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• Credit rating agencies have been under the spotlight since the beginning of the
current financial crisis. They failed in their assessment of US residential mort-
gage-based securities in the mid-2000s. Nevertheless, investors generally consi-
der credit ratings useful to help form their views on credit risks.

• The global market for credit ratings is very concentrated, ostensibly as a conse-
quence of high natural barriers to entry. All three leading rating agencies have
headquarter functions in the US, but there is no compelling evidence that this has
created an analytical bias.

• Tighter regulation of rating agencies can be envisaged but is unlikely to have a
material positive effect on ratings quality. Better standardised public disclosures
on risk factors by issuers are the most promising avenue for future improvements
in credit risk assessments.  

This Policy Contribution is based on a briefing note for the Polish Presidency of the
Council of the European Union. Nicolas Véron (n.veron@bruegel.org) is a Senior
Fellow at Bruegel, and a Visiting Fellow at the Peterson Institute for International
Economics.
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opinions, based on the law of large numbers, and
not on individual ratings. Moreover, according to
the CRAs, their ratings measure relative probabil-
ities of default, not absolute ones. An AA rating sig-
nals a lower probability of default than a BBB, but
CRAs do not provide a numerical estimate of the
respective probabilities (even though they do pub-
lish historical data on the frequency of default
associated with different past ratings).

From this standpoint there was a clear failure of
CRAs when it came to US mortgage-based
structured products in the mid-2000s. Many
mortgage-based securities were highly rated but
had to be downgraded in large numbers following
the housing market downturn in 2006-07,
especially in the subprime segment. Subsequent
enquiries, in particular SEC (2008) and FCIC
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7. See note 2.

8. The assessment of these
EU regulations is kept

outside the scope of this
Policy Contribution.

The sovereign downgrade of the US by S&P on 5
August 2011 was a special case, to the extent that
the US sovereign debt market has a specific
anchoring role for the global financial system and
there had never been a downgrade of US sovereign
debt in living memory. Ironically, it coincided with
a sharp increase in risk aversion which resulted in
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9. Sources: annual reports
of McGraw-Hill (2010),
Moody’s (2010), and
Fimalac (2009/10),
author’s calculations.

10. Source: annual reports
of Moody’s (2010) and
Fimalac (2009/10).
Equivalent figures were not
found for S&P.

for credit ratings in all western countries, with a
dominant market share in the hands of S&P and
Moody’s alone. The existence of high barriers to
entry is corroborated both by the incumbents’
high profit margins and by the absence of major
successful new entrants for almost a century.
Specifically, the operating profitability over the
last reported fiscal year was 45 percent for S&P,
38 percent for Moody’s and 30 percent for Fitch
Ratings, measured as ratio of operating income to
total revenue9. S&P, Moody’s and Fitch trace their
origins back to 1860, 1909 and 1913
respectively.

The high degree of market concentration need not
be a problem per se. Some markets are highly con-
centrated yet highly competitive: an oft-cited case
is the market for colas, with the global dominance
of Coca-Cola and Pepsico. Market concentration is
common in other financial information segments,
including international financial dailies (Financial
Times and Wall Street Journal) and financial
market data providers (Thomson Reuters and
Bloomberg). Market participants may not want to
handle many different rating scales or method-
ologies, in which case a substantially less con-
centrated market structure might not be
sustainable. As noted in a World Bank policy brief
on CRAs, “there may be a benefit in having a lim-
ited number of global credit rating agencies”
(Katz, Salinas & Stephanou, 2009).

Nevertheless, concerns about market structure
appear warranted. They relate less to predatory
pricing than to the possibility of a negative impact
of market concentration on the quality of ratings.
Without competitive pressure, CRAs could become
complacent, and neglect analytical rigour and the
defense of their reputation for integrity. The fail-
ures of CRAs in rating US mortgage-based securi-
ties in the 2000s, as previously mentioned, tend
to support this view, even though it is difficult to
determine whether such failures would have been
avoided had the market been less concentrated.

Perhaps less obviously, the CRA incumbents have
not caught up well with changes in financial tech-
nology. Their linear rating scales focusing on
default probability are well suited to a world where
probability distributions are normal (Gaussian),
but become insufficient as risk-transfer tech-
niques, such as the use of derivatives, enable the
creation of skewed distributions. A more compet-
itive market landscape could arguably be more
effective at fostering innovative approaches that
would successfully meet such new challenges. 

6 Leading CRAs are non-European

The three leading CRAs retain most headquarter
functions in New York, even though one of them
(Fitch) is majority-owned by a Paris-based finan-
cial group. This also reflects the dominance of the
US in the CRAs’ business: the US accounts for 54
percent of Moody’s total revenue, and 52 percent
of its global staff is located there; for Fitch Ratings,
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11. In June 2011, the con-
sulting firm Roland Berger

announced it was in prelim-
inary talks with Frankfurt-

based partners and the
state of Hesse about estab-

lishing a new ratings
agency in Frankfurt.

12. MarketWatch, ‘Treasury:
Government shouldn’t be

involved in credit ratings’, 5
August 2009

POSSIBLE SOLUTIONS

This section reviews and briefly evaluates possi-
ble policy initiatives, most of them referred to in
recent public debates. 

1 Forbid ratings
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• Sovereign issuers: in this segment particularly,


