis literature it

is also recognexd how regulation can be a constitutive element of the maréarth 1990.

From the literature, a picture emerges of a credit rating industry that constitutes what is
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creditworthy at global levelrad determines what actions are possible for different actors in
the debt capital marketsSinclair(1994, pp. 1422) also describetiow the agencies have a
coordinative position with regard to economic and financial behaviour. According to Sinclair,
rating agencies condition the context in which events occur as they give shape to the
frameworks used by market actors to understand events and limit the choices that are
considered to be within an acceptable range. Schwg0@?2) refers to the rating industry as

an example of private ordering by natate actors.

The constitutive role of rating agencies is furtlerhanced as publieegulators around the
world began to incorporate ratings into regulation from as early as the 1080de 2010.

For example in th&JS, ratings from certain government registenading agenciesthe so
called Nationally Recogeid Statistical RatingSrganisatios (NRSROs), came to be used to
reguate banking, insurance, pension, and securities, giving rise tostemsyof meta
regulation As described by the Internation@rrganisatiorfor Securities Commissio©SCO
2003, p. ), capital markets regulation aims at:

OX0 LINRPGSOGAY3A Ay @diasimarkds are fiy affibid, fnd G K
transparent, and reducing systemic risk. In offering informed, independent
analyses and opinions, CRAs contribute to achieving these objectives. Rating
agencies that the market recognizes as credible and reliableptzy a valuable

role in global securities markets.

Regarded as useful indicators of creditworthiness, regulattagedto prescribe the use of
credit ratings for example, wheralculating minimum capital requirementsr banks or for
determining thecomposition of investment portfoliodn effect, as Palf1938) writes, rating
agencies came to determine whether a bond was of investment quaRigulatory
references to ratingéncreasedespeciallyduring the 1990s and 2000s as regulators moved
from prescriptive rulamaking to a riskbbased approaciiFlood 200%. This in a senseodified

the authority of the rating agencigBruner and Abdelal 2005A keyexampleof the last two
decadesare the9 | Qapital RequementsRegulation andirective§CRR/ CRDs) developed
in response to théasel Accordstipulating global recommendations foanking regulation

In the CRR/CRDs, rating agencies, referred to as External Credit Assessment Institutions
(ECAIs), are agsied an important function as eligible étms that banks may rely on to
differentiate the risk weights of theexposurego determine what percentage of their assets
they need to set aside to covéor the possibility of defaulfsee e.g. De Haan and Amtenbrink
2011).

According to Horsch and Kleind2014), the use of ratings for regulatory purposes is very
much crisigdriven. The first set of ratingsased regulation was initiated after the Wall Street
Crash in 1929 and the following yeardtu Great Depression. The experience of that period
of crisis encouraged regulators in the US to look for ways to prevent banks from investing in

Qx
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securities that they considered to be speculative. To make this distinction, regulators began
to use ratings dveloped by credit rating agencies. It is also from this era that the divide
between investmengrade and nornvestment grade stems. US regulators designated
ratings below a certain threshold as norwestment grade, a divide that is still used today
with considerable implications for bond issuers and issues fallingginah-investment grade
category(Duff and Einig 20Q&chwarcz 2002, pp-8).

The use of ratings to regulate financial markets has been criticisegtedg in recent years,
recognisng that the centrality of ratings in the debt capital markets implies that wiésd- G A y 3
F3SyOASa oX0u YIF1S YAaadlri|iSaz GK2asS Yraadli1Sa
FAY L Y OA (Whited2810,i2 RE2 Other problems associated with ratingased
regulation are, for example, that ratings may become a goal in itself as they are so important.
Ratings may become enshrined in plans that may stand in the way of what may actually be
good and they may crowd out any other risk analy§8isiclair 1994, p. 149The global
financial crisis of 20008 has served as a wak call for regulators that credit timgs may

not accurately reflect credit risk at all times and incorporating ratings into regulation may
pose a risk in itself. Greater caution with regard to ratings has since led to proposals aimed at
removing ratings from regulations which will be dissed further in the final sections of this
chapter.

Modifying Behaviour in the Debt Capital Markets

The third indicator that rating agencies may have a role in risk regulation, and one that also
comes forward strongly in the literature, is the abilitirating agencies to steer behaviour in

the debt capital markets. The quote Byre New York Timeslumnist Thomas L. Friedman in

1996 arguing that the rating agencies havé t Y2 a i . A 0,foffe® b doodrexainiez NRA (0 & :
of the power that rating agenes are perceived to have with regard to modifying behaviour:

There are two superpowers in the world today in my opinion. There is the United
{G1r0Sa yR GKSNB Aa az22RéQa .2yR wlkiaAay3a {
08 RNERLILAY3I o0 2dcandesroylyolBy dawhgaRidgyaur bonds. And

believe me, it is not clear sometimes who is more powerful.

f M\

Such statementare not unique and there have been various others such aoll@ving by
US Senator Joseph Liebermasued during hearing on rating agencies in 2002

The credit raters hold the key to capital and liquidity, the lifeblood of corporate
America and of our capitalist economy. The rating affect8 &¥d.J- y & Qa oAt A (e
borrow money; it affects whether a pension fund or a money market fund can



Judy Safira van der Graahe Rolef NonState Actors in TransitionalRisk Regulation:
A Case Study of How the Credit Rating Industry Performs Regulation, Chh @& 2
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good rating and a poor rating can be the difference between success and failure
prosperity and bad fortune.

Ly C@a@Kiit@duction on the rating industry, the agencies are described as extremely
powerful @ I ND A 0 SNA  F-afficidl kefulatbry mle (yet $ubardi@ated to the profit
Y2UAOS0¢E

They can literally make or break a company, exert influence over governments
that circumvents the democratic process, and act in ways which have been
compaed to a classic Mafia protection racket and in some cases holding the
taxpayer indirectly to ransom.

Though such portrayalsre sensational, they do reveal the perception that rating agencies
FNBE AYONBRAOEE@ R2YAYIl Yyl Ks€einBd\Sinclal §994) 2 A& Q&
reflection of that is also thathangesin credit ratings are followed closely by the press and
the public and are often frospage newgPartnoy 1999, pp. 6223).

There are different ways in which the rating agencies are seen to be influendvayibar
whichare mentioned in the literatureRatings can be considered as part of a wider range of
indicators or signals that are used to judge risk emdiscipline the markeas theyare able

to influence the actions of market participants antbnitor developmens in theirlevel of
creditworthinesg(Flannery 200)L1¢ For rating agencies the first form of influenlges in their
direct interactionwith entities looking to issue debt. For example, as tliand Schwartz
(1987 describe, the activities of issuers may be conditioned by a desire to appeal to the
preferences of rating ageres in order to gain access or not to lose advantageous access to
capital. Paudyri2013, p. 79Dgives an example of this in the context of sovereign issuers:

Investmentgrades [credit ratings above a certain threshold] grant access to liquid
capital markets so governments must adapt to satisfy their (austere) criteria and

A

T A

aigng AGK GKS y2NXY Ay 2NRSNJ (2 LISNF2NXY GKS

refinance existing debt obligations.

According to Sincla{i994, p. 15)ratings serve as a seal of approval in order to obtain funds.
Cohen(2012 also writes how rating agencies may steer the behaviour of market participants
through reputational meansReputation, as discussed by Van E2009, is one of the
strongest forms of control in markets especially as more and more transactioaptake
without involving personal ties, something which came to be characteristic of modern society.

16 Relying on the ability of markets to enforce discipline has been discussed in the economics and fina
literature in the context of banks. Market indicators are, for example, seen as complementing public regulation

of 6l Y1 Q& NI @&de e.& Buely ét dzNEBE
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In particular numbers and classifications are tools that can govern behaviour through their
reputational effectyBevan and Hood 2006

The second form of influenggainedthrough ratingssurveillanceis also highlighted in the

literature. Rating agencies can have considerahf@uence modifying behaviour as th

agencies conducsurveillance on outstanding ratings throughout the lifetime of a debt
issuance(Amtenbrink and De Haan 200800t et al. 2006 Once rating agencies have
assigned a rating to a bond issuer or bond issue, the ageoargsiue tomonitor how this

debt develops over time as conditions may change that could influence credit risk (see further
Chapter 6). In case the agencies find that there is a greater risk than before, they may
downgrade a particular rating, or if theygue that there is less risk than before, they may
upgrade a rating. Olegar{@001, p. 2writes how rating agencies, therefore, not only fulfil a

roleasd FE NX I G A2y Qbubdistds yl@KR2TZNESNI. 2F O2y G NI Ol at

By making information about bond issuers more widely known, the actions of rating agencies

can have disciplinary effects and encourage borrowers to try harder to meet their obligations.
Acording to Bannier and Hirsd010), the role of rating agencies has moved frermply

providing information tod I 'y I Ol A @ N YiBefighitite NsBiryéilance that they

perform on ratings (p. 3038). Dittriaf2007, p. 19 explains how rating agenciégsS | & S {1 K S
Y2NI £ KITIFNR &AdGdzZ GA2y. Amdrdl ard SitNdidr kalild d&tisedf 06 S Sy
rating ageciesdid not undertake any monitoringnd an issuer could be tempted tol O (i
opportunistically, taking risk prone decisions in his own favor while lowering the investor's

A > 4 oA o~

take corrective actions to avert downgrad@oot et al. 200%

The influerce of rating agencies is given critizapetus through the embeddedness of credit
ratings in private and public standards aimed at regulatingteking. ThelOSCQ2003, p.J)
describes some of the faeaching influence of credit ratings:

These [credit ratings] tend to be relied upon by investors, lenders, and others,

and, accordingly, CRAs can have an effect on securities markets in a variety of

ways. Creditrating®l y | FFSOU A&aadzSNBRQ | 00Saa G2 OF LJ
financial transactions, and determine the types of investments fiduciaries and

others can make.

The use of ratings for regulatory purposes by the state or international bodies is sean as
important underpinning of the ability of credit rating agencies to steer behavipartnoy
1999. Asratings became bigger part omarkets, their ability to influence behaviooroves
more and morebeyond thedirect relationship between rating agency amadarticular debt
issuer Market participants and public actonave increasingly come took atcreditratings
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andto takingthese intoaccount when making decisions. The behawmadification effects
of ratings therefore evolve in part from the act®wof other actors.

Credit Crises and the Role of the Rating Industry

The Sovereign Defaults and Corporate Scandals of the 1990s and Early 2000s

Credit crises have an important part to play in the development of the rating indtisity.
times of credi crises,issues of credit risknd the wayscredit riskcan bemanagd receive
more attention. The rise of rating agenciesy muchcoincides with the occurrence of credit
crises. Credit ratings were an invention of thimeteenth century at a time of te Century
Railroad Crisis in the US. The American railroad industry expanded rapidly in the late
nineteenth century and railroad companiésoked to raise capital through the issuance of
bonds. These bonds were complex and skill and industry knowlsdgerequiredto assess

the risk involved when investingit the same time, investing in these bonds presented
significant risks as railroads often fell into distress due to high fixed costs and bitter
competitionbetween firms(Tufano 1997Y. Thisprovided thecontextin which rating agencies
could develop(Rutledge and Litan 2014, p).3he relevance of ratings increased when
railroad companies went bankrupt.

In a sese it could be argued that rating agencies are a product of cfl$gsughout history,
credit crises time and agaresulted in greater awarenesdbout the importance o€redit risk
andin turn enhanced the role ofating agenciess their ratings provide information that
could be usedto manage credit risk in debt capital market€riseseven led to the
incorporation of ratings ird private and public standards such as happened after the 1929
Wall Street CrasiWhite (2010 gives an example ohather majorUS creditrisisthat served

to impress upon bondnarket participants the necessity of having information about credit
risk and that reinforced the role of the rating agencies. This was the default of the Penn
Central Railroad Company in 19A@.cording to White (p. 214), this crisis:

[Shocked the bondnarkets and made debt issuers more conscious of the need
to assure bond investors that they (the issuers) really were low risk, and they were
willing to pay the credit rating firms for the opportunity to have the latter vouch
for them.

17 Credit crises are situations involving default, either at a mievel involving one entity or at a mactevel
involving many different entities.
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Crises have, howev, not only strengthened the centrality cdting agencies in bond markets,
they also prompted an examination into their rol&his is especially true for the crises that
occurred from the 1990s onwards.

A series of credit crises during the 1990s andye2000s led to the agencies emerging from
GNBf I (A JSindad 200pdxNydoderRaimple arehe sovereign debt crisés East Asia

in 199798. Theserevealed the critical role of rating agencies in assessing credit risk, but also
resulted in blame for theating agencies because their ratings were seen to have failed to
anticipate the crises. Instead of adjusting crediings in time to warn abouncreased risk,

the agencies adjusted their ratingster the crisis had already been set in motieinhart
2002 Sy 2004 Especially since the crises during the late 1990s, the agencies have recurrently
been criticisedfor lagging behindchanges in the marketinstead ofanticipaing them
(GonzéleRozada and Levy Yeyati 2D08s a result of the East Asian crises, rating agencies
also becamet SEOSa a A @3St as FOR of al(dgrite \ndiiS éaftermath ofthe
crises theagenciesassigned lower ratings than justified to affected entities. This unduly
worsened crises as low ratings resdtin higher costs of borrowing and a limiting of the
supply of capitalibid., p. 353) This criticism has also been expressed before and after the
East Asian crises as it is argued thhatld ratingscould have a precyclical effect contributing

to exacerbaing crises and boom and bust cycles in financial mafkitkman 1958Sy 2009

The highprofile corporate defaults of Enron, Parmalat, and WorldCom are other prominent
examples that turned attention to theole of rating agencies during the 1990s and 2000s.
Again the agencies were faulted for not having predicted the defaults, even though all these
cases involved corporate fraffrost 2007. Theoverall belief ighat rating agencies should

have been able t&r 8 $S i K NB dz3 Kii KONRI23] SRYSEHO SELISNI A AES
FaaSaaAay3d ONBRAG Ay &A 0 dzasHillReod, p.dIckerkessa | y I 3SY
This view also comes forward in the investigations into the defaults, especially in the case of
Enron where it was argued that the rating agencies displayed a lack of diligence in assessing
creditworthiness. The rating agencies were accused of not Asldodficiently probing
guestions in formulating their ratings, and in many cases merely accepted at face value what
GKS@ ¢SNB (2t RUDSena@ Coiinittee DrFGovie@hdnthl Affairs 2D02a

Perhaps peadoxically, all the criticism on the rating industry did not harm the profitability of
the rating agencies. Partnoy describe2006 how the crises of the 1990s and early 2000s
led to a general decline in the reputation of the agencies, but credit ratings only became
GY2NB LINRYAYSY (s A WL6R)N flacy duking the fiRst feéh- yeadglofttie S £
new century, the major rating agencies were one of the most profitablapamies in the
world (Morgensen 2008
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The Global Financial Crisis of 2di87and European Sovereign Debt Crises

The global financial crisis of 2608 and the ensuing sovereign debt crig@sibling a number

of EU countriesaggain led to attention for the role of credit rating agenciédthough the
discussion around rating agencies in response to the EU sovereign debt crises echoes
discussions around the role of the agenailesingthe debt criseof the 1990s, for example
that the agencies behave piwyclically, the role of the rating agencies in the buptto the
global financial crisis spag# unprecedented criticism on the role of the rating industry. The
roots of the global financial crisiseatied to one specific area of the debt capital markets in
which rating agencies have been heavily involved, this is the market for structured debt
products and in particular those backed by residential mortgag&his market collapsed and
this set in mdion widespread consequences throughout financial markets and the global
economyfrom 2007-08 as the credit risk associated with these products had been grossly
underestimated, including by rating agencies.

Structured debt productare aresult of finandal innovation anda process of securitgion.
Securitigtion developedfrom the late 1980sindinvolves the pooling of assetir example
mortgages that are bundled in mortgafgpacked securitie$MBS) or loans ioollateralised

loan obligations (CLO)h@se poolsrefrequentlyorganisednto different tranches that offer
differing degrees of riséts the tranches result in different claims on the cash flows generated
by the assets backing the securities. For that reason structured products are a lot more
complex thanfor example a standard corporate bond whiglromise the same returns per
bond to all investorgRutledge and Litan 20)4Thepotential benefits of securitegtion are
widely acknowledgedsee e.g. Saharcz 1994 Debt securities can be catered to the
preferences of investors with differing risk appetites, allowing for risks to be shifted to those
investors who want to bear it. Also, losses can be contained in case the borrowers of
underlying loans dodefault as different assets are pooled and slicééevertheless
securiti@tion may also create problems as happened in thedaugi to the financial crisief
2007-08and as summared by the Chair of the US Securities and Exchange Commissign (SEC)
chamged with governing the securities industitary Jo Whitg2014):

Done correctly, securitizations can facilitate economic growth, providing critical
liquidity to financial markets and help households and businesses get the capital
they need. But, when done poorly, as during the yeaasling up to the financial
crisis, securitization can destabilize markets by wrapping serious financial risks in
a thin veneer of creditworthiness. When the true nature of these risks was

18 The crisis revolved primarily around asdetcked security (ABSdllateralsed debt obligations (CDOs) issued

in the US backed by pools of subprime mortgage loans. For a number of sociological accounts discussing
mortgage securifiation, the financial cris, and the role of rating agencies see Carruti{2fs.0, Fligstein and
Goldstein(2010, Pozner, Stimmler, and Hirs(010, RonaTas and H&(2010, and MacKenzi€011).
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revealed and asset values collapsed, investors in dsseked secuties suffered
significant losses.

With regard to the development of the structured debt market, rating agencies played a

crucial roe (MacKenzie 2012 The stratured debt market serves as a goedampleof the

constitutive role that rating agenciesayfulfil. Due to the complexity of structured products,

the market for structured products couldrguablynot have been created or sustained

without rating agencieg¢Flood 2005 Goodhart 200810SCO 200Q8As Coffe€2006, p. 296

7) writes, the structured market igsery muchd NI GRINRIBES ¥ & 0 K2 dzi GKS NI GA
GasSlt 2 FstructudkdNa@Wities could not have been marketed and §btek Financial

Crisis Inquiry Commission 2011, p.)xAlso Utzig2010, p 1) describes the fundamental role

of ratings in the constitution of the structured finance market:

Ly GKS YIN]SGa F2NJ aidNHzOGdzZNBER LINRPRdzOG& 0 X
eliminating information asymmetry. Markets for structured products cooidd

have developed without the quality assurance provided by CRAs to
unsophisticated investors about inherently complex financial products. CRAs have

operated as trusted gatekeepers.

Tett (2009, p. 99 in a more colourful wayjescribes it as follows:

Investors genally relied on the ratings agencies to guide them through this

strange new land [of structured products], which seemed a rational, easy solution

G2 O2yGSYyRAY3 gAGK GKS O2YLX SEAGE 6X0 [ AT
agency representatives spokige equivalent of financial Latin, which few in their

investor congregation actually understood. Nevertheless, the congregation was

comforted by the fact that the priests appeared able to confer guidance and
blessingsSuch blessings, after all, made thieole system work: the AAA [highest

rating] anointment enabled SIVs to raise funds, banks to extend loans, and

investors to purchase complex instruments that paid great returns, all without

anyone worrying too much.

The trust in the ratings of the agensi& gain insight into the creditworthiness of structured
products evaporated, however, with the global financial crisis of ZA7As the crisis
unfolded it became apparent that rating agencies had assigned overly optimistic ratings to
the mortgagebacked structured debt products widely regarded as having been at the heart
of causing the financial cris{Binancial Services Authority 2Q0Ehe Financial Crisis Inquiry
Commission 2001 A number of explanations have since been put forward as to why, with
regard to this particular crisis, the rating agencies underestimated credit risk and failed to
assgn accurateratings. Most notably explanations point to flaws in the rating process of the
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agencies for rating structured products and conflicts of interests stemming from the issuer
pays business model that is used by all the main rating agencies.

Therating of structured products iquite a different and relatively new area in which rating
agenciedecame involved compared to the traditior@alLJ I A y de@t insfranients issued

by corporates, sovereigns, and financial institutions to which the @genbave been
assigning ratings for decad@/hite 2010, p. 2211*° As Partnoy points o2010, a dark side

of financial innovation is that it tends to outstrip the ability of intermediaries to process
information and this may have been true for rating agencies with regard to structured
products. Structured debt products tento be much more complex than traditional debt
products. This is due to the very nature of structured products which involve manig @A y 3
LJ- N&sdhé credit underlying the products is assembled from a variety of so(Reases

and Rutledge 2003, fb). As structured finance products are backed by a pool of assets, a
greater degree of uncertainty is involved when assessing their credit qéflityarder to rate
structured products, rating agencies rely on statistical models and thidée many of the
problems inassessingheir credit risk are argued téind their origin(Utzig 201Q. For these
models to work, sufficient historical data is necessary and this is what was lacking with regard
to the structured products involved in causing the financial crisis. Furthermore, key
assumptions on which the models were basegecifically about the correlation of defaults

in a downturn, turned out to be wron¢frinancial Services Authority 2009

QELI FYylIdA2ya F2NJ GKS 3SyOAS&aQ FLAfdNBE Ay NI
interests in the rating industry, have been expressed befout not as vigorouslgs in the

aftermath of the crisis of 200@8. Most of the revenue of rating agencies comes in the form

of fees paid by the issuers that they r&feAnd, aghe IOSC@2008, p. 12notes:

The fear is that where a CRA receives revenue from an issuer, the CRA may be
AYyOft AYSR (2 R2gyLIX I & GKS ONBRAG NR&A]l GKS 7
business.

19 For an explanation of the differences between traditional and structured debt products, also iomeiati

rating, see for example a 2005 report issued by the Bank for International Settlefpgnt$46), Coval et al.

(2007), or the papers by the IOSEZD08 and CESR008).

20 An example of how complex structured products can be is given in a landmark Australian court case against,
FyY2y3ad 20KSNRZ {dFyRFNR 9 t22NRa F2NJ 0KS NsaAy3a 27
constant proportion debt obligation (CPDO) that was sold to local Australian councils. In a lengtipaté59

ruling, the judge referred to the CPDO as a product & NB (i S & |j dzSfor@icH thif I&& solingiléofficers

to whom it was soldt K WA G KSNJ G§KS OF LI OA Gt@ truly enNerstditl dh2 dskslinSalvedl 2 | & &
with investing in that productFederal Court of Australia 20)12

21 Up until the 1970s rating agencies received fees from investors buying their research and ratings as opposed

to receiving fees from issuers of debt. This changed with the aanhdbkpread of photocopying and a fear that

investors could free ride obtaining photocopi@®hite 2010, p. 21%
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Prior to the globafinancial crisisyarious authors already addressed ttenflicts of interests

in the rating industrysee e.g. Covitz and Harrison 20a3oweverbefore the crisis of 2067

08 the view thatseemed to be generally acceptedas that reputational concerns would

provide enough of a deterrent for rating agencies against inflating ratings to fassuers
(Fulghieri et al. 20LAMathis et al. 2009 For exampleSmith ar Walterwrite in 2002 with

regard to one of the agenciethat it had: A LINR 6 6f & f SI NYySR K2g G2
conflicts and temptations of the business, although as long as it is possible to fudge a rating,
GKS O2YLI ye Ydz&@3mBYF Ay @GAITAT | yié

The belief in the ability of rating agencies to manage potential conflicts of interests
disappearedalmost completelyin recent years. It has been argued that the rating agencies
were much more prone to conflicts of interest when rating structured debt than in any other
rating area as it generated a lot of income for the rating agengtes subsequently came to

be quite dgendent on that particular revenue streaffiett 2009 Tomlinson and Evans 2007

With a large part of agency revenue dependent onmaistructured debt products, conflicts

of interests may have been much harder to manage and many have accused the agencies of
not having resisted the temptations to issue more favourable ratings to maintain or attract
businessn that area(Mathis et al. 2009 In addition, as opposed to traditional debt products,
structured products are often issued through just a handful ofanegternational investment

banks. If an agency would lose the business of one such bank, this could have a substantial
impact on the revenue of the rating agen&rett (2009 describes how different from other

areas in which rating agencies rate issugnsl products, such as for corporations and thei
debt, in structuredfinancethe debt products to be rated were produced by a small circle of
banks and the agencies were much more vulnerabt&eir pressure According to Tettibid.,

p. 119)

Those banks constantly threatened to boycott the agendiethey failed to

produce the wishedor ratings, jeopardizing the sizeable fees the agencies earned

from the banks for their services. From time to time, the ratings agencies took a
aldlyRY (2 aK2g¢g (GKSe& O2dzZ Ry QG | fluslote & 06 S LJdz
to offend the banks too deeply.

There is also considerable evidence that in the structured debt market, issuers shopped
around for the most favourable ratings requesting ratings from multiple agencies and
choosing only to hire those agencies thaiuld issue the desired ratir@kreta and Veldkamp
2009.

221n general, credit markets are dominated by just a numbenajor banksthat are involved in both
commercial and investment banking and other types of investment rela¢edices and lendin@Caouette et
al. 1998.
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The Rating Industry Today: A Regulated Industry

The IOSCO Code and US Regulation

The event of large scal@edit crises or defaults has not only led to greater centrality and
visibility of rating agencies and criticism on their role in the debt capital markets. As the SEC
notes in a report on the rating industry in 2003, credit defaults have often coincididawi
review of the regulatory treatment of rating agencies (p. 10). Regulatory action remained,
however, very limited during the 1990s and early 2000 collapse of Enran 2001 and

the Parmalatscandain 2004prompted the European Commission and Epean Parliament

to examne the role of rating agenciebut this did not result in legislative proposatsnongst
others they considered potential conflicts of interests within rating agencies, transparency
regarding the way rating agencies work, the imi@tion used for ratings, and concerns about

a possible lack of competition in the market for the provision of ratifi§aropean
Commission 2004

Prior to the financial crisis of 20608 the main regulation of the industry came in the form of
the voluntary Code of Conduct Fundamentals for Credit Rating Agencies develofiesl by
IOSCO in ZB. ThelOSCO Code had been developed in recognition of the valuable role that
credible and reliable rating agencies could play in global riexs1 markets, but also in
response to the role of the rating industry in the corporate scandals of Enron, Parmalat, and
WorldCom(Amtenbrink and De Haan 20P3ssues covered bthe Code are related to the
processes by which rating agencies assign credit ratings, the independence of ratings from
political and economic pressure and conflicts of interests, how and when ratings are
disclosed, and the confidentiality of information gnided to the agencies by issuers.
According toAmtenbrink and De Haan the significanof thelOSCQDode has always been
guestionable because of the abstract and generic character of the standards it sets out and
becaused A G f I Ol a | yeé SnaRmiibénk sy De H¥,Q00R, 0203

In the US rating agencies were subject to some government regulation prior to 2007. In 2002
the Sarbane®©xley Act required the SECwaite a yearly report on the rating agencies. In

the reports published byhe SEC a number of concerns were raised in relation to the inclustry
for example around information disclosure regarding rating decisions, conflicts of interests,
alleged anticompetitive practices, barriers to entry, and the regulatory use of rgsegs.g.
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US Securities and Exchange Commission)20®2006 the Credit Rating Agency Reform Act
(CRARA) was signed into law. This Act stipulatedrttezia for becoming a recograd rating

agency and gavéne SECrhited powers to oversee recogm rating agencies. As a result of
CRARA rating agencies had to make a series of disclosures, including on the processes by
which they assign credit ratings. The agencies also became subject to inspection by the SEC
(Sy 200%

EU and US Regulation since 2007

Within the EU regulation of rating agencidsecame one of the first priorities in response to

the financial crisi©of 2007#08. In late 2010 the EU Regulation on Credit Rating Agencies,
Regulation (EC) No 1060/2008lso known as CRA Had been adopted This regulatin
established the mandatory registration of rating agencies that are operating in the EU.
Furthermore, it outlined requirements for avoiding conflicts of interests, the quality of
ratings, rating criteria, and the transparency of the agencies. In May,2081CRA 1
regulationwasamended to establish the European Securities and Markets Authority (ESMA)
as the body responsible for registering and supervising rating agencies in the EU. With the
establishment of ESMA in CRA 2, the supervision of rating iageimcthe EU has been
centralied.

In 2013 further changes were made to the regulation of rating agencies in Europe with the
implementation of CRA 3. The main focus of CRA 3 has been on removing or replacing any
references that lead to the sole or megtistic reliance on the ratings of rating agencies. This
follows the widespread consensus amongst public regulators worldwide that the use of
ratings and their impact on the debt capital markets should be reduced as set otdrby
example the Financial @bility Board (FSB)2010. Also in the US, regulation has been
adopted that requires the review ofxesting regulation that relies on ratings and to remove
imprimaturreferences to ratings when appropriatg.S. Securities and Exchange Commission
2009)?3 The DoddFrank Wall Street Reform and Consumer Protection Act (Boddk Act)
adopted in 2010ecogrnses that rating agencies can be systemically important actors and
therefore they require oversight and accountability. The Dé&ddnk Acaugments CRARZY
imposing liability on the rating agencies, mandatimgnv governance anéghternal control
requiremerts, addressing conflicts of interests, specifying certain disclosures to be made on
criteria and procedures used in rating processes, and enhances the oversight by the SEC.

23 Section 939A of the Doderank Act requires all Federal agencies to review and replace references to credit
ratings in their regulations with alternative measures of creditworthiness.
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Other significant changes introduced with the third round of rating agency ragalat the

EU, have been the limiting of the issuance of sovereign ratings. This is a direct result of the EU
sovereign debt crises and a view amongst EU regulators that credit ratings disrupted the
market and made the EU sovereign debt crises worse desgitience to the contrarfArezki

et al. 2011 House of Lords European Uni@ommittee 2011International Monetary Fund

2010. How regulation will or will not shape the rating industry and the role that it plays is
beyond the scope dahisthesis. All thes developments are very much ongoing, but they do
paint a picture of the @antext in which rating agencidsve been operating while undertaking

the research for this thesis.

Discussion

During the twentieth century and the start of the twentiyst century, the rating industry
came to be the dominant system through which information about credit iisk
communicated in increasingly global debt capital markets. The consensus view emerging from
the literature portrays rating agencies as an intermediaryptmg information about credit

risk to investors. Viewing the gathering, processing, and transmission of information as the
primary role of rating agencies is in accordance with how the major rating agencies portray
their role in the debt capital market®ating agencies claim that they provide a service to
investors reducing information asymmetries. One of tfaing agencies that has been
particularly adamant about what they view as theY' | A y | v iRle afidhd IRdhEies
describegMoody's Investors Service 20120148):

[T]lhe main and proper role of credit ratings is to enhance transparency and
efficiency indebt capital markets by reducing the information asymmetry
between borrowers and lenders. We believe this function to be beneficial for the
market as it enhances investor confidence and allows borrowers to have broader
access to funds.

However, the rolef rating agencies goes much beyond that of being an information provider.
Ericson et al(2003, p. 33write how risk communication systems should not be viewed as
mere conduits through which knowledge is transferred. In addition to transferring
knowledge, risk communicatiosystems have the capacity tcake things real, a social fact.
Theycircumscribe what is possible and goveehaviout

This chaptethas described howhe literature recogniseghat the agencies, in addition to
gathering and transmitting information, hawa rolesetting standardsof what is considered
as creditworthy Furthermoreas ratings came to be used for a variety of purposes to regulate
risk-takingin the debt capital marketgating agencies became involved in a system of indirect
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co-regulation.This in turn increased the potential influenoératingsto steer behavioutn

the debt capital marketsThe impact of ratings therefore not so much merely the result of
the efforts of rating agencies to assess credit risk, but also of how rated actives market
participants, andpublic actors use and respond to ratingbhe informationgathering,
standardsetting, and behavioumodification roles of rating agencies are indicative of their
role as rgulators beyond the state and dmeing part ofa meta-regulatory regime And
despite more sustained efforts to regulate rating agencies since the global financial crisis of
2007-08, the influence of rating agencies does not appeah&ve faded giving further
impetus to the needto analyse irdepth how rding agencies may operatas regulators
beyond the stateln this thesis this is done through an empirical analysis of rating processes
based on a documentary survey and interviews with current and former staff of rating
agencies.
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PART IEmpirical AnalgisCredit Ratingndustry and Rating
Processes

3 ResearchMethods

A Case Study of théredit Rating Industry

This chapter discusses the case study research that has been undertakéis thesis It
addresgsthe selection of the casefohe crdlit rating industry, the samplef credit rating
agenciesthe interpretive approach of the research, the methods of a documentary survey
and semstructured interviewsthe context in which thedata for theresearch has been
gathered, the analysisof the data, ethical considerationsandthe strengths andimitations

of the research

The choice for a case study research design has been prompted by the explorative nature of
this doctoral study. As Gerri@007, pp. 3940) explains, especially when it com&smore
explorative research, case studies enjoy a natural advant@gse studiesre, however,

useful for more thanust exploration,they are also suitabldor offering descriptiors and
explanations of phenomena withirtheir realworld context(Yin 2009. As the purpose of this
thesis is to provide insight into how nestate actors may be involved the regulation of risks

within and beyond the state, a topic that $ill lacking thorough empirical grounding, the
choice for studying the particular case othe rating industry has been instrumental.
Instrumental casetudies facilitate understandingd @phenomena beyond the particular case

and help torefine theory as he casetself plays a secondary role, ytiie caseisi f 22 1 SR |
in-depth, its contexts scrutinized, its ordinary activities detadedto] pursue the external

Ay (i S(StBka 1994, p. 237

A variety ofdifferent cases could be selected $tudy eyond the state regulatiorhowever,
the creditrating industy in particularappears toofferand 2 LILJ2 NI dzy Kbidgp. 24® € S| Ny
Thecredit ratingindustry hasexplicitly been discussed aplaying some sort of rolen the
regulation of risk(Braithwaite and Drahos 200@lood 2005 Kruck 2011 Partnoy 1999

241n addition to instrumental casgtudies,Stake (1994, 199%)entifies intrinsic case studies and collective case
studies. Intrinsic case studies are focused on the idiosyncracies of the caseritselft on generading across

cases. Collective case studies are an extension of one instrumental case to several instrumental cases which
allows for making comparisons between issues or phenomena.
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Sassen 20Q6chwarcz 20Q5inclair 200p but this has notyet beenexplored empiricallyln

addition, the industry has transnational reach aisgtherefore, relevantfor studying not only
risk regulationby nonstate actors in adlomesticcontext but alsoa crossborder context
something whichis becoming increasinglimportant with the prominene of transnational
risks.

SelectingCreditRating Agencies

The credit rating industrys atransnationd industry. Even though2 R @ Q&4 NJ G Ay 3
developed from small organisations set up in the nineteenth century in théoy8owthe
rating industry is composed ofating agenciesvhich assign ratings to a large variety of debt
issuers and debt issues all around the wobDéspite this reach beyond national borders, the
industry remainsrooted in certainkey locations.One of these locations isohdon where
several rating agencies have their headquarter®ther main office from where ratings are
givento issuersof debt far beyond London and the URKhe offices of rating agencies in
Londonprimarily cover the activities of the agencies in Eurpgiee Middle East, and Africa
(EMEA)However, also activities outside of these regions may be coordinatetdertaken
from the European officedlany rating agencies are organised in a global structure with staff
reporting first to regional heads who tarn report to global heads. For some agencibsir
global operationsor parts thereof,are organised fromLondon.Becase this researchhas
beenundertakenwhile basedat the London School of Economics and Political Sci¢mee
rating agencieselecta for the case study are thosewith anoffice in London.

Nextto focusingon ratingagencieswith an office inLondon further choices werenade as to
which particularagencies to include in the sample. Several types of rating agecaiebe
distinguidied. Sme rating agenciesate all sorts of debt issuers and debt issues in many
different countries while othelagencies speciasn the type of issuers or debt securities that
they rate or the geographical area in which they are actige.this casetady research tle
agenciegonsideredwvere thosethat provide ratings to all four categories of debt issuers and
the specific debt securities that rating agencies distinguish: (1) financial institutions, brokers,
dealers, and insurance companies, (2) cogve issuers, (3) issuers of structured debt
securities, and (4) issuers of government securities, municipal securities, and securities issued
by a foreign governmenthischoice has been mad®ecause such agencies potentially have
the mostfar-reachinginfluence.In addition the research sampleas composed afigencies

that did not onlyassign rating$o issuers or issuas the UK, but alsoutside of the Ukasthe
scope of these agenciggpes beyond thenational level Lastly, therating agencies in th
sample wereagenciesregistered with ESMA in the BYOnly the ratings of registered

251n Appendix C an overview is provided of all the creating agencies that are registeredth ESMAnN the
EU.
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agencies may be utskd by market participants for regulatory purposasd for that reason
are likely to carry thenost weight.

Threerating agenciesominate the ratng industryglobally and in the UK, these a®tandad

g t 22NNAI a2 .ZheseQdedcied siBut cOmpar@dtmther rating agencies in

terms of their geographicakach number of outstanding ratings, number of rating analysts,

and their revene. These three rating agencies also have the biggest market share.4n 201
{GFYRFENR 9 t 2230Rpercent232 dzyf § SR dHIZNUF Y RABES NI GAY
percent and Fitch forl6,2 percent Together, these agencies therefore issi83j4 percent

of all outstanding ratingsworldwide (ESMA 201} Due to the hegemony of Standa&l

t 22NNas> a2 2 RiudhafIhislthgsk haddvilayoeen informed by what these

agencies do.

Asides fronthe three major rating agencies, there are nyasmaller agencieactive inthe
rating industry.These agencies tend to specialather in geographical arear the type of
debt issuers and issues that they rate. Especveailligin the EUsmaller rating agencies have
received an impetus as part of efts to increase competition in the rating industry and in
response to an overall criticism on the jomagencies thatamidst theglobal financial an&U
sovereign debt criss were portrayed adeingbiased against Europ@neinterviewee of a
major rating agencyesponded to this portrayal as follows (Interview 3)

[S]Jomehowjthe perception exists thatjve are harsher on Europe than we are
on others. We reject it, 5@ercentof our resources are outside the US, the
leadership of this firm is heavilywdirsified, the rating agency is actually led by
a[not a US national, nationality omittethpsed here in London.

The rating agencies that originated and evolved in the US, all established offices in Europe

and emerging markets from the 1980s onwar@3/ R NR g for exarAphISai up its

first European office in London in 1984, followed by an office in Tokyo in 1985. It now has
offices in 23 countries in all corners of the wof{di I Y RIF NR 9 t 22 NR&. wl GAY
14 2L &SR (2 {AARRONRTF NE 2 20N0H Zdzlad | F2NBA3IY
gla GKSYy TF2ftt26SR o0& ty 2FFAOS Ay [2YR2Y AY
countries(2013. Lastly, Fitch established itself in London in 1997 as the agency merged with
IBCA, a Londebased rating agency owned by a French company that already hadenges

in Europe rating European banks and later sovere{@immalac 2018 Fitch currently has

rating offices in 35 countrig0139.

Not only did the originallyUSrating agencies becoenmore internationalby establishing
offices outside the US and the recruiting staff locally, also new rating agenciesateup

during the 1990s and 2000s that had no ties to the US. Germany is a good example in Europe
where smadeer rating agencies wermitiated focused on rating the debt of th®littelstand,
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the mostly privatelyowned smal and mediumsized enterprises (SME The global financial

crisis of 200708 has furthermore been seized as an opportunity by smaller;W8mating
agencies to expand to other geographical areas and especially Europe. Examples are
Canadiarbased agency DBRS whichesgablished itself in Europe with an office in London

in 2011 after an earlier endeavour in Europe had failed, Dagong, a Chatiesgagency, that
opened its first foreign office in Milan in 2012, German rating agency Scope Ratings that
expanded in Europe by opening offices in London and Paris in 2013, and ARC Ratings,
representing an alliance of five emerging market raaggndes, launching in London in 2014.
Paradoxically, some of these new agencies are equally accused of bias. GalriRgchs

(2013 describehow the Chinese agency Dagomgsigns higer ratings to the Chinese
territories and lower ratings to many Western economies compared to the three originally US
based rating agencies. They argties maybe due to cultural proximitytrust, and greater

local knowledggsee also Hale 20)4

An Interpretive Approach

The term case study mmbiguousit can refer to aheterogeneousset of research designs
(Gerring 20042007). However while there iglittle consensus on what constitutes a case
studyresearch or how it is done defning characteristic is that it revolvesoundad K2 f A a G A O
RSAONR LI A2Y [IMgrRam3398,3p.1236¢e ialto2Stake 1994p.023940). In this

research | have chosen an interpretive approach to achiaviolistic descriptionAn
interpretive understanding of the regulatory rotd the credit rating industry is focused on
providngl y dzy RSNE G YRAY3I FNRY (GKS FOG2NRa LAY
more specificallyheir staff. As the agencies have grown in prominenwe still know very

little about how they understand their rolén the empirical chapters that follow this chapter

| will explore how the agencies develop ratings, undertake the analysis behind it, and how
they look at the consequences of their ratingghe present time

An interpretive research approach has been an important feature of much sociological
research. Starting with Dilthefd989 and Weber(1978 1981), the interpretive approach
developed in response to a positivistic approach to social science seekingfreseausal
explanations usingariables determined externally to the actqiBavid 2010 , p. xXvilt was

held that in order to comprehend behaviour, researchers needed toeldgv an
understanding of the meaning with which actors invest their actions. What it means to be
doing interpretive sociology has been discussed further by Swedbeey).

Swedberg seeks to apply tivgerpretive approach to the field of economic sociology relying
2y 2SO0SNRA ¢g2NJ @ ! OO2NRAYy3I G2 {B6SROSNEB (KS
revolves around understanding a topic from an interpretive perspective, delineating the social
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action in qeestion, figuring out the causality involved, and establishing the course and
consequences of the social action, including its intended results and unintended
consequences. As Swedberg points out, there are some issues related to the interpretive
approach hat need to be addressed. The first is that research needs to be conducted with
the aim of wanting to understand the meaning with which actors invest their actions, but how
does a researcher gain access to the meaning that actors give to their behavibtioan

does a researcher do this in a reliable manner?

Swedberg points to the value of qualitative methods. Grasping and rendering the behaviour

of actors and the meanings given to their behaviour falls within the ambit of qualitative
research methods. Is important to point out that an interpretive approach does not imply

that a researcher needs to get inside the heads of his or her research subjects to explore
meanings given to actions. As Tay[b®71, p. 27 writes, meanings are reflected in practical

activity, theya NS y 203 2dzaid Ay GKS YAyRa 2F (GKS | Of
0 KS Y a Slh WeSni@xt section it will be discussed which qualitative methods have been
chosen for this remsarch to understand the meanings that rating agency staff give to their

actions and the consequences of thactions.

Developing an interpretive understanding ultimately rests on giving a complete description
of social action that captures as bestassible the context in which action is situai@iknzin

2001, Geertz 1973Geertz 198Y. As argued by Geer{d987 understanding action is very
much analogous to textual interpretation. Fan action to be intelligible, reference to its
larger context is required, akin to needing to look at a text as a whole in order to understand
its parts. Interpretation by an observer requires the explication of context and the action and
itscontextneedi2 6S RSAONAOSR NAOKfe& FyR WikKAOlfe&Qa
agencies make decisions will be of important consideration. The particular action that
interpretive sociologists are concerned with is social action, which can be chasadtes
action that is oriented towards other actors or towards an or@@&eber 198). The latter
involves for example a prescription of how to act through norms, laws, or organisations.

According to Taylof1971, p. 134), we can say that we make sense of an action when there
is coherence between the action and the meaning attached to that action by a particular
actor. This does, however, not imply that actiis always rational or purposive. Web#ar
example focused in his work primarily on behaviour as being rational and intended, but this
obscures that social action can be more than just purposive, overt, and eXpéeitalso
Giddens 1998 This leads to arber issue with the interpretive approach which is of
relevance to this research, namely the issue of causality and the recognition that there is more
to what happens when an actor acts than that the actor just does what he or she intends to
do. What happeas in reality is not necessarily what an actor intends. For this reason an
interpretive researcher needs to deal not only with intended results, but also with unintended
consequences of actiofgwedberg 200) In this thesis attention will go to the intended and
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unintended effects of the actions of rating agencies and in particular to how they view the
possible intended and unintended effects of what they do.

Qualitative Methods

To establish an interpreteszunderstanding @ange ofqualitativemethods can be employed
Bryman (1989, p. 12534) distinguishes between four types of qualitative research and
associated methods on a continuum from high to low patrticipation by the reseaticaecan

be used to collect data that can help with understanding social acAboene extreme thee

is total participation where the researcher employs a method of participant observation,
usually coupled with some interviewing and some examination of documents. In the other
GeLilSa 2F ljdzZtA0FGASS NBaSINOKZ (KBrmsYobii K2 RA ¢
observation and becomes more intervidvased. Bryman points out that interviebased
research usually does not only involve interviewimganalsoinvolvesome examination of
documents and observation. In this research observation has not heed asa method.
Although an observational study of the work of rating agencies wquite likelylead to
interesting data on whatating agencies do and how rating agency stév their actions,
such a study is not realistic bearing in mind the ateritial nature of the work of rating
agenciesand their commercial interestssaining access for an observational study would at
the very leashave been highly problematic and in the wake of the global financial crisis also
highly unlikely.

The researcthas instead relied on two other methods to uncover the perspectives of the
rating agencieshrough their staff these were a documentary survey and setnuctured
interviewing. Both these methods can also be considered as suitable tools for eliciting the
point of view of the actors involved while being much less intrusive compared to (participant)
observation(Marshall and Rossman 2006, pp. 100). Usinga documentary survey and
interviewing has been part of a strategy of triangulation to rely on migdtimethods,
empirical materials, and perspectives to add depth to the resedftitk 2009, pp. 444®).
Asides from adding depth, the use of different methods helps with corroborating data derived
from different sourcegBryman 1989, p. 134For exampleusing documentary sources has
not only been beneficial for gaining a background understanding of the rating industry, it has
also helped with checking information collected dhgh interviews. Vice versa, interviews
have been used to clarify and elaborate on issues that came forward in documents. The
following sections explain further how these two methods have been employed in the
research starting with the documentary survey.
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Documentary Survey

Documents have been an important source of qualitative data in this research. Before turning
to explain how documents have been used as a source of data, it is worth mentioning that
there are also two other purposes that documesgved in this research. Firstly, documents
were used to get a broad sense of the topic and to familiarise myself with issues pertinent to
the rating industry during the initial stages of the research. Secondly, documents were used
as a tool to discover ahselect potential interviewees, to prepare forterviews, and for
contextualisng and crosshecking interview data. Most importantly, however, documents
were used as a source of information about the regulatory role of rating agencies. Atkinson
and Coféy (2011, p. 78 explain how documents are a particularly useful source for
discovering how organisations work and how they representnbelves collectively to
insiders and outsiders. In the analysis section it will be further explained how the analysis of
the documents has looked beyond merely the content of documents and paid particular
attention to what their function is for actors inlxeed and how they are used in practi@&rior

2011).

The primary documents that | considered to provide data about the regulatory role of rating
agencies were publicly availableaiments produced by the rating agencies. | did not have
access to internal documents due to the confidential nature of the work of rating agencies.
The most important material | considered were documents giving information about the way
rating agencies ggrate and documents in which the rating agencies outline their ideas about
their role in the market or the role of credit rating more broadly. All of these documents are
freely available on the websites of the respective rating agencies. Documents aleontith
rating agencies operate ranged from material pertaining to rating definitions explaining how
the agencies look at credit risk and how thegyproach credit risk analysis, material setting
out the credit policy of rating agenciesnd the criteria usedto rate issuers and debt
instruments, tomaterial explainingating processeand how issuers and debt instruments
are rated. Documents in which rating agencies outline how they view their role and the role
of credit rating in the market have been more comn recently as regulatory and legal
developments after the crisis have prompted the agencies to explain theinrofe vocally

and publicly These views are expressed using the financial press, but also in the form of
special comments, research papergports, presentations, or videos posted on their
websites.

Further important sources of information were the regulatory filings of the agencies. For
example, in the US the rating agencies annually have to file for registration with the SEC and
provide numerous exhibits about their organisation and the way they go about credit rating.

In the EU registered rating agencies have to produce such information in annual Transparency
Reports. The rating agency documents considered can be seen as a form of glabbos.
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These often are, implicitly, aimed at justifying what the agencies do, their value in the past,
and their need in the future.

Asides from documents produced by the rating agencies, | also relied on documents from
other parties to develop an umastanding of the regulatory role of rating agencies. Of
particular interest were the inquiries into rating agencies, consultations on the role of the
agencies, and litigation against rating agencies from after the financial crisis 60308I50
documerts from before the financial crisis have been taken into consideration. These are
mainly documents from the early 2000s onwards as from then on attention in general
increased for the role of rating agencieBxamples of these are the rating agency
consultdions by the European supervisory boE$MAand its predecessor th€Eommittee

of European Securities RegulatoC&SRand the UK House of Comméasd House of Lords
inquiries into credit rating agencies. The consultations and inquiries rely upomeedgven

by those working or formerly having worked in the credit rating industry, but also on evidence
given by others, most notably market participants such as investors. These documents offer
insights into how other parties interpret the actions ofirag agencies and insights into the
broader context in which rating agencies operate. Furthermore, litigation involving the rating
agencies has increased significantly since the financial &isiamber of high profile cases
provided a unique inside viewf rating agencies, how they work, and how they interpret what
they do. Next to inquiries and litigation there are various organisations and commentators
frequently discussing the role of rating agencies in the public domain, an example of such a
body is he IOSCO that regularly publishes reports on the rating industry.

Selecting Interviewees

In additionto the documentary survey, this research relied on data gathered through-semi
structured interviews. Senstructured interviews in particular provide means to explore a
phenomenon from the point of view of actors involved. It provides access to the meanings
actors attribute to their experiences and realities and the conceptual frames that they use to
make sense of their experiences and the world atimeem (see Miller and Glassner 2011

As this thesis seeks to explore how rating agencies understand tb&sr and the
consequences of their role, the research has focused on interviewing those people with direct
experience in the rating industry, more specifically current and former rating agency staff.

Within rating agencies a distinction can be made kegwrating and nosrating activities and

the staff that is involved with either of these two. Rating activities consist of all actions and
staff directly involved in assigning credit ratings in the credit policy departments and the
analytical departmentsThe nonrating activities are quite diverse and involve, for example,
business development, communications, compliance, human resources, information
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technology, regulatory affairs, and senior management. Many of theseratomy activities

are centralied in the headquartersof the major rating agencies tities such asondon or

New York. Especially in the wake of the financial crisis, the distinction between analytical
rating activities and nomating activities became very strict to prevent analytidalffsfrom

being influenced by commercial considerations. Because rating agencies finance their
activities predominantly from fees they receive from the issuers that they rate, the agencies
face considerable potential conflicts of interests. In my empineséarch | looked primarily

at the credit policy and analytical departments of rating ageneeshese determine the
criteria according to which credit ratings are assigned and apply thé®sia in practiceo

rate issuerof debtand debt issues.

Qredit policy departments within rating agenciase a quite recent development. They are
largely a response to the criticisms expressed after the global financial crisis on the rating
criteria of rating agencies. Before the crisis the establishment ohgatriteria and the
application of rating criteria by rating analysts represented a more fluid process whereas now
credit policy departments are separated from all other departments in the rating agency,
including the analytical departments. Credit poldgpartments are led by a Chief Credit
Officer (CCO) who is ultimately responsible for all rating criteria used in a rating agency. The
CCO is supported in his role through, for example, Regional Credit Officers (RCO), overseeing
criteria in a geographic aa, and Group Credit Officers (GCO), overseeing criteria in a
particular industry sector.

The analytical departments o&ting agencies are organised alahg different categories of

debt issuers: (1) financial institutions, (2) corporate finance, (@icgired finance, and (4)
public finance. These four analytical groups are each headed up by one person. The global
head of a ratings group may be based in any ratings office, this does not necessarily have to
be the headquarters of a rating agency. Witlte analytical group there arsubsequently

region heads responsible for rating activities in (1) the Americas, (2) the EMEA, or {3) Asia
Pacific. The region head can be based in any office in that specific region. At the next level
there are analytical@ups that are composed @nalytical teams that speciatigurther, for
example, based on industry sector in corporate finance or asset class in structured finance.
The analysts in these teams can be based in various offices in one region and do rtot have
be located in the same office.

The rating analysts have been of special interest in my empirical research. Because analysts
play a key role in credit ratingrocesses| aimed to learn about what rating agencies do
through the analysts. Contrary to whiaay be said about analytical departments and analysts

in financial markets more generally, the analytical departments and the analysts in rating
agencies should not be regarded as necessarily junior or &gl roles. Wanslebe(2012

2013, for example, observes how analysts in banks are often seen as subordinate in relation
to the traders who are viewed as the experts that analysts give advice or assistance to. In
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contrast, in rating agencies analysts are considered to be the experts and they can have
considerable standing within rating agencies depending on their experienhgnsi agency
as will be discussed further in the empirical chapters.

There are various analytical roles starting with junior analysts going up to analytical managers,
often called analytical supervisors, who oversee a group of analysts that are @atéaim.

Rating analysts typicallyork in pairs, with one analyst taking a lead role and another analyst
acting as a support analyst. The amount of issuers or debt issues that each analyst is
responsible for differs per rating agency and depends on théquéar area that the analyst
covers. A lead sovereign analyst can for example be responsible for anywhere between five
to fifteen sovereigns. All of the junior analysts in rating agencies are required to have at least
. 1 OKSf 2 NDa RS andBRiGbpostiéhdlthesaméBducatidyahreqiidements
apply but they are required to have more extensive experience. In recent years rating
agencies have started to formsdi the training that they offer to rating analysts and have
begun to develop programes that analysts need to follow before they are allowed to make
decisions about credit ratings. Theseclled internal certification programmes now exist

F2NJ FEf YFE22NI AYGSNYylFGA2y Lt NIGAy3 | 3SyOArASa:

Certfication Program (CACP).@mapter 5of this thesis, the analysts and their role in rating
processes will be discussed extensively.

Negotiating Access

Before starting data collectighidentified whol could approach for interviews, developed an
approach for contacting potential interviewees, atiten contacted potential interviewees. |
initially used documentary sources to purposively select people | could contact within
agencies and some people that previously worked for rating age(\esgraf 2001, pp. 95

6). For example, inquiries initiated in the UK after the financial gisigidedan indication of
people thatcould be wellplaced to discuss the role of rating agencies. Key documents by the
rating agencies, such @isose commenting on their role in théebt capital marketsoften

also provided contact details of the writer. | also attended various events in London, such as
round-table discussions on rating agencies, to famgiamyselivith important issues in the
rating industry ando get in touch withpotential interviewees. | developed a list of possible
interviewees with the key criteria for selection being experience in the rating industry and
accessibilityin particular whether they were based in London

After the list of possible interviewees had been developed | considered how | would approach
interviewees. Interviewees that were currently working for rating agencies were approached
more formally. Although | aimed to contact staff for interviews direcigmetimes | was

directed to other departments such as the communications, press, or regulatory affairs
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departments. Between the agencies, or even the individuals | approached, there was variation
in terms of the degree of formality of the process of gagnaccess and what conditions | had

to agree tq such as whether or not interviesvcould be recorded. In general, when | wanted

to speak with analysts, gaining access involved others within the rating agencies that had to
agree on the interviews. This wasually not necessarpr people in more senior positions

with greater responsibility.

Nextto considering how | would approach interviewees, | also considered how the research
was going to be framed in a way that it would be understandable for intemes and
something that they would be willing to offer up their time f(see Feldman et al. 2003
Wengraf 200). Time constraints can be very pressing for interviewees and of importance in
deciding whether or not to agree to an intervigMarshall and Rossman 2006, p. 10bhis

is something that | took i account when contacting interviewees and planning interviews.
A one page research outlinencluded in Appendix Awas prepared for interviewees
containing information about the goal of my research, the broad questions | wanted to
address, the way | ghered data, what | would do with data, assurance of anonymity, time
the interviews would take, and information about the university and department | was
affiliated to. This outline was send to interviewees when requesting an interview together
with a cleareasoning why | was contacting them in particular and what | was hoping to learn
from their advicg(Feldman et al. 2003, p).7

In addition to using documentary sources for selecting potential interviewees, snowball
sampling also became an important techngcass the research progressentdrvieweeswvere
askedif they could suggest other people | could contact for my research and on some
occasions interviewees came up with suggestionstheir ownbefore I had evenased.
Marshall and RossmdR006, pp. 105) describe how snowball sampling can be useful when
relying onexpertsas theymay bemore difficult to access. By asking interviewees to suggest
others they would point me in the direction of people they were expectimght be willing

to cooperate and it would be an additional advantage if | could use their name in contacting
the person they suggested. Gaining access for interviews was a continuous process during
this research, with access having te begotiated for ach interview Even when access to
individual rating agencies had been established, this did not mean | could speak to anyone |
wanted to within the agencies.

Gatekeepers played amportant role in all of the agencies. As Feldman e{2003, pp. 31

2, 56 make clear, gatekeepers can make the research easier but they can also form an
obstacle. In my research gatekeepers helped to arrange interviews within the rating agencies
and took away the need fome to convince people individually to gain access. However,
gatekeepers also controlled who | had access to and under what conditions | could speak with
them, determining the boundaries cfitical aspects suchas the amount of time | would have

for an nterview, whether or not | could record an interview, or on occasion even preventing
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me from asking the questions | wanted to askrom probinganyfurther.

Collecting Data in the Aftermath of the Financial Crisis of @07

The global financial ais of 200708 and the European sovereign debt crisis that followed it,
shaped the context in which the research for this thesis has been conducted in particular
ways, especially influencing the interactions | had with rating agencies and theifstaff.
crisis of 200708 thrust the spotlighton the credit rating industry like never before. As this
analyst describes, the gradual and steady growth in attention for the industry combined with
criticism on the industry, is very much linked to crifeserviev 20}

[W]hen [ joined it [the industry] was a very obscure little noticed corner of the
OFLIAGEIE YIFEINJSGad oX0 tS2LXS RAR y2a4 LI @
I 3SyOASaes ¢Sttt o0A3d Ay@SaGd2NAR RAR® 0 X0
them until you had Enron and WorldCom and Parlamat and all the kind of blow

ups in the early 2000s that people started to really focus on the industry and

alrey wiSex grAld I aSO2yR> 221 G GKSAS
by the companies thegate. Oh my God, these companies are very profitable,

you know something is going on here, it does not smell right. People started

KFEgAy3a + o0SGGSNI 221 4G AGd o0X0 h¥ O2dzNES

to get blamed for the crisis and for plag a serious role in the crisis. So they
went from being fairly obscure, low profile players to front and centre, you
1y26 Wof22R 2y GKSANI KFyRa O2y(NROdzi 2 N&

To many commentators, politicians, regulators, academics, and practisprezdit rating
agencies were at least in part responsible for causing the financial @i230708 and for
exacerbating the Eurozone sovereign debt crisee e.gStiglitz 2009 The Financial Crisis
Inquiry Commission 20)1Criticism on thexgenciesjn wide ranging degrees from more to
less nuancegdhas been widespread since the crisis and this has not gone unnoticed within the
rating agencies. Staff at the agencies were very aware that they are under more scrutiny than
ever before, not jusfrom outsiders such as the general pubheit also their own clients
began to question the role that the agencies play. Onghefinterviewees described the
sentiment during the 20008 period as followginterview 24)

26 Asnotedin Chapter 2greater awareness for the role of credit rating agencies began to develop already from
the late 1990s as the industry expanded with the growth of the global bond markets aWjreater role for the
rating industry, their exposure also increased in particular from the East Asiatifiharisis of 1998 onwards
(Ferri et al. 1999 The magnitude and severity of the latest crideswever, intensified the attention for rating
agencies markedly.
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When it [the crisis] was happéng, there was a good year to eighteen months
where | think there was a lot of finggointing, bankers were public enemy
number one, we [the rating agencies] were public enemy number two, | am
sure we swapped places from time to time.

The hostility tovards rating agencies resulting from the financial and sovereign debt crises,
had an effect on my research especialjth regard to the process t@ain access for
interviews and the conditions under which | could gain access. | needed to place great
emphasgs on the anonymity of the rating agencies and their current and former staff that
participated in my research and not all interviews were tapeorded.Those interviewd

could not record, Ihad to rely on extensive notes taken during and after interview
Furthermore, the agencies and staff | approached expressed concern about their views
potentially being misrepresented, ignored, or even misused as they previously had had bad
experiences with academic researchers. This has meant, for example, thaetlagrshare
drafts of my work with interviewees whenever those drafts were informed by what my
interviewees shared with me. Moreover, when attempting to gain actesgphasied that |

was especially interested in gaining a better understanding of hoiwgatgencies and their

staff view the role of the rating industry and the extent to which it may be seen as involved
in the regulation of risk. There has not yet been any research that has focused on how rating
agencies view and explain their activitieglahe interaction with the world around them.

Neverthelessthe critical environment may not just have made access more difficult, it may
also have created an opportunity to conduct a case study of this particular industry at this
particular moment in tne. The rating industry has regularly been described as a rather
secretive industrysee e.g. Sinclair 20pand the global financial crisis has led to an opening
up of the industry. Either in response to regulatory demands or through their own initiatives,
the agenaés have made attempts to increase transparency about how they opefate
example by making documents publicly available regarding their rating definitions, criteria,
and policies. In a way, that rating agency staff agreed to speak with me for thigalesea
should also be understood as part of their attempt to be more open about what they do and
how they operate. In addition, also other parties such as regulatory and supervisory bodies
produced and developed public documents on the rating agencies imafteemath of the
crisis which wereaised for this research.

SemiStructured Interviews

In total 31 interviews were conducted from the summer of 2012 to the summer of 2013 with
people that work or worked for various rating agencies with an officehm UK. All
intervieweeswere assured anonymity and their namase, therefore, not mentioned intis
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thesis norare the rating agenciesnentioned that my interviewees worked for. Of my
interviewees eightrecently stopped working for a rating agency, bueyhwere still very
involved in the rating industry, for example, through initiatives setting up new rating agencies
or credit rating consultancies or because they were involved in gaxitgenceto inquiries. A

large number of my interviewees had consiaele experience in the rating industry with over

20 years of experience or more in several functions not being exceptional. In that sense my
interviewees could be regarded as experts in the industry able to reflect on industry
developments throughout a p&d in which the industry expanded globally. Five of my
interviewees had also worked for more than one agency during their career.

Most interviews were conducted in the offices of the rating agencies or other offices of the
interviewee when they were mlonger employed by a rating agencygli interviews have

been conducted over the phone because these interviewees were not available in London at
the time of the interview. For practical reasons, a further two interviews were conducted at
other locatiors in London suggested by interviewees. All interviews lasted between an hour
and an hour and a half with the exception of one interview which, due to time constraints of
the interviewee, lasted only hadn hour. Interviewees were natelected based on the
specific function in the rating agency or based on the rating agency they work or worked for
as long as their agency had a basis in the UK and operated across national boundaries. As
explained previously experience in the rating industry and accesgjbilvere the main
selection criteria.

Fourteen of my interviewees were currently employed in an analytical role and another four
interviewees had held an analytical position in the paat had moved on to another function

in the firm or left the ratig agency. Of the other interviewees eight were involved in credit
policy or had been in the past, four interviewees currently held a position in regulatory affairs,
four held research positions or previously held such a position, four held senior managemen
positions, two held a commercial position, and one held a position in communications. The
diversity of the functions of my interviewees and the diversity of rating agencies, has been
beneficial for this research. Miller and Glass(®011) explain how through interviews both
dominant views as well as contradictory accounts can come forwafithin case study
researchit is always a quegin how much and how long the complexities of the case should
be studied(Stake 1994, p. 238but the diversity of my interviewsashelpedme to establish

that the views about the role of the rating industry were largely shared amongst a variety of
rating agency experts.

In semistructured interviewing, questions are prepared before each interview, but there is
no strict interviewschedule and search for answers that fit fixed categories. The goal of the
interviews has been to ask questions that would leave interviewees space to answer in the
way that they wanted, usg the words that they wanted. Intervieweaguld be given time

to elaborate on things or to clarify thingdhenever needed and quite often thagok their
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time to explain things to me until they were clear. This has been a particular advantage of
interviewing elites that are used to being interviewed and vgelted toquestions that allow

them to make use of their knowledgésee also Marshall and Rossman 200Also
interviewees could ask me to clarify certain questions that may have been vague to them. Not
following a strict set of questions allowed me to explore beyoraldhestions that I initially
prepared. By going with how the interview was unfolding | could react to leads as introduced
by the interviewee. Ultimately, the interview data that | gathered are based on the
interviewees using their own words offering me @pportunity to develop an understanding

of how they view the role of the rating agency and how the role of the agencies is formulated
within the organisationshey work or worked for

A list of interview questions has beprovidedin Appendix B. Thigst isonly indicative of the

type of questions asked anat most an idealisd version of how interviews unfolded in
practice where there would usually not be enough time to go through all the quedisted.
Furthermore, he list in Appendix B is idesdd becausejuestions developed as the case study
progressed and did not remain the same from the start of data collection to its completion.
Data collection informed and gave shape to the questions that were asked. Also, the
guestions listed in Appendix @e mostly relevant for the interviews focusing on analytical
issues. These are questions that were less relevant in interviews with, for example,
management which tended to focus on broader questions about the role of rating agencies.
As stated before, ot all interviews have been recorded, in to28 interviewswere recorded

and the remaining interviews were conducted while writing down elaborate notes. | would
take time after interviews to work out notes more fully and to add more details.

Data Aralysis

The analysis of the data collected for the thesis Ibesn based orlements from grounded
theory as developed by Glaser and Stra(ZxlL0 in the sense that data analysis has been
interwoven with data collection. The findings of this thesis have been grounddtei
attitudes and perspectives of ¢horganisations and peoplsetudied. Grounded theory
emphasiges the interplay between ideas and methods, with ideas emerging out of immersion
in the field(Bulmer 2003, p. 12 Data analysitaking place concurrently tdata collection has
been especially useful for develogi initial understandings and themes and modifying these
as data were collecte(see Marshall and Rossman 2Q008owever, the first major period of
data analysis occurred in the summer of 2013 after the data collection phase had been
completed. To draw out the underlyimgeanings of the data, both documents and interview
data were analysed by developing emerging themes during data collection and more
thoroughly after data collection. Because no identical questions were asked, interviews were
coded for general themes rathéhan precisely defined variables. The recorded interviews
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were all transcribed and of the interviews without recordings the handwritten netese
transcribed to a computer file to make analysis easier. The dat@ coded and grouped
under particular temes, while preventing that codingpuld lead to defragmentation or
decontextualisatiorby providing sufficient description

As a result of the first general data analys@me important themes came forwardgarding,

for example the changes in theating industry over the last two decades developing from a
small industry into aransnationd industry today, the changes thatere set in motion after

the financial crisis of 200@8, credit rating processes and the role of analysts, the role of
rating ommittees and credit policy, the qualitative and quantitative nature of credit rating,
rating criteria, the interaction with market participants and public actors, the use of ratings
in practice, and the consequences of rating agency actions and how ticybar analyss
respond to these in their datp-day work. These initial theesinformed the macrestructure

of the thesis andvere explored more irdepth while writingup the particular chaptes of the
thesis that correspondo these data themes. In thanalysis of documents and interviews
attention has gone not just to the content of the data, but special attention has gone to their
function in a wider social ammganisatioral context and how they construct tleeganisatiors

that they are describing. &uments and interview material are not neutral, transparent
reflections of organisatioral life (Atkinson and Coffey 20)1As Brown and Yulél983
explain, all written and spoken texts have underlying purposive construction by agents who
have specific intentions in pducing them for particular audiences.

Ethical ConsiderationResearclStrengths and Limitations

There are several elemenitsvishto highlightwith regard to ethicsFrom the start | aimedot

offer full disclosure about thatentions of thisresearch project towardsnterviewees Most
importantly this was done through a one page research outline send to interviewees prior to
meetings with then?’ In addition, during interviews | asked whethbe goals of my research
wereclear or whether interviewes still had questions about the research or my3Jsjfically

| started interviews with a short explanation of my project and tipeirposeof the interview.

' Yy20KSNI AYLRNIIYG StSYSyd KIFa 0SSy GKS LINRG !
the agerties they worked for. All intervieweesere assured anonymity in order not to
compromise their interests. Anyse of material has been anonyred to make sure that
interviewees are not recograble. For individual interviews some further guarantees to the
interviewee have been made, for exampliat quotes cannot be used without their
permission, that drafts of written material would be shared with the interviewee, that certain
information will be kept confidential, or that there would be no recordingla# interview.

27See Appendix A.
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Due to theanonymityof the interviewees and the importance of confidentiality, interview
material has also been encrypted and password protected.

An important limitation of this research is the extent to which it can regarded as
representative of theentire rating industry. Witln case study research generatisn is often

seen as a problertsee e.g. Gomm and Hammersley 2DUis research has focused on the
Lordon offices of rating agencies, considering time and budget constraints it was not possible
to study agencies in other locations. Yet the London offices are very rpad of the
transnational operations of rating agenciad/ith regard to the representativeness of this
study, readers should also be cautious that it has only been possible to analyse a limited
number of documents and to conduct a limited number of intews within the time
available for data collection and analydiespite these limitations, the documents consulted
and the vaiousinterviewees did express very similar views about the rating industry and the
potential regulatory role that it plays. Fimtrmore, there have not been many studies that
included the views of rating agency staff to this extent and in that sense this study holds value
providing unique insights into the world of rating agencies, how they work, how they make
decisions, and how #se may have regulatory consequences.

Another question that needs to be addressed is the extent to which this study is
representative of regulation by beyond the state actors. The purpose of this instrumental
(Stake 199bor exemplifying(Bryman 2012 case study is to contribute to developing an
understanding of larger phenomena beyond the specific cditbe rating industryGerring
2007). Ultimately, the goal of this thesis is not just to understand the role of rating agencies
in regulation, but to use tang agencies to learn more about how actors beyond the state are
involved in the regulation of risks including at transnational level. By describing the case study
of the rating industry in sufficient detail, | aim to make comparisons to other casedlgossi
(Stake 1994, p. 2411It is, however, a misconception to view this case study as necessarily
representative of all other sorsf non-state actors and their involveméin regulation. While
recognisng its limitations, this case study does offer substantial scope for the elaboration of
theory about the role of nosstate actors in regulation and their relations with other actors

in a particular regulatory regime. What this thesis shows is of relevance beyond merely the
rating industry and the regulation of credit risk in debt capital markets. Especially as the field
of non-state regulation is relatively unexplored, this case stadgtributes to developing a
better understanding of pluralesd forms of regulation that are especially important in the
area of global or transnational risks and points to areas that we need to look at more closely.
Using general theories of regulation aadalysing the role of rating agencies through three
commonly used components of regulation, also seeks to make comparison with other and
future studies on nosstate regulation possible.
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Twofinal limitations of this thesigelateto the interpretiveapproach of the researclrirstly,

the interpretive approach in this thesis has implied that the thesis focusus on the viewpoint
of the agencies and their staff and much less so on other actors in the regime regulating credit
risk. The picturepresented inthis thesisof the regulation of credit risk is therefore
incomplete. Br example to understand how the agencies modify behaviour would also
require to look at the effects of ratings in the debt capital markstsh as on rated actors.

This has been beyd the scope of this thesis which has deliberately looked to understand
the role of rating agencies from tiveperspective as this has been absent in the existing
literature.

Another limitation of the interpretive approach, shared wither qualitativestudies is that

the researcher has been the insinent and the data aréor that reasonalso very much my
constructond 2 ¥ 20 KSNJ LIS2L)X SQa O2yai(@Gatxilar3 y3e 2 7F
Throughout the thesis | aithowever, to involve the reader as much as possible in the world
of the rating agencies and how my interviewees describe it throughettiensiveuse of
verbatimquotes.Another drawback related to being the research instrument mysethat

in particular with regard to interviews it should be borne in mind that interviewees may have
given certain responses based on who | am as a researcher, in this case @eriaysder,
afemale, asocial scientis{Miller and Glassner 2011, p. 134n generalhowever,| tried to

use who | am to my advantage by presenting myself as an interested outsider who wanted to
understand better what rating agencies do and the issues they are dealing\Neilertheless

| was also aware that with my background, which for exampleslagterience in financial
services andnarkets, | needed to make an extra effort to appear competent by preparing
interviews well and displaying knowledge of the tofiteldman et al. 2003, p).7As Meuser

and Nagel1991, p. 448wrote, preparation in expert interviews is especially important so

g K

you are able to show familiarity with the topic and do not appear asdahy O2 Y LIS G Sy i

Ay iSNI 20dzi 2 NE

Looking Ahead: The Empirical Chapters

In the followingempiricalchapters the d&a collected through thelocumentary survewand
semistructured interviewswill be discusseth detail In the introductory chaptel outlined
how the analytical framework around risk regulation regimes set out by Hood, Rothstein, and
Baldwin(2001) will be usedn this thesis The notion of risk regulation regimeswkloped in
the context of regulation by state actors, but it can be used as an analytical tool to study the
role of nonstate actors in regulation as for examplescussedoy Hutter (see 2006h The
focus in the empirical chapters will be on the extent to which credit rating agencies are
involved in thethree different components ofa regulatory regime standardsetting,
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information-gathering, and behavioemodification. Each of these three controlroponents

will be discussed inseparate chaptediscussing the relevant stages of rating processes that
correspond closely to the three componentBogether the empirical chapters addrebe
potential regulatory rée of the credit rating industry.

Although credit ratings seem to have become ubiquitous in the world around us, we know
very little about how ratings are developed and to what extent credit rating can be considered
as a regulatory process. As Pau@013 argues, how ratings are produced is anatkat is
seldom problematisd. The main objective of rating ageiles is to evaluate the
creditworthiness of issuers of debt and debt issues throughdévelopment of credit ratings.
Creditworthiness refers to the willingness and abildiy issuersto meet their financial
commitments in full an@n time. Credit ratingare used by investors as a tool to assess credit
riskor the risk of defaultThe followingthree empirical chapters wikxamine how the major
credit rating agencies produce credit ratinggh a goal of assessing to what extent credit
rating agencies a involved in the regulation of riskhe process by whialating agencies
develop ratings can be divided into threstages.The firststageis composed of the key
principles of credit analysis and the more speaidittng criteria that are set byhe varbus
rating agenciesin Chapter 4the first stagewill be examinedand to what extentprinciples

and criteriastipulating what is likely to be assessed as more or desditworthy can be
considered as regulatory standardehe secondtageconsists of theyathering and analysing

of information by rating analysts based a@he principles and criterialn Chapter 5 the

I 3Sy OA S a Q-gathgrih@aNdriforindti@nyinalyss processes will be discussed, again
with consideration for how theseay be deemeds part of regulatoryprocessesThe third
stagerevolves around the determination of ratings by analysts and other staff in rating
committees and the sunibance of issuedatings.In Chapter 6 this stage will be reviewed
with particular focus orthe extentto which it resembles regulatory decisiormaking and
surveillancgrocessesimed at modifying behaviour.
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Stage IStandardSetting(Chapter 4)

Developing Rating
Criteria

Stagell Information-Gathering(Chapter 5)

[ Rating Initiation } j Gathering of } f Analysis of }

'L Information Information

Stage IIBehaviourModification (Chapter 6)

Determination of} j Dissemination of} f Surveillance of
Rating J 'L Rating J 'L Rating

Figure 3.1 Stage®f Credit Rating Processes
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4 DevelopingStandards ofCreditRisk

Stage IStandardSetting

Developing
Rating Criteria

Stage lInformation-Gathering

f Gathering of} ‘( Analysis of
'L Information J 'L Information

Stage lIBehaviourModification

[ Rating Initiation

Determination of) j Dissemination of} f Surveillance of
Rating J 'L Rating J 'L Rating

Figure 4.1 Stage®f Credt Rating Processes

In order to assess howreditrating agenciesnay perform a regulatory role, this chapter will
discusslie first stage of credit rating processes to analysedxtent to whichratingagencies

develop standards of credit risk in a tegtory sense. Standards are central to all regulatory
regimes(Scott 2010. Through sindards an expression is givenwfat behaviour should

adhee to(Hood et al. 2001Scott 2010. Regulatory standards can be defined in various ways,

but in this thesis | followBraithwaite and Braithwait@ €012, p. 30Y broad definition of
regulatorystandards as instrumentbat encouragthe d LJdzNBE dzZA G 2 NJ | OKA S@SYS
goal or an2 dzi O2 YSS ¢ A (K2dzi aLISOA Thelpww@ssbKwhich OGA 2y
standards are created, thewarieties and howstandardsinfluence decisionshave been
centraltopicsin regulatory researcfKagan and Coglianese 2007

Standardscan be seby state and norstate actors at domestic and transnational levels and
can come in many forms from legally binding instruments to-bmding guidance. Non
binding standards caalso become part of binding standards as tegomeincorporated
into legislation(Borzel and Risse 20Q)2an aspecthat is especially relevanh relation to
credit rating agencies as their ratings are used in public reguldidheregulatoryliterature

an increasingqiumber of authordiave comeo considerthe role of private actos in standard
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setting (see e.g.Grabosky 2013Hutter 2006h. However,in comparisonpublic standare
settinghas received far more scrutiny avéhoughprivate standards i@ equallycritical and
pervasive in risk regulatigralsohistorically speaking(Braithwaite and Drahos 200Cheit
1990 Schepel 2006 A ®mnsiderableamount of conventional wisdonexistsabout private
standardsetting, but this may not always bwell-founded For examplejdeas existthat
private standards are more lenient or developed through procedures which are less formal
and lesssolicitous of due process than those produced by state ac¢tohit 199(). Private
standards arealso suspect because they appear as voluntdagkng monitoring and
enforcement provisionand appeaill-suitedto protectthe public interest(Bartley 2007.

Opposite argumentsare also madenamelythat private standaresetting mayactually be

more efficient and effective at achievingoals in the common interestespecially at
transnational leve(Buthe and Mattli 2011Cafaggi 2014Nevertheless, as Ch€it990, p. 1)

pointsout,d LINA @I G S NBIdzA F GA2y> fA1S Lzt AO NBIdA |
SEGSNYIEZ (GKFG y2 amikide & mdives adiband coriipiexitiest F 2 N
exist that affect private regulatiorsimilar to public regulationAsprivate standaresettingis

becomingof growing significance into@aQ & 3 f 2 0 [Blithe &rd Mgtk 208, there is

agreater need founderstanding howt develogs, especiallyasthe processes by which nen

state actors develop standardse generalf more opaque.

Whether rating agencies are involved iagulatory standardsetting is discussed in this
chapter by examininthe credit ratingprinciples and criterighat are used to determine what

is regarded as creditworthgndto assign credit ratingsThe chapter focusesn what these
principles and criteriagentail, how theyare developed and on the role of credit policy
departmentsasthey areultimately responsible foestablishingrating criteria within rating
F3Sy OA Sa Lk fy ROamamg pracessas a whole(Interview 8). In addition to
considering whetheprinciples and criteria are regulatory standardse tchapter will also
discussissues such aaccountability andegitimacy and howhese influence howrating
agendes may or may not b able toenforce standards omlebt issuers or other market
participants Accountability and legitimacy are of key concern in regulatory research and even
more with the diffusion of regulatory roles to beyond the state ac{@srnstein 201 1Black
20083 Scott 2010. Before addressing such issues tthapter wil begin by describing what
credit ratings arewhat they look like, and what they mean accordingating agenciesThis
OKIFLIJGSNI gAff YIS dzaS 2F GKS R20dzYSyda LINERA
and interviews conducted with credit pojiofficers.
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Rank Ordering Credit Risk

An evaluation of creditworthines®r credit risk is expressed in the form of a credit rating

OKFG Gl 1Sa GKS aKl LIS 2 FQthe high&tipdsSibe rafingeRdGingNI v 3 A
the least amount bcredit risk to WYQ meaning default. Through these letter gradesting

agencies position the credit risk débt issuers andlebtissues in relative rank order. Credit

ratings are asystem of gradatiogindicating different levels of credit rigkloody's Irvestors

Service 2014H One interviewee explained as follows

We produce a rank ordering. So we basically tell the market that we think this risk
is greater than that riskInterview3)

A higherrating of an issuer otheir debt issueindicates tlat these are expected to default

less frequently than issuers and issues with lower ratings. Credit ratings should be understood
as ordinal and relative measures of credit risk as opposed to cardinal and absolute measures
of credit risk. Ratingg R 2 \pIg ar coAv¥y a specific statistical probability of defa(ifitch
Ratings 2013a, p)4nor are ratingsd I NIIdzF {({SBIEY RFNR 9 t 3@ NGDEB HAMM!
guality. Rating agencies argue that even the highest rating is not a guarantee that an issuer
or a bond issue will not default, it only indicates that they are less likely to default than a
lower rated issuer or issue. With the rank ordering of creidk, rating agencies aim to setl

global benchmark(ibid., p. 6Xhat will enable comparability of credit risk of issuers and issues
across a broad range of regions, sectors, and asset classes. Ratings are assigned andssuers
debtissuesd I & & as@EaAkAdian mining company, a Japanese financial institution, a
Wisconsin school district, a U.K. mortgdggecked security, or a sovereign natafibid.).
Although rating agencies claim that issuers and issues with the same rating share similar credit
risk characteristics, they warn that:

Obligations carrying the same rating are not claimed to be of absolutely equal
credit quality. In a broad sense, they are alike in position, but since there are a
limited number of rating classes used in gradingubands of bonds, the symbols
cannot reflect the same shadings of risk which actually efh&iody's Investors
Service 2014p

Therefore, despite the agencies using largely similar letter grades it cannot be asguim&d-

a given letter rating from differentaSy OA Sa AYRAOI 1Sa 1 Koodys YS RS:
Investors Service 201hRaynes and Rutled@d2003, p. 262explain thatdebtissuers odebt

issues can be given the sameingtby a number of agenciesvhile giving rise to wigly
disparatecredit risk. That the underlying credit riskay bedifferent is obscured asimilar

letter grade ratingsare published Also because very different types ofldecan be given

similar ratirgs the agencies have made varioussuers andfinancial instruments
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commensurableThe different issuers and issues are viewed in quantitative terms as having
more or less risk and not in terms of their potential qualitative differertted disappear
behind a rating(lLangohr and Langohr 2008, pp. 44).90

That rating agencies regard ratings as comparable across allafesiers andlebt issues

has beersubjectto considerable criticism. It has been argubdt in particularwhen it comes

to structured finance,debt instruments have very different credit risk characteristics
compared to debt instruments other categoriesuch as corporate bondStructured debt
instruments are, for example, consiaelto be more volatile(see e.g. Bank for International
Settlements 2008, pp. 14). After the financial crisis of 20a08 one of the regulry
initiatives in Europe haseen to require rating agencies to add a specific symbol, such as (sf),
to differentiate structured finace ratings from other rating¢European Parliament and
European Council 2009, Article 1Q(But as is argued by Darbellay and Part(2912, p.
282), althoughdifferent symbols could help signal to investors that the risk characteristics of
one security are different fromanother security,such symbols may also create more
confusion.

The rating classesr rating categoriesused by the agencids N5 o6 8 SR Q¥ QWK S
letter grades. Each rating agency uses their own rating categories that are part of rating scales,
but their scalesand the meanings given to thetook very akin to the example rating scale
providedin Appendix DIn Appendix Dthe most commonly used rating categories and their
meaningsare summarisedAsides from letter grades as displayed in the tatdéng agencies
asouse2 U KSNJ AYRAOI (1 2 NE G ¢z@¥Fih RatingKk2D1381a@nBakd®A S NE&
t 22 ND3J2 NDBWD JINoody's Investors Service 2013d, P. 6 further distinguish

the higher or lower standing of issuarsissues within a category.

Similar Ratings, Different Agencies, Different RA¢sessments

When theagencies produce different ratings for the same debt issuer or debt issig, it
immediately obvious thah rating agency has a different view tife credit riskinvolved
something which is referred to as split ratings. Howewdrenthe agenciesssigrthe same
credit rating to an issuer or issue, something which is not unlikely as all the major rating
agencies usaimilarbroad rating categories, this does not imply that th&yarethe same
ideasabout the levelof credit risk(see e.gBaker 2002 Cantor and Packer 1997Similar
ratingsby different agenciesnay bebased on a different credit risk analysis,igris vy the
agencies emphasghat the ratings ofhe variousagencies are not interchangeal{Moody's
Investors Service 201klEvery rating agency develops their own criteria to arrive at credit
ratings meaningthat each rating agendjnterview 30)
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[WI]ill look at things differently and even if they come to the same conclusion then
they [rating agencies] could have gotten there in very different ways (...) Ratings
from different rating ageneis reflect different definitions of what is crédjuality

or creditworthiness.

Asthe followinginterviewee explained furthefinterview 1)

The business may the same, the underlying analytics may be similar, but (...)
sometimes you come up with @ifrent answers with the same information, a
different interpretation. It is just that we look at risk differéyt we evaluate it
differently.

The rating agencies do not view this ambiguitith regard to analysingredit risk as a
problem, in fact theyargue that theagencieserve the market best when they offdiverging
views on credit rislas it enablesnarket participantso make better decisionsAs Langohr
and Langoh¢2008, p. 63write, split ratings could be vieweak very valuable to the market
especially if investors combine the information from the different agencies.

The agencies also use the different wiyat they look at credit risks a wayo compete with
each other Asexplained by one of the agenci¢tandard & Poor'2002):

There is no one model dset of criteria]for producing sound credit ratings.
Resources, procedures and form of organization are simply tools to use to build
market credibility and recognitiono X the fihancial markets have greatly
benefited from the robust and healthy competition among the varilRSROs
[registered agencieskach of whom possesses a varied and constantly evolving
operational and personnel structurdgriteria], business focus and pool of
resources.

This competition on standards, however, notalwaysWK S I ini{ré¢éntCydarshe
agenciesire arguedto have beehy @2t ISR Ay | inHhelr a3ssimehts (G K S
of credit risk The literature on regulation has discussedth the potential for
competition between different regulators and standartts leadon the one hando a

race to the topandon the other hand tdead toa race to the botton{Jordana and Levi
Faur 2004 pp. 97-8; Prakash and Potoski 2008ogel 1995Vogel and Kagan 20p4
Competitioncouldpull standards up if different standarsletters compete for credibtly

and standaresetters are disciplined by the choices made by those using the standards
However, competition could equally pull standadiswvn if standardsetters compete

for those using the standard® sign up to their standardsitimately resulting n
regulationthat does not servéhe public interesin the best possible wajBcott 2010.

In the case ofthe ratingindustry, a race to the botton would mean thatcompetition

020
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between agenciesveakensthe standards they useotevaluate credit risk, potentially
reducingthe protection provided toinvestors

GCompetition between rating agenciesan potentially forceheir standards downwards
especidly becausethe majority of the agenci€¥evenue comes from feegaid by
issuerswho choosewhich agency will ratéheir creditworthinessIn the wake of the
financial crisisrarious examples revead howdebt issuers choos¢éhe agency which

has the mostavourablecriteriaresulingin the bestpossible rating for them(see e.g.

Tett 2009, Chapter)6A good rating generally leads to easier and cheaper access to the
debt capital marketsShopping around for the best ratingy selecting agecies on the
criteria that they use took place in particular in thareaof structuredfinance The
OECH2010, p. 19 reflecting on the financial crisis, argued as follows:

In the structured finance market, th@mpetitive dynamics could be described as

' aNJ OS (2 (KS 06200G2Y¢éxX AdPSd / w!'a gSNBE NI

the criteria that would allow them to provide the largest AAA tranche, which
increased the incentive to dismantle the existing regoity standards.

In 2014, SEC Commissioner Aguilar concluge& Securities and Exchange
Commission)

2§ 1y26 y26 GKIG (GKS NIGAy3I 3SyOrAsaQ

up to the crisis was to maximizheir revenues and market share. This led the
rating agencies to appease certain clients by lowering ratings crifailiag to
require reasonable due diligence reviewsd delaying the implementation of
improved ratings models. As a result, the ratimgsued on structured products
became less and less defensible.

Such statements are not surprising in light of the evidence brooghbyinvestigatiors

such as those by thegS Senate Committee on Homeland Security and Governmental
Affairs Permanent Sicommittee on Invesgations (2010. Internal rating agency €
mails relied upon in that investigationreveal howcriteria were, at leat in some
instancesadjusted to appeaskanks involved with the issuance of structured products
The following two internal @nails are example@bid, p. 2)

2§ 2dzald t2aG || KdaAS ail dK2 wa.{ RSIf
deals due to dteria issues, but this is so significant that it could have an impact
in the future deals.

And (ibid.)

LJI

N\
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We are meeting with your group this week to discuss adjusting criteria for rating
CDOs [collatalized debt obligations] of real estate assets thisel because of
the ongoing threat of losing deals.

Other internal e-mails, howeveralso point outthat negotiationon criteria was not
necessarily accepted practig@nited States Senate Permanent Subcommittee on
Investigations 2010, p.)2

Why these questions [from bankers on criteria] come up every monbbvgous

¢cAadaddzSNER R2y QG fA1S GUKS 2dzio2YSd | 26 SOSNE
the issuers and bankers and make it clear that these are the criteria and that they

are notnegotiable. If this is clearly communicated to all then there shouldde n

Y2y UuKte ljdSaidArazya oX0 {ONBgAy3d gAGK ONRGSI
S&P franchise atriskh 1 Qa4 | ol R ARSI o

However, he possibility for issuers t@hop around for favourable ratings shouhdt be
overstated. With the exception of stctured credit products, it iBighly unlikely thaissuers

of debt can fundamentally change their credit risk characteristics. Ateere are only a
limited number of relevant globl activerating agencies that are considered to be reputable
and generdly issuers seek or are even required by regulation to seek ratings from several
different agencies.The extent to whichcompetition on standardseither positively or
negatively influences the criteria developed andused by rating agencies to assess
credtworthiness may, therefore, be limited.

Principles of Credit Risk Analysis

The way that rating agencies approach credit risk analysis, something that they refer to as the
G ONJ T Arfervidd20)sham@siasnumber of basibaracteristicsicress the different
agenciesand with risk regulation in generahterviewees described credit analysistasvell-
establishedR A & O A (LdfervighS 30) or & G NJ & fnfefvidw” 20) where not many
innovations are possible. In this section | will highlighoir broad principles that inform how

the main creditrating agencies approach credit risk analysiese areforward-lookingness,
subjectivity, stability, and consistency and comparability.
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ForwardLookingness

The key principle of credit riskalysis is forwardookingnessa concept that haalsobecome
commonplace inrisk regulationwhich isG A Y KSNBy Gf & Fo2dzi G§KS |y
LINS @Sy GAy 3 itar 2008 Ip.f1% ladreasinglyy drganisations are required to

make planning documents in anticipation of r{€karke 1999 As stated by Standard & P&r

(2010, p. 9 rating agencies argue that:

[C]redit ratings are most useful when they are forward looking. That is, they are
the most useful when thy embody an analysis that considers not only the past
and the present but also extends into the future

Becaus&t w08 NB RAf(f & al SlpdeSa/ i A 2 (bid.l pd B)zatingiafeBcied Idolk dzNS ¢
atthed T dzii dzNB LG eR RaNidgd 2019 p) df issuers and issues by conducting a

credit analysis that looks beyordd(i KS LJ &G NI O2 MR prdssfdR(MdodyS a (I G c
Investors Service 20148 Past events dchowever, inform rating agenciedorward-looking

credit analysis. Credit risk analysis in part cosgifassessing how issuers or issues are able

to withstand &LJt | dzA A 6 £ S O Withéuh defaulir® SMoodNSA Ivastors Service

20159. Thesecriss, or stress, scenarios are based on-eatld historical events. Standard

& Poo®(2009a, p. 1§ for examplel NHdzS& G KIF G S| Qodtegndy shdudBe Ay U F
able to withstandd 'y SEGNBYS SO &eetid finangial BB B A A Ay &Ré & G A
example of a scenario that they use where such extreme levels of stress were peetent i

Great Depression in theSJThis crisis washaractersed by sharp declines in levels of real

gross domestic product3DP and high unemployment. Ratjnagencies are cautious about

the extent to which they are able to produce forwdabking ratings. They acknowledge that

Glra Ay GKS OFaS 2F lyeé FT2NBOlaidzr GKSNB Oly
uncertainty about the forecastand they willnormally assign a rating based on their
perception ofwhat is the most likely outcom@loody's Investors Service 2014b

One intervieweeobserved(Interview 30)

Rating agencies have no special ability, special power to predict the path of the
economy, or he global business environment any better than anybody else does.
What you can legitimately expect a rating agency to do is to give you some
indication that if your national economy or the world economy goes into a

28 Usually this means that ratings are based on an analysis that looks ahead three to five years, with ratings
0St2p. K& M GSTI2NE ISYySNItte oFlasSR 2y +y lylrfteara K
these ratings are more vulnerable to adverse developmégpts I Y R NR g t 2.:RhtRgiagemoes n = LJD
also inform investors about the creditworthiness of shtatm debt. These are debt issues whose maturity does

usually notexceed twelveeighteen months. In this thesis | focus on the ratings for{mm debt as this is what

ratings are most commonly used and known for.



Judy Safira van der Graahe Role of NoiState Actors in TransitionalRisk Regulation:
A Case Study of How the Credit Rating InduRasforms Regulation, Chaptéf 79

stressful phase how will different groups$ credit perform? Will they survive or
will they fail?

Another interviewee emphased the limitatiors of rating agencies to forecast the future as
follows (Interview 1)

[I]f you are asking the rating agencies for prescience, you are asking fotmaore
they can do. And if you are asking them to be better than the market, than you
make a huge mistake because if they are really better than the market they would
be trading their own money, not working in a rating agency.

Subjectivity

Related to érward-lookingness ishe principle of subjectivity. ie agencies approaatredit

risk analysigsa subjective process in the sense that it reflects the opinion of rativadysts

about risk.One agencyindicates, for exampted . SO dzA S A (0 infoyn@fufurgSa |
credit rating is by nature subjecti&évioody's Investors Service 2014nd credit risk analysis
GaOLyyz2i 0S5 (050 Kente thé Rting agencies argue that credit analysis
consists of2 LJA Y A 2 Y of tReNd@alve &ddifirisk of issuers and obligatigisd.2002,

p. 5. Instead of presenting ratings as facts, all agencies enmgeh#isat their ratings are

opinionsin their standard liability disclaimers accompanying the publication of ra(ises

e.g.Fitch Ratings 2013&oody's Investors Service 2013bd Y RF NR 3 t 22 NDa wl
2012). Portraying ratings as opinionsis basedon aview thati KS I 3Sy OAra®a Q | yI
financial journalistsvho participated A y (0 KS Y I NJ Sid thiaifthe éy8ncies®re A RS | &
intrinsicallyorganisations with & 2 2 dzNJ/ | £ A(Mdbdy'©InvestatSérditeB0d4e, p)l

The agencies are keen foromote ratings asd 0 KS 62 NI RQa FMoadNdi Sad S
Investors Service 2014e, p. 5

Thisview of credit rating as a form of journaliss) howeverstrongly criticisedasratingscan
have significant consequencasorethan other forms of financial press reportin@his isn
particularbecauseatingsare used for regulatory purposes by public actors such as the state
(see e.g. Partnoy 2006-urthermore, by relying omatings as opinionghe agenciesiave for

long been able tavad legal liability as opinions argrotected in most countries bjree
speechprovisions®®

22This legal protection from liability is donger applied andipheld uniformly by courtsround the wordl. A
very significantexception is the ruling in 2012 by the Australian Federal Court holding a rating agency liable for
the first time.
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The large majority of interviewees stressed in some form or another that credit risk analysis
resembles an art more than it does N2 O S (. A& &xpl8ngdDIFhis interviewee
(Interview 12)

What we are talking about here is credit. Credit is not a science, credit is an art. It
is expressing a view about something, about the future. So it has nothing to do
with science, although people think it does, whicla iistake.

For this reason rating agencies favour what is called fundamental credit arc@aliS8 NJF 2 N S R
08 LINRPFSaaAz2yK{d NG RURI gl yil X BNEmsaceldrivenpredit LIJD  H
analysis. Although models allow for f 2ast, higha LJS $rBdit analysis, the agencies
emphasse that modelsdt A Yy KSNBy Gt & I ONB K& f %K If(id)@S (y2dzl-C
Several interviewesarguedthat models are to a large extent at odds with the nature of credit

risk (Interview 2)

You know if you go back to the nature of credit. Which comes from the Hatin
earn trusQ So you knoviwo people talking in a room trying to work out, if | give
you that, will | get it back or not? And that is really what it boils down to. You
cannot model that mathematically.

Nevertheless, depending on what is being rated, models do play a role g @tbcesses.

The analysis of sondebt issuers or issues may not require the use of any models, whereas

the analysis of othersnay require a substantial role for modditch Ratings 2013bThe

role of models should be understood as supporting fundamental analysis by rating analysts.
When there are large volumes of data that need to be analysed, which is especially the case

for structured credit poducts, models can be a convenient tool uged y 2 NRSKJ (2 & A
anda G2 KI @S GKS T A NEnervigw 12)RatidRagen@es in geyieral pladeA a
great importance a qualitative considerations and qualitative skills especially as theyeargu

that decisions requirét 6 dzZa Ay Sda 2dzRIYSYy (i SELISNASYOS:I Ay
sensé { U YRIFNR 9 t 2)2Buleiien whem itbddrEes tal@sing models, rating
agencies argue that this does not mean that judgement is by any means removed from the
analysis. Rating agency models are based on subjective assumptions madiadpyagancy
analystqInterview 12)

If you do not understand that, you are going to make mistakes. Without those
[assumptions] the model is nothing (...) To me the model is as qualitative as when
you go and decide about the manager, do they have goegmgance, which you
could say is very qualitative. But (...) the assumptions that the model is working
on, that is also qualitative. By the way, qualitative does not mean pick up from the
air from nothing, it means there is qualitative thinking behindagain because

you are thinking about the future.
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Because credit risk analyssfocused on théuture, rating agencies point to the importance

of qualitative aspects of credit risk and having the skills as an analyst to understand these. As
a former andyst andnow manager describedjood analysts need experience and an ability

to look beyond number@interview 18)

When you work for amrganisationlike a rating agency, you need good quality

people and you need people that are highly expeceshbet dza S G KSeé WKI @S
A (S@ if | have a bunch of numbers and | get a bunch of guys out there who are

just out of school who are crunching numbers, they can tell me how great a
company is based upon the numbers and based upon their perception. But
becausethey have not lived and they have not experienced thingsfén they

cannot tell me about those qualitative aspects. So for me quantitative aspects are
important, but the qualitative are more important.

Also other interviewees described how experiemnsea necessary skill required in order for
analysts to conduct credidnalysis. i the next chapternt will be discussed furthehow
analysts combine both quantitative and qualitative skills when maiatigg decisions, from
using models to relying on dir intuition anddgut feeling (Interview 18).

Stability

Another core principldor the agencieds that credit risk analysis @mmed atproducing

relatively stable ratings. An important way through which rating agencies enhance stability is

by foasing on longerm risks in their analyses as explained in the discussion on forward
lookingness. Rating agencies are said to be producing thrthegbycle ratings in the sense

that they look at how issuers or issues are likely to behave through thesgebmic upturn

or downturn(see Moody's Investors Service 2013eredit ratingsre, therefore, notad K A 3 K
frequency sources of information. Instead, they are based on careful, deliberate analysis and
will somef YS & | LILIST NI G 2 (ibM.LOOA p. GRKR&Ating dgdilies Gargue that

GN} GAy3a INB y2G AyidSyRSR { 2ppliNdeiiaddcgeles aizb] | y R
reflect last quarter's earnings repértibid.20139.

According tahe rating agencies, investoadsoexpect rating stabilityMahoney 2002, p.)3
Investors are strongly opposed to volatile ratings; they expect ratings to be a

stable signal of medium to loAgrm fundamental credit risk. This ia part
because ratings have become so embedded in investment guidelines and bond
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indices that volatile and unexpected rating changes force asset managers to buy
and sell securities against their will, and at inopportune times.

Credit ratings are suppoddo bed ONSRA (G 2LIAYyA2ya (GKI G 221 o0Se
to provide a more stable signal than mark@t & SR Y S Q\kahoyiey 4092 According

to the agencies a range of markiedsed indicators exist that market participants could turn

to if they want more current, but also more volatile, information suchfasexample bond
spreadsRating agencies argue that they provide information for invesidrs are looking

to the longterm because this is where credit risk becomes a more importantideration

in the decisiorwhetherto investor not (Interview 12)

[Clreditworthiness becomes a bit less important. What becomes important [in the
shortterm] is your financial risk, pricing, liquidity, can | roll my investment? And
that becomes 95% ohe decision whether to invest in A or B. But if you go{ong
term then probably you want to know a bit more about credit.

That rating agencies favour ratings stability eardangerthe timeliness and accuracy of
ratings As this analyst explagd, the agenciesare often in a position where thegt O y y 2 {
wing (Interview 3):

The rating agencies are always either too quick to move or too late, you cannot
get it right. Why? Because the market is driven by market perceptions and of
course these move quicker,am not saying moves properly than the rating
agencies can. Spreads and market sentiments are by definition a quick thing, a
short-term view, wherea a rating is a lontgrm view.

The tension between on theone hand stability and on the other hand being dime is
especially present when decidiagy what exact momentatings need to be updated-ormer
employees described that there has been hesitance amongst senior management to rate
outstanding debt with new information as this coudda A 3y A T A e rafitigtvdatility y O NS |
FYR Ll2aairof e NB@arkr 2010k Iyf thd eeanamicNa@ihahdeSiterature

rating agencies are frequently discussed as being too slow to adjust their ratings and lagging
behind actual changes in credit rigitman and Rijken 20Q4.6ffler 2005. The agencies are
reluctantto update ratings and only want to do so when changes are seemingly peninane

and unlikely to be resrsed even if the pressures cée quite challengings this former

analyst and crdit policy officer explainedinterview 12)

It is a very funny world to be in, it is very challenging to keep your mind steady
and still when everything happens in thearket. And to be honest internally as
well, the emails that we send to each other saying have you seen this, that, should
we act? But our position is to say take a step back and try to see for thedang
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which is not what the world is all about. The nebis all about shorterm, right
now.

In the next chaptes | will discuss furthehow the principle of ratings stability plays a role in
the decisions of rating analysésdin rating committees.

Global Consistency and Comparability

Consistency rad comparability are another set of principles that lie at the basis of the
F LILINREF OK 2F NI GAYy3I | IBgrGewS3n Q FylfeasSa 2F ONEB

Whenever we rate something we have to strive for comparability around ratings,

and sectors, and regions, berse we are a global rating agency so we have to

AOGNRADS a YdzOK Fa LRaarat SAGRREJIMKSY WwgS 13
means the same regardles§what it is [we are rating].

Thisability to establistglobal comparability may be one of tlatractivefeatures thatrating
agencies share with beyond the state regulators setting standards to regalatesnational
markets(Buthe and Mattli 2011

There are various ways through which the agencies claim that they can make sure that credit

risk analysis leads to universainsistency and comparability of ratings. The most important

are a range of checks and balances withindhganisationMoody's Investors Service 2014b

One of these, the rating committee system, will be discussé&hiapter 6 a it plays a crucial

role inthe rating process anthe determination ofratings. Comparability and consistency are

also established through what are called the credit potepartmentsin rating agencies

composed of credit policy officers. As one credit policy effeexplainel, in a gnse rating

agencies arét & U NHzOG dzNBR f A1 S NB3Idz  62NBP® al ye& NBIdz
policy. We separate rating teams and credit pdliggterview 8)

Credit policydepartmentsbecamequite important within rating agencie® R NA @n8 gisiso &

and driven by regulation [asggulation has required us to have in place an internal vevie

function, that is what wéthe credit policy department] NJbé.).Credit policy is responsible

for developing criteria that are another importaibol by which rating agencies aim to

achieve consistency and comparabiliof ratings Credit policy officers also act like

G LJ2 £ A OnBking guée that rating analysts take decisions according to those criteria as

credit policy groups have the right topgal rating decision§ A ¥ ¢S FTSSt GKIF G (K¢
not make sense in terms of our criteria, or aspects hastebeen taken into accouit

(Interview 12) Another tool, used to enhance comparability in particular, is that of the rating
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scales. As the sze letter grades are used to rate acroésl ONMX ( bf@ordoratds| a & €
financial institutions, sovereigns, and structured finaicd y SI OK 1 S@& &S00 2 NJ
markets globally (Moody's Investors Service 20)3fRating scalest LINE A RS | o2Y
language for comparing creditworthiness, regardless of the type diyemtassets underlying

the debt instrument or the strudeNBE 2 F GKS FAGHY ORFNR28( A 3R ADA
Services 2012 According to the rating agencies whether a rating is assigned to a structured

credit product, a bank, or a local governmethiey are all comparable on their level of credi

risk (ibid.).

The Role of Rating Criteria

In order to evaluate credit risk or creditworthiness, rating agencies develop rating criteria.
Criteria could be considered as tieNXz{ingeview 12needed to evaluate creditworthiness

or thed o t dzdi@EINRor & NB O(mteddew 16)of how rating agacies go about credit
rating. Another way to portray it is as followsitch Ratings 2035

Rating criteria reports describe methodology used in assigning ratings. They
contain clear, concise descriptions of the minimum rating factors in ratings of
particular debt instruments or entities

The way that rating agencies operated in the past has been itbescas secretive and nen
transparent(Paudyn 2018 Also interviewees have argued that criteria used to be quite vague
(Interview 1)

For a long time the way rating agencies published their criteria was to keep it very
vague. Almost on purpose, you really could do it this way or tleat and no one
could complain.

However, due to the global financial crigié 200708 greater transparency became an

important topic for the rating agencies. The crisis prompted the agencies to becanme2 N5

vocal aboutwhaO NB RA i NI { A y &d how @tinglagdndied arrivéSat tifose ratings
(Interview 2) As part of this push forrgater transparency to restore lost confidence in

ratings, criteria played an important rolds a result othe financial crisiend the alledged

role played by the rating agencies in causiaigitNJ G Ay 3 | 3Sy OA S & @ KMIRLIdz( I 1
been horriby damaged  [théyhad a business imperatide(i 2 Fdzf t & SELX I Ay =
0KS NBIFRSNBAKALI GKS NBOALIS: GKS YSiK2R 2F R?2
(Interview 1). Howevemot onlydid rating agenciesiavea business imperative to lbeme

more transparent with regard to thecriteria, regulations developed response tdhe crisis,

such as those in thEU demanded that rating agencies discldke criteria on which they
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base their ratinggEuropean Parliament and Eypean Council 2009, Articlg.&riteria are

described by credit officers as serving the purpésé 2 G Sff GKS YINJSi K2
(Interview 12).After the crisis rating agencies began to position themselves by saying to
market participantgInterview 1)

We are showing you exactly how we make the ratings, you can replicate this

process yourself, you can decide for yourself whether you think this is the right

way, the best way to conduct a credit analysis. And if you agree that it is, that you

should absolutely want to use the ratings. If you think there is a better way then

YIed0S &2dz R2 y2i4 ¢yl G2 dzas GKS NrXdAy3axz
ratings. But you can see and you can decide

Another credit officer explainefinterview 12)

2S olaaolrtte glLyadSR (G2 oS FotS G2 alre Gz
to come up with a similar credit view if they followed our guidelines

Rating agencies didhowever,not just become more transparent to better inform market
participantsof how issuers and issues are rated. Since the crisis also internally rating criteria
have become much more important in the derday work of rating agencies. In part this is

also due to regulation, for examplthe introduction of rating agency regulah atEUlevel

has ledthe rating agencies to increasei KS € S@St 2F F2NXIf ATl GAZY
more rigorous policies and procedures and to clearly allocate detailed roles and
NBaLR2yaAoAt A (BESBA 20122 p.)hiM&her dnipbrarE éxplartion for the
increasing formaliggon of processes at rating agencies is the growth of the agencies. One
interviewee explainditis ad @S NE = @ SIhdvie® 80RhatKatiny Sgencies develop

their ratings according to criterialntil IOSCO embodiddis in the voluntary code of conduct

for rating agencies in 2004, it existedwswritten rule. Yet,for alongtimed NI G Ay 3 F 3Sy C
to a large degreeo Xvllate[d] (i K | (i (InNéizfevs 20).Many intervieweesiescribed how

rating agencies underwent significant changes during the 1990s and 2000s. Interviefiees

had worked for rating agencies throughout theri@d argued that rating agencies in the early

1990s were more like academic departments or publishedshifted slowly to more formal
organisatiors (ibid.):

tKSe OFYS FTNRY @OSNE (AYR 2F 22daNylFftAadAo
policies ¥ R LINRP OSRdzZNB&dxX GKSNB gSNByQild | t2a4G 27
grew they were transforming from being small businesses to mediized

businesses and as small businesses in the 70s and 80s, and still good measure the

early 90s, the force of persoliiy of a few key leaders could really define the way

people behaved
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The interviewee went on to explain that internal policies and procedures did not develop with
the growth of the agencies and staff was very unaccustomed to policies and procedures
prescribing behaviour, something which became much more comnomnecent years
(Interview 30)

There is a lot of analytic staff that has been there [the rating agencies] for decades,
so they have their way of doing things and change is something thatheyt
accept very readily. So you had this idea that was very widespread that criteria
are basically a suggestion, it is not a requirement to follow them, it is a suggestion
and that is how people behaved (...) The analysts reallyalidike having a ve
specific methodology to follow because some felt thatetneaned their jobs.

According to the rating agencies the increased focus on criteria guiding rating processes does
however, not mean that they are now attaching less value to the analysts aralytical
judgement. As one credit officer explained, rating crit¢hderview 12)

[A]re not a formula, it does not programme a computer and spits out what a rating
is. It is for our analyst to have a clear roadmap to go from the credit itefront
of them to a rating

The rating analystsontinue to be regardeds essential to rating processes, as this credit
officer explainedInterview 8)

We rely on the judgement of a diverse group of credit risk professionals [the
analysts]. (...) We didot hire them because they can apply criteria, but because
they can do credit rig they are the risk experts.

The balance between analytical thinking and followithg guidelines is, nevertheless,

difficult. Everthough rating agencies claim that they wamalystsdt 6 K2 | NB Ay RSLISY
their thinking 6 L y (O &dJ@rgud that oriteria aréd y 2 0 a dzLJL)2 ASR (2 OdzND
judgement of anl y I f @teriiéw 12),they also want tod LJdzi G KSY ol yIf &af
environment where thy are forced to gdo [our] viewe (Interview 3) According to one credit

officer cthe challenge with criteria is how to make them sufficiently precise to explain and to

offer guidance, but alsotofat 2 ¢ T 2 NJ & dzF (fnfe@iawSSyAlcredtoaclicy MIEer A 2 v €
descibed the balance between the criteria and analytical judgement by makmanalogy

to motorway design and drivingnterview 12)

One thing is knowing very well the code where to drive, how to drive, you can
have all the signs that you want. A good toravay is the one that has perfect
signs that really tell you what to do. But all of that does not make you a good
driver, you can still be crap at drivingid still your analytical judgeent, how do
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| use those signs. (...) The analytical judgementige and it still is. We just want

to make sure that by the guidelines that we have, not only the analytical
judgement is channelled through the right things of what we think the risks are.
But also that the analytical judgement cannot change too much fiame
situation to anotherBe@use otherwise you can forget abatlite comparability

[of ratings].

Developing and Revising Rating Criteria

Every rating agency develops their own critexiglainingwhich credit risk factors they take

into account wherthey rate particular issuers or issues and how these factors are weighed.

Within each agency a range of different criteria exists. Some criteria are very broad, for
example applying to a group of issuers in general, whereas other criteria apply spgdibical

particular regionsparticularmarket sectorsor asset classeghe reason why rating agencies

use multiple criteria is that there are many characteristics unique to what is being rated and

there can be no one set of criteria suitable for rataibissuers and debf{f G Y RIF NR 9 t 22
20099. New criteria are nobften developed, but typicly only when a new type of debt

instrument is introduced. More relevant is the regular revising of rating crit&gaording to

the agencies standards havetobe/ A Yo £ S | abRerdi&i FRA aNB Y 6f & O2 NI
I 62 dzi O KMoody'sihivestedS Service 2014e, p. 1

The evisbn of criteria can be either the result of a periodic review that is conducted at least
once a year for each set of crited@gr because therearé y S ¢ LINRP o f S¥MaEn 2NJ y S
the market that the agencies need to respond(boterview 12)

We have seen this particular thing is happening, we do not think that our criteria
are necessarily equipped to do it. Because back then, when this criteria were
made, this new thing as not there so th criteria does not capture.it

Revisions may also be initiated to incorporate something that already existed, but that was

Gy 20 LIk lelor®.Rrhedabhdsing of criteria is important as criteria aré  f A @Ay 3 |
breathing animal thahave to evolve with the evolution of the mar&éinterview 12)In the

aftermath of the crisis it became clear that criteria revisions are not considered lightly
especially when thegan have significant consequencEsr exampleGaillard(2012, Chapter

10) argues thatduring the Greek debt crisisome of theagencies delayedaking action to

30This periodic reviewing of criteria is now also laid down in European Union regulation which requires that

rating agecies establistit I NBJASs Fdzy OGA2Yy NBaALRYyaArAofS F2NJ LISNR2RA
1 S& NI Ay 3 (séearficz® (2)lin‘cénjiriction with point 9 of Section A of Annex | European Parliament

and European Council 2009
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revise their criteridd SOl dz&S 2F GKS O2yaSljdzSy0Sa R2g4y3INFR
to investorsand costs of borrowinsee also Pénet and Mallard 2014

The process by which rating agencies develop and revise crigedifférent depending on
what is at stakeMost changes are reiigely minor and do notentath I  O2 YLXaSki S 29SS
of criteria (Interview 8) When changes are more significant tipgocess to revise criteries
more formalsed and there ismore involvement of staff who are part of the credit policy
departmentswithin rating agencies. Thaore significanta changethe more likely thatd A {
involves individuals who have a greater scope of responsibility and think #idgs in a

0 A 33 S NJ(IntBrv@w H2N8S éxplained earlier, credit polidgpartments areultimately
responsible for criteria, but often they amnly involved from a distance. As one credit policy
officer explained@Ve can de jure impose what we want, but de faciting teams develop

O N ((BthiFiewB).If it is less formaded the development or revision of criteri@mains
mostly with the analysts, team leaders, andamagers within the rating grouge which the
criteria are relevant. A particularly important consideration whether a revision has to involve
people higher up in therganisation is whether a criteria change would lead to stantial
rating upgrades or downgrades. As this credit policy officer exguinterview 12)

Revising a rating assumption that would not lead to significant rating changes
does not have to go up the chain, if a revision would lead to significamtgrati
changes it does have to go up the chain (...) For example if you change a very small
assumption that only has an impact on very few credits only in a sector in
Germany, | am just making it up, then there is a high chance it will stop at the first
or seond level of decisiomaking. Whereas if a more substantial change is made
and you would change loads of ratings, or you will be particularly impactful in
many regions. That then by definition could probably be brouglat higher level

of criteria

Thatcredit policydepartment within rating agencies have an important function with regard

to both the development and revision of criteria is because according to the agencies they

can act as an independent body within the rating agency. Nevertheless, éneiag claim

that the role of analysts is still substantial as criteria arené@ 2 YSG KA Y3 (Kl G O2Y
ivory tower imposed down the different teanthat would be a disastér(ibid.) Rating

agencies argue that the criteria are the result of a calaltion between the analytical
departments and credit policfbid.):

Criteria are not an imposition from a separate part of theganisation it is
created and it is done together with the analytical units (...) They do not get the
criteria for utilities as something from above that they do not know anything
about and just implement. They have been part of the process of creating those
criteria, so they have complete buy in of what their thinking is
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Also, criteria changes can be initiated bottamq by rating analysts. When evaluating isssier
orissuesthneymag A RSy dA¥e | ySg NARA] OKIFNIOGSNR&AGAO
an industry that is not already capture¢Fitch Ratings 2013lby criteria. This would then

prompt an investigation into whether a modification of the criteria is necessary. The
development or revision of criteria does not only involve people internally atrétieg

agencies, it also involves external stakeholders such as investors, issuers, and regulators. After
rating agencies have finished their own internal researchatijenciesnvite third partiesand

in particular investorso submit comments on proposiechanges by putting out a request for
comment(ibid.):

When we have done a good amount of work on the change we want to implement
and we are pretty comfortable that we are in the position that we want to change
the criteria. We go to the market to telllvat we are intending to do and what are
the changes from the current thinking to the new proposed thinking. We ask the
market if they see any problem with that and in particular do you think we are
missing something? We want to hear as much as possildarlilve only listen

to analytical discussions, we do not care if someone:s#ysl if you do this you

are going to downgrade me, it is a probl@wnless the person says you are
downgrading for the wrong reason thdhat is an analytical reason.

Engagig ina Y I NJ S ( ¢ (Mdotyfs nasizfss Service 2008 particuarly important for

policy officers as they argué , 2dz ' f gl &@a gl yid G2 0 Srde2wed (KSN
understand what is negv(Interview 12).In addition, however, it is now alstompulsoryin

the EU with regulation stipulating that rating agencie=ed to have a consultation period
whentheymakex I YIF G SNAFf OKIFy3aS (23 2N dzaSz ySg NI
AYLI Ol 2y | (EutoN&arRParfiamatd andiBlrdpean Council 2009, Article 8

Askingothers to canment on proposed criteria maglso be an important way for the
agencies to raise the legitimacy of the critetiat they use to assess creditworthiness. As
with nornstate standaresetting, traditional mechanisms of public accountability or control
are lmited (Scott 2010, but by inviting the participation of, for example, the investing public,
the legitimacy ofrating criteria may be enhancedcuthermore, oversight now also comes
from the EU as it requires that the criteria used argyorous, systematic, continuous and
subject to validation based on historical experience, including back tégfingopean
Parliament and Europea@ouncil 2009, Article)8After the comments fromthird parties

rating agencies will internally make a final decision about the changes to the rating criteria.
The approval of revisions always involves credit pskiaff, which explains why they R Se¢ 2 dz
determine criteria:d . @ Y20 | LILINE GA Y B RESHO yRI GBS AT
(Interview 8).
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Examples of Credit Risk Factors

Rating criteriaare not conclusive when rating issuers or debt issuesedd rating criteria
G 02y i Aoficis®©de&tiptiths dOP P DO Y A Y A Y dzFitctNBaiingsy2@L3bARd O G 2 N&
one interviewee explained:

It [criteria] is not a bible that is gposed to cover everything (...) they cannot
possibly cover every single aspect that is out there, because the criteria are not
(...) A to Z. Otherwise you have criteria that are an encyclopaedia and you would
miss the art aspect of what our job is, whishhaving the experience to look at
the credit and knowing exactly whatetspecifics of that credit aréinterview 12)

Another interviewee explained how thisnot alwayswell understood(Interview 4)

[Pleople think (...) if we do sovereign ratggthat we analyse absolutely
everything, that we do a full analytical piece of work on that sovereign. No we
have criteria that focuses on just a number of things

In nextsectiorssome examples of key rating factors that rating agencies lisbewdisussed

to give some ideaf the type of qualitative and quantitative considerations thahay
determine a credit rating. It should be noted that there are differences between the agencies
regarding the specific factors that thégke into accounaind how trey weigh the importance

of eachfactor when deciding on a rating. Especially weightings can have a substantial impact
on the rating that is assignedubthey are not known publicly (Interview 16\ broad
distinction can be made between factors that asdevant when assigning ratings to issuers,
factors that are used when assigning ratings to specific debt securities, and factors that are
applied to rate structured credit products. The examples | will disbeksv are the credit

risk factors relevant forating sovereign issuers, corporate issuers, and the credit risk factors
that are relevant for rating structured credit products.

Sovereign Issuer Risk Factors

Rating agencies define sovereign issuergoagrnments that exercise primary fiscal autity
over a jurisdiction. In general, sovereign borrowers enjoy a high credit stanBe@cause
sovereigndave the right to print their own money, sovereign default is mostly an academic
guestion. Themain risk in relation to sovereigns ighat they can rvice theirown debt
through excessing money creatighereby erodingthe value oftheir obligations through
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inflation. Another riskarises when sovereigns borraw a foreign currency and cannot print

the means for servicintdpeir debt (Fitch Ratings 2002Sovereign ratings amguite important

in the debt capital marketg=irstly, sovereign ratings cdarm a ceiling above which other
borrowersin acountry cannot riseUntil the late 1990s¢he major rating agencies had a strict
sovereign ceiling policy in place, but it has since been relaxed making it possible, although still
not likely, that private debtors receive a higher rating than the sover@gmensztein et al.

2007). Svereignratings remain &ey consideration ithe credit riskassessmergtof private
entities in a country. As Sten NR 3 (2012 2X¢Rirs:

This is because the unique, widenging powers and resources of a national
government caraffect the financial, operating, and investment environments of
entities under its jurisdiction. Past experience has shown that defaults by
otherwise creditworthy borrowers can stem directly from a sovereign default, or
indirectly from the deteriorationn the local macroeconomic and operating
environmentthat typically is associated with a sovereign default.

A range ofbroad categories of factors for rating sovereign issuers can be distinguished
amongst the different agenciesisually representinga comhnation of both political and
economic factorgCantor and Packeér995 Cantor and Packer 1996aillard 2012 Standard

& PoofR(2012 distinguishes institutional effectiveness and political risks, economic structure
and growth prospects, external liquidity and international investment position, fiscal
flexibility and fiscal performance combined with debtrden, funding and monetary
flexibility. It also comparesovereigngo peers before assigning a ratifngoodyQ (20133 on

the other hand refersto the economic resilience of eountry depending on economic
strength and institutional stnegth. Econmic strength can besub-divided into GDP per
capita, diversification and size of the economy, and {@mrgy economic trends. Institutional
strength results from quality of governance, respect for property rights, and the transparency,
efficiency, and predtability of government action. Mood alsoconsidersthe financial
strength ofa country and itssusceptibilityto event risk. The agency looksy example atthe
sustainability of public dekdnd the ability to raise taxeeand access foreign curren€ther
factorsa 2 2 R @ Q anto (a¢cquStare economic resilince and financial robustnesas a

final example,FAtch (20140 emphasses qualitative factors in addition toquantitative
financial strength factors compiigyl 02 dzy (Gt NB Q& LJdzo f A Sccordifidkto S E i S N.
Fitch,the activities and the policy of a sovereign can profoundly impact the economy as a
whole. Fitch, thereforeassesses the coherence and crelitipiof policy and prospects,
economic stability, andmacroeconomic performance. Furthermore, Fitch anadyshe

&0 NJzOG dzNI £ F S| é@auidiyéthaihiBke it maie @S NBlde@lyle@aieconomic
and political shocks.
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Corporate Issuer Riskdtars

Corporate issuer analysis tends to consider two broad categories of risk factors, business risk

and financial riskBusiness risk focuses tre strengths and weaknesses of the operations of

a corporation, incorporating such factors as competitiatiyersification, and market
cyclicality. Financial risk consists of an analysis of the financial flexibility of a corporation.
Factors that thedifferent rating agencies may take into account are, for example, growth
expectations, liquidity, margins, oales andprofitability (Santos 201 Standard& t 2 2 N a
(2011b outlines how he creditworthiness of corporate issuers typically involves an
evaluation of the indusyr and marketin whichthe corporationis activeand the specific
business and financial factors @aftorporateissuer. Aalysts consider corporations both on a
standalone basis andhey compare them to theipeers. Busness risks are country risk,
industry characteristics, and company position. Coyntisk specifically is comprisexd a
O2NLIR NI A2y Qa 2LISNIGAY3I SY@ANBYYSYyl Ay |
legal infrastructure. Industry characteristicstypically encompasses factors sudis
competition, growthprospects technological developments, amlatility. The analysis of a
companyQ @osition considers how a corporationay distinguish itself from its peers through,

for example, diversification of products and services. It alsdudles factors such as
operationaleffectivenessfinancial policies, governance, risk management practices, and risk
tolerance, andstrategy The financial risks includn evaluation occountingprinciples and
practices cash flow adequacy, financiaéXibility leverageliquidity, and profitability.Fitch
(20143 Y R a X206 qually considebusiness and financial rikctors Fitch(20143,

for exampé, mentions industry risk, operating environment, company profile, management
strategy and profile, group structure, financial profile, cash flow and earnings, and financial
flexibility. Fitch also makes use of a peer analysis whereby the strength oparation is
compared relative to that of others ieir industry orassigned to the sameting category.

Structured Debt Instrument Risk Factors

For structured finance ratinghe variousagenciesalsomention very similar factors that they

take into consideration.Standard & Pod® (2011b, for examplefocuses orfive key risks
when ratingstructured financgroducts. iese ae the credit quality of the secursd assets,

the legal and regulatory structureahe payment structure and cash flow mechanitise
operational and administrative risks, atite counterparty risk The first area, credit quality

of the pool of assets wterlying a security, aims to determine how much credit support or
credit enhancement is needed to maintaitedAQating an an assepool. The assessment of
legal and regulatory risks is focused on determining the extent to which the pool of assets are
isolated from the bankruptcy or insolvency risk of entities that participate in the transaction.

LJI
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These are mainly the entities that originated and owned tlesets before they were
securitied. Rating agencies aim to measure the insolvency remoteness ast®ts. A very
common legal mechanism to achieve remoteness is to sell the assets from the originator to
an SPE with the purpose of achieving isolation. The assets are then no longer part of the
originator's bankruptcy or insolvency estate. Also other agements may be sought and
these areanalysedby the rating agencies. The third area is an analysith®fpayment
structure and cash flow mechanics. The objective is to assess whether the cash flow from the
securitsed assets would be sufficienty relaton to the applicable rating levels, to make
timely payments of interest and ultimate payment of principal to the related seestrifThe

fourth areainvolves the analysis of operational and administrative risks. It is focused on
determining whether key insaction parties are capable of managing a sesatitin over its
lifetime. The fifth part of the rating analysis is the analysis of counterparty risk. That analysis
focuses on thiregparty oblgations to either hold assets, including cash,make finanal
payments that may affect the creditworthiness of structured finance instruments. Examples
of counterparty risks include exposures to institutions that maintain key accounts and
exposures to the providers of derivative contracts such as interest raa@swand currency
swaps. The counterparty risk analysis considers both the type of dependency and the rating
of the counterparty for each counterparty relationship in a transaction.

Discussion

This chapterhas discussethe general principles and ceitiathat underliethe development

of credit ratingsIn an important sense the principles and criteofarating agenciesan be
considered asegulatorystandardsas theydetermine what isconsidered in the assessment
of creditworthiness and how variousredit riskfactors are measured and weighet@ihe
principles and criteria developed and used by the ageresesblisha particular order as they
prioritisewhat is considered as contributing to more or less creditworthin€ks. order that

the agencies mduce isinfluential becatse the agencies, despite recent failuressmeasure
credit riskaccurately are still perceived as authoritatieetorswith regard toassessingredit
risk.In the introductory chapter it has been described how the appeal ofdaethsetting by
beyond the stateactors lies, amongst others, in their perceiveidher levels of expertise,
know-how, and information with regard to certain subject matters compared to state actors.
In relation to credit risk this is especially true fating agencies as they have been able to
gather and analyse vast amounts information on credit risk since the early twentieth century.
As expert organisations thegenciesare able toencourage the pursuit of particular values
sincethe access tonvestorsand cost of borrowin@f issuers of debt is influencedr at least
perceived to be influencedyy how well they measure up to the factors outlined by the
criteria of the rating agenciesThe standardsetting capacity of the rating agenciés
bolstered further as ratings resulting from the principles and criterisgame to be
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incorporatedinto other standardsboth private as well apublic standardsas has been
discussed in Chapter. Enportant to mention is that rating agencies do not sesekch a role
for their criteria and the regulatory standaktting role of rating agencies is therefore to
some extent imposed upon them.

Despite the success of rating agencies to set regulatory standaedsocess by which rating
agencies develogheir criteria can be criticised for being secretivand for produing
standards that are too lenient towards rated entitier example because of ratings
shopping One of the potential drawbacks of private standards mentionedfirst chapter

of this thesisis tha they are more prone tserving private interests as opposed to public
interests compared to standards developed by state actofse evidence presentedh
relation to rating agencies, for examptethe aftermath ofthe global financial crisis of 2007
08, shows how the agencies are not immune to this weaknissertheless,n recent years
the proces®f producing rating criteridasbeen subject to more scrutinjrating cteria are
nowadays more easily accessihlegn part due to demands stemming from gierisis
regulatory pressure in the EU and,#dpubliclyand freelyavailable Market participants
such as investorare alsoinvited to comment on proposed criteridn addition, since the
global financial crisis some oversighas been introducedsuch asby ESMAIn the EU
resulting in moreaccountability Although his mayenhance thdegitimacyof the standards
of creditworthinessdeveloped by the rating agencighke setting of criteria remains mainly
Fy AYOGSNYIf LINROSa A edik polteg tle@aktyicats. AIg0S as ttha BeytOA S a ¢
chapters will showeven though criteria may benore widelyknown, they are only one
explanatory feature with regard to how and what ratings come alaona the (unintentional)
consequences that they have
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5 Gathering Information aboutCredit Risk

Stagel StandardSetting
Developing
Rating Criteria

Sagell Information-Gathering

[Rating Initiation} ‘( Gathering of W f Analysis of }

'L Information J 'L Information

Sagelll BehaviourModification

Determination of) f Dissemination ofw f Surveillance of
Rating J 'L Rating J 'L Rating

Figure 5.1 Stages of Credit Rating Processes

Gathering and Analysing Information

The previouschapterhas examinedow raing agencies develop standards in the form of
rating criteriathat are usedo assess thereditworthinessof issuers of debt and the specific
debt instruments that they issué&regulatory andards are, however, only the begingi of
the regulatory procesdVhat follows is thegathering and analysing of information thedk
whether behaviourcomplies with those standards ard be able toenforce standards in
cases of nortompliance With regard to how regulation turns out, matters considerably
how information-gathering isorganisedand approached by the regulator and its fidébel
agents and in what context it takes plaesee e.gBadach and Kagan 198Rraithwaite 1985
Grabosky and Braithwaite 1986unningham 198 Hawkins 1984Hutter 1988 1989 Kagan
1978 Reiss 1984 In this chapter it will be examined how rating agen@etablishwhether
issuers and thelebt that they issuemeasure up to theistandards of credit risk.

Thischapterfocuseson the gathering and analysing of information by credit rating analysts
in orderto assess to whaéxtent issuers or debt issues conform to standards of credit risk
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and to determine a credit ratindnformation and data are crucial to support regulatidine

chaper considesthe information that the analysts collect, the ways in which they gather this
information, and the interaction between rating analysts and the actors from whom they
collect the informationThe chaptehighlighsthe relationshipbetween ratng agencies, the

debt issuers that they rate, and the rating advisors working on behalf of the issuers. These
relationships are of great importance to rating agencies while undertaking the rating process
and for gathering the information that is needed fitgveloping a credit ratinghll of the main

credit rating agencies argue that rating analysts are crucial for producingdhelystR NA @Sy Q
credit ratings, but in contrast to the attention for ratings, analysts and the work that they do
have remaineddrgely outside the publiand academipurview.

Before turning tothe informationgathering and analysisindertaking in credit rating
processesthe chapterbegirs by explaining how ratings are initiated. In this chapter | will
primarily use material from my interviews with rating analystéo shed light on how
information is gathered angroces®d, decisions are made, and on the dilemmas that are
involved. The material from thanalystinterviews is supported by data collected from public
documents about iedit rating processes produced by the rating agencies and others such as
public regulators. Where relevant the chapter also dsaw the broader literature on
regulation to reveal the parallels between what rating agencies do and rating processes and
what regulators do and regulatory processes.

Initiating a Credit Rating

Solicited and Unsolicited Ratings

[ Rating Initiation }
P

By Issue_rs or their By CRAs
Advisors

A 4 A 4

Solicited Ratings Unsolicited Ratings
(Private or Public) (Public)

All major international rating agencies issue timms of credit ratings, solicited and
unsolicited ratings. A rating is deemsdlicited when the rating has been requested and has
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been paid for by or on behalf of the isstiMVhen ratings are assigned without any specific
request but at the initiative of arating agency, they are callathsolicited ratings. Rating
agenciesdo na receive any fees founsolicited ratings. he agenciesclaim to publish
unsolicited ratings as a service to investarglto publish such ratingenly when it is in the
interest of capital markets and there is sufficient information on which to baseligited
ratings(Fitch Ratings 2011&oody's Investors Service 209333 The majority of unsolicited
ratings arepublishedin the area of sovereign issuerSovereign ratingsire important
benchmarkdor ratingsin other areas and rating agenciase sovereign rating® rateother,
private, entitiesin a particular country

Similar to all processes aimed at regulating risk, the availability, sufficiency, and accuracy of
information is critica(Hutter and Power 2005Vilke et al. 2014 It determines the extent to
which rating agencies are able to assess credit risk andt@alglassifyit by assigning credit
ratings.However, as a credit policy officer explaingaterview 8)

[W]e are not too precise on what is enough information. There are no hard and
FlLad NMHzZ Sa oxo ! faGAYFGSte Ad blEysk 2dzRIYSy
together and think whether there is enough information.

Information is even moref a complicatiorwith regard to unsolicited ratings than with regard

to solicited ratings. Unsolicited rating processes tend to rely more heavily on publidbbdevai
information as there is generally less participat of the issuer in the ratingrocess, for
example in the form of the issuer providing private information to the rating agency. There is
no contract which could provide an imperative for issuergéoticipate in an unsolicited
rating process and even if they do choose to participate, it will quite likely be of a different
nature and the level of information on which unsolicited ratings are based will usually be
weaker.The greater degree of uncertay involved with unsolicited ratings is reflectedtime
tendency of unsolicited ratings to be more conservative than solicited ratings. The majority
of the ratings that are assigned by the main international agencies are, however, issuer

31 Ratings for structured debt securities aeehnically not requested by the issuers. In most cases the issuer is
a special purposeehicle or atity (SPV or SPE). Insteaatingsfor structured productsare requested by the
arranger or sponsor which is the ultimate borrower. The arranger or sponsor is uslaltyegommercial or
investment bank.

32 There are more cynical explanat®as to why rating agencies assign unsolicited ratifgighieri et al(2014)
describe, for example, that the agencies may issue unsaalicatings to pressure issuers to start paying for more
favourable ratings. Unfavourable unsolicited ratings may serve as a punishment for entities not willing to
purchase a rating.

33The agencies claim that it is quite common for issuers to participat@solicited rating processethe 2013

EU CRA regulatiof2014 requires that rating agnciesclarify for each rating whether or not a rated entity
participated in the rating process and whether the rating agency had access to the accounts, management, and
other relevant internal documents for the rated entity or a related third pgaytide 10(5)).
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solicited rating and therefore | will focus on discussing the process of assigning these type of
ratings3

Usually, both solicited and unsolicited rating processes will result in a rating that is publicly
and freely availablé> An exception can be made if issuers sbhcrating, but indicate that

they wish to keep the rating private. Private ratings are requested by issuers if they want a
rating only for internal purposes, for example, to gauge how successful a potential future
bond issuance could ber to get a viewon hypothetical scenariosuch as a merger,
acquisition, or restructurindsee e.g. Fitch Ratings 20)3@he majority of private issuer
solicited ratings are poiAn-time (PIT) ratingsThis nears that the rating process ends as
soon as the rating has been provided to the issuer. Sometimes issuers may also ask that
private ratings be monitored throughout thelifetime (Moody's Investors Service 2014d

The ating process is then exactly the same as when public ratings are assigned with the only
difference being that the rating remains confidenti@hother exception to publicly available
ratings, are ratings requested by issuers wishing to access the pplatement marketis
opposed to selling their bonds on the open market. Issuers may choose to publish ratings for
private placement debt instrumentsnly confidentially to its investorsthis isall up to the

issuet

Another situation that may lead tosdicited rating remaining private occukghen an agency

has initially been hired tossign a public rating, buirior to making the rating public an issuer
decidest does not want tadisclose the rating. Very likely this would be as a result of an issuer
being dissatisfied with the rating that they received. If a rating agency has been hired to
provide a public rating, but an issuer decides it does not want the rating of that agency to be
made public after all, the issuers have to pay a breakup fee foalagytical work done up to

the point. This is a situation which is certainly not desired by the agencies because it means
the rating process and rating relationship ends. As one interviewee put it, the breakapXe#
not the interesting part of the busiss, that is the ongoing relationship, the annual fees, the
NB O dzNNIBwhith tReBv@lEné longer receive when an issuer does not wish to continue
the rating relationship (Interview 5).

Rating agencies can still make public their opinion about areissudebt issue even if an
issuer does not want them to provide a public rating. They can do so either in the form of
issuing an unsolicited rating or by issuing a comment. Since the financial crisis this has
occurred on a few occasionisut it remains qute rare. An example that has been covered

34 Since 2013, EU regulatiatemands that rating agencies make clear whether or not a rating has been solicited
or not (Article 10(5). The information that the major international rating agencies have since provided shows
that unsolicited ratings represent only a small featuretheir business. The majority of unsolicited ratings
involve sovereign entities.

351t should be emphased that only the ratings are publicly and freely available. The reports containing the
research behind the ratings is often only available as premdantent on the websites of the rating agencies
requiring payment to access.
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widely in the financial press is related to a structured debt product proposed by Credit Suisse
in 2012 (see e.gNeumann 2012Shenn 201 One of the rating agencies, Fitch Ratings,
decided to come forward after they were asked not to provide a public rating on the product
for which they were initially hired. In a commentary published on thenag@ website, Fitch
cautioned against th&8AAAXZatings that had been assigné&y the other rating agencies and

that had been publicly used by Credit Suisse to market their debt issudocerding to Fitch

the risks associated with the productwere m€th I KSNJ YR AlG RAR y2i

Q\

Exploratory Discussions

Issuers may solicit and sign contracts with multiple rating agencies to provide them with a
credit rating. It is quite common to see debt issuers and issues with ratings from lewultip
agencies, a practice that will be looked at later in this chapter. Prior to signing, issuers enter
into discussions with the rating agencies they consitieng to get an idea of the rating
criteria that are used by the different agencies, the ratinggesses, the analysts working for

the agencies, and to get an indication of the rating that could be assitfmeal.indicative
assessment is, however, not a credit rating. An important role during these discussions is
often played by rating advisors. Rajiadvisors are third party intermediaries, usually working

at the credit departments banks or at consultancy firmgho are hired by issuers tdvise
themon issues regarding thatructuring,marketing and sale of their bond(s) and the process

of getting a credit ratingBanks facilitate the issuance of a bondigyping issuers developing

the bond issue and finding investors amongstadlient base(Stiglitz 1994 If issiers hire
advisors, the advisors usually represent the issuer in all communications with the rating
agency. Not all issuers hire advisors, as this interviewee explained, this ndak e 1 KS& { K
they are capable of undertaking the rating process withtiettelp and support of the rating

I RO A &dreNdiw 31). A more sophisticated and experienced issuer may be less likely to
hire an advisor compared to a smaller, inexperienced issuer.

For rating agencies the relationship with rating advisors, in padichose workingor the

major global banks, is of significant importance. Advisors help direct issuers to the rating
agencies as they suggest to issuers which agencies they should hire as this corporate analyst
explained with regard to companies lookitwjissue corporate debfinterview 28)

36 |ssuers can also request rating agencies to provide them with a more formal indicative assessment to get an
idea of a rating that would be assigned to them if they go through witating process. An indicative assessment
isad O2Y FARSYGALl f X dzy LidzénttiheioiididR bf thezgorigl Krédk REiyE) olda issyiei
2NJ I LINBLI2aSR RSod A&aaddzZ yOS o6& |y AaadzSNI.@BofdysSYLIX I (A
Investors Service 2013d, p- 2
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Companies make their decisions [which agencies to hire] mainly based on
the advice from investment banks, from rating advisors and that advice is
based on what is helpful to sell a bond.

Testament to the importace of rating advisors during rating processes, are the specific teams
at rating agencies dedicated to maintaining the relationship with rating advisors. All of the
major rating agencies have staff who, at leadew times during the year, meetith the
advisors workindor the bigger banks. Those meetings are aimed at keeping the advisors up
to-date regarding any developments, for example, in the agency's rating criteria. The rating
advisorstherefore, know howthe different agencies operati® such an gtent that they are

even familiar with the different analytical teams and the analysts that are part of those teams.
Because of their knowledge about the rating agencies and their rating processes, rating
advisors can serve as important gatekeepers ofrdiang process.

On the part of rating agencies the relationship or client managers not the analyst take

the lead during the exploratory discussiofi$iey arethét YA RRf S LISNE2Y Ay (0 KS
RS I f a, aRergladfianship manager describediitterview 31). They coordinate between

the external parties, the issuers and theidvisors and the internal parties, the rating
F3SyoeQa FylrtftedAort GSIYad ¢KS NBfIFIGA2YyAaKAL]
of contact for issuers or the advisors considering to request a rating. The relationship
managers set out and explain rating processes and any applicable rating criteria. When issuers

or their advisors have more specific questions, the relationship managers call for staff from

the relevant analytical teams or credit policy to sit in on meetings (Interview 26). Prior to the

actual signing of a contract afleetings are, however, led by the relationship managers.

Another part of the exploratory discussi®mevolves around rating feeand contract
negotiations3’ These negotiations are handled by the rating agerfziessmercial and legal
teams38 Fees are paid by issuers for the initial issuance of a rating and annually for as long as
a rating is outstanding® The amount of the fees vias and depends predominantly on what

is being rated and whether it involves an initial, first time rating or the surveillance of an
existing rating, the complexity of the analysis that needs to be performed, and the principal

37 Rating agncies have set fee schedules, but these are not publicly availaeés ee only provided to those
requesting the ratingnd to the supervisory authoritie8Vith the regulation of rating agencies in the EU, rating
agencies are required to disclose to Esbh an annual basis a list of fees charged to each client and the pricing
policy. Thedes are also not fixed as there is room for negotiation. What is disclosed by some agencies is very
general infomation indicating the range dées charged. For exangplMoody's indicates that their fees range

from $1,500 to $2,400,000. For more information about rating agency fees and fee pdliaisgohr ad
Langohr 2008Mattarocci 2013, Chapter)5

38 previously, it was not uncommon for analysts themselves to discuss fees with issuers. However, since the
2000s the bigger rating agencies have betjuseparate the analytical work and fee negotiatiandine with
Provision 2.12 of the voluntary IOSCO Code of Con(@06y) stating that rating agency staff who are directly
involved in the rating process shouldotA Y A GAF S 2NJ LI NOAOALI GS AyXZ RA&aOdz
lye SyiGdAride dGdKSe NI GS¢

3 The formerare called upfront fees, the latter are called surveillance fees.
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amount of the debt that is bieg issued or that is remaining. In general, the time and effort

that is expectedtogoin2 RS @St 2 LIA y Fne hnaldidaBrerkidaQ willlbé rhogtd = W
important for determining the fee quote. This requires input from the analytical teams
informing the commercial teams of how much work they expect will be involved. Of
importance is also whether there is an existing rating relationship with regular issuers usually
getting a discoun(interview 26)

Managing Expectations

According to intervieweg an important objective during the exploratory discussions for

issuers is to try to get some sort of indication of the rating that would be assigned if they go
through with the rating process. The main objective for the rating agencies on the other hand,

is to manage the expectations of issuers around possible rating levels. Depending on the
AdaddzSNJ YR AGAa FrHYAETAFNRGE 6AGK GKS | 3SYyOAS:
considerable time and effort prior to the signing of a contract setting what can be
SELISOGSRET F2NJ SEIYLX S GKNRdzAK gKFG 2yS | 3SyC
These presentations are, as this corporate analyst explained, mean2 Y| 1S @S NE
where [an issuer] is positioned and what it takes to maintaiatimg, what could put pressure

dzLJ6 I NR& 2NJ R2gy o NRa gAGK (@®rvie28)i N 6SAy3Y

The emphasis on not surprising issuers should be seen in light of the agencies trying to prevent
any disputes after the rating has been fortyahssigned. As will be discussed later, the
agencies and rating analysts are very aware that a credit rating can have considerable
consequences and regard it as especially challenging to have to communicate a rating that
may not be at the level that thessuers had expectegbid.):

Whenever you pass judgement on people, there is a risk that those judged do
not like their marks, their results. To give an inadequate rating [example

omitted], or one that is perceived as inadequate, or a lower than expected

rating, is challenging, in particular for junior analysts

Noteworthy in managing the expectations is again the role of the rating advisors. The rating
advisors help make issuers understand rating processes and set out what they can expect
from the process, as the same corporate analyst continued to expiaid.):

One very important concept is: the job generally goes well if expectations have
been managed properly and that is where the guys in the banks come in, the
rating advisors who sort of positiothe company in a corridor of expected
ratings and if they have done their job right, and we do not surprise them
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because we come up with another angle, that makes the process generally
relatively smooth. There may be disappointment if we come out witlatng
omitted] instead of [rating omitted] in the lower end of the corridor, but in the
vast majority of cases that is handled very professionally.

Nevertheless, as reflected in the voluntary rating industry code developed by IQ8EDp.

5), rating staff cannott SA (i K S NJ A Y LHy xideAaiyt adsurahée) orSgdrahtéeh a

LI NI A Odzf I NJ NI G Ay 3 LINHofeNdvolved atlratinglagercigsHuringitie S & a Y ¢
exploratory discussions have to be careful with what they communicate to an issuer during

the initial stages. Rating agey staff can only rely on what is publicly available and on
information about the rating level of similar issuers or transactions to explain how they
compare to the issuer or debt issue seeking a rating, as this relationship manager for
corporate issuersx@lained(Interview 31)

We cannot anticipate a rating level, but that is what they [issuers] want to know
beforehand. We can only explain how we see the sector, explain our rating
criteria, and give an overall feeling of what the rating level will be.

Preparing for the Rating Process

Prior to issuing the specific debt, issuers first have to make decisions atmwdhey
structurethe debtthat they want toissue This includes choices regarding features such as
the size of the debt issuance/hen itmatures, and whether the interest rate will be fixed or
floating.*° During this phase of preparing the debt issuance rditing agencies do not have

any formal involvement. Instead, when a rating agency is approached by an issuer or its
advisor, what they wat to have rated already needs to be fully developed. Especially in
relation to the rating of structured products, rating agencies have been accused of advising
issuers on how to structure a debt security in order to achieve a certain desired rating. The
former and current staff | interviewed strongly denied that such giving of advice ever
happened, although requests to do so from especially smaller or new issuers were, prior to
the crisis, relatively common as this former structured analyst and now rakttip manager
explaired (Interview 26)

We have to rate what is given to us. And often particularly small banks or new
issuerswould2 YS (2 dza ¢ A ( RhisdsavNabvie kvanyt@dofwe { SY W
got these assets, we want to raise some money on the batkem, can you

help us get there@ 2 S g2 dz R K.IWeSet diey feiv lofdthosey 2 Q

40These decisions are influenced primarily by the fugdieeds of the issuer and what the issuegards as the
best way to raise additional capital.
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requests now, most of the people we intact with are much more
sophisticated and they do understand that they need to give us a reasonably
thought through term sheetvith, if you like, a mini prospectus which describes
the transaction. We still have lots more questions on aspects of it, but they
[issuers] will not expect us to structure it for them and tell them which is the
optimal deal that they can create.

Ratingagencies do, nevertheless, provide information publicly about the way that they rate
and what they look forln addition,the rating industry is also characterised by the existence
of the revolving doomphenomena between rating agencies and rated iss@asrés common
also to regulatoryagenciegsee e.gAyres and Braithwaite 199Cafaggi 201,(Dal B6 2006
Gormley Jr. 197 %Bparrow 2000 Rating analystgan go orto work for rated issuers bringing
with them a wealth of knowledgabout rating processegCornaggia et al. forthcomingt
Information about the way rating agencies assign ratings be used by issuers or their
advisors to learrhow to structure a security so that it is likely to attain a high credit rating.
Although some commentators have argued that thereby issuers can reverse engineer, or
game credit ratings, this demonstrates a lack of understanding of structured products whic
are essentially created with the aim of targeting high ratifi@&SCO 200Q8For exam, in

the UK the Turner Revie2009 held that it would pose a risk if issuers could design
structures just to meet relevant criteria. Butsitructured finance it is decided beforehabg
issuerswhat rating is desired as this influences how the product will be struct(@@8CO
2008, p. 5. Structured products are amenable allowing a transaction to qualify for a particular
rating (Interview 26)

The issue about structured finance is that people will typically try and structure
their deals so they can get a triple A rating §o)it is notWere is the deal, just
give me whatever rating comes dtthis more of an iterative process on the
structured side.

Also in other rating areas the rating criteria are known by issuers and their advisors and they
can use this informatioto their advantage before they request a rating. However, the rating
analysts argued that although in structured finance it could be possible to alter a deal
structure to attain a high rating, changing the characteristics of a corporate or sovereign to
qualify for a high rating is much more difficult as this sovereign analyst for example explained
(Interview 16)

“1Inthe US the DoddFrankAct of 2010requires that rating agencies report to the SEC cases where former
employees obtain employment with a company for which theydiasued a ratingn the last twelve months
before taking up employment with the rated issuer. The data that has been protigléiie agencies is,

however, so far incomplete. The figures range between 150 and 200 transitions for the major rating agencies
between 2005 and 2013 in the US alone (see Cornaggia et al., forthcoming). Also in the EU the agencies are
required to report ifiormation about staff turnover to ESMA, but this information is not made public.
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They [sovereign issuers] know the criteria, they know what it takes to get a
triple A. It is easier said than done though. And of course they maultiple
objectives, a rating is one of them, but it may be pretty far down the line on the
priority list actually. Also, many of the things they could do to improve their
creditworthiness are probably things that are in the national interest anyway.

This corporate analyst also explained how transactions in structured finance can be self
constructed whereas a corporation generally is not-gef or altered, to target a certain
rating (Interview 28)

As the name suggests [structured finance] you casigh the process to
achieve that objective [avoiding default] and we have methodologies to then
test whether those objectives are achieved. Whereas what you look at with a
corporate is almost like a live organism, it already exists in a certain form. An
investment grade company is there, it is what it is. What you see is what you
get and you look at thgias an analyst].

However,it is quite common focompanies and sovereighs explicitly targetcertain
ratingssuch aghe UKgovernment explicitlyargeting the triple A ratindTreanor and
Syal 2018

Hiring a Rating Agency

Investor Regulations and Guidelines

There are a range of considerations that issuers may take into account when deciding which
agency or agencies to hire. Undeniably the height of a rating, which issuers try to leatn abou
through the exploratory discussions, is of importance to issuers. There are, however, various
aspects that limit the options of issuers to only hire the agency or agencies that they think
will provide them with their desired rating. One such aspect coméise form of regulations

and guidelines thak y @ S dadeawNigh Stipulate that they are only allowed to invest when
ratings from certain named rating agencies are attached. Usually these are the ratings of the
major international ating agencies thadre recognied by the formal regulatory bodies such

as ESMA in thEU And as discussed in Chapter 3, there are only a few rating agacties
transnationally Furthermore, investors often are required to invest in bond issues and issuers
that have raings from more han one internationally recogres rating agency attached
(Bongaerts et al. 2002Numerous studies have shown that issuers prééeuse multiple
ratings to market their bond¢Mattarocci 201). When issuers are able to show multiple
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ratings, and even more if these are cobet, this could be interpreted positively by investors
and lead to reduced funding costs for issuers. Having more than one rating, can still be
beneficial even if rating opinions diveraterview 22)

By having a second rating agency they [issuersjatekind of putting all of
their eggs in one basket. If they fall out of favour with one and get downgraded,
it is not definitely going to be the case that the other rating agency will [also]
downgrade them.

As bng as regulatory requirements existliave more than one rating from an internationally
recognsed rating agencywhile there are only a small number of such agencies continue to
exist, there may actually not be much choice for issuers in selecting which rating agencies to
hire.

Investor Expetations

Asides from limitations arising from regulations and guidelines, there are also other
considerations that may influence the choice for a rating agency. Investors, for example, may
expect to see the ratings of certain rating agencies assignad tesuer or debt issue because
they ascribe particular characteristics to the ratings of these rating agencies possibly related
to the different criteria that they use to assess creditworthiness, or the perceived timeliness
and accuracy of ratings fromcartain rating agency. Whichever characteristics investors find
important are very likely related to how these investors intend to use the ra{Balser 2002

According to interviewees, westors would be especially interested in the reputation of a

NI GAy3 3SyOe IyR AdGa WiNI Ol NBO2NRQ>X RSALRAID
damaged severely by the financial crisis. This interviewee argued, for example, that only the
major agencies are asked for a rating because they are known and trusted by investors
(Interview 6)

If bank X or anybody comes out with a bond and says it is rated by this tiny
German rating agency or this unknown Czech agency, it does not serve its
function. Its function [of rating agencies] is for investors to be able to'dat

has been looked at, | trust that rating agency by and large and therefore | will
buy it [the bondR2But if you [an issuer] come up with three unknown agencies,
that has no valuetg investors].
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For new rating agencies trying to gain entoythe rating industry, something that is actively
promoted in the EU after the crisis, the significance of reputation and track record may be
problematic as this interviewee explain@dterview?22).

Reality is that the big three have a very dominant position whether it be in

banks, in corporates, or structured securities. And the markets have come to
rely on ratings specifically from those companies. And it is very difficult for a
new or a smaér rating agency to break into that market.

As an interviewee of one the newer international rating agencies explainestanpagencies
face a sort of chickeand-egg problem when they try to establish themselves as a relevant
industry player(Interview 18)

We went to issuers and sait¥2 S g2 dzf R f AlI{YSR (K NG (86 ARz
we are happy to work with you, but only if there is investor demand because

there is a huge amount of management time that we have to use to give you

the detalandwe @8 y 20 ¢l yid (G2 3IAGBS @&2dz GKIFG GAYS
Then you would go to investors and they would $#gs, we would love to have

more information, we would love to have your opinion. Who do you ra@Bs®

it is a chicken and egg situation.

Also oter interviewees mentioned that it is hard for new agencies to reach a certain critical
mass of issuers and investors that want to make use of them. Interviewees argued that new
agencies could only be attractive by assigning higher ratings than the skblagencies
(Interview 6)

How do | persuade, [company X] to pay me money for rating them if | have a
lower rating than [rating agency a] or [rating agency b]. You can imagine that it
is a very difficult sell if they have never heard of you. You keggkplg away

at it, but you will definitely see a new rating agency tends to have higher ratings
than the old ones because otherwise you cannot do it.

If these perceptions of new agencies assigning inflated ratings is shared in the market, it may
lead to higher borrowing costs as investors demand to be compensated for a higher
(perceived) risk. Market perceptions in turn are part of the decision for issuers about which
agency to hire as this corporate analyst explaifl@terview 28)

When companies makiheir decision they also look a#vhat can | get away
with and if the market accepts a [rating agency name deleted] rating and | do
not want the premium rating | just care about the alphanumerical symbol as a
company, then that might be enough for my poge<
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Rating Agency Fees and Processes

Not all issuers are able to choose whichever agency they think may be best for them also
because they are constrained by what they can afford. Especially smaller issuers or new
issuers may find ithallengingto pay the fees that are asked by the major international
agencies and will therefore have to goF 2 NJ (G K S  OWitf & rafingifdrh thaisidlef €

or newer agencies or they may have to decide to issue their bonds without any rating at all
(Interview 28).Next to agency fees also the demands of the rating processes of the major
international rating agencies may be an obstacle, in particular in terms of how much
information issuers have to provide for a rating to be assigned and the time they have to set
agde to go through the rating procegkterview 28):

The expense of a rating becomes a factor and the expense of preparing financial
information in a way that is digestible both for agencies and for debt capital
markets is quite an investment.

ExistingRelationships

Whenselecting a rating agency to hire also existing rating relationships with rating agencies

may be relevant. When issuers or their advisors, who are often the ones directing issuers to
certain rating agencies, are already familiar vatbertain rating agency and its rating process,

for example because they have hired them in the past, this may prevent an issuer from
considering other rating agencies. Rating processes demand considerable time and effort

from all participants and accordjnto interviewees issuers prefer loihasting rating
relationships. As this interviewee explainédd ®®d0 y23G 06SOl dzaS GKS& o7
feel they have an influence over you or influence over any of the analysts, it is just that they
getusedd 2 ¢ 2NJ Ay 3 A fntetview®E)Nalsb dthér infekviéviees stressed that

the time going into a rating process and relationship is a major obstacle to changing agency
asissuersofted R2 y 20 KIFI @S GAYS (G2 &ALISYRodadeww I y20cFk
NI G Ay 3 NXRlfitdrview 28y atisXindihg is confirmed by the work of Duff and Einig

(2007 who observedhow rating relationships are often enduring because of the considerable
investment needed to establish the relationship and educate the rating agency with regard

to the strategy and peculiarities of the issuéssuers tend to be monogamous a 2014

survey, Duff and Einighowed for example that amongst issuers of corporate debt, the
commitment and catinuance of existing rating relationships is highly valued.
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Gathering and Analysing Information

Appointing Rating Analysts

Once an issuer or their advisor has selected a rating agency, rating agencies and issuers sign
a contract, an engagement letteThis sets out the terms under which the agency will
determine a credit rating. The rating process then begins with the appointing of rating
analysts by the rating agency. As the remainder of this chapter will show, the rating analysts
and the work theydo resembles to considerable extent the work of agents enforcing
regulation at field level as described in a range of scholarly \(sw& e.gHawkins 1984
Hutter 1997. Similar to most standards aimed at regulatingkrin today's complex
interconnected world, the application of credit rating standards requires interpretation and
the exercise of discretio(Hawkins 1984Hutter 1997 Hutter and Power 2005 At its very

core, risk regulation implies not the elimination of risk, but the management of it. Assessing
credit risk is not a straightforward issue, especially not when considered inahiext of
everyday reality. It involveligh levels otincertainty, there are a range of factors that can
influence creditworthiness and considering how issuers of debt or debt issues measure up to
these factors in practice is never unambiguous. Assgssiadit risk therefore requires a
certain level of autonomy and discretion on the part of human agents.

All of the major international rating agencies regard analysts as essential for developing their
credit ratings Only one area of credit ratinghat of structured finance¢an be argued to rely

less on analysts and more on models. Credit rating processes are quite comparable when it
O2YSa (G2 6KIFIG NIGAy3 3aSyOaSa NBFSN G2 I &
Traditional credit rating refersotthe rating of corporate, financial institutions, and sovereign
issuers and issues. Rating these issuers and issues is ahalgst Nevertheless, as
explained earlier, the agencies maintain that judgements are still important when using
models to ratestructured debt.lt is the judgement of rating analysts that is needed during
rating processesAgain very similar to other regulators, the discretion that rating analysts
have is functioning within the confines,amongst othersthe rating criteria ashey are set

out by each agencgnd the organisatiol environment within each agency shaping how
criteria are routinely applied. A significant constraint on analytical discretion comes also in
the form of more senior staff who oversee the work of analystésnly through so called rating
committees which will be discusséadrther on in this thesis

Rating agencies generally appoint two analysts who will be responsible for rating a particular
credit. One of these analysts is designated as the lead or pyieralyst. He or she is in charge

of the gathering and analysing of information and for formulating a rating recommendation

that will be discussed in a rating committee. Lead analyststaieK S Y I Ay FIF OS F2N
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(Interview 22). The lead analyst igogported by a secondary or backp analystThe analysts

are further supported by others in the rating agency such as research assistants or
economistsThis interviewee described the respective duties of the lead and-bpanalyst

in the area of sovergn rating(Interview 9)

Every credit has a lead and a bagkanalyst. The lead analyst is the person
who takes the lead on the analysis of the credits, the investor relations, investor
outreach, manages the relationship with the issuer. And you havackup
analyst in part because people go on vacation, in part because it is always useful
to have two pairs of eyes on a credit. A bagkanalyst will often though not
always travel to the country when you go to meet an issuer. If the lead analyst
IS not around to answer questions internally or externally, than that
responsibility falls to the baelp analyst.

Rating analysts all have a particular portfolio of issuers and/ or debt issues, called credits, for
which they are responsible. There is no spedifformation on how many credits analysts are
commonly responsible for. This number varies depending on agency and the type of issuers

or debt issues the analyst usually raféShe analytical teams at rating agencies allocate

analysts to particular cret$ depending on the expertise of the analyst and the resources that

are available at the time. Usually analysts specialise in a type of credit that falls into one of

the broad rating areas that the agencies distinguish: corporates, financial institutions,
sovereigns, and structured products. Within those areas analysts may have expertise, for
example, with regard to a certain industry, sector, or a type of structured product such as
mortgagebacked securities. During interviews the analysts, wished togptebemselves as

credit experts with a broad knowledge of various rating areas and as hadinga Y LJ- NJ (i A @ &
0ANRUY A JPriedviewd P65 Aacording to the rating agencies the analysts do not
necessarily need superior expertise in the specific areadineyassessing credit rigkas this

corporate analysttried to illustrate by @ Ay 3 aAF 6S KIFI @S | OKSYAOLI
02 0S5 I OKS {ne®iev 24)SASavargigh Snblst expressed the same with regard

to sovereign credit analys{interview 16)

There are probably a 1000 people who know more about country X than | do,

probably more than that. But | do not think there are many who have a better

view on how country X compares in terms of credit quality compared to other
sovereigndy G KS NBIA2Y 2NJ St aS6KSNB 0X0 L GKA)
resist the temptation to want to know everything about the country that there

is. Because chances are it is not going to change the outcome of what it is we

are supposed to do

42 Estimates interviewees provided me with ranged from five to ten credits per analyst.



Judy Safira van der Graahe Role of NoiState Actors in TransitionalRisk Regulation:
A Case Study of How the Credit Rating Industry Performs Regulation, Chpdt&0

Most of the analysts | spoke to had considerable experience in the rating industry and felt
that that experience was crucial to being a good analyst. Especially for lead analysts,
experience was considered vi@hterview 18)

(...) because these are peoplehav have to have the ability to go in front of
CEOs, and CFOs, and treasurers and have to be very knowledgeable about what
they are doing. So it is going to take them years and years to gain that
experience to be able to be put into that position.

Havingexperienced analysts was also regarded as beneficial to being accepted more easily,
for example with regard to the decisions you make as this corporate analyst eglain
(Interview 28)

To be able to do the job properly, to put the financial informatiotoicontext,

but also to be accepted as a competent discussion partner with companies.
Especially if these companies are to accept your verdict of them. There are
numerous examples of companies accepting slightly lower ratings if the
rationale is convincig and there is evidence of the analyst in question to have
a good grasp of what is going on.

Rating Relationships and Analyst Rotation

With the adoption of Regulation (EC) No 1060/2009 in the EU, rating analysts now have to be
rotated after four yeardor issuers or issues where they are a lead analyst and after five years

for issuers and issues where they are a baglanalyst. This regulation has been initiated to
prevent longterm relationships between analytical staff and rated entitiess K A Ok O 2 dz
compromise the independenge¥ NJ Ay 3 Fylfteada | yRGaSdNRE2Y a
Alcubilla and Ruiz Del Pozo 2012, p.)173e rotation that is now required appears very
similar to the rotatingpf personnel that has been canon practice within regulatorggencies

to deal with risks of corruption and getting too close to regulated actors. Within rating
agencies there is a period of two years before analysts can rate the same issuer again. Outside
the EU, only Japan has dan rules on analyst rotation (ibid.).

Although it is equivocal whether rotating of personnel is a good practice or not within
regulatory agencies, most interviewees thought these new rules on analyst rotation were a
good devabpment to prevent any bias that could result from a close relationships with issuers
(Fracassi et al. 2013a0ne interviewee gave an example of what that bias could look like
when describing how a loAgrm relationship led the analyst to belieyiterview 1)
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(...) what they [issuers] said and over time it lead to me being more generous with
them than warrantel. And when someone new took it over it [the rating]
immediately got downgraded and it was the right thing and | had been wrong, |
had it for too long.

Nevertheless, interviewees did worry about rules that would prescribe analyst rotaimn
strictly (Interview 23)

In principle, analyst rotation can be a good thing. Everyone gets too comfortable
in their own area at some poinitn my Group the analysts that add stovalue are
those that have gainedxperience in varioupating] areas, they have a broar
perspective. But you may lose something if you prescribe too strictly that an
analyst has to be rotatedff, the value of an analyst is his knowledge, you may
run the risk of losing that experience. Also, we may run into a capacity problem if
we have b be very strict with rotation rules.

Viewingclose relationships mainly as a risk to objectivity and to rating analysts over time
potentially sympathisig and identifying with issuersay, however,discard too quickly the
benefits of a close relationghi Various studies have shown that close relationships between
regulators and regulated actors are not necessarily §@dfaggi 201,0Grabosky and
Braithwaite 1986Gunningham and Rees 19¥utter 1997%. In fact, close relationships may

be required fo regulation to achieve its goa{f&unningham and Rees 1997, p. #3haring

a common level of understanding is important for both regulator and regulateeiasriet
(1999 points out and for that to develop a close and cooperative relationship may be
beneficial. Also, a considerable body of work specifically on the enforcement of regulation
has shown that a cooperative style mapd tobetter outcomes(see e.gBardach and Kagan
1982 Hawkins 1984Kagan and Scholz 198Reiss 1984 The major international rating
agencies considered for thissearch all maintain a close relationship with the issuers that
they rate.Some of the agenes even pride themselves on the accessibility of their analysts
that can be contacted at any time by issuers and investors @éee.g. Fitch Ratingdhey
argue that this is inetable if the agencies want to be able to gather the information that is
necessary to learn about issuers and the extent to which they measure up to rating criteria.
A dialogue with issuers is an essential part of interactive rating processes thegraral to

all major international rating agencies.

An Interactive Approach to Gathering Information

Hoodet al. (2001) writenow there are different ways in which information about risks can be
gathered. They make a distinction between active, reactive, iateractive approaches to
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gathering information. An active approach involves the regulator scanning its environment
and seeking out information. A reactive approach means that the regulator relies on others
to come forward with information to which it Withen respond(Gormley Jr. 1979Makkai

and Braithwaite 1992¢ KA & A& +faz2 1y26y | & (KS00LHPANS
25). The third approach, an interactive approach, can bgarded as a mixture of the active
and reactive approach as information is gactively seeked out on the initiative of the
regulator and is provided to it by outside parties. For the majority of ratings assigned, rating
analysts make use of an interacti@pproach towards informatioigathering. This is also the
case with unsolicited ratings, although, as explained earlier, unsolicited ratings are based
quite heavily on an issuer's public financial information and other information that is openly
available a opposed to private informatiof G I Y RIF NR 9). t 22 NQ& HAMH

The major rating agencies assign predominantly solicited ratings and rely oatepriv
information gained through interaction with issuers and other parti@snilar to inspectors
relyingon businesses to provide them with infoation to enforce regulatory lavihis makes

the relationship between the two particularly precarioushis ineractive approach is
regarded by all of these agencies as crucial for assessing future creditworthiness as this
financial institutions analyst explaed (Interview 22)

It is a critical element of the process. A lot of what we look at is historic, so of
course we are looking at the prior balance sheet, we are looking at performance
over a five or a ten year time horizon, but with the nature of the ratings being
prospective we spend a lot of time talking to companies about their business
strategy, about the forecasted performance over the next five years, where
they expect to perhaps launch new products, whether they are in a mode of
looking for acquisitions. So we try to really bake a lot of forwaaoking
analysis into our rating opinions and for thatet interactive process is very
critical. We receive of course tons of confidential information that we would
never just get out in the public market. And we havedapth, at least, annual
YIEYylF3SYSyd YSSGAy3a 6KSNB ¢S t2a8pt 4G |
of time trying to determine whether we think they are going to be successful in
meeting their plan and what might some of the obstacles be in their way.

Some interviewees, however, also claimed that close ties and interaction with issuers are not
as importantit used to be Technological progress $iked to information being much more

02Y

easily acquired and also public disclosure on the part of issuers has increased as this analyst

explained with regard to banKnterview 5)

| would say fifteen towenty years ago if you wanted to assign ratings to banks
you really had to get into a lot of confidential information because most
information was not public. Now | would say most information is public, there
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is a lot of disclosure out there in reports,gsentations, webcasts. So you can
base your analysis onfarmation which exists publicly.

Not all rating agencies have access to or use private information. There are several smaller
agencies that rely solely on public information. An example is-Hgas Ratings Company
(EJR) whose ratings are paid for by investors. An important reason for an agency like EJR to
rely only on public information is that they believe their ratings will be more independent and
more transparentif they do so Initiatives thatfocus on public information have been
encouraged more by the recent criticism on the major international rating agencies and how
they have traditionally gone about assessing credit risk using subjective and qualitative
components in addition to quantitate data.

The majority of interviewees, however, regarded private information as importantfiioe-
tuninge the rating and rating analysts were seen as addinigstantialvalue (Interview 24)

There isgenerally a base of public information like accoufited with
regulatory authorities. Generally there is also an independent basis of industry
knowledge and third party information. You have the basic input of the rating
and for the finetuning of the process and for looking forward a number of
years, | hink it is helpful for the process if the companies share information and
it helps to accelerate the process. But at the end of the day we make a
determination of whether we can rate companies based on what is in the public
domain. If we cannot do that themaybe we have to decline a rating. But
clearly to explain the workings and looking at the way the company plans its
future it [issuer cooperation] is very helpful.

¢ KFd NI G Afgvaur &anih@erfcive Sppr@ach is very much influenced by a paaticu

way of analysing credit risk, fundamenégadalysisthat has historically been dominant within

the credit rating industry. Fundamental analysis informs the way rating agencies gather
information about credit risk, the sources that they rely on, whatetyof information is
gathered, and how this information is analys&dAt its most basic, fundamentanalysis

takes into account certain economic fundamentaisen assessing the credit risk of a rated
entity. These fundamentals are financial ratios, foample for a sovereign entity a rating
agency is likely to take into account ratios such as GDP or GNI per capita, GDP growth, and
government debt, or for a company it is likely to take into account ratios like growth, leverage,
profitability, and liquidity(Cantor and Packer096).

4“3 Fundamental analysis is a term that is used broadly in financial markets. It refarsype of investment
analysis that uses historical and current quantitative and qualitative data to make long term financial forecasts.
Another type of investment analysis which is often gasted with fundamental analysis technical analysis.
Technicaanalysis could be argued to be more focused on short term forecasts and makes use only of market
data such as prices and trading volu(®eilly and Brown 20}2
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Usually, rating analysts begin the informatigathering stage by sending a questionnaire to
issuers asking for a range of standard financial datalysts will also examirpublic financial
ratios. Financial ratios alone and the data providedtloe issuer are, howevenot seen as
offering a full pictureof credit risk.Rating agenciesarguethat analysts are needed to dig
deeper and wider as borrowers are not seen as providing neutral information but as having
an interest in presenting what #y do in a certain wafyWansleben 2012, p. 2%6This digging
deeper and wider implies that rating analysts interact with the issuers anco#thso parties

that can provide information about the issuers or debt issd&sprobe pertinent inforration

Ay 3INB I ((StaNdar® & Bal NiXI &). Ther agencies encourage analysts to apply their
judgement to the data that is presented and to meet with issuers in person at the offices of
the issuers.

Issuer Meetings

After reviewing the data that have been provided by the issuer amdpiblic information,
analystsorganiseon-site meetings with the management of the issuer to go through all the
information and the questions analysts may have. Lead analysts never meet with issuers
alone, generally the other person attending on behalfttué rating agency is the bagalp
analyst. Depending on the size and complexity of the issuer, meetings may stretch out over
more than one day and involve various participants from the issuers as this financial
institutions analyst explaine@interview 13)

If you start with simpleorganisatiors, for instance a UK building society. It is
easier to understand what they are about, how the systemrganised there

are not as many people to see and they are generally all in one location. So we
can cover a hilding society in a day. Whereas some of the large global banks,
annually we do a very idepth update on all topics, every section of the
scorecard. You can be meeting with all the functional heads, and usually the
chief executive, the CFO, CRO, headsredit risk of the different business
divisions, and potentially CFOs of those divisions, and other senior executives.
That is quite intense and very tim@nsuming, it may not be possible to do all
those meeting in a day. But let us say we will do a bigk in person in a day

and then we might have some additional meetings scheduled over the next few
weeks which can be done by conference call. The other thing is that the banks
[we rate] and we are spread all over the place, so some of these people at the
banks, they will be heads of division or something, they may have some in the
States, they may have some in the country where they are based. So we end up
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doing a lot of stuff by conference call. Somebody from us who is in the country
where the executivés may go to the meeting in person the rest of us dial in.

After the first meetings, analysts keep in regular contact with issuers, although this-igliow

contact is usually over the phone or viarail, all of the major agencies have a policy to meet

with the issuer facdo-face at least once a year as this sovereign analyst explained by saying
thatd SPSYy GKS avYlrftSad az2@SNBAIya(nfeikiewo)drsS NI (S
addition to analysts seeking out information, it may also be thsiers contact the analysts

with information. In fact, the agencies expect that issuers keep thertotgate although, as

will be discussed in the next section, this does not always hafip&rview 26)

As a rating agency we need to ask a companyimpeamt questions. At the same
time if there is something major happening to the company we expect them to
tell us and keep us informed of any relevant information that could positively
or negatively impact the company. From that perspective, we need tactdeca

we need to know what is going on in these markets, we need to question these
companies when we see fit, we have regular meetings with the companies
[and] we will get updates from the companies on a regular basis.

Next to issuers being a sourceinformation to the agencies, analysts also initiate contact
with other parties to gather information about issuers or debt issues and the environment in
which they operate. Compiling and comparing information from various sources is an
important way in wheh the analysts try to challenge information. An example of all the parties
analysts may get information from is provided by this analyst giving an overview of the parties
a sovereign analyst may interact wifimterview 10)

You go and meet with key poji makers, the exact mix of the kinds of people
you would talk to will vary a little bit by country and institutional-sgtin that
country. But ministries of finance, treasuries, debt management office, central
bank, ministry of the economy, often if ydwave an independent forecasting
body something like the OBR here or the CPB in the Netherlands, you talk to
them, you talk to private sector interlocutors, you talk to academics they are
sometimes very helpful. And really you try to get a mix of viewsatiely.

Scrutinsing Information

Asdiscussedy Hutter and Powef2005), having gathered informatiois only the beginning
of regulatory processedHow organisatiors handle and process the information that they
gather to measure compliance is crucial. Information may be inaccuaasguationwhich
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also rating ageciesmayface. The extent of the scrutiny placed by the agencies on issuers
and the information that they provide or that is provided to rating agencies by others, is
something that has repeatedly been questioned. In Chapter 2 it has been described how
rating agencies have been accused of not having beemitiiel i O KhRIBIAK 2 dzf R K ¢
0 I NJt&viRaEn ahead of credit crises as they did not verify information appropridtésy
Senate Committee on Governmental Affair©28. Weltkknown examples are the corporate
bankruptcies such as that of the energy company Enron in 2001, the telecoms company
WorldCom in 2002, and the dairy and food company Parmalat i8.2800 these companies

had highinvestmentgrade ratings untitight before their collapse. More recently there have
been the examples of the complex mortgdggcked securities that proved to be significantly
less creditworthy tharthe ratings given to them made theappear to be and the collapse of

the investment bak Lehman Brothers in 2008 and the brokerage firm MF Global in(2@il1

B6 2006, again with investmengrade ratings until just before they had to declare
bankruptcy. The rating agencies have argued that cases such as these are anoimaiees w
issuers were either intentionally misleading the rating agency by providing incomplete or false
information, or they were cases were conditions deteriorated much more raghdiy they
anticipated.

Whether it is possible to gather all the informatidhat is needed to forecast credit risk
accurately or to scrutinise information even Hetre is no fraud involved, is questionable
There are vast amounts of information that have to be gathered, sifted through, and analysed
to asses credit risk. Rating 3 Sy €ldin® &eQarding what they are capable of in terms of
accurately assessing credit risk, may contribute to the perhaps unrealistic expectations,
unless indeed everyone understands that these claimséad¥ S NB  LddSiahdand . £

t 2 3 B@ued déending itself against a lawsuit initiated Iblye US Department of Justice
(2013. Furthermore, what may make the rating agerscan easy target of criticism is their
very emphasis on having greater access to information trarone else. As Byoun and Shin
(2003, p. 2write, the general view exists thatl G A y 3 | IhyhativrSgecialisisivhad
2001FAY AYTF2NXYIGA2Y O K.Whetherihisyi@wis justified is BoBbtflljdzo £ A O
but the majority of nterviewees did subscribe to it (Interview 25)

Organisatios do not have the resourced you look at investors or credit
departments at banks for example, nor do they have access to as much
information as we have to do as much analysis and coverage and have as much
insight in a sense.

It is important to note that rating agencies do nodve any legal powers to compel anyone

to provide information to them nor do they argue do théyd SS{1 F2NXIf Ay D
I dzii K 2(Midody's lavestors Service 200 he power of rating agencies to persuade does

not rest on anydgal basis as is the case fmvernment regulatoy bodies They do not have

the powers to oerce similar to those that state regulators may have who can, for example,

N>
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demand access to certain documer(tdutter 1997 Stigler 1971 Stiglitz 1994 As rating
agencies lack any formal authority thewake all sorts of reservations regarding the
information that goes into developing credit ratings, for example in their standard
disclaimers. Also during interviews, analysts empdeaisthat they are dependent on others
with regard to the information thathey use. Firstly, in terms of whether or not information
will be provided to them and secondly, in terms of checking whethat tnformation is
accurate as analystely mainly on accounting firmnterview 19)

Our primary data source is the issuamiself, who may or may not choose to
share information with us, we cannot force anything. Similarly we rely on public
information but we will not verify the information, we are not going to check
the auditors. We start off with audited accounts, if theyedailing there it is

not our responsibility.

In addition to relying on accountancy firms @AONB RA 0t S &2 dzZNOSa (2
AYF2NYE GA2Y | il domes dodwSto addBysaid tieiy éxperience to spébutliersQ
(Interview 22)

We rdy on what we know and what we learn about the market (...) For the
most part we are relying on the experience and the judgements cdttadytical
team.

Nevertheless, although rating agencies cannot demand that anyone provides information to
them, at amuch more subtle level rating agencies can still exert pressure througtr oth
means. As Nielsen and ParKg008 point out, nonstate actors have other tools at threi
disposal to monitor compliance compared to official state regulatory bodies. They have
different resources, a different relationship with regulated actors, and a different type and
frequency of contact with the regulated actors. What could be true fingaagencies is that

they indeed may have more sustained management attention and more detailed access to
information than state regulators as this analyst arg(lederview 25)

Our contact with [issuer] management is exceptional, we do have access/to v
senior management and we should have access (...) | think we are very
privileged.

Regarding information issuers may feel corge to provide information in response to
analysts telling them it is in their best interest to do so. In interviews ratmajysts explained

how issuers were advised to give them more information because more information would
increase the likelihood of a higher rating. If information is missing a rating analysis will be
more conservative, possibly ndéing in a lower credirating (Interview 22):

DI
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When information that is necessary for the rating analysis is missing, we will
take our own view which is inevitably a much more pessimistic view than

probably the aatial case and companies realitbat it is in their best interst

to tell us exactly what is going on because usually it leads to a more favourable
rating than if we are just left to making our own assumptions.

Analysts described how issuers could be lg#ling to share information with the agencies

when times aremore difficult for them, as this financial institutions analyst explained by
sayingd g KSy | O2YLIye Aa 3IF2Ay3T GKNRBAZAK I RAFFAC
0 KS 7T dzf(Ibtervie® 86). Xhieré is not always willingness on the partsoféiss tod 6 S | &

0 NJ y a LJ NB ylhiut ab tfiiRanaystfuy {Enterview 24)

Our job is to reduce information asymmetry, that is something painful for some
people if they do not see the benefit for them. It is not that by human nature
we are very hapy to open up totally.

Certain types of issuers werén particular regarded as less ready to provide private
information, such as smaller issuers or issuers from emerging markets who analysts regarded
asperhapsiy 20 @S0 GKSNBI PMNEFSEKAYS@EBRIuBSHehare G f
the information because they dacked the knowledgthemselves (Interview 25). For issuers

in those categories or for issuers who in general seemed less prepared to share information,
rating analysts mentioneddw they would adopt a more proactive approach to information
gathering than usudlnterview 22)

With a client that is habitually a little bit slow with information we are going to
stay on top of that account and reach out to them much more regularlg tha
client that we know is very good about keeping us in the loop when something
has happened. We might have monthly conversations with them rather than
getting aan update on a quarterly basis.

Also, certain issuerare only interested in a rating becaugbey need to have a rating for
regulatory purposes and do not see any added value, getting a rating strictly for getting a
rating (Interview 23):

Most see the added value of ratings and they will also very likely argue that rating
F3ASy OASa I, M& waktRrore finfofindtionii an in the past. And
sometimes we encounter an issuer who only needs a rating to have a rating and
that is something that affects the way you work together. (...) They may show less
understanding we ask for more things, when &skmore information, they will

try to get away with as little as they can give us.
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Asides from telling issuers that more information will lead to a higher rating, analysts also
explained that they try to convince issuers to provide information to tHememphassing

that rating agencies can keep private information confidenkal. a long timeating agencies

did not commit to information disclosure ruletn the US, for example, the agencies were
SESYLIi T NPYRegil&i®h FdiroDisCosure (R, therefore, not under any
obligation to make public any ngoublic material information that is provided to theniihe
DoddFrank Act has directed the SEC to remove the exemption of agencies from Regulation
FD, but it is too soon for this thess write anything abouthe extent to which the agencies

will be able to keep private information to themselvé$iere arealsoother options for rating
agencieghat would avoid public disclosure of private information, for examgleviding for
confidentiality @yreements(MacKenzie 2009

A more farreaching tactic to put issuers under pressusgtovide information is to threaten

to withdraw a rating. Rating agencies reserve the right to withdraw ratings, for example, if
they do not have sufficient information on which to base a rating or if they have been
provided with incorrect informatiorfLucchetti and NG 20).0According to this interviewee
threatening to withdraw a rating can provide the right incentive for issuers to be more
forthcoming with information especially considering the signal that a rating withdrawal can
sendto investors(Interview 22)

When something bad happens, something adverse to the financial strength of
the organisatioroften times they are not as forthright with us as they would be
perhaps if they had good news to share with us. So we do try to hakear

to these organisatiors that the interactive process means that if something
happens and they are no longer going to meet their plan, they need to share
that with us right away. And our role is to be quite timely in our reaction to
changing marketonditions or changing conditions within a company. So in the
worst case scenario if a company is not fulfilling their end of the bargain we will
drop the rating. But often just the threat of dropping the rating with a client
that is not being as transpant or as forthright with information, kind of gets
them on the right track. Because they do not want to have to explain to the
market that they have lost a credit rating.

This is where the influence of credit ratings in the market becomes importanssae that
will be looked at irdepth in the next chapter.
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Quantitative and Qualitative Information

A fundamental credit analysaims to provideinformation about future creditworthiness
which, as interviewees explained, is composed of the abiitaillingness to repay debt on
time. Willingness and ability are in general important considerations in regulatory
enforcement processes and studies have lookedthegtse in relation to understanding
compliance with regulations showing, for example, thitha@ugh willingness or a motivation

to comply is important, it is not enougkuisman 2001Hutter and Amod2008§ Kagan and
Scholz 1980May and Winter 2011a Vice versa, ability does not imply that there is also
willingness to comply, a situation that ratiragalysts are very familiar with as this analyst
explained(Interview 25)

Willingness is the more challenging one because that means sometimes a rating
can be lower because we perceive that even though there is an ability, the
willingness is not so high.

Rating analysts undertake the same balancing of an assessment of ability and willingness as
field-level regulatory enforcement agents do in determining what credit rating to
recommend.

The two components of ability and willingness are measured withthe one hand
guantitative factors, such as earnings and cash flow, and on the other hand qualitative factors,
such as management policy. To assasility, rating agencies use quantitative approaches
which rely heavily on computer models and statisticatadconsidering the past record to
make assessments about future creditworthiness. As in general with regard to assessing risk,
past experience may be the best predictor there is of future events especially thvbgrast

can be quantified and analysethtistically(Garland 2008 Neverthelessi S@Sy | 0 Al a
LIFad Aa |y dagid.153).1A8 fisks ar@ deacRvS,éhey are altered by human
behaviour as soon as they are identified astimated and this may change the future course

of events(Treanor and Syal 2013Furthermore, especially with credit transactions, its
duration through time amplifies uncertaint§Reilly and Brown 2012, p. 2P®). The major
international rating agencies do, however, not just rely on the past. They complement past
information with nonstatistical qualitative information to establish loatgrm risks and
willingness to repay.

Althoughthe ability to repay debis regarded as easier to establish, analysts emghdshat
learning only about ability is not enough to devela credit rating especially as credit ratings
are aimed at providing an insight into future creditworthin¢bgerview 25)
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The ability is something you can measure with quantitative things. The
willingness you cannot measure at all with quantitativentfs, so you need a

lot of qualitative judgement. The other thing is we are talking about the future
and the future requires you to have some judgement, what do you expect, and
why and it needs a rational ground. And while you can express this in a forecas
in a gquantitative way, you still need to have the qualitative description, the
qualitative rationale and your qualitative decision. If you rate a telecom
company in Europe today, you need to make a judgement call what will happen
to the mobile price yoypay on a monthly basis. Our job is to analyse why things
are the case, and to make the judgements and these are qualitative
judgements. If you do not do these qualitative judgements, your ability to
distinguish the defaulters from the nedefaulters is sigificantly lower. If you
make a pure quantitative model you will see, internally we have proven that,
significant difference. Qualitative judgement means of course that our
analytically judgemental opinions, we try to make it objective by disclosing
what t is, but at the end it is our judgement. At the end you need to make a
judgement call, it is like a valuation, a valuation is very subjective, you try to
make it objective but it is never an objective valuation.

The quantitative and qualitative factotisat rating analysts take into account are determined
by the standards in the form of rating criteri@ee Chapter 4)But even though the criteria
set out what factors analysts should look at, interviewees were keen to point out that credit
risk analysigequires more than the simple application of the criteria and stressed the
importance of analytical judgemefiinterview 25)

You should see the criteria as a theoretical framework that guidegel&
informed analyst where he or she should make the judgemncalls. But the
criteria does not give the judgement calls.

Despite the emphasis on both quantitative and qualitative factors, from the 1990s onwards
guantitative approaches have become more domihancredit analysis especially with the
increasingmportance of structured debt products in the debt capital markets. Quantitative
approaches are regarded as measuring nanmeambiguously (Moody's Analytics 2010, p) 7

and moredaccurat& and asbeingda more scientific approach to looking at égknterview

20)0 ! LJ LISNJ 0@ (a0a(rdivéussas for ekamplé: i A O &

A quantitative approach provides a sound foundation for assessingt creki

Such an approach is efficient, because it can be implemented systematically
and automatically on a large portfolio. The same process is applied to each
name, so the output has a consistent interpretation, and is objective and less
prone to human emor. In addition, a quantitative approach is easier to test and
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validate, because quantitative measures can be created accurately for previous
years as well as for a very large number of companies beyond the portfolio of
interest.

The appeal of quantitate models is not surprising. As Peter4@004, p. ) for example
discusses, referring to quantitative information as hard informatiddard information is
guartitative, easy to store and transmit in impersonal ways, and its content is independent of
the collection process

The dependence on models developed prior to the casjgeciallyin the area of structured
finance, but also after the crisis various slmahnd newcomer rating agencies have begun to
stress quantitative factors and approaches to measure credit risk as they would avoid the
subjectivity and lack of transparency that some associate with qualitative factors and analysis.
In a way focusing moren quantitative analysis is also a response to demands for greater
openness from regulators and market participar®slito and Wicken§2012) argue that an
exclusively modebased analysis will be more transparent because it will be possible for
anyone toreproduce the outcome of the model. Furthermore, a mebabked analysis will be
more independent as it avoids the inclusion of subjective evaluation of analysts and does not
take into account willingness to repay.

The major rating agencies, however, remadament on proposing that quantitative
approaches need to be complemented with qualitative approaches. For the analysts, models
are regarded as useful, but they serve as an input into the analysis and do not dictate the
outcome(Interview 6)

I am allfor using models, | have got a [x] background which is mathematical,
but you need a lot of common sense there. Models | think are absolutely vital,
but it is an insight and not an answer.

Also this structured analyst expl&dthe role of the analysti relation to modelgInterview
19).

We are there to verify, does this [modelling output] make sense? (...) Modelling
does not immediately give us our rating, that is where the analyst comes in, by
looking at the data we point out where the strengths amdaknesses are to
give a balanced view.

For interviewees qualitative factors and judgement were inherent to crésktInterviewees
argued thatécredit is all about judgement and bekdfnterview 1):
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In the empirical world everything is more an #ran a science. Sometimes we

try to say we can make a science out of everything. The real world is much more
complex than you can be. We also have to simplify things and we héoteldo
simple tools, but at the end it is an opinion (...) The rating catweca kind of
science, it is not a scientific thing that you can do and therefore you are correct
or incorrect.(Interview 25)

An example of how qualitative factors could matter in a rating process is given by this
corporate analyst. Especially in the aref corporate credit ratings the management and
governance of the corporation is an important consideratjbrierview 25)

Just because a company has everything very good on paper it does not mean
their risk management is very good. It is all well anddycompanies having
those frameworks in place, but it is how do they use it to make their business
better, what actions are they taking, what have they identified in the past that
is a concern to them, what have they done to mitigate those risks. Taairter
degree that is very difficult to quantify, you can only have a feel of how that
works when you have the interaction with the company. It is more how are you
applying it, how are you using it. What is driving the company, what is driving
their businessit is the management of the company. So you need to get a
feeling in terms of the quality of the management, what their track record is
like, where have they been, what type of job hakey done there.

Gorton (2008, p. 43describes how information is lost due to complgxit structured

products such as happened in the buift to the crisist ¢ KS AYFT2NXIF A2y LINE
that the location and extent of the (...) risk is unknown to anyone. It is very hard to

determine the location of the risk, partly because of the chainteflinked securities,

GKAOK R2Sa y20 Ftt26 GKS FAYIFIE NBadGAy3d LI I OS

Making Sensef the Information: Rating Analysis

Rating analysts gather a range of quantitative and qualitative data and information from
public and pivate sources, but how all of that matters in the rating that an analyst proposes,
is not clearto outsiders including the issuers of debt. How each analyst puts the different
types of information together is not made public. For example, it isnatle pwlic which
weights analystsassignto particular variables or factors in case of a particular rating.
Furthermore, analysts may apply adjustments to certain outcomes. This is why proponents of
the use of solely or primarily quantitative data have crsdithe major rating agencies as
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this former employee argued by saying that credit ratings@@ dzo 2 SOG4 (2 o0Al & 0
FNE 3IAGSY o0& KdzYl ya (htérview 292 aSR G2 | YI OKAYyS¢é

What determines credit ratings, more specifically which factors infteetie rating and in
which measure, has been discussed in the economics and finance literature. Various authors
have attempted to study how each factor plays a role in the ratings that are issued by the
major agencies. For example, Bissoonddia¢enick(2009, BissoondoyaBheenick and
Treepongkarung2011), and Bzic and Magazzin(2013 have tried to establish in various
rating areas which factors mattered and in which measure. These authors haveyéow
struggled as they are not able to replicate the same result as the rating agencies because they
do not have access to the private information on which ratings are in part based. The authors
are, therefore, left to conclude that ratings are based onore than just the quantitative
factors that can be assessed using publicly available information. In addition, it is not possible
to replicate rating results even for the quantitative factorgasnganalysts also interpret the
outcome of those and thewthors do not have knowledge of the subjective considerations of
analysts. Bissoondoy8heenicK2005, p. 27%writes with regard to sovereign rating analysis:

Consguently, sovereign risk analysis is an interdisciplinary activity in which the
quantitative analytical skills of the analysts must be combined with sensitivity
to historical, political, and cultural factors that do not easily lend themselves to
quantificaton.

Cantor and PackdL996, p. 39describe similarly:

Ly GKSANI aGlFraSYSyida 2y NIXGAy3a ONRGSNAI =
numerous economic, social, and political factors that underlie their sovereign
ONBRAG NI Ay mé relatidhship bak@ah tihkifF citarig and actual

ratings, however, is difficult, in part because some of the criteria are not

guantifiable. Moreover, the agencies provide little guidance as to the relative

weights they assign each factor. Even for qifatile factors, determining the
NBflFGAGS 6SAIAKGA aaA3dySR o0& az22ReéQa FyR
the agencies rely on such a large number of criteria.

The interpretation of quantitative data and the use of and interpretation of qualiati
information, explain why it is difficult to replicate how the agencies came to certain ratings.
It also explains why different agencies may produce different ratings for the same issuer or
debt issue, although this may also be influenced by the critesed which may be different

for each agency as explained in the previous chapter.

A banking analyst explained how it was essential for a good analyst to go beyond simply what
the criteria stipulatgInterview 13)
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We do not rate based on the scorecardjs an input in the ratings process.
Scorecards like anything of that sort, they do not always fit a certain business
model as well as you might like, so it is the analyst's role to understand the
scorecard and the business model of the issuer they aading with and to
suggest overrides to scores or weightings where they feel the scorecard is
driving the wrong outcome. We are trying to be forward looking and the
scorecard is more backward looking, it is historical information. We need to
take the outcane of the scorecard process and put it together with other
analysis and an understanding of that institution, its peer group, regulatory
changes that are coming and other things. And all that needs to come into the
recommendation. | think a good analystlingo beyond the framework, the
worst thing is that someone just plunks in the numbers and says this is my
recommendation because that is actually not enough.

How important analysts really are in shaping the information that goes into a rating and a
rating recommendation is difficult to assesisterviewees whavorked for rating agencies for

a longer period of time have described how the agencies have changed from a relatwells S
Sy @A NE,ywithSrattitigé agencies resembling more ofdal OF RS YA Gy ®&hJ NI Y
environment in which there is much less freedom to be able to apply analytical expertise. This
analyst argued for example that the quantitative factors and model outcoaneghe only

thing thattruly matter nowadays and that thensno room fa analysts to deviate from what

the financial ratios and the criteria dicta{enterview 5)

As an analyst you cannot say well the ratios say one story but the way | look at
this credit | get a different story. You cannot get a different story. Evereif th
[criteria] leads you to the wrong rating at least you can justify the wrong rating
versus assigning the right rating and taking the risk of being wrong later on
without appropriate [criteria]. That is the changed nature of the business.

Although most nterviewees agreed that criteria had become more important in rating
agencies, they stressed that even today it is not a matter of simply applsitegeacas this
analyst explained (Interview 18)

Our process is quite strict and prescriptive so everyactgoes through the

same set of steps towards the rating decision. But because we are rating a

living, breathingorganisationthat is going to be dependent upon people

making decisions there is always going to be the need to put emphasis in the

analysisin one direction or another. It could never be: 'Run the numbers
0KNRdzZZK | F2NXNdzE I yR KSNB Aa &2dzNJ N GAy3
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weightings sometimes to the elements of the analysis. So for that there is
flexibility and there is judgement.

In the discussion below | williggesthat using an analysdriven approach to develop ratings,
implies that we should looknuchclose at howanalysts are involved, for example as done in
the work byFracassi, Petry, and Ta2013b on howanalystspecific biases may influence
ratings. They studied the influence of individual analgstgorporate rating processes (p. 2):

Though the rating agencies stress their focus on measuring the fundamentals of
rated firms, the identity of the analyst gering the firm may matter if analysts
gather different information before reaching a rating recommendation.
Alternatively, different analysts may interpret the same information differently,
even if the information gathering process is standardized withi& agency.
Moreover, analysts covering a firm develop leegn relationships with firm
management (...) creating the potential for conflicts of interest or bias arising
from familiarity with the rated firms.

Discussion

This chapter has consideredhe role of rating analystsin the collecion and analys of
information that isneededto asses$iow issuers oflebt and debt issuemeasure up to the
standardsused to assessredit risk Information plays a critical role in the debt capital
markets and he accesdo and provision of information about credit risffives credit rating
agencies critical advantage. The existing literature on the rating industry has long recognised
the importance of rating agencies in gathering and providing information thelps
constitute and improve the functiang of the debt capital markets and thismainstrue
today. Rating analysts gather vast amounts of quantitative data and qualitativeniaficon

and arguably have more access than any other party to informati@utabredit risk.The
information-gathering capacity of the rating agencies is in particular strong because of the
close interaction that they have with rated actors and access to detailed information.

Like thestandards that are developed in the formrating criteria,also ratinganalysts do not
operate in a vacuum. Research on risk perception has showedishadissessments apart

of a social process involving personal, organisational, and cultural vd@idgseon et al.
2003. From this chapter it becomes clear thattivregard to the atings produced by the
rating agencies there should be much greater acknowledgement of this aspect and a greater
understandinghas to be developedf the ratinganalyss and the teams and organisations in
which they operate and how theyelp definehow information is gathered, giverhape, and
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plays a part with regard tthe rating that is recommended-his would warrant an empirical
study of the internal organisational processes of rating agencies.

Furthermore, as ratings are based to a large degree fornmation that is provided by the
entities that they rate, ratings are not more reliable than the information given to the analyst
(Schwarcz 2002, p).6An important question that this raises is whether the information that
analysts are able to gathes a sufficient basis on which to manage risk. In that sense, rating
agencies are not any different from state regulators who are often also constrained by the
need to work with regulated entities. When regulators have to rely on information from
regulatedentities there are difficulties with a potential lack of information or a suspicion that
information may be biase(Bethsass and Wu 20RRating agencies are similarly dependent
on the information that they receivérom the entities that they rate. Rated entities may
withhold information or provide suspect informan. Although the agencies have ways to
overcome these issues they do not hatie powers that a formal regulatory body may have
which could for example impose a fine if a regulated entity does not provide information.

Another important issue with regat to the data gathering and analysis undertaken by rating
agencies is thahere continues to bdimited public scrutinyand, therefore, gotential lack

of accountability The information provided by issuers to the rating agenciggvisnon a
basis of onfidentiality. However, this is it odds with greater demands fiansparency and
oversight ofthe information used by the agencies to determine a credit ratiigs not
possible foothersto evaluak the quality of the data underlying rating decisiordg present,
there is only an opportunity foex-ante assessments of the quality of the final rating through
performance statistics. Rating agencies are now required to publish information about the
performance of their ratings in order for users of ra#to compare how ratings of different
agencies have performed over a given period of tith€onsideringhe potential regulatory
consequences ahe actions of rating agencies, this is an area where further improvements
would bedesirableand the agenciesnay have to be held to similar expecfaced by public
regulators.

44 performance statistics consist transition rates and default rates. Transition rates provide information about
the percentage of rated entities thatere downgraded or upgradebly a rating agencin a certain periodf
time, default rates provide information about how many rated entitvesnt into default Rating agencies also
have to provide historical information about all specific issuers or deditiments showing the initial rating
and any subsequent modifications to that rating.
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Figure 6.1 Stage®f Credt Rating Processes

Regulatory Enforcement beyond the State

Regulatory processes revolve around the setting of standards to specify what behaviour is
desired, informationgathering to monitor or feedack information about deviation from
standards, ad the enforcement of standards to secure conformity to the standéirtisd et

al. 2001, p. 2B In this chapter the thirdstageof credit rating processes inigare 6.1 is
examined to consider to what extent it corresponds to regulamjorcement as it has been
discussed in the regulatgrliterature. The main objective of regulatory enforcement is to
ensure compliance with standardsAlthough the regulatory literature has focused
predominantly on enforcement by state actors, the enforcement capacity ofstate actors

is increasingly rexgnisedsee e.g. Grabosky 1993utter 2006F). Compliance with ragatory
standardscan be achieved througburveillanceand sanctioning, or the threat thereof, or
rewards. Legal tools are one way to secure compliance, but regulatory research has long
recognised that they are far from the only tools and that they aremftised reluctantly
(Braithwaite 1985 Hawkins 1984Hutter 1988 Hutter 1989. Theories such as responsive
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regulation (Ayres and Braithwaite 1992r smart regulation(Gunningham and Grabovsky
1998 have pointed to the potential uses of a combination of more and less interventionists
tools and strategies involving both state and r&tate actors. fie combination of different

kinds of enforcement mechanisms are seen as especially promising for achieving compliance,
ranging from using more direct forms such as legal methods to more indirect forms, such as
market based or community pressurf&agan et al. 2003

The advantages of combining state and rstate and efforts are potential increases in
capacity to enfece regulation, increased awareness about regulatory standards, and a
broader support for regulation and its enforcemefMan Rooij and Mchdter 2013. Non

state actors such as consumers, firms, employees or investors may condition important
decisions on compliance and improve efficiency, flexibility, and responsiveness to businesses
(Abbott and Snidal 20Q9Regulatory enforcement beyond the state is also criticised for being
too lax, lacking independence, orissing any authority to enforce regulation. In contrast to
empirical research on regulatory enforcement by state regulatory agencies there is, however,
limited empirical research on enforcement by nstate actors.

An important area in which enforcemeby nonstate actors has been discussed is in the
context of the state failing to enforce regulati¢gee e.g. Borzel and Risse 210 siuations
where the state fails, thermay bea greater reliance on nestate mechanisms, such as social
norms and pressures, to resolve issues. Examples of regulatory enforcement beyond the state
are citizen complaints or the work of NGOs. Much of thediigre has considered the role of
non-state actors in enforcing regulation as it takes shape in some form of alliance with the
state (Grabosky 1995/an der Heijden 20Q9Collaborative arrangements between state and
non-state actors may either be mandated, encouraged through incentives or they may involve
non-state actors voluntarilan Rooij and McAllister 20L3Vith regard to transnational risk
collaborative arrangements using the capacity of +sbate actors to apply standards aire
particular interesting. Abbott and Snid§2008 2009, for example, discuss a form of
facilitative orchestration at transnational level whereby smtand intergovernmental
organisitions strengthen transnational regulation by relying on ssbate actors such as
NGOs.

This chapter will disgtss whether credit rating processes can be regarded as a form of
regulatory enforcement at domestic and transnational lev&ecause this thesis has only
considered rating processes, the thesis does not have in scope the effect of rating decisions
on rated and other actors in the debt capital markets and this limits the extent to which the
thesis is able to fully assess the enforcement capacity of rating agencies. Apllstudy

would be required to address thig this chapter the enforcement capacityassessed in a
narrow sense by looking only at the decisimiaking processes at rating agencies aimed at
narrowing the gap between compliance and roompliance with rating agency standards
and what happens after ratings have been determined in the fofrthe dissemination and
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the surveillance of issued rating$ie existing literature on regulatory emé@ment is used to
understandcredit rating decisiomrmaking processes and to what extent they are similar to
enforcement processeé\s summaried by Kaga (1989, p.92), regulatory research on state
actors has been preoccupied with the way compliance or-campliance with regulatory
objectives is assessed. For example, depending on whether standards are more or less
specific, are they interpreted more literally with greater discretion? Another key issue in
regulatory research concerns what is done once actions are regarded as violations of
standardslIn this chapter it will be shown how such issues are equally relevant in the context
of regulation beyond the stat

Shadowed Place of Decisigvlaking: The Rating Committee

In the third stage of rating processes an important role is played by so called credit rating
committees.All major credit rating agencies determine what ratings they will assign and if

and wlen these need to be revised, either upwards or downwards, in committees composed

of various staff memberddow ratings are actually determined may be ther 2 4G a4 SONBS i /
FALISOG 27F (K $Sinbldir 200y, Al 330 ekpditd tified @npoitance in credit rating

processes, rating committees hamet been subject to scrutiny in existiagademicr other

work on the rating industry® The lack of discussiorgardingd KS | ISy O0OASaQ Ay i{ SN
making processes, may be explained in particular by the fact that thieedations of rating
O2YYAGUGSSa I NBE 02y TA R»SdebdiIChndubeads@@odys fivedtdsS | ISy
Service 2014a, p. )3

Except as required under any applicable law, rule, regulation or at the proper
NBljdzSad 2F Fye 3F20SNYYSyidlrt 3Syoe 2NJ | dziK
the identities of persons who participated in a rating committee will be kept

strictly confidential and will not be disclosed to persons outside MIS except on a

Wy StGRYy26Q olaia |yR gKSNB &ddzOK LISNER2Ya
confidentiality provisions.

By keepig the content and participants of committee deliberations hidden, the agencies

keep outsiders away from knowing how rating decisions are reached and who is involved in

the decision. As a result, decistamaking by rating committees can be regarded an examp

of what Douglag1986, pp. 6970) calls thed & K I R 2 ¢ S Rf dedsidn@a&kiag within
organisationst Ay ¢KAOK y20KAy3 Ol y o0.Fhiskkapigf ahstdR y 2 |

4 Somebrief general descriptions about rating committees are provided by rating agencies themselves and in

the academic literature see e.g. Creswell e(2011), Fight(2001, p. 5}, Fitch Rating011h, Garcia Alcubilla

and Ruiz Del Po£8012, pp. 22)> a2 2 R& Q& L y20R)AParmoiEo99zS NIAAFGRI NR g t 2 2 NI
Serviceg2014k 20149.
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shed more light on rating committees, hdhey function, anl makedecisionausing the data
from interviews and the, albeit limited, publicly avdile information on rating committees.

The perceived failures of the agencies in the buijtdto the global financial crisis of 2008
resulted in some increase in public information. A range of formal government inquiries,
investigations, and litigatiolooking into rating agencies and how they operate, has revealed
information about rating committeegsee e.glOSCO 2012JK House of Commons Treasury
Committee 2009US Securities and Exchange Commission 20Thle documents that came
forward from these initiatives have been an importance source to learn more about rating
committees. In addition, the postrisis regulation and supervision of rating agencies across
jurisdictions has laid down requirements for the agencies to document the steps in their
rating processes and to identify the factors that they consider when developing réfings.
Nevertheless, iternal decisioamaking by rating committees has thus far remained a topic
that authorities prefer to avoid. Paudy2014, Chapter Rargues that this may be because
regulatory and supervisory authorities areasy of potentially intruding in rating processes.
EU regulation stipulates that the analytical independenca ofedit rating agency should not

be jeopardsed by regulation and supervisory authorities should not interfere in relation to
the substance of credit ratings and how rating agencies determine credit rg@SR 2010
Commission of the European Communities 2008the US similar concerns have been raised
in relation to the SEC not interfering with credit rating processes or cri{g2dih2)

The lack of public inforation heightened the importance ointerviews with former and
current staff for trying to better understand rating committees and how they make decisions.
Although | did not have access to rating committee deliberations, as these are confidential,
and inteviewees were reluctant to discuss committees at length, a number of interesting
features came forward in interviews regarding how committees are formed, operate, and
make decisionsThe chapter willconcentrate onthe considerations that are explicitly dn
implicitly taken into account when making rating decisioAs. important finding of the
chapteris thatrating decisionsre influenced by the regulatory consequences of ratings.
ratings have become ingrained in the functioning of the debt capitakatar the importance

of ratings has been elevated and determines access to investors and the conditions under
which access is gained.

46 Notwithstanding these requirements, the agencies have regularly been criticised by sopeaighorities

for not documenting what happens in rating committee meetings. For example, ESMA noted in 202itigat

agencies do noft I LILINE LINR I G St &recdrtlhow theéy arfvé ht iléci€idns if @tihg committéps

7). ESMA argued that rating agencies should strive farlaA 3K SNJ RSAINBS 2F F2NXIFf Aal (A
internal processes, inJ- NI A Odzf | NJ 6 AGK NBEFSNBEYyOS (2 iokndke bu@ihat@A G & 2 F
decisions have been taken in accordance with the internal policies, procedures, and criteria of a particular rating
agency(p. 8. Similarly, the US SEC concluded in 2014 that some of the rating agencies did not have on file
GO2YLX SGS FyR I OO0dzNI (S tiRg2 OninYitRe/ firésénfaoys amilSrécords SoR thell 2 NI
YSGK2R2t 238 ONRGHNM)L = 2N Y2RSta | LILX ASR¢
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DecisioAMaking by Committee

Although rating analysts are the key actors in the preceding stage of the rating pridoess
gathering and analysing information on debt issuers and issues, individual analysts do not
decide what rating will ultimately be assigned nor do they decide whether a rating should be
updated. Instead, rating committees are the core decigmaking ldy within rating
agenciesThis is very similar to regulatory decisioraking at tate level where the different
stages involve different participantdhe standaresetters may be different from those
gathering the information ath those enforcing the stadards(Scott 201(0. The main reason

why decisions are made by committees is that it prevents individual analysts from having any
undue influence o assigned ratings as this analyst ex@di(interview 3)

You know we do not want a system where it is one analyst deciding because that
is going to be dangerous.

In interviews rating analysts stressed that rating decisions are a téamt as oppose
to the analyst actinglone(Interview 25)

It is a team process, because we would say a one man opinion is not as much
worth as a team opinion. Committees are the only body who can make the
judgement and approve it and say it is final.

Rating agenci argue that rating committees are a critical element in internal control
processes{ G YRIFNR 3 t 22 NXRa) @dminiktetd Bave {tocSexddire Gh&tad H N v
potential analytical biases and inconsistencies in rating decisions are elim(i@®gO 2012,

p. 20. Committees assess whether the information analysteehgathered is sufficient to

support a particular rating decision and whether they analysed the information correctly by
probing the findings that the analysts presdhiterview 23)

¢KS O2YYAGOSS IAYa G2 Fal | dzSadidysuy a > & dzOK
OKAY1l Fo2dzi GKFEGZ gKFEG AF GKAA KIFLIWISyas g

In addition to evaluating the work done by analysts, committees provide additional
perspectives to the credit analysis and review whether internal policies, proesdand

rating criteria have been applied correctly. The consistent application of policies, procedures,

and rating criteria is considered essential for making sure that ratings are assigned in a similar
manner across issuers and debt issues as this iboés to the comparability of ratings

(I0SCO 2012, pp.MO{ G YRFNR 9 t22NRJ wl idAy3a { SNIBAOSa
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Making deci®ns by committee also shields individual analysts from pressure from rated
entities over rating decisions. As one interviewee putdit: SKAY R S@SNE | yI f &
O 2 Y Y A (infef/i8vg 23). To outsiders only the final outcome of a committee meeting and

a summary of the main analytical considerations, the rationale for the rating decision, are
known. Rated entities do not know who participated in a committee meeting and the decision

that they favoured. This analyst discuddew being able to hide behind committee has

certain benefits, for example when communicating the outcome of a rating to an issuer
(Interview 18)

Everyone [issuers] thinks that ratings should be higher. | have never had anyone

ale G2 YSY WhK L KAy ] thetedsNiwaid thisscgnfliét. a K 2 dzf R
Because it [the rating] impacts the funding costs (...) From my own experience the

most frustrating thing is when you go to a rating committee and the rating is [X]

for example and you make a recommendation that the ratingusth be [X] high.

YR (GKS NIGAYy3 O2YYAUGSS areay Wb2s 4SS gA
a0FNIa 3IAPAYy3I e2dz I KFENR GAYSS o6dzi @2dz
O2YYAGGUSS KIFa RSOARSRQ® L KIFI@S 06SISy Ay (K,
have recommended that it should be [X] low. And then the company pitches [X]

YR @2dz GKAYlY WI Sé& 3Jdz2a e&2dz NS 2dzaid az
R2gy (02 YSI Al ¢62dz R 6S t26SNN® , 2dz R2 y2i
felt rough from issuers, you do not take it personally because it is a committee

decision and you cannot influence the committee decision.

The protective shield provided by making decisions by committee can be especially useful in
cases where rating decisions arere controversiat’ By limiting the information on how a
decision has been reached, the agencies are able to convey a message of consensus, even if
in reality rating decisions mdave been more complicated and, therefore, contestable.

Preparing for &Rating Committee and the Committee Composition

In advance of a rating committee, rating analysts aggregate the information and data they
collected and analysed on a specific issuer or debt security and prepare a rating memorandum
referred to as the ratig memo or pack. This rating pack is presented to the rating committee
alongside their recommendation for a specific rating. The following analyst exghaimat a

rating pack looks likénterview 13)

47 Robbins(2012 discusses how anonymous decisimakingis used a strategic toolvhen deciding difficul
cases in courts.



Judy Safira van der Graahe Rte of NonState Actors in TransnationRisk Regulation:
A Case Study of How the Credit Rating Industry Performs Regulation, Chpdtdd

There is a standard way rating committee packs jue together within the
[criteria] used for the particular issuer. The analyst and the assofiiaickup
analyst] will work on putting that pack together and in that indicate what their
recommendation is and what their rationale for that or the key drsvéor the
rating are. And they are encouraged to include peer group informdfidmey
have to distribute that and there are rules about ensuring that the participants
have the information 24 hours before the committee and that is actually
confirmed by thechair [of the committee], has everyone received the pack, if they
had time to read.

IOSC@2012, p. 910) summarses how a rating pack typically includes:

OX0 | NIXdGAYy3 NBO2YYSYRFEGA2Y YR NIGA2Y L f
considerations, theprincipal methodologies and criteria applied, a draft press

release and/ or rating report, financial metrics, comparisons with similar ratings,

peer ratings, financial forecasts, stress analysis and pro forma metrics, and key
information from the issuer oobligor, market information relevant to the issuer

or obligor, and background information on the rating and relevant industry.

The rating pack is seto all staff members who will attend the committee meeting. Although
the agencies maintain that ratinpacks are circulated at least some time in advance, for
example 24 hours as stated in the interview quote above, a 2013 investigation into EU
sovereign rating processes revealed that material is sometimes circulated as little as a few
hours before the meting (ESMA 20183 This could be problematic as the degree to which
committee members are informed, and this may be less if there is less time to prepare, is
likely to influence the quality of the decision maffgerlinga et al. 2005

Rating committees are formed as required for each rating decision depending on what
expertise is required. It is mainly driven by the type of issuer or debt thateslr Generally,
several analysts, other than the lead and bagkanalysts, with expertise on the specific type

of issuer or debt will be involved in a committee meeting. Furthermore, analysts spagiali

in other areas may join meetings and decide oa thting that they think should be assigned

to enhance consistency and comparability of ratings across regions and types ¢FiEbt
Ratings 2011b, p.)3

Rating committees are required to include analysts from outside the immediate
asset class, subsector, or geographic area of the entity under review, since peer

48 Peer group information is information about similar issuers or debt issues and how they compare to the issuer
or issue being rateecause ratings are an ordinal ranking system of risk, comparison to other issuers and issues
are quite important.
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analysis (on a transaction or entity basis) is a central elemernhefrating
O2YYAGGUSSAaQ RAAOdzZAAAZ2Y A D

Or(Moody's Investors Service 1999

In order to pranote consistent rating practices, analysts from different rating
groups often participate in rating committees and experienced analysts and
managers are rotated across rating groups.

The selection of staff members is typically made by the lead andigackalysts and their
managers. That analysts can influence who is on the committee could lead to situations where
they may choose to have those staff members on the committee from whom they expect the
least opposition (Interview 14). Not all staff membeage eligible to participate in a
committee and decide by way of voting which rating will be assigh&ating agency policies
require, for example, that staff have a number of years of analytical experience and training
before they can vote on a committee.

It is also common for someone from credit policy to attend committee meetings. Although
credit policy officers usually do not have the right to vote, they monitor adherence to internal
policies, procedures, and rating criteria andi K N2 ¢ & | ySR aA yI YURK S LALBSS €
whentheyareday 2 Ay fAYyS 6AGK ONRGSNALF 2N GKSe@
OS NI I A §hterNdwas). A<t the intereivee from credit policy explainedtredit policy
officers execute a bitof@ LJ2 £ A O S dufirdmb@niitie® nffeitinggInterview 8)

People always have automatic views in credit. The [global financial] crisis has
made us aware of the consequences of rating teams not taking into account
everything they should and taking too rosy a view. We [trpdlicy] have the
expertise and we can be awkward a lot. We can be unpopular asking questions
whether they [the analysts] are really sure and whether they have understood
this or this or this.

Checking whether criteria, policies, and procedures areseslih to is also the responsibility

of the committee chairperson. Each committee meeting is led by a committee chair. The chair
is in charge of leading the discussion and the voting process. They are senior members of staff
whohavea (2 Y I {1 S aisigalBmitte&rheéting] giscussion we highlight the pros and

O2ya IyR ¢S 02YS G2 I  A&Eén@vi3).l yR SSNE 3JI22R

49 Serving on a committee and voting on a committee are separate issues. Staff members may be invited to
attend a committee meeting to act as an observer only, this may be part of training, or to participate in the
discussion without being aleed to vote.
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How many staff members attend a committee meeting varies. It is in particular determined
by the complexity of the cred{interview 3)

Rating committees can be quite big, can be quite small depending on the
complexity of the credit.

Practical constraints in terms of who is available on the day of the committee meeting, also
influence who is on a committee and impacts theesbf a committedinterview 13)

[Rating agency name omitted] has fornsall requirements for having
committees. What the composition has to be, no conflicts of interest,
independence, you have to have someone from outside the team within your
same lineof business, supposed to have credit policy there, then you have a chair
and cochair, and obviously a lead analyst and bapkanalyst. So when the
committee has been formed we can get that composition of people on a certain
day, this is one of our biggeshallenges because everyone is so busy that you
have to find another day that you can get the right composition of people.

Some agencies stipulate a quorum for rating committees. This may be a minimum of three to

five voting membergFitch Ratings 2011B0SC0O 201 i F Y RF NR 3 t 22 NR& wl |
20143. Informéion about voting members is, however, not made public and it is not possible

to find out how many voting members were part of the committee that came to an opffion.

Rating Committee Proceedings

During the committee meeting the lead analyst will peat the rating pack and rating
recommendation which is followed by a discussion led by the committee chair. Each
committee member is invited to ask the lead analyst questions and to assess whether the
information that has been gathered is sufficient andshbeen analysed appropriately to
adzLILR2 NI GKS FylrfeadQa NIXGAy3d NBO2YYSYRIGAZ2Y @
available, this credit policy officer argiiéinterview 8)

We are not too precise on what is enough information. There are e &ad fast
NHzf Sa o6X0 dzf GAYFGSte Ad A& || 2dzRIYSY(ld ¢ K
and think whether there is enough information.

501n interviews the number of voting members ranged from three to twenty.
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At the end of the meeting the committee chair polls each member for their vote. Most rating
agencies have averse order in place with more junior committee members voting first to
prevent them from feeling intimidated to vote in line with how more senior staff voted. All
voting members will say what they think is the appropriate rating and are encouraged to
provide a rationale. The rating is then determined by a simple majority vote with each vote
carrying equal weight or until a consensus is reached depending on rating agency.

This analyst descriloethe proceedings of the rating committee meeting more gengrall
(Interview 13)

In the rating committee discussion you provide an opportunity for the analyst to
give an overview initially, to summarize their recommendation, and their
rationale. And then there is going around the table and giving each person an
opportunity to say what things they would like to discuss in more detail and what
guestions they have. And the analyst takes all those questions and works through
them. At the end there is summing up and the analyst will present the
recommendation again, whictould have changed as a result of the discussion.
And then going around the table and voting usually in the order of more junior
people first so that they are not overly influenced by the opinions of the more
senior people and then it is a majority vote.

Another analyst descréxd the committee proceedings as folloisiterview 10)

When a committee convenes the lead analyst gives a presentation, we will also

have a discussion varying in length depending on the rating decision that has to

be made intme! YR Ay &2@SNBA3IYy ¢S KIFI@S I LIRaAiAdAa
GKAOK Aa olaArxolrfte I RS@OAfQa | RG20F0GSs az
who prepares a short note in advance and gives a presentation raising questions

that the memo may not have ised. Perhaps advocating a different view. But

basically it is there to, in a very structured way, encourage different points of view

to be put on the table. A discussion then ensues talking about the sovereign and

peer comparisons and then a vote is taken

The deliberations of rating committees vary in time depending on rating area and the
complexity of the credit. Disagreements over the rating that should be assigned is quite
common(Interview 25)

There are plenty of times where there is a heated debatd discussion,
perhaps even a bit of a disagreement. We have fairly detailed criteria and rules
around how we look at certain key metrics, but there might be a bit of
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RA&IFANBSYSyild lo62dzi 2yS O2YLI yeé 2N Iy2idKSNI
notch above obelow [in their preferred rating].

In general it is argued that especially in the area of sovereign rating there is more debate in
committees (Interview 20). Also at agency level, disagreements across rating agencies are
more frequent when assessing soeign credit risk than in any other rating ar@dsakka and
Gwilym 2010. When the same issuer or debtgsae israted differently by two or more
agenciessomething called splratings,this has generally been regarded as a result of the
different criteria that thevariousagencies useliscretion in the rating proceg¥an Laere et

al. 2013, cultural bias(Fuchs and Gehring 20)l3and greater opaqueness with regano
issuersor the debt rated. The more opaque the more likedyfferent risk assessmentisill

result (Livingston et al. 200M™Morgan 2002. Specifically with regard to sovereign ratings,
Bartels(2014) points to the use of sovereign ceiling policies as anontgmt reason why in

this area rating decisions may be more contentious. Although rating decisions in all rating
areas can have a significant impact, the influence of a sovereign rating extends much further
and impacts the ratings of all issuers of debfigiven countryBorensztein et al. 2007*
Furthermore, sovereign ratings attract much political attention and pressg/hich may make
decisions more difficult.

This sovereign analyst explaththe differences between more and less controversial cases
(Interview 17)

Some cases may be less controversial than others and can be dispatched pretty
swiftly. So when you tk about Norway for example there is only so much
controversy, yes you can discuss is there a bubble in the housing market, and
some people would think that there is, others not, but all things considered it is
not likely to change the rating. The comm#tshould not be a forum where you
discuss matters of general interest, but where you zoom in on those
developments that you think could have a bearing on the rating. On the other
hand you may have cases like Ireland, or Spain, or Cyprus, and you careimagin
that there are many more issues to discuss and this can take a pretty long time
until that is gone through and when | say pretty long time | mean hours.

In complete contrast to sovereign rating committees stand structured finance committee
deliberatiors. According to a recent US Department of Justice complaint against Staadard
t22NRas O02YYAGUSS YSSiAy3da ah$admiaNHEDG dzVMPR YR

51 Up until the late 1990s, rating agencies applied a strict sovereign ceiling policy. No issuer in a country could
get a higher credit rating than the sovereign. Overdithe rating agencies have relaxed their sovereign ceiling
policies and it is now possible for issuers to get a higher rating than the sovereign. Nevertheless, sovereign
ratings still are an important consideration when determining the rating of issmeasdountry (Borensztein,
Cowan, and Valenzuela 2007, p, 3).
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O 2 Y LI (®1BSpé 19 This is very likely due to the fact that structured debt transactions
have already been discussed thoroughly internally and between analysts and issuing entities
prior to a rating recommendation being discussed in a rating committee. i ©a i NHzO G d;
FAYlIYOS8 A& | YdzO[Kas oneiNdviewes &xplaing An@iSiew IB)PIrStSadl & £
of much time spent during committee meetings, a lot of time is involvadrgo these
meetings to adapt the features of a structured transaction to attain a desired rating level
(Garcia Alcubilla and Ruiz Del Pozo 2012, p.N2ddels are run and results are shared with
issuersand discussed internally, possibly resulting in changes by the issuer to the proposed
structure until the structured can achieve the rating that is targeted. Only after the model
results are accepted internally and externally, the analyst prepares a pgegsenfor a rating
committee. Another reason for rating committees being conducted more swiftly in structured
finance, is due to the large number of repeat issuances of similar structured debt products
involving the same parties.

Rating Committee Voting

Some interviewees argued that despite safeguards, junior committee members are indirectly
influenced to vote in a certain way by more senior members of staff (Interview 14). One
former analyst(Harrington 2011, p. 17 describel the following with regard to rating
committees on certain structured debt instruments prior to the finehcrisis:

The managers are accustomed to having influenced very, very many committees
over very many years, principally for CDOs but also for other asset classes. Their
modes of intimidation have encompassed interrupting subordinates, grimacing
while opposing views are voiced and voted, belittling both opposing views and
members who voice them and inflating the impact of voting an opposing view to
indicate that that view is inappropriate to even raise.

In interviews with current staff this atmospherd intimidation was not confirmed. Senior
staff members, for example, argued they had no problem béiydzii & Revéthetess, the
literature on group decisioimaking shows how individual members may be concerned not
just with making what they believs the right decision, they may also be concerned by their
career and reputation and may engage in strategic votirmyy 2007220070. Groupthink is

also of relevance here. Especially if the same group of people meet regulaith is the

case in rating agencies, individual members may be inclined to hide disagreement to be
perceived favourably by other members. Once members know the opinion of the other
members, they may be tempted to move in the direction of the dominant y&iert 2002
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I O0O2NRAY3 (G2 (GKS alyYS F2NNX¥SNI SYLX 28SSz | RAA
opinion and their private rating opiniofHarrington 2011, p. 0

Members of committees vote one opinion for publication and keep their private
opinions to themselves. A committee member who votes diffiidse i.e. one who
votes the same opinion for publication as she holds privately, earns her own self
respect. She also courts retaliation from management.

The employee felt that ratings do not reflect what analysts themselves conclude as they do

not votein accord with their private opinion and ratings therefaref | A f (i K &ihiy LJdzNIJ2
are not durable or informed. Such a distinction between public and private opinions seems to
resonate in the decisiemaking literature. Austetsmith and Bank$1996) describe for

example how it is often wrongly assumed that individuals will vote sincerely in collective
decisionmaking.

The Role dRating Criteria and Other Considerations

Rating criteria are an important guide during committee proceedings. The criteria provide the
main framework for the rating decision. For this reason, keeping track of the changes in rating
criteria is importantto debt market participants. Knowing what criteriaetlagencies use to
make decision can be relevant assessing what type of rating may be liketyjtbua alone

do not dictate the outcome of a rating process. Interviewees stressed that there are@itsiat
when the applicable criteria are less suitable and flexibility is required. Criteria always need
to be interpreted in the relevant context as this analyst descrifeterview 17)

All the committee members are expected to apply the criteria whery theore

and vote on these various categories, but of course you cannot legislate for all
possibilities in life right so there is always the question of interpreting the criteria

in a certain environment of a specific case. But outside the criteria there is
nothing, this is the only thing we have when we assess.

One of the rating agencies formulates how analyticdlJS NJO S LJG A 2 y dre relgtat A y & A 3
factors on top of rating criterig{ G4 Y RF NR g9 t 22NDa) wk GAy3a { SN

The final ratig assigned by the committee is primarily determined by applying
the rating criteria to the information that the analysts have collected and
evaluated. However, rather than providing a strictly formulaic assessment,
{GFyYRIFENR 3 t 22NRAas thel perdeptings andl yhsights of itsi NI G A Y
analysts based on their consideration of all of the information they have obtained.
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CKA& LINPOSaa KSftLA GKS O2YYAGGSS G2 FT2NY
to repay obligations in accordance with their tesm

During interviews, all staff emphasd qualitative aspects and the importance of exercising
judgment when determining a rating as this analyst (diderview 22)

Our [rating] process is quite strict and prescriptive so every account goes through

the same set of steps towards the rating decision, but because we are rating a

living breathingorganisationthat is going to be dependent upon people making

decisions there is always going to be the need to put emphasis in the analysis in
onedirectionorag@ G KSNX LG O2dzZ R ySOSNI 6SY Wwdzy GKS:¢
YR KSNB A& @2dzNJ N} GAy3IQr 06SOldzaS 6S KI @S
elements of the analysis. So for that there is flexibility and there is judgment.

Qualitative aspects such as magay Sy i Q4 ONBRAOAf AGeX GKS O:
position of anorganisationwhich will eventually have an impact on its ability to

outperform its competitors. Softer, more subjective things within the analysis,

they are given the appropriate attention.

Existng rating criteria may also be silent on certain issues as this analyst made clear by saying
thatthed 92 NI R AAYLIX & Y20Sa G22 ljdzAiO1te& FHNI | (Ef
the criteria (Interview 25). Especially in relation to risk, vescise standards are difficult to
formulate. Instead, standards in risk regulation may be of a highly gesestalature(Fisher

2000. Rating committee decisions are formally not influenced by the potential cuesees

that a rating could have for an issuer, whether economic or political. The agencies stipulate
that their decisions are independent and free from economic or political pressures.
Nevertheless, anecdotal evidence suggests that considerable pressexercised especially
when it comes to sovereign ratings or systemically important issuers in a country, like a major
bank(Fuchs and Gehring 201Gacia Alcubilla and Ruiz Del Pozo 2012, p).28B0, rating
agencies are accused of giving into political considerations. In interviews analysts confirmed
that they are put under pressure by rated entities to rate favourably, some argued they were
not influenced by this as did this analyitterview 5)

When you assign a rating the only criterion is what is the rating going to be based
on the creditworthiness of the issuer. You do not really care about whether the
issuer is going to find the rating Uséor not and you really do not care whether
the investor is going to find the rating harsh or not harsh. That is not something
that you care about. It is an objective and independent opinion.

The majority of interviewees, however, did not display sdisitancing from the decisions that
they make and how their decisions may affect issuers, although they all argued that they
would not be influenced by the pressufiaterview 18)



Judy Safira van der Graahe Rte of NonState Actors in TransnationRisk Regulation:
A Case Study of How the Credit Rating Industry Performs Regulation, Chpdtid2

| have been in some uncomfortable positions with issuers over the yeassibec

they have not respected the position that we were [the rating that they assigned].

Over the years there has been a lot of pressure, you know | personally had one

situation where it was one of these unsolicited ratings that we were doing. And

the company was not happy with the rating and they came to appeal it (...) And

GKS /9h 2F GKS O2YLIl ye G221 YS [FaARS IyR
S LI e&KQ !'!'YR L alFARY WLG ¢g2dAR y2d4 YIF1S |
R2 ¢S LJ & &2 dzkiQ SWRVCELKSsIO2Yy OSNEI GA2Y Sy Rad
the process, and even if | was someone that could be manipulated, the checks and

balances that we have in place, and the committee process you cannot influence

the rating.

It is, however, quite unlidy that rating agencies could shield their analysts entirely from the
pressures put on them, especially considering the close interaction that analysts have with
the issuers that they rate in the process of gathering information. As one former analyst
expained, other considerations beyond purely creditworthiness can play a role in rating
committees(Interview 29)

| challenge the idea that you can sit on a committee and not be somehow
guided by these [other] considerations.

According to some intervieges, consideration for the interests of issuers, especially those
that were commercially important to the rating agency, went too far.

Communicating Outcomes

After the rating committee decision the issuer is notified of the rating and the key reésons
the decision as this analyst expladyInterview 13)

After the rating committee there is a whole standard number of steps that have
to occur in a specific time frame. The issuer would always know we were having
a committee because the analyst widlll them so they are waiting for the
outcome. First thing is the press release and try to get that out the same day or
the next morning. And to give the issuer an opportunity to review the press
release for accuracy and also to make sure we have nonpany confidential
information. They are given some time to do that. Then we put the press
release out.
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All rating agencies have an appeals process in place for when issuers disagree with the rating
that they have been assigned. According to interviewagpeals were uncommon. | did not

have access to information to verify this. How often appeals are initiated, let alone granted,

is not made public. An appeal is only allowed if an issu&l y LINR BA RS ySg |y
information to support its point® G Sid& R NR 3 t 22 NRA). Thisisad y3Ia {
relatively high threshold. If it is met, the rating committee reconvenes and votes again. If
issuers are not awarded an appeal, they can still express their unhappiness with a natting, b

this would not influence the rating assigned. Rating analysts have become quite accustomed

to issuers expressing discontent with their assigned rating. The analysts argue that this due

to the consequences rating decisions can have. Quite often, howtngdiscontent is mainly

displayed publicly. This analyst gives an example of the contrast between the criticism given

in public and the private interaction after some highly prominent sovereigns were
downgraded in the aftermath of the global financiakes(Interview 17)

You have a number of countries which have been under pressure from the
financial markets and | think we need to put us in their shoes and regogmey

are human beings. So whereas normally we have almost without exception fairly
professional interactions with them [issuers], behind closed doors it is very rare
that they become aggressive or let alone abusive in private. But of course what
they say to the press or to third parties is a different matter. It is a little bit
thanklessfor us, you know you sit in the room and you discuss it seriously. And
the next day you read in the newspaper something quickly disparaging about our
analysis. That is a normal instinct | think of human beings if you feel that you are
threatened that you ty to disperse the attention and direct it towards someone
else and find someone else to be responsible for it.

A weltknown example that the analyst cited is the response of the US Department of the
Treasury to the decision by one major rating agencgyaewngrade the US sovereign rating in
August 2011. Within hours after the downgrade had been announced, an official of the US
Treasury put out a public statement pointing to errors in the analgkthe rating agency that

led the agency to @ Tt | ¢ S By @B&iBws Y011l When thesame rating agency was
sued in 2013 by the US Department of Justice for its role in thHd-bpito the global financial

crisis, while no other rating agency was sued, the agency claimed that this should be regarded
as retaliation for the earlier sovereigdowngrade>? The CEO and President of the rating
agency argued that it wag I Y 3 NA f & for@Hé daviighadeShét &nly in the media, but

520n February 82015 itwas announced that the Justice Department entered into a $1,375 billion settlement
agreement with Standar&t 2 2 dfdeSolve allegations that S&P had engaged in asehto defraud investors

in structured financial products known as Residential MortgAgeked Securities (RMBS) and Collateralized

5So00 hot A3l Thi &gseémernt redolued the lawsuit against Standatd2 2 NQRA 'y R GKS NI (A
did not have toadmit any wrongdoing but it did have to agree formalydtdNS & NI OG Iy | f € S3AF GA2Y
{Gd1rG6SaqQ tlFgadAid ora FAESR Ay NBOGFItAFGA2Y F2NJ GKS RST¥S
(U.S. Department of Justice 2015).
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also in private communications with the then Treasury Secretary Timothy Geitdnéed
States of America v. McGradill Companies 2014, p).4

As | reported contemporaneouslytomg ¢ f S 3dzS&a> wa NP DSA (G KY SN
KIFdS R2yS 'y Sy2NX¥2dz2a RAZASNIIAOS (2 &2 dzNE-
SO2y2Ye 41a& 0IR YR GKIFIdG GKS R2¢6y3aANI RS KIF
g2dzf R 0S Wi221SR |0 OSNE cOudNd dcdat, het Q KS &
said, without a response from the government

The example shows the significance of ratings and a rating downgrade, perhaps not so much
economically, but certainly politically and symbolicéprning et al. 2012 The &alyst used

an analogy to explain how publicly the rating agencies are often scapegoated sirdilar €S y

OKAf RNBY 02YS K2YS GgAGK | o0l R (IMérvidly28). AU A& dzi

With regard to the communication of outcomes and why appeak rare, analysts returned
to the point of managing expectations discussed previously in the thesis. Analysts pointed to

the importance of providing rating opinions thataied  O1 SR o6& | NI} GA2y Il £ S
the issuers and other market partieipts (...) we need to explain why we make a certain
RSOA&AA2Y G2 YI1S adaNB Al A& y2aG | (oténlie®d] 062 E

23). Another analyst explaal (Interview 28)

Appeals are quite rare, they [issuers] might not be happy wjthut what we

try to do is explain our rationale and make sure everything we based our
opinion on is factually correct. But obviously some parts of the process are
judgemental, it is not just backward looking it is forward looking as well. Good
analystsare good at managing that relationship and conveying both positive
and not so positive news, but in a professional and as transparent as possible
way. So there is a lot of effort put in rating transparency meetings. Where you
play this back to them withithe context of the [criteria] so they understand
the key areas that are affecting their rating and how we look at them relative
to peers. (...) | think most issuers understand that, and they may not like what
we say, they may not totally agree with how weeerpreted something or our
view on it, they can say that but they know that in saying that they are just
expressing themselves but they are not asking us to reconsider necessarily.

All this is part of stricter internal policies and procedures on tbemunication of ating
outcomes which have been put in place aftee financial crisiginterview 23)

In particular regarding how we communicate ratings to the market, our internal
policies and procedures have become a lot stricter. We have seen hawatthgs
issued by rating agencies can cause a very real reaction in the market, especially
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on the sovereign side. And even though we are not that happy with the weight
that is given to our rating decisions by market participants, we do have a
responsibiliy to be careful or at least to think through how we communicate
rating decisions. We have to think about when we publish rating decisions and
how we explain them and make sure that we are transparent and consistent in
the way we communicate.

Another reaon why appeals may not be requested regularly is that éssrers do not know

the exact basis of any particular rating decision. Issuers will know the criteria that have been
used and the key determinants of rating decisions, but not all aspects ofthaakecision is
based on will become clear. For that reason, rating decisions can remain relatively
uncontested. In addition, by limitg the information provided to rated entities issuers are
prevented from targeting ratings. As CESR wr{@304, p. 33

Taken to an extreme, if an issuer fully understood precisely how a CRA came to a
particular decision, it might attempt to influence future ratings by only providing
information it believed would result infavorablerating. This could result in less
information being provided, or worse, it might result in the provision of inaccurate

or mideading information in the hope that this would be result in a more
favorable rating.

As discussed by Bevan and Hq@006) in the context of governing by targge complete
specification of targets and how performance will be measured can invite gaRegglated
actors may focus entirely on that what is measured. Instead of specifying targets, Bevan and
Hood argue that governance will benefit from uncertainty tangets or unpredictability in

the monitoring process, for example, by introducing randomness. Scholarly work on
regulatory enforcement has shown how regulated entities develop strategic responses to
regulatory demands and may act in accordance with dgfiemotivations(see e.gMcBarnet

1994 Parker and Gilad 20).1The primary motivation for issuets cooperate with rating
agenciess likelynot that it enablesdebt capital marketparticipantsto be optimally informed
about their credit risk. Instead, the maibjective of issuers will be to gain access to capital
markets undethe mostfavourable conditions. When all the details about how the agencies
make decisions are known, issuers could take achgamin the form of creative compliance
which could undermine the goal of rating agencies to contribute to investor protection.
Except for the area of structured products, it is, however, not easy for issuers to manipulate
information on their credit riskigiation. Furthermore, it would require significant resources

to implement criteria and factors exactly as requir&strella et al. 2000, p. 12
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Ratings Surveillance

Rating pocesses do not end once a rating has been issued. With the exception ofifpoint
time (PIT) ratings that provide information about credit risk at a given moment only, all public
ratings are subject to ongoingurveillance®® In that sense rating processessemble the
dynamics of regulatory processes, they take place over a certain period of time and do not
lead to a static outcomégMitnick 1980, p. & A number of scholars have discussed the
surveillanceprocess of rating agencies in particular in a regulatory sense. Boot, Milbadrn
Schmeitg2006 and Bannier and Hirs¢B010) write how surveillancservesas an important
regulatory mechanism dhe rating agencies inducing issuers from-askymenting actions.

Rating agencies charge issuers an upfront or annual surveillance fee for keeping their rating
up-to-date. The mai reason why credit ratings undergo surveillamcean ongoing basis is

that the credit quality of most issuersd their financial obligations aneot fixed and steady

over a period of time. Credit quality tends to undergo chafdeody's Investors Service
2014 { G F YRI NR 39 t 22 NRA&) Ratingsimfyba alter&iNdd psbiseéausaa mn |
rating agency perceives that there hasem a change in creditworthiness, it may also be
becaused 0 KS LINB@A2dza NI GAYy3a RAR y20 TFdAZfe NBTf
(Interview 3). This implies a change internally on the perspective within a rating agency over
how a certain type of bad should be rated. This way of thinking is stipulated in the rating
criteria (see Chapter 4). Rating agencies update their rating criteria containing their way of
thinking about credit risk. Updates in rating criteria very often lead to updates in tiegsat

covered by those criteria and sometimes quite significantly as happened during the global
financial crisis of 200@8. In 2007 the major rating agencies downgraded a great number of
securities backed by residential mortgages as tingglementednew raing criteria.

The surveillancestage involves many of the same steps of rating processes as discussed
previously in this thesis.It similarly involves the gathering of information, analysis of
information, and committee meetirgto determine whether a ting update is warranted. In
general, however, monitoring involves less comprehensive informagathering and
analysis than is usual when assigning ratings for the first time. Compared to initial rating
processes, monitoring processes concentrateore on particular aspects relevant to
potentially changing a rating. Monitoring activities caawvh several outcomes. Firstihey

may lead to changes in a rating outlook. All ratings that are issued are given an outlook. The
outlook indicates the likely changé¢hat may occur in a rating in the medium to letegm .54
Outlooks are based, for example, on certain financial or market trends that may trigger a

53The major international rating agencies rarely issue PIT ratings because they favour issuing-thesogtle
(TTC) ratings which place more emphasis on-teng trends. PIT ratings are also private ratings and for that
reason not considered in this thesis

54 Depending on the rating agency this could be anywhere between six to 36 months.
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rating action if they are to continue. The majority of rating outlooks are stable, but they may
also be posive or negative. A positive or negative outlook indicates that there is a good
possibility that a rating will be upgraded or downgraded in the future, but they do not
necessarily lead to a change in the ratiSgrveillancef credits may also lead to riags being
placed on watch or under review, meaning that a rating may be changed in theerear
Again, a rating may be placed under review for a possible upgrade or a downgrade, although
a review may also leasimplyto the confirmation of a rating. Fally, surveillancemay result

in ratings being updated, either through a downgrade or an upgrade, without any prior
changes in outlook or ratings being placed under review. For example, if there are very acute
changes, perhaps following the release of newormation by an issuer or a major market
event, a rating may change without prior warning. Usually, however, rating changes are
preceded by changes in outlooks or reviews indicating a positive or negative upcoming
change.

According to the agenciespdates are rarely the result of rash decisiongtesy are careful
to avoid surprising the market and issuers with a sudden change as this interviewee discusse
referring to the downgrading of corporate issughsterview 17)

Obviously companies do get wgisf they get downgraded or whatever, we as

a rating agency need to make our point clear to them, what the decision is, why
we are making that decision. No company likes to be downgraded, but we have
to make sure the ratings are current and in line withese they should be and

take those necessary actions. But it is never a case that we spring a surprise on
them, we will be liaising with the company so if we know something then they
need to provide us with the relevant information and we need to asseats th

So we try to avoid say rash decisions.

Thesurveillanceof credit ratings is the responsibility of the lead anafgsAll credits that an
analystis responsible foare periodically reviewed. I common for reviews to occumce

every year or onceevery six months. However, to make sure ratings reflectaigate
information they may also be reviewed and updated at other points than during the official
periodic review. An exception applies to sovereign ratings issued within the EU. With the
implemertation of Regulation (EU) No 447/2012, sovereign ratings may only be updated at
predetermined tmesd 1 2 | @2 A R Y I (GhrSaiAlckbAlaaaNdRuIz Be2R6Zo 2012,

p. 276. Especially during the Eamone sovereign debt crises, EU sovereigns experienced
many rating changes with considerable cascade effects for the governments involved and the
Eurozone in generalESMA 2018 Rating agencies were subsequently accused of

55 Some rating agencies use separété dzNJJ S A f £ dornfpOséd ofi fiffier¥hé @nalysts than those involved
with providing the initial rating. This is meant to enable a mmwspective and avoid possible issues that may
arise as a result of the original analysts feeling obligated to stand by their original ratings (IOSCO 2008).
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GLINBOALIGE GAY 3 YR SE Ibpddwigrading sov@reignk B2 B daNER NI INyS
22 (HousebfLords European Union Committee 2011

This analyst explagd the surveillanceof credits in generalinterview 9)

LG Aa GKS tSIR FylrfeadQa NBaLRyaAoAfAGe
a view if it is necessgto call a rating committee to consider either a change in

the rating or to put the rating under review which would mean that within a

three month period we would reassess the rating. We will put a press release if

we put them under review. Once a yeaewlo portfolio reviews, with credit

policy we will look at the whole. It is more to make sure that there is no reason

anything should go to a rating committee sooner. Say you have some issuers

which have not been to a rating committee for a while becawesdly not much

has been going on.

With regard to updates, critics have argued that timing may be influenced by other
considerations such as the business considerations of senior management who may not want
to make a decision that could be uncomfortabte &in important client of the rating agency
(Interview 14). This former emplogeadiscusse how that might work (Interview 29):

We would publish a result that might suggest that a credit should be
downgraded or even upgradedut they [rating agencymanagenent] would

not act on that immediately. There might be various reasons for that, there
might be a standarded review cycle or there may have been commercial
considerations influencing the timing of the downgrade.

For analysts, however, business consadiens may be less pressing than other factors can
be. All interviewees displayed a level of awareness that ratings eméhey described

G O2y a S| da8 yhérd ard several considerations that may impact decisions around
ratings and rating updates lgend merely getting the right information to investors as soon
as possible. This interviewee went on to explain how more emotive considerations may
influence the decisioimaking during ratigs surveillance (Interview 29):

They [analysts] may have considgons that are not credit driven, it might be:

Wl 2g FNB LIS2LX S 3F2Ay3a (2 NBFOGXZ ¢KIFG Aa 3
there are some people at this company that | like, | do not want to be in the

headlines as being the person that drove thiscogiga Ay G2 o y {1 NHzLJi Oe Q&

The burden that may come with the fact that ratings can have the impact that they have is
something that can be quite high for some analy$tterview 29)
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In a way the rating downgrade caused [X] to go bankrupt because theycosts

to funding. In all fairness to people at rating agencies, that is quite a cross for them

G2 0SFENW 2KSYy (KS&@ NP GKAYlAy3a Foz2dziy W2 ;
going to put it out of busine§s ®

More senior analysts argued interviews thatalthough they are aware of the potential
consequences, they would not impact their decisions. This corporate analystnedlai
(Interview 28)

Yes, ratings are important and depending on the size of the company and the size
of the debt and the potentiaVolatility, it is important for companies to have a
dialogue with agencies. Rating decisions that are detrimental to the company can
cost them a lot of money so in that respect we have power and influence. But |
think in the analytical work, our day to dayork, we focus on just getting the
rating right and so | think we are not conscious every hour of the day that we are
sort of mighty arbiters. And frankly that is by and large exaggerated.

Analysts pointed especially to the incorporation of ratings irggulations and investment
mandates. They argued that in rating committee discussions it may be difficult knowing that
especially rating downgrades to just below investment grade could be especially
consequenti&(Interview 17)

Yes, there is an extransideration, the cliff effect that you have. Of course you

ask yourself if you downgrade now to the double B category the situation may

get even worse for them [the issuers]. Should we therefore not do it, and then

S aleyY Wb23 6S KRIOFS Si2 NB2 AFGKFh OR &ZNNIR FK il |
out [ratingsbased regulations] and make it easier to express your opinion with

less consequences.

The financial crisievealedthat the agencies do not indeed update ratings when this may be
warranted(US Seciuties and Exchang@éommission2014):

| NYZOA Lt fe> gKSYy GKS K2dzaAy3da YIEN]JSG FAYLFEf
financial alchemy could no longer stave off the inevitable, the rating agencies

hesitated to correct the flawed ratings they had previgussued. This delay

intensified the resulting crisis.
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Discussion

The purpose of this chapter has been to consider the extent to which credit rating agencies
can be regarded to undertake regulatory enforcemekghighlighted in the introduction the
extent to which this thesidias beenable to analyse tb enforcement capacity of rating
agenciess limited becase the focus of the empirical research has beertlomagenciestheir

rating processesand how they view their role. To understand whetlagd how agencies give
shape to the behaviour of ratkactors and market participas would require a consideration

of the effects of ratings on those actors. The scope of this chapter is insts#itted to
consider the decisiomaking processes at ratj agencies that are aimed aissessing
compliance withrating agencystandardsand the dissemination and surveillance of issued
ratings

The chapter has discussed how the major credit rating agencies reach deasions
compliance with standards of credisk through rating committees who subsequerdcide

what action to take when changes occur in the credit risk of an issuer, the broader
environment in whichissuers2 LISNJ 6 Sax 2NJ 6KS | 3SyOAsSaqQ gl & =
is considered a greatesr smaller credit risk. As all ratings undergo surveillance from the
moment they are issued, necompliance results in a change the assignearedit rating.
Although rating agencies cannot act as sanctiotieesnselves, thg mayactivatesanctions

from others, in particular the market and market participan{dbbott and SnidaR009.
Through their work the agencies raise the salience of credit risk, make public to what extent
issuers of debt measure up to their standards of credit risk, and motivate issuers to action as
lower credit risk ratingare likely toresult in higheborrowing costsConsidering this, rating
agencies seem to have a critical rolgarforming regulatory enforcement.

¢tKS 3SyOASaQ STFFSOuAYSySaa +id SyadzNay3a 0O02Y
several aspectwhich would be an interestingspectto take into account ifiollow-up studies

on the enforcement capacity of rating agenciéor example, whether the agencies are
regarded as independent, experts, legitimate, and used by a range of stakeh(\dbtt

and Snidal 2009 Rating agencies have long presented their ratings as objective and-(quasi
)scientific,but the deliberations in rating committees make clear that it is not always self

evident what rating should be assigned and that decisions may be the refsuliessy
deliberations based on other aspects in addition to purely quantitative and qualitative
financial data. Even though interviewees habitually still spoke of ratings’/as/ RS LISY RS y (i
202SO0A DS QINERelv@3), the dhaptershgsanade clear that rating agencies and

their staff are not ignorant of the consequences of credit ratingstakd these into account

when making rating decisions. Awareness of the presence of ambiguities in rating committee
deliberations does, however, not contribute to an image of an objective rating that is used by
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market and public actors to assist in transfong market uncertainty into calculable risk and
that may be &eyreason why rating committee processes continue to be rather secretive.

The secrecysurroundingrating committees is in part also due to rating agencies being
commercial firms, they are mé&een on outsiders knowing the details of rating processks.
confidentiality of rating committeets, howeverperhaps béter seen as a deliberate attempt

to appear as legitimate, independerand expert organisations. It may not be in the interest

of rating agencies to reveal exactly how rating committee deliberations occur, in fact it may
be better for rating agencies if it remains unclear. Spar(@@00, p. 24 describes how
regulators do not like to admit that they use discretion to make decisitintgere isno
defensible rationale for the choices made, it could be embarrassing to have to be open about
the decisiommaking procesd-or rating agencies not beiriglly transparent could be way

to avoid getting into discussions on the criteria and methods used.

The regulation literature has documented repeatedly how regulation inevitably requires
some level of discretion in decisionaking processe@lawkins 1984Hawkins 1992Hutter

1988 Hutter 200). Regulatory standards are often formulated in such athaythey do not
clearly forbid something in a way that legal standards tend to do. They are often broad and
vague and leave scope for interpretation during the enforcement stage. Discretion does not
imply that decisions are unboun(Black 2001p or uncontrolled Silbey2011), it does,
however, imply that decisions are affected by more than what is given by the standard. As
Silbey(ibid., p. 148) describes, discretion is responsible for introducingegel and political
considerations into regulatory processes. Regulatory scholars have pointed to the importance
of, for example, the regulatory task and political environmediftagan 198p in shaping the
decisions that are taken on the ground. When rating agency staff need to make a decision
regarding what rating to assign they too are influenced by more than the rating criteria. The
rating crteria provideguidancefor what to consider and what to look fobut in addition to

that other factors are of relevance. Organisational and social norms and practices,
perceptions and attitudes, past experiences, interaction with rated entities, and broad
political and economic pressures, all come into play when making a rating decision, even if
this often remains implicit or is formally denied.

By making decisions through committees agencies alaybestow greater legitimacy on
credit ratings(Gehring and Kerler 2008Using committegsthe agencies can presenteifr
ratings as the products of deliberative decisimaking that is free from the influence of the
bargaining power of rated entities. The ability of rating agencies to appeal to their ratings as
independent and objective is crucial for rating agenciesntntain their relevance in the
marketplace. As Eccles and Youmd&B815 write, investors have a material need for
independent ratings in order to address informationyasnetries on bond markets.
According to Eccles and Younta® NB R A ére d$duretd 16 Beiindependent and unbiased

FYRXE Fa adzZOKX INB 2F 0O2YYSNDA ladk of ihtlepedzience, 2 § K S
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objectivity, and quality of ratings, or evehe mere perception thereof, can undermine

investor confidence in ratings and a lack of confidence in ratings in turn negatively influences
the reputation of rating agencies Y R O2dzZf R LR ISy dAllffe& RAYAYAA
power (CESR 2004, pp.-2).

In addition, the extent to which reliance on credit ratings has become an inevitablepart
the debt capital markets, may explain the capacity of ratings as signals that can steer
behaviour. As ratinghave becomeincorporated into formal and informal rules, market
participants need to consider credit ratings when accessingdii® capitalmarkets and
similarly the consequences of credit ratings and potential changes in credit ratings. This turns
credit ratings into a powerfuldol of regulatory enforcementlt will be crucial to further
develop our knowledgefahe influence of ratings on #hbehaviour of rated actorand the

debt capital markets by considering the effects of ratingis thesis has eeestrictedto
looking atthe viewpoint of rating agenciesd understanding rating processdsit how rated
actors undergdheseand considethe ratings that are assigned to them, will be essential to
advancing our understanding d¢fow successful rating agenciesally areat modifying
behaviour.
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PARTII Conclusion

7 UnintendedConsequences: Performinfransational Risk
Regulation

In this final chapter | draw conclusions and discuss the theoretical implications of this thesis
for beyond the state regulation and regulation more broadly. The first sections of this chapter
provide a summary of the research findings with the aim of addngsie main research
guestion, namely to what extent the credit rating industry is involved in regulatory standard
setting, informationgathering, and behavioumodification.This thesiseeksto answer this
guestion by offering minside account of the witd of credit rating agencies in the words of

the credit raters themselves based on a documentary survey and intervi2geisg so, the
thesis offers a unique perspectiom understanding the role of rating agencies anbether

it may be considered as reguibry. Thisadds significantly to the existing literature which has
failed to problematise the regulatory role of rating agencas which has been not been
FofS G2 dzyt 201 GKS Wwotl Ol 062EQ 2F NIGAYy3I LINE
to debt issuersall around the worldOn the other handbecausethe empirical researcln

which this thesis has been baskds focusean the rating agencieshe extent to which the
thesis is able to assess the full extent to which rating agencies may be regulatoryigactors
limited. Other actors partake inhe regime aimed at regulating credit risk, suchrated
actors,other market participantsandthe state, andhe effects of ratings stem in part from

the actions of these actor&urther academic work would have tme undertaken to analyse

this for which this thesis can providealuableinsights

In this conclusionboth the evidence for the extent to which rating agencies do play a
regulatory role and the evidence for the extent to which yhaéo not play a redatory role

will be presentedin analysing the regulatory role of the rating industry, | will also consider
what we can learn from the case study on the rating industry about the potential advantages
and disadvantages of involving nstate ators in theregulation of risk Although credit
rating agencies represent a specific type of fsbate actor, namely commercial firms acting

at transationallevel, there are valuable lessons we can take away from this case study about
the involvement of beyond the ate actors in regulation generally.

The chapter subsequently addresses thaincontribution of this thesis to regulatory theory.
This thesis raises the question what regulation in its core amounts to and challenges the
importance that is conventionallgttributed to intentionality in existing regulatory research.
This can be considered as the core added value of this tteetfie regulatory literaturel will
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also reflect on the implications of thisxding for how we study regulation empirically. The
chapter ends by offering suggestions for poliogking in relation to the existing
configuration of the transational regulatory regime around credit risk in the global debt
capital markets and how it may be enhanced vathwithout the rating industry.

Analysing the Regulatory Role of th@reditRating Industry

The credit rating industry is composed of rating agencies that are hired by bond issuers in the
debt capital markets to assess the risk that they, or the bonds that they issue, will default,
also known as credit risk or creditworthiness. This thesis has been based on data collected on
credit rating agencies with a presence in the UK and more specifically Léhdbese
agencies play a role far beyond the UK as they help to evaluate the csidissociated with

a wide range of bond issuers and issues at tnatisnallevel. Credit rating agencies assess
credit risk by producing credit ratings that summarise a wide variety of financial data and
more qualitative information into a single quanéfile symbol such as the highly coveted
GNRLIX S | WHYR00R p. 3G I Y R NRQ

Over the course of the twentieth century and in particular from the 1970s onwards, rating
agencies became important sources of information on credit risk. Private actors, such as
investors, and puldi actors, such as nation states, increasingly came to rely on the
judgements of rating agencies when making decisions about investments. In part this has
been due to the appeal of credit ratings that are relatively easy to understand and that allow
for a quick comparison between different bonds from anywhere around the world. Credit
ratings have very much become the universal language of credit risk. In addition, as private
and public actas turned to credit ratings, these actoedso began to refer to raigs in
contracts and formal regulatory law to distinguish between what would be considered as a
safe or unsafe investment. Contractual requirements andated ratingshased regulation,
increase the dependence on the ratingsised by credit rating ageres.

According to a number of authofg.g.Partnoy 1999Partnoy 2002Partnoy 2006 Sinclair

1994 Sinclair 200§ as credit ratings gained more and more influence tgereies came to

play a (quas)regulatory rolealthough thisrole was largely imposed on them as they did not
explicitly seekit. Despite the importanceof rating agenciesthere is still a lack of
understanding about how the agencies really work and whether they can indeed be regarded
as regulatory actors. Even the financial crisis of 208,7which resulted in considerable
attention for the industry and severe criticism on the role of rating agencies, did not generate
much additional insight and there continues to be absence imn-depth research on the

56 See Appendix C for an overview of EU registered rating agencies including those with an héfiogoin.
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rating industry.The aim of this thesis has betmshed more light on what rating agencies do
with the objective of developing an understanding of the extent to which rating agencies can
be considered as beyond the state regulators.

To analyse whether and to what extent the rating industry plays a regulatory role, this thesis
has focused on three main components of regulation that have been used to analyse
regulation both within and beyond the state in other academic studies, thesestandard
setting, informationgathering, and behaviounodification (see e.g.Black 2003 Havinga
2006 Hutter 2006h Hutter and O'Mahoney 20Q4_eviFaur 2008 As Hood et al(2001)
discuss, these three components are essential in order to achieve the objectiaay risk
regulation regime. Although focusing on these components may seem simplistic, it has
provided important analytical guidance in this thesis and also enables going beyond mere
description as the findings presented here can be compared with @bssunts of regulatory
regimes using similar components to assess regulatdrether these are focused on public

or private actorr a mixture(see alsdiutter 2006a, p. 211 odge 2007, p. 34.7The analysis
aSi FT2NIK Ay (GKA&a GKSaixa 2 FdseitirgSinfdrmiitoy OA S & Q
gathering, and behavioumodification has been based onraview of existing work on the
rating industry, an examination of publicly available documents on the role of the industry,
and 31 semstructured interviews conducted withucrent and former staff of rating agencies.

StandardSetting

Standardsetting is no longer regarded as the exclusive domain of states or governmental
entities. The authority to set standards is dispersed between a number of actors operating on

a contnuum between state and noestate actorgPeters et al. 2009 In Chapter 2 it became

clear that in the existing literature rating agencies are increasingly viewed as private standard
setterswho definét ¢ KI G ONB RA @ dj dzF §/ R & 2 & 4 Aalitralatibnab S Sy K
level(Kerwer 2002, p. 3Q0Chapter 4 discussed in greater detail how rating agency standards
appear in the form of rating criteria that underlie the processes by which credit ratirgs ar
produced. Rating criteria stipulate the factors that rating analysts take into account during

rating processes in order to assess the credit risk of specific bond issuers or bond issues.

The way in which rating agencies formulate their rating critesembles more formal rule
making processefee e.g. Black 1995Specific credit policgdepartments in cooperation

with analysts draft proposals about new or revised criteria, publish these for consultations
with market participants, andeview responses to the consultations internally before
publishingand implementingnew criteria. Each rating agency develops their own criteria, but
ratings assigned by the same agency are comparable as they apply the same rating process
involving the sarna steps and factors to all issuers and bond issues that they are hired to rate.
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Rating criteria do not explicitly stipate what is preferred, insteacriteria list the factors that

are used to classify issuers and bonds on a credit rating scale fronmaleasit to greatest
amount of credit risk. Rating agencies, therefore, separate risk assessment from the decision
of what to do aboutredit riskand argue that this decision will be different for each issuer as
the risks may be different in each case haligh rating criteria do not state a desirable level

of creditworthiness, debt issuers can infer from rating criteria what conduct and what
activities are likely to result in the rating assessment they seek.

Credit ratings issued by rating agencies tha recognised for regulatory purposes aiso

used both by private market participants and public actors to develop their own standards to
regulate behaviour. When this is the case, ratings are used to specify a particular target. For
example, pivate ators such as investonsse ratings in guidelines or contracts to stipulate
that investments in debt with ratings below a certain level are not allowed or require more
collateral. From as early as the 1930s, nation states and international bodies suehBISth
also turned to credit ratings to outline what they regard as safe investments for regulated
entities, such as pension funds, distinguishing between investigeade and non
investment grade issuers and bonds. The use of ratings in private and ptdiidards
bolsters the first form of direct influence by rating agencies on issuers through their own
criteria and gives shape to the behaviour of invest{éiisick 201} As a consequence of their
inclusion into other standards, ratings became even more widely used and in turn having
ratings above the noinvestment gradedvel became even more important to issuers of
bonds.

Information-Gathering

Promulgating standards is only one part of regulat{dbbott and Snidal 20Q9In fact, the
fA2yQa &AKINB 2F NB3IdzE I dA2y O2yadAaiddziSa 27
activities (Applegate 1991 The availability of relevant information is critical to regulatory
processes, not only to be able to detect deviation from regulatory standards, but also to be
able to set efficient and effective stdards in the first place. A lack of information may result

in either overregulation placing the burden of proof on regulated entities, or underregulation
placing the burden of proof on regulators or, for example, consumers. Adequate information
needs to le available to develop and meet standards that are suitable for generating a desired
order, whatever that may be. Without information, it is not possible to identify what requires
action, to make decisions about what can be managed, and what needs tadbesadd first

and what can be dealt with later. Also for rating agencies, as they rate issuers and bonds they
acquire new knowledge that may feed back into rating criteria and may lead to criteria being
revised when that is regarded as necessary.
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Next tobeing essential to setting efficient and effective standards, information is necessary
to check compliance with standards and to make decisions when behaviour deviates from
standards(Gunningham 2011, p. 25The existing literature on the rating industry has long
recognised the importance of rating agees in gathering and providing information that
helps constitute and improve the functioning of the debt capital markets. Debt capital
markets are characterised by significant information asymmetries between the issuers of
bonds and investors. As debt ctghi markets grew bigger and more impersonal, these
markets became increasingly reliant on organisations such as rating agencies which
established themselves as valuable intermediaries. The agencies are portrayed as narrowing
the information deficit in debtcapital markets and they are discussed in the literature as
screening agents, information gathering agencies, or information intermediéDiesnond

1984 Millon and Thakor 1989Ramakrishnan and Thakor 198&redit rating agencies are
considered as essential actors gathering information about borreve¢ a cost advantage
compared to other actors. Without rating agencies, individual investors would have to seek
information about each borrower themselves or rely on other sources such as more volatile
marketbased indicators of credit risk. Rating agescarguably provide an efficient way to
gather vast amounts of information about a wide range of borrowers around the world and
standardse this information in the easy to understand format of ratings which allows for
comparison between different bonds dnssuers of bonds.

In addition, rating agencies collect proprietary information from issuers which they argue
improves their assessment of credit risk. Having sufficient information and information that
is of good quality is crucial to regulation. Thelerithe gap between the information that is
needed and the information that is available, the more problemdfApplegate 1991
Gunningham 2011 However, that rating agencies claim to have access to private information
does not imply that the information on which they base their ratings is of better quality. In
Chapter 5 a number of problems have been discussed that can occur as rating analysts rely in
particular on issuers as their main source of information on which to base their assessments
of creditworthiness. State regulators face many of the same problemsnwgathering
information. Issuers, like other regulated actors may not always be willing to provide
information or they may slant, conceal, or falsify information either intentionally or
unintentionally. Although the agencies stress that they tend to hawgood dialogue with
issuers, their relations can be adversarial which can affect the effectiveness of the
information-gathering stage.

Asides from the need for information to set regulatory standards and to consider how
behaviour measures up to thoseasidards, also information disseminated by regulators is an
important tool to shape behavioufKonar and Cadn 1997. This third componenbf
regulation identified by Hood et al. (2004l be discussed next.
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BehaviourModification

Information can act as important regulatory mechanism for changing behaviour to bring it up
to or beyond the standardthat are set and this is especially relevant for rating agencies.
Rating agencies are well equipped to disseminate information about standards efficiently as
they standardse information about credit risk in a similar format making it is easy for ratings
to be distributed and comparedhe information provided by rating agencies through credit
ratings can have an effect, or at leastperceived to have an effectn the literature it is
discussed howa higher credit rating implies easier access to camtal lower costs of
borrowing. As Schwar¢2002, p. 2argues, for that reason rating agencies have becanie K S
dzy A GSNEIff& FSINBR Il GSTSSLISNE T2 Nieré &&§ A aa dz
however, contradictory studies showing thatings do not influence access to and costs of
capital, or not in any significant way as ratings are regarded as lagging behind market events
(Cantor and Packer 1996\evertheless, the perception that ratings do influence access and
costs is ingrained in debt capital mat& and this perception may be enough to steer
behaviour(Sinclair 1994, pp. 18).

Because thempirical analysis on which this thesis is based has looked at the perspective of
rating agencies only, it has not been within @mbit of this thesis to assess the effect rating
agencies have on, for example, the access of bond issuers to the delatl capikets and the
decisions that they makdnstead, his thesis has focused on the rating processes which
generate, unintended, regulatory consequenciEartherempiricalwork on the influence of
rating agencies on market participants eeded to develp our knowledge on their
regulatory roleand especially theitapacity to modify behaviouSucha studywould do good

to consider the importance of reputation and to atextent ithelps toexplain the influence

that rating agencies exert over issuerslebt. The credit ratings issued by rating agencies are
perceived to influence the reputation of bond issuers. In the regulatory literature it has been
discussed how reputation and fear of reputational damage are important motivations for
compliance(Braithwaite and Fisse 198Hutter 2011 Van Erp 200)/ The threat of rating
downgrades could be especially important in modifying behaviour to comply with published
rating criteria.In Chapter 5 it has been discussed how rating analysts also use this threat to
compel issuers to provide information to themaing agencies conduct surveillance on the
large majority of ratings that they assign. When significant changes occucahaffect the
creditworthiness of an issuer or bond, rating agencies update credit ratings either downwards
or upwards. In the existm literature on rating agencies, the potential for ratings to be
changed is considered as an important reason for the behavioural leverage that rating
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agencies wield over rated entitieghis will require more attention in subsequent analyses of
the ratingindustry.

In the area of sovereign ratings several examplghlightedthe importance that is attached

to rating downgrades in relation to reputation, perhaps even more than to their potential
economic consequences. The widespread economic downtuowiplg the financial crisis of

2007-08 affected many sovereigns and resulted in various downgrades of sovereign ratings,
including those of traditionally AAA countries such as the UK, the US, France, and the
Netherlands. When in 2013 the UK sovereign ratiag downgraded to Aal for the first time

since receiving its AAA rating in 1978, it was perceived ésKadzY A f A I (oAthe3 o0 f 2 &
credibility of the UKMilliken and Bases 20).3This eveithough the downgrade subsequently

KFR @SNEB fAGGES STFFSOG 2y GKS IFATG YIENJSOHE Iy

In addition to the information transmitted by the agencies in the form of ratings and rating
downgrades, the rating criteria that are publishieg the agenciemayalso steer behaviour.
Debt issuers have knowledge of the criteria before structuring their debt issuance and can
determine what is conducive to receivitigeir preferredrating. Furthermore, rating agencies
also implicitly indicate howssuers can qualify for a certain credit rating in publications that
they distribute or presentations in which they explain, for example, that an issuer should
budget realistically to conservatively, formulate whbscenarios, develop contingency plans,
frequently monitor revenues and spending, continue kgagn financial planning, and stay
within financial policiegFitch Ratings 2014bManyof these financial management attributes
are within the control of issus who can try to influence thejrat least to some extenty
changing their risk mitigation decisions in such a way to vecaiparticular credit ratingA
follow-up study considering rated actors might uncover how this works in practice.

Assessingredit Rating Agencies aseBond the State Regulators

In this section | consider the three regulatory functions of standsetting, information
gathering, and behavioumodification and assess the capacity of the rating agencies with
regard to each of thee. Attentionwill be paidto how rating agencies compare to what we
know about other norstate regulatory actors. An important literature this thesis seeks to
contribute to focuses on the benefits and limitations of involving state actors in
regulation. The literature has argued that harnessing beyond the saaterscould result in
better policy outcomes at less costhile freeing up the scarce regulatory resources available
to the state(Gunningham and Grabovsky 1998onstate actors can be especially important
in the regulation otransnatiaalrisks. As states often lack the resources to regulate beyond
their own borders, norstate actors can act as a supplement or alternagidatter 20061). |

will examine to what extent this alsholds true for the credit rating industry.
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Rating Criteria as Regulatory Standards

Standardsetting in a regulatory sense is considered in this thesis to revolve around guiding
behaviour and action towards a goal, outcome, or value without necegsgécifying the
action or actions require@raithwaite and Braithwaite 1995, p. 30'Regulatory starards

are a broad category that encompass many varieties. For that reason, in the thesis a
distinction is drawn between types of regulatory standards as the characteristics of a standard
give shape to the practical implementation of standards and complideteviour(Black

1995 Hutter 1988 May and Winter 2011b, 223). Sandardscan bedifferentiated by (1) the

actor developing the standard, ranging from state to rstate actors, (2) the degree of
formality, ranging from formal to very informal, (3) the level at which the standard seeks to
regulate behaviour, naging from the local to the transnational, and (4) how a standard is
formulated, ranging from prescriptive to principteased.

In the regulatory literature, nosstate actors are recognised for their ability to have a
significant and substantive role iredeloping standards and their capacity and expertise can
be harnessed especially to develop regulatory standards that mesh with market interests
(Hutter 20068. Also, as nostate actors may hav greater expertise about a particular
subject matter this can ensure more efficient standards and standards that are produced at
lower cost(Abbott and Snidal 20090n the negative side, standasgtting by norstate
actors may also result in standards that are too business friendly andesglhg(Cheit 1990,
Chapter 1 Hutter 2006k). Whether a standard is delmed by a state actor or a private actor

will influence what a standard looks like and what its outcomes may be, for example, as it
may determine what enforcement mechanisms are availdMeAllister et al. 2010 The
degree of formality, for example, is likely to increase the impact of a standard and depending
on the specific circumstances a formal or informalnsi@d may be more suitable for
addressing certain problems. For example, informal standards are argued to be attractive for
dealing with situations of uncertainty as they are more flexi@ébott and Snidal 20Q0
Henson 2008Vogel 201D In terms of how standards are formulated to regulate behaviour,
both stateand nonstate actors can use a range of options. Standards can specify certain
processes or they may demand a certain performance or target without specifying how to
arrive at that performance or outcome. Standards can be very precise and prescriptive, bu
they can also be very broad and principlesed(Baldwin and Cave012, Chapter 1Black
2008h. How standards are articulated impacts how thelyage behaviour.Broader
standards, for example, may leave more scope for interpretai@oott 2010.

The standards developed by rating agencies, in the form of rating criteria, do not stipulate
what creditworthiness should look like. The voluntary character of radigpency standards
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does, however, not disqualify them as regulatory standards. Many other regulatory standards
developed by norstate actors at transational level are voluntary in nature. For example,
NGOs promote standards that firms can choose to adaptAbbott and Snid2009) write,

these standards are still regulatory st#ards because they address certain problems or risks
and they are monitored and enforced. The standards produced by rating agencies in the form
of rating criteria rely significantly on the expertise of the agencies developed over more than
a century of réing issuers and bonds and the large amounts of information about credit risk
that they have amassed over many decades. The standards by rating agencies and the extent
to which issuers and debt issues measure up to these standards, are monitored through
surveillance processes. Where rating agencies may struggle on their own is to ensure that
their standards are adopted and implemented, but pressure from the market and others such
as the state to adopt rating agency standards does result in the agencies) ltavisiderable
authority. As ratings are incorporated into private contacts and formal regulatiotine
importanceof rating criteriaas standards of creditworthiness bolstered

One of the major weaknesses of the standards developed by rating agesctbir
vulnerability to ratings or regulatory shopping by issuers. Because rating criteria are known
and issuers decide which rating agency they hire to rate them, issuers can shop around for
the agency that has published the most favourable rating gater that is known to apply
them in particular favourable ways. The financial crisis has brought forward substantial
evidence that regulatory shopping took place and there are several reports that the practice
continues to affect the industrfAlloway 2014 BloombergBusiness 20;1bucchetti and NG
2010. However, as explained in Chapter 5, only a handful of rating agencies are considered
as importantby investorsand regulatory authorities According to the rating agencies,
investors look onlydr the ratings of those agencies that are considered to be reputable based
on the length of their trackecord rating certain issuers and issues. This argument is hard to
maintain. The financial crisis of 2008 severely damaged the reputation tife rating
industry, butrating agenciesontinue to be important. Reputational capital has been argued

to be a key asset for information intermediaries such as rating agencies to attract and retain
businesgMacey 2013 However, a decline in the reputation tife rating industryhas not

led to a decline in their relevaacinstead, as Partnd2006, p. 6Qwritesé¢ ONB RA G NI G A y 3
become more MR YA Y Sy (i A Y L2 NIAImych more pladsibledxiladztion fob &
why investorscontinue to consider the same rating agencies as befie® in contractual
obligations and formal regulations that limit the choice of investors to bonds with rdtiogs
particular registeredagencies. Bond issuers, therefore, have limited choice when selecting
which rating agency to hire. Without a rating from an agency that investors are allowed to
rely on, issuers may have difficulty to sell their bonds to investor

Nevertheless, the agencies do compete for issuers and use their standards as one tool to
appeal to issuers. Rating agencies can potentially become less demanding or stricter to try to
differentiate themselves from other agencies to pgase certainissiwers. There is
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considerable evidence that the agencies neglected to develop new standards or update
existing standards in the bdi#up to the global financial crisis, but also after the crisis evidence

has come forward that this practice continues. In Jagu2015, one of the major rating
F3SyOASaz {0FYyRINR 9 t22NRasx aSiobcemwtheg A GK
02002YQ ®dBdoseariy 2atimyEriteriéio obtain business and then obscuring these
OKIy3aSa FTNRMHAY DBSal2NEE

Interviewees confirmed thathis race to the bottommay drive the standards by which the
rating agencies assess creditworthinelgsvn due to the considerable competitive pressure
for market shareln thelead upto the financial criss, there was considerable competition for
market sharein particularin the area of structured securities. These securities played an
important role contributing to the financial crisis and were ais@ of the main growth areas
for rating agenciesAs ore witness before the Financial Crisis Inquiry Commitg#.0, p.
210) said:

The threat of losing business to a competitor, even if not realized, absolutely tilted
the balance away from an independent arbiter of risk towards a captive facilitator
of risk transfer.

Internal documents reeal how the agencies were very aware of the tension that was building
up before the crisis between market share and the quality of ratings as one executive
discussed (ibid., pp. 21D:

Ideally, competition would be primarily on the basis of ratings igyaWith a
second component of price and a third component of service. Unfortunately, of
the three competitive factors, rating quality is proving the least powerful given
the long tail in measuring performance (...) The real problem is not that the
market underweights ratings quality but rather that, in some sectors, it actually
penalizes quality by awarding rating mandates based on the lowest credit
enhancement [important rating factor for structured products] needed for the
highest ratings. Unchecked, ropetition on this basis can place the entire
financial system at risk. It turns out that ratings quality has surprisingly few
FNASYRAY Aad4dz2SNB ¢Fyld KAIK NIFIGAYy3IAT AyodSal
game the rating agencies for a few extra bggmts on execution.

Despite this, the agencies continue to put forwagputational concerns as the mechanism
that prevents them from lowering their standards atidat insulates them from undue
influence from rated entities. As Darbellg@013, pp. 126) argues, a reputation for accurate
ratings has been critical for thegencies that managed to establish themselves as recognised
intermediaries. Being able to predict probability of default that proved reliable after the fact
and accumulating reputational capital made it possible for some agencies to become critical
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to the debt capital marketsover the last centuryGoodhart 2008, p. 139 As one of the
agencies state in 2002(Standard & Poor)s

Market acceptance and recognition of a credit rating depends on the credibility
of the opinions of the credit rating agency issuing the credit rating, not only with
issuers and imestors, but also with bankers, financial intermediaries and

ASOdzZNRGASEa GNIRSNE® ! yRSNIe@Ay3d (GKS ONBRAGOG:;
0KS YINJ]SGQa NBEO23yA i AdhgctiviyTof Siakddrd & Y RS LISY R

t 2 B biddit ratings and rating pcess and its excellent track record.

However, even if this may have been true for the agencies to establish themselves, reputation
does not serve to explain the continuing relevance of the agenatzs. As Carpentef2010
argues, regulatory power depends to a considerable extent on reputatisn. lAddg€2009
writes, how reputation is of considerable importance to regulgtorganisations. Reputation

is considered in the literature as important for regulatory organisations to develop and
continue Carpenter(2010 explainsthat the audiences that a regulator interacts with are
critical. These can be consumers, the public at large, the media, other regulators, allef thes
have different expectations, interests, and views. Gilad and Y&\ write how these

play a key role in regulatory processes and decisiBegutation regulates the regulator and
also regulates the behaviour of regulated entiti€®r rating agencies, however, this is not
entirely the case. Although the reputational consequences of certain ratings for issuers are
presentas ratings are still considerdry market participantsteputation cannotexplain the
regulatorypower of the rding agencies.

InformationGathering for Regulatory Purposes

This thesis has considered the extent to which the rating agencies are involved in information
gathering for regulatory purposes. In the regulation literature, 1stae actors are
recognisel for their potentially important role in gathering information for regulatory
purposes. Nosstate actors can be involved in informatigrathering in a number of ways.
They can simply provide information by reporting facts that may or may not influence
behaviour, but they can also go further by offering an analysis, policy suggestions, or evaluate
behaviour(Hutter 2006l). Especially for rating agencies it is true thia¢y do more than
simply tansmit information, they also seek to provide an analysis and to evaluate risk.
Compared to states, nestate actors such as credit rating agencies may have greater capacity
in terms of financial resources and expert knowledge to gather and analyse infonma
Rating agencies are particularly well placed to gather and disseminate information. Their
ability to collect information from issuers, combined with an extensive amount of information
























































































































