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A

s financial market complexity and borrower diversity have grown over time, investors and regulators
have increased their reliance on the opinions of
the credit rating agencies. At the same time, the
number of rating agencies operating in the United States
and abroad has risen sharply. Together, these trends have
prompted market participants and policymakers to assess
the performance of the agencies and the adequacy of
public oversight of the ratings industry.
This article provides background for such a
reassessment by investigating the evolution and economics of the industry, the growth of ratings-dependent
regulations, and the reliability and comparability of the
agencies’ ratings. We examine the correspondence of
ratings with default rates and report differences among
major agencies in their ratings for junk bonds, international banks, and mortgage-backed securities.
Our findings raise several questions about the
current uses of ratings. While the agencies provide
accurate rank-orderings of default risk, the meanings of
specific ratings vary over time and across the agencies.
Since these ratings are used as the basis of most investor
guidelines and government regulations, the variations
in meaning could have serious implications. In light of
the possibhties for ratings misuse, the current reevaluation of ratings-dependent regulations and the adequacy of public oversight seems well justified.
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The precursors of bond rating agencies were the
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mercantile credit agencies, which rated merchants’ ability to pay their financial obligations. In 1841, in the
wake of the financial crisis of 1837, Louis Tappan established the first mercantile credlt agency in New York.
Robert Dun subsequently acquired the agency, which
published its first ratings guide in 1859. A similar mercantile rating agency was formed in 1849 by John
Bradstreet, who published a ratings bdok in 1857. In
1933, the two agencies were consolidated into Dun and
Bradstreet, which became the owner of Moody’s
Investors Service in 1962.
The expansion of the ratings business to securities ratings began in 1909 when John Moody started to
rate U.S. railroad bonds. A year later, Moody extended
his ratings activity to utility and industrial bonds. Poor’s
Publishing Company issued its first ratings in 1916,
Standard Statistics Company in 1922, and the Fitch
Publishing Company in 1924. The number of bond
rating agencies in the U.S. reverted to three when
Standard Statistics and Poor’s Publishing Company
merged to form Standard & Poor’s (S&P) in 1941.
The most significant new entry in the United
States since that time has been the Chicago-based Duff
& Phelps, which began to provide bond ratings for a
wide range of companies in 1982, although it had
researched public utility companies since 1932. Another
major ratings provider - McCarthy, Crisanti, and
Maffei - was founded in 1975 and acquired by Xerox
Financial Services before its fixed-income rating and
research service was merged into Duff & Phelps in 1991.
The four major rating agencies face competition
from more specidzed agencies. For example, Thomson
Bankwatch and IBCA in the United States rate financial institutions exclusively, and A.M. Best rates insurance companies’ claims-paying abilities.
Analysts employed by many financial institutions
regularly make recommendations to buy or sell that
implicitly confirm or contradict the agencies’ ratings.
To the extent that the analyses underlylng these recommendations are made public, they provide alternative
perspectives to the judgments of the rating agencies.
As capital flows in international financial markets
have shifted from the banking sector to capital markets,
credit ratings have also begun to make a mark overseas.
Credit ratings are in use in the financial markets of most
developed economies and several emerging market
countries as well (see Dale and Thomas [1991]).
With demand rising in foreign countries, the
number of foreign-based rating agencies has increased.
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Along with the four largest U.S. raters, one other U.S.,
one British, two Canadian, and three Japanese firms are
listed among the world’s “most influential” rating agencies by the Financial Times in its publication, Credit
Ratings International. The principal characteristics of all
eleven agencies are reported in Exhibit 1.
The ownership structures of the U.S. rating
agencies do not generally present serious conflict of
interest problems.’ The major agencies are all either
independent or owned by non-financial companies,
although two until recently were owned by financial
companies. Moody’s is a subsidiary of Dun and
Bradstreet, which dominates the market for commercial
credlt ratings. Standard & Poor’s is a subsidlary of
McGraw-Hill, a major publishing company with a
strong business information focus. Fitch, initially a publishing company, was bought by an independent
investors group in 1989.
Duff & Phelps Credit Ratings is a subsidiary of
Duff & Phelps, Inc., whose affiliates offer investment
management, financial consulting, and investment
research services. By late 1994, however, Duff & Phelps
Credit Ratings is expected to become an independent
company as its shares are spun off to the shareholders of
Duff & Phelps, Inc., itself a closely held company.
Thomson Bankwatch was a subsidiary of Keefe,
Bruyette, and Woods, a brokerage firm, untd March
1989, when it was sold to the Thomson Corporation,
a large private international publishing conglomerate.
Most of the non-U.S. firms are also independent. The London-based rating agency, IBCA, is independently owned, as are the two Canadian rating agencies. Two of the rating agencies from Japan, however,
are owned by consortiums of financial institutions,
including some for which credit ratings are issued.
Over time, the agencies have expanded the
depth and frequency of their coverage. The four leading U.S. credlt rating agencies rate not only the longterm bonds issued by U.S. corporations, but also a
wide variety of other debt instruments: municipal
bonds, asset-backed securities, preferred stocks, medium-term note programs, shelf registrations, private
placements, commercial paper programs, and bank
certificates of deposit. More recently, ratings have been
applied to other types of risks, includlng the counterparty risk posed by derivative products companies and
other ins,titutions, the claims-paying ability of insurance companies, the performance risk of mortgage servicers, and the price volatdity of mutual funds and
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EXHIBIT 1 W Selected Bond Rating Agencies
Year
Ratings
First
Published
1909
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1922
1923
1972
1974
1975
1977
1978
1980
1985
1985

1975

Credt Rating Agency
Moody’s Investors Service
(“Moody’s”)
Fitch Investors Service
(“Fitch”)
Standard & Poor’s
Corporation (“S&P”)
Canadian Bond Rating
(“CBRS”)
Thomson Bankwatch
(“Thorn”)
Japanese Bond Rating
Institute (“JBRI”)
Dominion Bond Rating
(“DBRS”)
IBCA, Ltd. (“IBCA”)
Duff & Phelps Credit
Rating Co. (“Duff’)
Japanese Credit Rating
Agency (“JCRA”)
Nippon Investor Service
Inc. (“NIS”)
McCarthy, Crisanti, and
MafEei (“MCM”)
(no longer in operation)

Home
Country
U.S.

THE CREDIT RATING INDUSTRY

Principal
Ratings
Areas
Full Service

U.S.

1975

200+

Ownership
Dun and
Bradstreet
Independent

us.

1975

700+

McGraw-Hill

Full Service

Canada

NA

26

Independent

U.S.

1991

40

Japan

NA

91

Canada

NA

20

Thomson
Company
Japan Economic
Journal (Nikkei)
Independent

U.K.

1990

50

Independent

U.S.

1982

160

Japan

NA

61

Japan

NA

70

Duff & Phelps
Corp.
Financial
Institutions
Financial
Institutions

Full Service
(Canada)
Financial
Institutions
Full Service
@Pan)
Full Service
(Canada)
Financial
Institutions
Full Service

us.

1983

NA

mortgage-backed securities.
Increased foreign demand has also led to a dramatic overseas expansion of the established U.S. rating
agencies. Over the past ten years, Moody’s has opened
offices in Tokyo, London, Paris, Sydney, Frankfurt,
and Madrid, and now rates the securities of approximately 1,200 non-U.S. issuers (out of more than 4,500
total). Standard & Poor’s has set up offices in Tokyo,
London, Paris, Melbourne, Toronto, Frankfurt,
Stockholm, and Mexico City, and has established a m iations o r acquired local rating agencies in Sweden,
Austraha, Spain, and Mexico. Duff & Phelps has
formed joint ventures in Mexico and several other
Latin American countries. T h e established U.S. agencies appear to have a competitive advantage over their
foreign counterparts in the business of providing independent, credible securities ratings.
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Year of SEC
Designation Employees
1975
674

Acquired by Duff
& Phelps in 1991

Full Service

Full Service
@pan)
Full Service
(Japan)
Full Service

(UW

The bond ratings assigned by all the rating agencies are meant to indicate the likelihood of default o r
delayed payment of the security. Most of the rating
agencies have long had their own system of symbols some using letters, others using numbers, many both for ranlung the risk of default from extremely safe to
highly speculative. Gradually, however, a rough correspondence among the major agencies’ ratings has
emerged (Exhibit 2).2
To provide finer rating gradations to help
investors dlstinguish more carefully among issuers,
Fitch in 1973, Standard & Poor’s in 1974, and Moody’s
in 1982 started attaching plus and minus symbols to
their ratings. Other modifications of the gradmg
schemes - includmg the adhtion of a “credit watch”
category to denote that a rating is under review - have
also become standard. In the remainder of this article,
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the symbols currently employed by Standard & Poor’s, sought credt ratings, and it became established market
Fitch, Duff & Phelps, and others are used to refer to the practice that new debt issues coming to market have at
least one credit rating. With the demand for rating serratings of all agencies.
vices rising, the agencies found they were able to
The Transition to Charging Issuers
impose charges on issuers.
and the Role of Reputation
Fitch and Moody’s started to charge corporate
Agencies initially provided public ratings of an issuers for ratings in 1970, and Standard & Poor’s folissuer free of charge, and financed their operations sole- lowed suit a few years later. (Standard & Poor’s started
ly through the sale of publications and related materi- to charge municipal bond issuers for ratings in 1968.)
als. The publications, which are easily copied once Now, according to one estimate, roughly four-fifihs of
published, however, did not yield sufficient returns to Standard & Poor’s revenue comes from issuer fees
justifjr intensive coverage. As the demand on rating (Ederington and Yawitz [19871).
Agencies charge fees that vary with the size and
agencies for faster and more comprehensive service
increased, agencies began to charge issuers for ratings. type of issue, but a representative fee on a new longThey then used these revenues to expand services and term corporate bond issue ranges from 2 to 3 basis
products and to compete with private-sector analysts at points of the principal for each year the rating is maintained. Normally, the charge for any one bond issue has
other financial institutions.
both
a floor and a ceiling, and negotiated rates are availThe default of Penn Central on $82 million of
commercial paper in 1970 was a catalyst in the transi- able for frequent issuers. For issuers of commercial
tion to charging issuers. As the commercial paper mar- paper, Moody’s and Standard & Poor’s maintain quarket grew very rapidly in the 1960s, with little regard for terly charges based on amounts outstanding (up to 7
credit quality, investors tended to assume that any firm basis points) plus an annual fee.
While the current payment structure may appear
with a household name was an acceptable credt risk.
to
encourage
agencies to assign higher ratings to satisfjr
When Penn Central defaulted during the 1970 recession, however, investors began to question the financial issuers, the agencies also have an overriding incentive to
condition of many companies and refused to roll over maintain a reputation for high-quality, accurate ratings.
their commercial paper. Facing a liquidty crisis, many If investors were to lose confidence in an agency’s ratof these companies also defaulted.
ings, issuers would no longer believe they could lower
To reassure nervous investors, issuers actively their funding costs by obtaining its ratings.
EXHIBIT 2 H Long-Term Senior Debt Rating Symbols
Investment-Grade Ratings
Moody’s
Aaa

S&P and others
AAL4

AA+
AA
AAA+
A
A-

BBB+
BBB
BBB-

Aal
Aa2
Aa3
A1
A2

High quahty

Strong payment
capacity

A3
Baal
Baa2
Baa3

Adequate
payment
capacity

Speculative-Grade Ratings
Moody’s
Interpretation
Bal
Ldcely to fulfill
Ba2
obligations; ongoing
Ba3
uncertainty
B1
High-risk
B2
obligations

S&P and others

Interpretation
Highest quahty

1

BB+
BB
BBB+
B
B-

B3

ccc+

ccc
ccc-

Caa

C
D

Ca
D

Current vulnerability
to default, or in
default (Moody’s)
In bankruptcy or
default, or other
marked shortcoming

Notes: The other agencies listed in Exhibit 1 use the rating symbols of the first column, with the exception of DBRS (H and L symbols
in place of + and -) and CBRS (H and L symbols in place of + and -, and + symbols that correspond to second and third letters). The
agencies follow a variety of policies with respect to the number of ratings symbols given below B-.
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As one industry observer puts it, “every time a
rating is assigned, the agency’s name, integrity, and credibllity are on the line and subject to inspection by the
whole investment community” (Wilson [1994]). Over
the years, the discipline provided by reputational considerations appears to have been effective, with no major
scandals in the ratings industry of which we are aware.3
In addition to putting an agency’s reputation at
risk, inaccurate ratings might expose the agency to
costly legal damages. So far, the threat of legal liability
for rating agencies has not yet materialized. Class action
suits have been brought against rating agencies following major fdures - such as the Washington Public
Power Supply System default in 1983 and the Executive
Life bankruptcy in 1991 -but the cases were dropped
before verdlcts were reached.
The Ratings Process and
Unsolicited Ratings
Agencies base their ratings on both quantitative
and qualitative assessment of the borrowing company’s
condition and special provisions of the particular security at hand. The process of obtaining a rating can be
lengthy, requiring significant time and effort on the
part of the debt issuer and its underwriter as well as
the agency.
A staff committee at the agency usually votes on
a recommendation by a senior analyst after presentation
and debate. The rating assigned, often accompanied by
explanatory analysis, is first communicated to the issuer
and underwriter, and then to the public at large.
The issuer frequently has the opportunity to
appeal a rating if it is not satisfied, but in general the ratings process is structured to hear the best case the issuers
have to present before the rating is assigned. (More dlscussion of the information gathering and decision process can be found in Wilson [1994] and Ederington and
Yawitz [19871.)
The agencies maintain very different policies
about assigning ratings not requested by the issuer.
Some agencies will issue ratings only upon request;
other agencies will issue unsolicited ratings.
Standard & Poor’s rates all taxable securities in
the US. domestic market registered by the Securities
and Exchange Commission (SEC), regardless of
whether the rating is requested and paid for by the
issuer. Standard & Poor’s will not, however, assign
unsolicited ratings for structured securities and bonds
issued by foreign companies, because it views the nonDECEMBER 1995

public information provided by the issuer to be essential for analyzing these securities.
Moody’s shares Standard & Poor’s policy of rating all SEC-registered, U.S. corporate securities, but it
frequently issues unsolicited ratings on structured securities and foreign bonds as well. In contrast, both Fitch
and Duff & Phelps refrain from assipng unsolicited
ratings on any security. Moreover, Duff & Phelps will
make a rating public only upon the request of its client
(Ederington and Yawitz [19871).
Moody’s and Standard & Poor’s usually receive
fees for ratings they would have issued anyway because
companies want the opportunity provided by the formal ratings process to put their best case before the
agencies. Moody’s unsolicited ratings of issuers of structured securities and foreign bonds are more controversial because such assessments are not part of an overall
policy to rate all such securities. Unsolicited ratings in
these areas are often substantiallylower than the solicited ratings and can affect the yeld paid at issuance.
Proponents claim that unsolicited ratings provide a powerful check against rating shopping, the
practice of hiring only those agencies that offer favorable ratings. Critics complain that unsolicited ratings
are based on incomplete information, because communication with the issuer is limited. Although an agency
assigning unsolicited ratings may appear to have an
incentive to be unduly conservative so as to reward
those firms that do pay for its ratings, this incentive may
be offset by the need to maintain a reputation for analytical credibility (Monro-Davis [1994]).

Introduced as guides for unsophisticated
investors, credit ratings have acquired several new uses.
Many mutual funds and pension funds place limits on
the amount of a portfolio that can be invested in noninvestment-grade securities. Debt issuers and investors
frequently introduce ratings explicitly into the
covenants of their financial contracts, and seek guidance
from the agencies on the structuring of their financial
transactions.
As ratings have gained greater acceptance in the
marketplace, regulators of financial markets and institutions have increasingly used ratings to simplify the task
of prudential oversight. The reliance on ratings extends
to virtually all financial regulators, including the public
authorities that oversee banks, thrifts, insurance compaTHE JOURNAL OF FIXED INCOME
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EXHIBIT 3
Year
Adopted
1931
1936
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1951
1975

1982
1984

1987
1989
1989

Selected Uses of Ratings in Regulation

Ratings-Dependent Regulation
Required banks to mark-to-market
lower-rated bonds
Prohibited banks from purchasing
“speculative securities”
Imposed higher capital requirements on
insurers’ lower-rated bonds
Imposed hgher capital haircuts on
broker-dealers’ below-investmentm d e bonds
Eased ctsclosure requirements for
investment-grade bonds
Eased issuance of non-agency
mortgage-backed securities (MBS)
Permitted margin lendmg against
MBS and (later) foreign bonds
Allowed pension funds to invest in
hgh-rated asset-backed paper
Prohibited S&Ls from investing in belowinvestment-grade bonds

Minimum
Rating
BBB

How Many
Ratings?
2

BBB

Unspecified

Various

NA

BBB

2

SEC amendment to Rule 15c3-1:
the uniform net capital rule

BBB

1

AA

1

AA

1

SEC adoption of Integrated
Disclosure System (Release #6383)
Congressional promulgation of the
Secondary Mortgage Market
Enhancement Act of 1984
Federal Reserve Regulation T

A

1

BBB

1

Ala

lb

1991

Required money market mutual funds to
h u t holctngs of low-rated securities

1992

Exempted issuers of certain asset-backed
BBB
securities from registration as a mutual fund
Would impose varying capital charges
AAA
on banks’ and S&Ls’ holdings of
& BBB
ctfferent tranches of asset-backed
securities.

1994
Proposal

1

1

Regulator/Regulation
OCC and Federal Reserve
examination rules
OCC, FDIC, and Federal Reserve
joint statement
NAIC mandatory reserve requirements

Department of Labor relaxation
of ERISA Restriction (PTE 89-88)
Congressional promulgation of the
Financial Institutions Recovery and
Reform Act of 1989
SEC amendment to Rule 2a-7
under the Investment Company
Act of 1940
SEC adoption of Rule 3a-7 under the
Investment Company Act of 1940
Federal Reserve, OCC, FDIC, OTS
Proposed Rules on Recourse and
Direct Crectt Substitutes

aHighest ratings on short-term debt, generally implying an A- long-term debt rating or better.
bIf issue is rated by only one NRSRO, its rating is adequate; otherwise, two ratings are required.

nies, securities firms, capital markets, mutual funds, and
private pensions.
T h e early regulatory uses of ratings drew only
o n the agency dstinctions between investment-grade
securities o r those rated BBB and above, and speculative securities, those rated BB and below. Regulations
required that extra capital be held against speculative
securities o r prohbited such investments altogether.
Although the distinction between investmentgrade and speculative securities remains an important
one, over time, regulatory capital requirements, disclosure requirements, and investment prohibitions have
16 THE CREDIT RATING INDUSTRY

increasingly been tied to other letter grades as well. T h e
history of selected uses of ratings by regulators is summarized in Exhibit 3.4
Since regulators adopted ratings-dependent rules,
they have had to specify which agencies quahfy for consideration under their regulations. T h e SEC currently
designates six agencies as “nationally recognized statistical rating organizations” (NRSROs),and the other regulators generally rely on the SECS designations.
Given the large number of designated agencies
(and at least as many agencies have applications pending), regulations must include methods for dealing with
DECEMBER 1995
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rating disagreements among the agencies. Most regulations simply accept either the highest rating or the second-highest rating, but the insurance regulators conduct independent analyses to resolve disagreements
among the agencies. The first approach is arbitrary and
perhaps inflationary, while the second approach incurs
the cost of establishing in-house analytical capacity.
Traditional Use of Ratings:
Distinguishing Investment-Grade
From Speculative Securities

O n the heels of a sharp decline in credit quality
in 1931, the Office of the Comptroller of the Currency
ruled that bank holdngs of publicly rated bonds had to
be rated BBB or better by at least one rating agency if
they were to be carried at book value; otherwise the
bonds were to be written down to market value, and
50% of the resulting book losses were to be charged
against capital. Similar rules were adopted by many state
banking departments.
In 1936, the Office of the Comptroller of the
Currency and the Federal Reserve went farther, prohibiting banks altogether from holding bonds not rated
BBB or above by at least two agencies. The new rules
had far-reaching consequences because 891 of 1,975
bonds listed on the New York Stock Exchange were
rated below BBB in 1936. Still in force for banks today,
these restrictions on investment were extended to
thrifts in 1989.
As of the early 1930s, regulators of insurance
companies were relying on ratings to help determine
the capital to be put aside for securities held. In 1951,
the National Association of Insurance Commissioners
(NAIC) established a system of internal quality categories in which the top-quality classification corresponded to ratings of BBB and above, effectively
establishing uniformity in the definition of “investment-grade” across bank and insurance regulators
(West [1973]).’
Regulatory rules based on the distinction
between investment-grade and speculative securities
have since expanded. The SEC has required dealers to
hold extra capital against their inventories of speculative
or “junk” bonds since 1975. In 1989, Congress passed
legislation prohbiting thrifis from investing in junk
bonds. In 1993, the Bade Committee on Bank
Supervision proposed in its market risk guidelines that
internationally active commercial banks dealing in
securities should hold extra capital against their nonDECEMBER 1995

investment-grade bond inventories as well. (This passage in the proposal mirrors a similar statement in the
European Community’s capital adequacy directive governing the activities of security dealers domiciled in the
Community.)
The achievement of an investment-grade rating
eases the burden of disclosure for the issuer of the securities. In 1982, the SEC started to require less detailed
disclosure at issuance for investment-grade securities. In
1993, the SEC adopted Rule 3a-7, which made the
investment-grade rating a criterion for easing the public issuance of certain asset-backed securities (see
Cantor and Demsetz [1993]).
Embedding the investment-grade dstinction in
regulations has simplified prudential oversight of financial institutions. Some of these regulations have, as a byproduct, adversely affected the availability and cost of
funds to below-investment-grade borrowers. West
[1973] and Carey et al. [1993] show that spreads rose
for borrowers rated BB following the adoption of regulations affecting bank and insurance company investments in below-investment-grade securities.
The Emergence of New Cutoff Ratings
Regulators are increasingly using ratings other
than BBB as thresholds in their rules. Each new regulatory use appears to have encouraged other regulators
to expand their reliance on ratings. Some of these new
rules have greatly influenced the development of capital markets.
In 1984, to promote the development of a
mortgage-backed securities market without the support
of government-related agencies (Government National
Mortgage Association, Federal National Mortgage
Association, and Federal Home Loan Mortgage Corporation), Congress passed the Secondary Mortgage
Market Enhancement Act ( S W A ) . This act eased
issuance and enhanced the marketability of mortgagebacked securities rated AAA or AA. In particular, it
allows these securities to be marketed up to six months
in advance of the delivery of their underlying collateral and exempts them from most states’ blue sky laws.
In addition to essentially creating the non-agency mortgage-backed securities market, SMMEA established a new regulatory cutoff rating. The higher AA
rating was chosen because mortgage-backed securities
with full or partial government backing -the reference
securities to whch the new securities are compared were virtually all rated AAA or AA at the time.
THE JOURNAL OF FIXED INCOME 67
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A few years later, the Federal Reserve Board,
which had previously refrained from expanding its use
of ratings beyond the basic investment-grade requirements for bank portfolio investments, also began to
incorporate an AA cutoff in certain of its prudential
rules affecting bank supervision. In recognition of the
expanded role given to ratings by the Congress, the
Board began to use AA as a cutoff in rules for determining the eligibility of mortgage-related securities
(1987) and foreign bonds (1989) as collateral for margin lending6
The single-A rating has also served as a cutoff.
The Labor Department, in its role as overseer of the
private pension industry, adopted a regulation in 1988
permitting pension fund investments in asset-backed
securities rated single-A or better (Baron and Murch
[1993]). The A rating gained further regulatory importance in 1990 when the NAIC adopted new capital
rules that apply the least burdensome capital charge to
bonds with the NAIC quahty designation corresponding to a public rating of A or above.
Short-term ratings too have been important
tools of recent regulation. In 1991, the SEC adopted
amendments to Rule 2a-7 of the Investment Company
Act of 1940 that impose ratings-based restrictions on
money market mutual fund investments.’ Following the
adoption of these amendments, mutual h n d holdngs
of lower-quality paper fell to zero, and the total amount
of lower-quality paper outstanding declined sharply
(Crabbe and Post [1992]).
Some regulations have gone beyond specific cutoff levels by incorporating schedules of multiple rating
levels and corresponding restrictions and charges. As
part of its 1990 reform of rating procedures, the NAIC
increased the number of its quality categories from four
to six, and applied different regulatory restrictions to
each category. Four years later, the Federal Financial
Institutions Examination Council [1994] joined bank
and thrift regulators, includmg the Federal Reserve, in
a proposal to adjust capital charges on depository institutions’ holdngs of structured securities on the basic of
credit ratings.
The Designation of NRSROs

Under most current ratings-dependent regulations in the United States, ratings matter only if they are
issued by an NRSRO. The SEC first applied the
NRSRO designations to agencies in 1975 in referring
to agencies whose credit ratings could be used to
18 THE CREDIT RATING INDUSTRY

determine net capital requirements for broker-dealers.
Subsequently, the term was taken up by regulators
other than the SEC and even by the private investment
community.
When the phrase NRSRO was first used, the
SEC was referring to the three agencies that had a
national presence at that time, Moody’s, Standard &
Poor’s, and Fitch. But as the public bond market and
the rating industry grew over time, other agencies have
sought NRSRO designation from the SEC.
In 1982, Duff & Phelps received designation,
followed by IBCA and Thomson Bankwatch in 1991
and 1992, respectively. The designation of the ktter
two has been limited to their ratings for banks and
financial institutions only. In 1983, the SEC granted
NRSRO status to McCarthy, Crisanti & Maffei, but
the company’s credt rating franchise was acquired by
Duff & Phelps in 1991. At least six foreign rating agencies currently have applications outstanding with the
SEC for designation as NRSROs.
At present, the SEC’s procedures and conditions
for designating agencies as NRSROs are not very
explicit. If a rating agency requests NRSRO status from
the SEC, the SEC’s staff wdl undertake an investigation,
analyzing data supplied by the rating agency about its
history, ownership, employees, financial resources, policies, and internal procedures. The principal test applied
by the SEC to any agency seeking NRSRO status is
that the agency be “nationally recognized by the predominant users of ratings in the United States as an
issuer of credble and reliable ratings” (SEC [1994a]).
In effect, the SEC requires that the market
already place substantial weight on the judgment of a
rating agency. Market acceptance is determined by
poUlng on an informal basis. By giving the market a
role in selecting NRSROs, the SEC intends to weed
out agencies that have not already established a reputation for accurate ratings.
Nonetheless, the informality of the process and
the opaqueness of the acceptance criteria raise serious
problems. The requirement that an agency be widely
used by major investors before it can be designated as
an NRSRO clearly favors incumbents. Given the
growing importance of NRSRO status, new entrants in
the ratings business who lack this status may find it
increasingly difficult to attract a wide following in the
investment community. These concerns may become
more acute as the SEC considers applications from foreign rating agencies.
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At present, the SEC does not require NRSROs such as structured finance where Moody’s and Standard
to have uniform rating standards. In particular, the & Poor’s do not attempt to rate every issue, issuers
Commission has no explicit rule that “equivalent” let- could respond by dropping agencies that assign the
ter grades must correspond to similar expected default lower ratings.
The second approach, used by the NAIC,
rates. Nonetheless, regulations generally refer directly
to NRSRO rating levels without allowances for differ- resolves differences of opinion among the rating agencies through independent analysis. The NAIC’s
ences across agencies.*
Unless the way in which regulations use ratings Securities Valuation Office (SVO) assigns each bond
is changed, all NRSRO ratings of a certain level ought held by an insurance company to one of six quality catto correspond to the same level of credit risk. To egories, each with a different implication for mandatoachieve such consistency, the SEC may have to devel- ry reserves. The six quality categories are meant to corop additional acceptance criteria and ongoing moni- respond to different NRSRO public ratings. (Category
1 corresponds to AAA, AA, and A; 2 to BBB; 3 to BB;
toring capacity.
In recognition of these concerns, the SEC has 4 to B; and 5 or 6 to CCC, C, or D ratings, dependmg
published a “concept release’’ that invites rating agen- on the rating agency.) SVO staff are free to assign a ratcies, corporations, and investors to comment on “the ing that differs from the bond’s public credit rating,
role of ratings in federal securities laws and the need to however, as long as their judgment implies a downgrade
establish formal procedures for designating and moni- from the correspondmg public credit rating.
In practice, the SVO concentrates its resources
toring the activities of NRSROs” (SEC [1994]).
on 1) determining a quality category for unrated private
Resolving Disagreements Among
placement securities, and 2) resolving difKerences of
the Rating Agencies
opinion among the agencies, where the SVO may
Most ratings-dependent regulations require only choose either the higher or lower rating (NAIC [1994]).
that a bond issue carry a single NRSRO’s rating, but At the cost of establishing the capacity to undertake
issuers in the United States commonly obtain at least independent analysis, the NAIC has developed a clscretwo ratings on publicly issued securities. Since both tionary use of ratings that calls for judgment in the interMoody’s and Standard & Poor’s rate virtually all public pretation of split ratings and permits certain ratings to be
corporate bond issues, a dual rating is fairly automatic. discounted if they are viewed as too high.
As a consequence, differences of opinion across the rating agencies inevitably arise. Regulators have had to
find a way to resolve these differences because most of
Many of the current uses of ratings presume rattheir rules key off specific letter grades. Their
approaches to the problem take two forms - explicit ing agency accuracy in measurement of both relative and
rules and independent analysis.
absolute risks of corporate bond defaults. To be meanThe most common approach is to adopt an ingful, ratings must, at a minimum, provide a reasonable
explicit rule, recognizing either the highest or the sec- rank-ordering of relative credit risks. At the same time,
ond-highest rating, regardless of the number or level of however, ratings ought to provide a reliable guide to
the other ratings. The second-highest rating rule absolute credt risk. In other words, the ratings levels
attempts to strike a balance between a conservative pol- corresponding to regulatory cutoffs should have a fairly
icy (eliminating the highest rating) and a liberal policy stable relationship to default probabilities over time.
Our review of the corporate bond defaults data
(not necessarily using the lowest rating).
When the ratings industry was dominated by assembled by Moody’s and Standard & Poor’s suggests
Moody’s and Standard & Poor’s, this rule was effective- that the agencies do a reasonablejob in assessing relative
ly conservative, because the lower of two ratings was credlt risks; lower-rated bonds do in fact tend to default
also the lowest rating. As the number of NRSROs has more frequently than higher-rated bonds. Agency ratincreased, and issuers have begun to obtain three, four, ings have been a less reliable guide, however, to absolute
or more ratings, the policy is potentially more liberal. credit risks; default probabihties associated with their
Although regulators could conceivably adopt a more specific letter ratings have drifted over time.
Our review is limited to the Moody’s and
conservative rule (such as the lowest rating), in areas
DECEMBER 1995
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Standard & Poor’s ratings because only these agencies
have a long history of rating a large number of corporate issues. We present data primarily from Moody’s,
because it has published more hstorical data than
Standard & Poor’s. By and large, however, we believe
that the patterns observed in Moody’s ratings are also
present in Standard & Poor’s ratings, and we provide
some support for this view in the text.
The analysis is limited to corporate bond ratings
and excludes commercial paper ratings, municipal bond
ratings, or asset-backed bonds. In these other markets,
a study of rating reliability is not possible either because
defaults have been too rare, the data are too hard to
obtain, or the history of the market is too short.
Measuring Relative Credit Risks

Some very simple tests suggest that the rating
industry measures relative credt risks with reasonable
accuracy.’The capital markets seem to validate the agencies’ judgments by pricing lower-rated bonds at higher
average yields. Moreover, both average short-term and
long-term default rates are correlated in a sensible way
with credit ratings. This evidence implies that ratings
provide a useful rank-ordering of credit risks.
For U.S. corporate bonds, market yields are generally closely related to their credit ratings. Exhibit 4
reports the average yield spreads between corporate
bonds and U.S. Treasuries by rating category for issues
rated by Standard & Poor’s between 1973 and 1987.
Each letter grade decline corresponds to a dstinct
increase in average yield spreads.
The pattern of increasing yields as the rating cat-

=

EXHIBIT 4 Spreads Between Corporate Bonds
and U.S. Treasuries 1973-1987 Averages

Rating:

AAA
AA
A

Basis Points
43
73

BBB
BB
B

99
166
299
404

ccc

724

Notes: Based on equally weighted averages of monthly spreads per
rating category. Spreads for BB and B represent data for 1979-1987
only; spreads for CCC, data for 1982-1987 only.
Source: Altman [1989].
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egory is lowered is extremely robust, and holds without
exception across all years of the sample (Altman
[1989]). While this correlation may seem unsurprising,
and perhaps a weak test of ratings reliabdity, Artus,
Garrigues, and Sassenou [1993] put forth evidence that,
for the French bond market, a direct relationship
between yield and the ratings of the largest French
bond rating agency is either weak or non-existent.
This simple association of yields and ratings in
the U.S. bond market need not indicate the presence of
a causal relationship. Rather, it may simply mean that
both the capital markets and the rating agencies basically agree on the factors that measure credit risk.
Although the literature is voluminous (see
Ederington and Yawitz [1987]), the evidence is mixed
on whether credit ratings contain addtional information not already embedded in market yields. Even if
ratings do not contain independent information about
credit risk, the use of ratings by investors and regulators
may make sense if ratings offer an efficient summary of
this information.
Measuring ratings performance by contemporaneous market yields, however, does not control for
waves of market optimism or pessimism. The accumulation of ex post evidence on bond performance provides a more precise scorecard on ratings. Moody’s and
Standard & Poor’s have made such evidence available in
their corporate bond default studies, which calculate
historical default rates among classes of rated issuers.
These studes indicate that lower corporate bond
ratings have indeed been associated with a higher probability of default. The results of the Moody’s study
(Moody’s Investors Service [1994]) are summarized in
Exhibit 5, which reviews the default rates among rated
issuers between 1970 and 1993.
The upper left panel presents the one-year
default rate for the entire sample of rated bonds.
Measured to one-tenth of a percentage point, the oneyear default rates are zero for all bonds rated A and
above. The one-year default rate rises to two-tenths of
a percentage point for BBB issuers, and 1.8 and 8.3%
for BB and B-rated issuers, respectively.
The other three panels of Exhibit 5 show how
the default probabilities across Moody’s rating categories change as the time horizon is lengthened to five,
ten, and fifteen years.’ While the default probability
increases with the time horizon for each rating category, the negative relationship between default probability and rating remains intact. A similar historical default
DECEMBER 1995
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EXHIBIT 5 H Average Default Rates by Credit Rating
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study (Brand, Kitto, and Bahar [1994]) covering bonds
rated by Standard & Poor’s between 1981 and 1993
basically confirms the conclusion drawn from the
longer-term study by Moody’s.
Consistent with the traditional importance of
the investment-grade/non-investment-grade distinction, the probability of default rises most dramatically
once the investment-grade barrier is breached. In the
Moody’s study, over a five-year time horizon, the
default probability is six times higher for bonds rated
BB than for those rated BBB. In contrast, the comparable ratio of default probabilities for B-rated versus
BB-rated issues is much lower at 2.2, as is the ratio for
DECEMBER 1995

A A A A A

A

,

BBB-rated versus A-rated issues at 3.2. The same ratios
for the Standard & Poor’s study are 4.8 (BB versus
BBB), 3.0 (BBB versus A), and 1.9 (B versus BB).
Measuring Absolute Credit Risks

The agencies do not intend their ratings to
imply precisely the same default probabilities at every
time. In particular, they are reluctant to make ratings
changes simply on the basis of cyclical considerations,
even though the frequency of defaults within rating
categories clearly rises in recessions.1° But even if cyclical variabhty in short-term default rates is an inevitable
result of a longer-term perspective, long-term default
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probabilities at the different ratings levels should exhibit relative stability over frequencies longer than the
business cycle. In fact, legislators and financial regulators are presuming such a stability when they embed
specific credit rating thresholds into law and regulation.
The reliabllity of ratings as predictors of absolute
creht risks can be evaluated by examining the default
rates associated with different ratings over time, particularly if the time horizon is long enough to incorporate
both ends of a business cycle. Using Moody’s data
between 1970 and 1994, Exhibit 6 reviews the progress
of five-year cumulative default rates for investmentgrade and non-investment-grade bonds.
The initial spike in 1970 for non-investmentgrade bonds stems firom the default that year of Penn
Central and twenty-six other railroad companies; default
rates decreased dramatically the next year. For cohorts
established since January 1971, however, the cumulative
default rate within all rating classes BBB and below has
increased roughly threefold. The 1971 to 1989 increase
is fiom 0.4% to 0.8% for A-rated bonds, 1.1% to 3.2%
for BBB-rated bonds, 5.1% to 19.7% for BB-rated
bonds, and 11.1%to 34.3%for B-rated bonds. Five-year
default rates now lie well above the highs of 1970.

Although five-year default rates rose during the
growth of the junk bond market in the 1980s, deterioration in performance was common to both investment-grade and non-investment-grade samples. The
increase in default rates actually began with the 1976,
1977, and 1978 cohorts, whose five-year default rates
incorporate defaults that occurred through the end of
1980, 1981, and 1982, respectively. The rising trend in
default rates, therefore, was initially related to the early
1980s recession, but continued on through the decade.
In retrospect, the rise in default rates is unsurprising, given the general deterioration i’n credit ratios
within rating classes that began in the mid-1980s.
Exhibit 7 shows that the median fixed-charge coverage
and leverage ratios of industrial firms with BBB, BB,
and B credit ratings from Standard & Poor’s generally
worsened between 1985 and 1991. These data suggest
that a relaxation of credit standards may have occurred,
perhaps as a result of the view commonly held in the
late 1980s that even healthy corporations should
increase leverage.l1
Experience since 1970 indicates basically that
the correspondence of ratings to default probabilities is
subject to substantial change over time.

EXHIBIT 6 H Trends in Five-Year Default Rates by Credit Rating
Parcam
5
1

I

I

InPatmmtGde Imnn

1970

72

74

76

70

86

888
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84
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00 89

Note: The five-year default rate indicates the share of issuers with a given rating at the beginning of the year that defaulted within the
following five years.
Source: Moody’s Investors Service [1994].
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IV RATINGS DIFFERENCES
ACROSS AGENCIES

Differences among the agencies over specific ratings are common, unavoidable, and even desirable to
the extent that disagreements promote better understanding. Nonetheless, these differences can be highly
problematic for ratings-based regulation1 when the ratings of any two NRSROs are substitutable.
Some of the observed differences can be
attributed to alternative rating methodologies; others
are the results of the element ofjudgment in the ratings
process. Many of the differences, however, may reflect
systematic differences among agencies in the acceptable
level of risk in any ratings category. We review some of
the basic differences in agency methodologies, average
ratings, and rank-orderings of credit risks in the context
of three important areas of competition within the
industry - ratings for new-issue junk bonds, banks,
and asset-backed securities.
Ratings Disagreements Stemming From
Alternative Methodologies

Although each agency publishes formal definitions of its various letter ratings, these definitions provide
DECEMBER 1995

very little insight into the source of agency rating differences. The definitions imply that a different (unquantified) likelihood of default is associated with each letter
grade.I2 In addition, rating agencies do not explicitly
compare their ratings with those of other agencies.
As a practical matter, however, it appears that
market participants have historically viewed the
Moody’s and Standard & Poor’s scales as roughly
equivalent, and that the other agencies have attempted
to align their scales against those two. But while the
relationships among the scales are imprecise, the
implicit presumption of ratings-dependent regulation
is that the corresponding rating levels of the different
NRSROs represent equivalent levels of credit risk and
are interchangeable.
Periodically, the rating agencies articulate unique
ratings philosophies. For example, although Moody’s
and Standard & Poor’s are primarily concerned with the
likehhood of default on interest or principal, Moody’s is
prepared to give a higher rating to an asset-backed security that is likely to recover most of its principal in the
event of default.13 In addition, in the area of rating
sovereign credit risks, Moody’s is more reluctant to
assign a higher rating to a country’s domestic currency
obligations relative to its foreign currency obligations
23
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than is Standard & Poor’s (Purcell et al. [1993]).
The other agencies also differ from their counterparts in certain particulars. For example, unlike other
agencies, Duff & Phelps sometimes gives higher ratings
for the medium-term notes than for the longer-term
securities of the same issuers. And IBCA assigns higher
ratings to certain non-U.S. banks than do the U.S. agencies, because it attaches more weight to a foreign government’s implicit support of the banking system.
Individual agencies often describe the bases for
their positions in their documents, but how their
methodologies differ from other agencies’ generally
must be inferred.
Broad Differences Observed in Ratings

Beame and Searle [1992a] summarize the ratings
differences observed in a large sample of long-term
credit ratings assigned in 1990 by twelve of the leading
international rating agencies and recorded by the
Financial Times in its quarterly publication, Credit Ratings
International. Among the 5,284 rating pairs examined for
1,853 rated borrowers, 44% agree precisely, 35% differ
by one rating notch, 14% by two notches, and 6% by
three or more notches. (A “rating notch” is, for example, the gap between an A and A+ rating.)
The percentage in agreement is somewhat overEXHIBIT 8 W Senior Debt Ratings of Nine Rating

Agencies Compared with Moody’s Ratings in 1990

Agency

CBRS
DBRS
DUf€
Fitch
IBCA
JBRI
MCM
NIS
S&P

Average
Number Percentage Correlation
Ratings
of Jointly of Ratings Between Differencest
Rated
that are
Ratings (“+” = higher;
Companies
Equal
Scales*
“-” = lower)
37
38
0.83
0.78
51
28
0.72
-0.25
524
50
0.92
0.38
295
47
0.90
0.29
134
28
0.83
0.05
65
11
0.67
1.75
343
26
0.90
-1.04
33
33
0.63
1.09
1398
64
0.97
0.05

*The Pearson product-moment correlation.
mifferences are measured in rating “notches.” For example, the
gap between Ai- and A- is two ratings notches.
Source: Beattie and Searle [1992a].
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stated in the analysis of Beattie and Searle, because they
lump all speculative-grade ratings into a single ratings
level. The differences across agencies as measured by
the frequency of agreement compound two potential
sources of disagreement - mean rating scales and
rank-orderings.
The two largest NRSROs, Moody’s and
Standard & Poor’s, assign very similar average ratings
and rank-ordering of cre&t risks. Of the 1,398 cases in
1990 in whch senior debt ratings were assigned by
both companies, 64% were assigned the same rating,
16% were rated higher by Moody’s, and 20% were rated
higher by Standard & Poor’s. The average (mean) difference in their ratings (incluhng all those cases where
their ratings were the same) was only five-one-hundredths of a notch.14 Not surprisingly, Moody’s and
Standard & Poor’s ratings are very hghly correlated at
0.97, reveahng a general consensus regarding rankordering of relative risks.15
This rough equivalence in the rating standards of
Moody’s and Standard & Poor’s does not seem to
extend to other rating agencies. Exhibit 8 compares the
ratings given by nine agencies with those given by
Moody’s to the same borrowers. (Moody’s ratings are
used as the basis of comparison simply because this
agency has the most ratings in the data set.) Three measures of ratings differences are presented: the frequency
of agreement, the correlation coefficients, and the average ratings differences.
Standard & Poor’s agrees most closely with
Moody’s (64%), while the percentage agreement varies
among the rest to a low of 11% for the Japan Credit
Rating Agency. Compared with Standard & Poor’s ratings, the ratings of the other agencies exhibit larger
average absolute ratings differences and less correlation
with Moody’s ratings.
These differences in ratings reflect not only &fferences in rank-ordering of cre&t risks, but, to a large
extent, also differences in rating scales. Exhibit 9 shows
that most of the agencies rate higher than Moody’s,
although McCarthy, Crisanti, and Maffei (since merged
with Duff & Phelps) rates on average a whole rating
notch lower. The two largest American agencies after
Moody’s and Standard & Poor’s, Fitch and Duff &
Phelps, each rate about a third of a notch higher than
Moody’s.16 The Canadian Bond Rating Service,
Nippon Investors Service, and the Japan Credit Rating
Agency rate on average 0.78, 1.09, and 1.75 notches
higher than Moody’s.
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EXHIBIT 9 W Average Differences in Ratings
between Moody’s and Other Agencies in 1990
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Source: Beattie and Searle [1992a].

Ratings For New-Issue Junk Bonds

From the point of view of regulatory practice, a
rise in the number of rating agencies increases the likelihood that marginal borrowers w d meet minimum
ratings thresholds because 1) natural variation in opinion increases the probability of receiving at least one
satisfactory rating, and 2) some rating agencies may
have higher average rating scales, enabling more borrowers to meet regulatory cutoffs. We can observe the

impact of multiple rating agencies on regulatory definitions of investment-grade securities by documenting
agency disagreements in the junk bond market.
As generally defined, any issue is considered
“junk” that has at least one rating below the BBB- level
from either Moody’s or Standard & Poor’s. After falling
off in the early 1990s, junk bond issues reached a new
high of $57 billion (18.2%) in 1993 (Fridson [1994]).
Of the nearly 700 new U.S. junk issues between
1989 and 1993 listed in First Boston’s annual High-Yield
Handbook, 96% are rated by both Moody’s and Standard
& Poor’s. Junk bond issuers, however, are increasingly
seeking third and fourth ratings as well. Duff & Phelps
and Fitch, which respectively rated 16% and 4% of all
issues in the 1989-1993 period, have significantly
increased their rating activity in the past few years (see
Exhibit 10).
The junk bond sample reveals more strilung differences in agency measurements of absolute and relative credit risks than does the broad sample. Standard &
Poor’s and Moody’s are much more often at odds in the
ratings they assign junk bond issuers. If we compare the
junk bond ratings in Exhibit 11 with the ratings for the
broad sample in Exhibit 8, we find smaller frequencies
of agreement and smaller correlation coefficients. The
providers of third (and fourth) opinions in this sector,
Duff & Phelps and Fitch, also appear to disagree with
Moody’s with greater regularity and on a greater scale
in the junk bond sample.
For the newer rating agencies, many of the
observed differences may be related to a difference in
their absolute scales in rating credit risks. While
Moody’s and Standard & Poor’s rate about the same on
average for jointly rated issues, Duff & Phelps and Fitch
ratings are between 1 and 1.5 rating notches higher
than Moody’s or Standard & Poor’s. These differences

EXHIBIT 10 W Market Shares of New-Issue U.S. Junk Bond Ratings: 1989-1993
Total
Year
1989
1990
1991
1992
1993

Percent of New Issues
Moody’s
S&P
Duff
100
80
100
94
97

99
80
100
97
98

7
40
24
24
13

Total

Number
Fitch
0
0
12
5
4

of Issues
116
5
42
233
301

Year
1989
1990
1991
1992
1993

Percent of Dollar Volume
Moody’s
S&P
Duff
100
99
100
99
99

100
99
100
99
99

21
72
21
28
19

Volume
Fitch ($ Bil.)
0
0
24
5
7

2.9
0.5
9.9
38.9
54.1

Sources: High-Yield Handbook 1990-1994; Federal Reserve Bank of New York staff estimates.
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greatly exceed those reported in Exhibit 8 for the
aggregate sample of bond issues. Thus, differences of
opinion between the two largest and the smaller agencies appear to be greater for junk bonds than for investment-grade securities.
Average
Given the possibilities for split, ratings, the deciNumber Percentage Correlation
Ratings
sion to employ a third rating agency is not random.
of Jointly of Ratings Between
Differencest
Exhibit 12 relates the frequency with which issuers seek
Rated
that are
Ratings
(“+” = higher; a thrd rating to the ratings received from Moody’s and
Agency Companies
Equal
Scales*
“-” = lower)
Standard & Poor’s. Issuers are more likely to obtain a
S&P
672
41
0.83
-0.003
thrd rating if they receive near-investment-grade or
Duff
113
33
0.79
0.965
mixed (speculative-grade/investment-grade) ratings
0.69
1.393
Fitch
28
14
from Moody’s and Standard & Poor’s.
In particular, 46% of the firms with one invest‘The Pearson product-moment correlation.
ment-grade
rating from the major two agencies
mifferences are measured in rating “notches.” For example, the
obtained a third opinion. Of these thirty-four firms,
gap between A+ and A- is two ratings notches.
twenty-nine obtained a second investment-grade ratSources: High-Yield Handbook 1990-1994; Federal Reserve Bank of ing. Among issuers that received marginally belowNew York staff estimates.
investment-grade ratings (BB-ratings) from both
Moody’s and Standard & Poor’s, 26% obtained a third
rating. Of these thrty-four firms, sixteen obtained an
EXHIBIT 12 The Decision to Obtain
investment-grade rating.
a Third Rating
Our conclusion is that the demand for third ratings increases with the issuer’s proximity to investmentgrade, and the opportunity to seek third and fourth ratings has enabled a number of firms to achieve investment-grade status under certain regulations.
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EXHIBIT 11 H Credit Ratings Assigned to
Junk Bond Issuers in 1989-1993: Comparing the
Ratings of S&P, Duff & Phelps, and Fitch with
Moody’s Ratings

-1”1
lo
0

International Bank Ratings

n

0

Notes: The sample consists of 671 junk bond issues brought to
market between 1989 and 1993. The issues received the following
combinations of ratings fiom Moody’s and Standard & Poor’s:74
rated BBB/BB, 132 rated BB/BB, 79 rated BB/B, 359 rated B/B,
and 27 rated B/CCC or CCC/CCC. Each bar in the chart indicates the fraction of the issues that were given a third rating fiom
another agency.
Source: High-Yield Handbook 1990-1994.
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As capital markets have become increasingly
global, international considerations have assumed
greater importance in the ratings industry. U.S. rating
agencies have been expancbng their presence overseas,
and non-U.S. rating agencies are proliferating.
Credit ratings are particularly important to banks
(through counterparty exposure limits, letters of credit,
and non-deposit sources of hnds),” and a large number of ratings in the industry are cross-border ratings. In
addition, the potential designation of certain foreign
agencies as NRSROs may have considerable impact on
the activities of foreign banks in the United States.
Dominant in many other industry sectors,
Moody’s and Standard & Poor’s are the leadmg agencies
in the rating of banks. Of the 1,018 banks worldwide for
which long-term bond ratings were available in January
1994, Moody’s and Standard & Poor’s rated 64% and
55%’ respectively (Financial Times [1994]).’* When the
sample is limited to just those 580 rated banks domiciled
outside the United States, Moody’s and Standard &
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non-performing loans and reserves is not
standardized by country, and opinions vary
widely regarding the extent to which particHome Country ular governments lend implicit support to
Ratings as a
specific banks in the banking system.
Percentage
Indeed, judgments regardmg controof Total
versial issues are related to some degree to
Home
All
U.S. Non-U.S.
Ratings of
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Sources: Financial Times [1994]; Federal Reserve Bqk of New York staffestimates. rating notch.
Results differ greatly depending on
the nationality of the bank (Exhibit 15).
Poor’s still rated 57% and 46%, while IBCA was in third While U.S. and Canadian banks receive lower home
position at 31%. While these three leachng agencies rate
many banks outside their home countries, most of the
International Bank Ratings of
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their own nationality (see Exhibit 13).
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the ratings of Japanese agencies differ much more from Fitch
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those of Moody’s than do the ratings of other agencies. IBCA
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What accounts for the wide disagreement? For
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0
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the U.S. and Canadan agencies, agreement concerning JBRI
NIS
35
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relative risk declines as we move from the broad ratings
351
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sample to the bank sample, as evidenced/by lower cor- S&P
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EXHIBIT 13 W Percentage Market Shares of International
Bank Ratings in 1994

‘1-”

relation coefficients. By contrast, for the Japanese agencies, the wider disagreement reflects higher average rating differentials.
National differences in methodology and
approach may also help explain the variation in international bank ratings. For example, the accounting for
DECEMBER 1995

‘The Pearson product-moment correlation.
mifKerences are measured in rating “notches.” For example, the
gap between A+ and A- is two ratings notches.
Sources: Finam’af Times [1994];Federal Reserve Bank of New
York staEestimates.
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EXHIBIT 15 W Average Senior Debt Ratings
Assigned to Banks By Home and Foreign Agencies
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banks with senior debt ratings listed in the Financial
Times Credit Ratings International [ 19941, the share
receiving an NRSRO creht rating of at least AAwould rise from 23% to 55%. Similarly, of the seventyfour Japanese banks with senior debt ratings listed in the
same publication, the share receiving an NRSRO rating of at least AA- would rise from 20% to 48%.

Ratings For Mortgage- and
Asset-Backed Securities
Competition among the rating agencies is particularly marked in the rating of mortgage-backed
and asset-backed securities (MBS and ABS).21 Issuers
often seek ratings from just one or two companies,
and as we see below, Fitch and Duff & Phelps have
EXHIBIT 16 W Implications of Expanding the
Number of Nationally Recognized Statistical
Rating Organizations (NRSROs)

Japanese Banks
Notes: Observations are limited to banks with both home-country
and foreign-country senior debt ratings. Sample sizes for the five
bank groups @om left to right) are 100, 17, 35, 18, and 170.

T w NBSRO Ruinn

Canadian Banks
ropmoauing

Sources: Financial Times [1994]; Federal Reserve Bank of New
York staff estimates.
40.2%

ratings than foreign ratings, Japanese and U.K. banks
receive higher home ratings.
At least in this sample, observed differences
between home and foreign ratings reflect the relative
toughness of each country’s agencies rather than a
more general home-country bias. Whether the rated
bank is from the same country or not does not bear on
the differences between the ratings of non-U.S. agencies and Moody’s.
International ratings differences are of particular
importance at the present time because the SEC is
reviewing numerous applications for NRSRO designation from agencies of foreign countries. Differences
among the agencies of different countries and the tendency of many agencies to focus on the rating of banks
from their home countries imply that if NRSRO status
were to be granted to the two Canadian and three
Japanese rating agencies, the number of Canadian and
Japanese banks reaching regulatory cutoff ratings would
increase considerably.
As Exhibit 16 shows, of the fifty-three Canadian
28 THE CREDIT RATING INDUSTRY

below

Notes: The Japanese sample and the Canadian sample consist of
seventy-two and fifty-three banks, respectively. Top NRSRO
rating is the highest long-term rating of those assigned by Du$
Fitch, IBCA, Moody’s, S&P, and Thomson. Top overall rating is
the highest long-term rating of those assigned by the NRSROs
and the following non-NRSROs: CBRS, DBRS, JBRI, JCRA,
and NIS.
Source: Financial Times [1994].
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EXHIBIT 17 Issuance of Asset-Backed and
Non-Agency Mortgage-Backed Securities
Billionr ofdolh
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Note: Mortgage-backed and asset-backed volumes for 1994 are
annualized using data through April and June, respectively.
Sources: Asset Sales Report; Inside Mortgage Finance; ,FederalReserve
Bank of New York staff estimates.

increased market share.
Banks and securities firms generally consult
directly with the rating agencies to find out how MBS
and ABS can be structured to obtain high!credit ratings.
The agencies analyze the asset pools to be securitized to
determine the adequacy of the credit support underlying each tranche of structured transactions.
Agency disagreements normally center on the
criteria that establish the amount of credit enhancement required for a specific rating. These differences of
opinion are not normally evident in the ratings per se
because issuers structure their securities to obtain the
desired ratings from the agencies they hire. (Moody's
occasionally assigns unsolicited ratings that indicate its
disagreement with the higher ratings assigned by other
agencies.) Market observers have expressed concern
that competitive pressures have led agencies to compete
on ratings criteria, potentially undermining the reliability of the ratings.22
Industry analysts normally distinguish between
two broad categories of MBS, those backed by government agencies such as the Federal National Mortgage
Association, and private-label issues that securitize
jumbo mortgages, commercial mortgages, and various
DECEMBER 1995

other so-called non-conforming first mortgages that
the government agencies do not securitize. The ABS
market securitizes shorter-duration asset pools such as
credit card receivables, auto loans, and home equity
loans. The MBS and ABS markets have grown very
rapidly since 1989 (Exhibit 17).
Rating agency market shares for MBS and ABS
ratings have shifted considerably over time. In the mid1980s, Standard & Poor's was the undsputed leader in
MBS and ABS ratings. In the late 1980s, Moody's
caught up considerably, and Duff & Phelps made significant inroads in the ABS market. Since then, Fitch
has made great strides in market share, actually leading
the market for MBS in 1994, whde the other agencies'
shares have fluctuated.
Exhibits 18 and 19 summarize the available data
on these two markets since 1989. (Because more than
one agency can rate each security, the sum of the shares
exceeds loo%.)
Unhke the corporate bond market, the MBS
and ABS markets are limited almost entirely to hghly
rated issues, typically either AA or AAA for MBS, and
A or AAA for ABS. The need for high ratings appears
to arise from the advantages regulations confer on highly rated (particularly MBS) issues and &om investors'
concerns about the quality of the collateral as well as
EXHIBIT 18 0 Rating Agency Market Shares of
Asset-Backed Securities Issuance
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EXHIBIT 19 Rating Agency Market Shares of
Mortgage-Backed Securities Issuance
Percentage 01 Total Dollar Volume
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Notes: Market shares for 1994 are based on data through April.
The sum of the market shares exceeds 100% because many issues
receive multiple ratings.
Sources: Internal agency data; Asset Sales Report; Federal Reserve
Bank of New York staff estimates.

their u n f a d a r i t y with the complicated structures of
the securities.
The relatively small share of MBS and ABS that
are rated less than A consists largely of “B” tranches that
are subordinate to much larger, highly rated senior
tranches. The subordinated tranches tend to be privately placed and are often rated by just a single agency or
carry no rating at all.
MBS and ABS structures typically include credit protection so that the securities are less risky than the
underlying asset pools. The forms of the credit
enhancements vary widely, and include bank letters of
credit, bond insurance company guarantees, subordinated interests, cash collateral accounts, and reinvestment of the excess cash flow generated by the asset
pools themselves. Since a l l enhancements are costly,
issuers prefer structures that achieve a given rating with
the smallest enhancements, and choose rating agencies
with the most lenient credit enhancement requirements, provided the agencies’ ratings carry sufficient
weight in the capital market.
In principle, securities with lower credit
enhancements can be discounted by the market. In
practice, however, the market has trusted agencies to be
prudent in the determination of credit support requirements and has not required higher yields from issuers
30 THECREDIT RATING INDUSTRY

that have switched to agencies with lower enhancement
requirements (Bruskin [19941).
The evolution of credit rating standards and the
emergence of market competition have been particularly dramatic in the case of private-label mortgagebacked securities. Until the mid-1980s, Standard &
Poor’s was the only agency rating these securities, and
its required credit enhancementsfor reaching target ratings represented the industry standard.
In 1986, Moody’s entered the market with criteria that were slightly different. While its standards are
stricter than those of Standard & Poor’s in some areas,
Moody’s set lower enhancement requirements for certain types of mortgage pools (shorter-term, negative
amortization, and convertible adjustable-rate mortgages)
and subsequently gained market share in those areas.
In 1987 and 1988, Moody’s issued some unsolicited ratings (in areas where its standards are stricter
than those of Standard & Poor’s) and caused ylelds to
rise on these securities. In response, some issuers
changed their MBS structures and hired Moody’s. By
1989, Moody’s share of the MBS business exceeded
that of Standard & Poor’s.
In 1990, Fitch began rating mortgage-backed
securities using a model of required credit enhancement that bases its worst case scenarios on the Texas
recession of the 1980s. This approach resulted in
required enhancements below those of Standard &
Poor’s (lower by as much as 50% for certain balloon
payment mortgages), whose model extrapolates from
the mortgage default experience of the Great
Depression. Duff & Phelps followed suit with a framework similar to Fitch’s in 1992.
Standard & Poor’s, whch once had a monopoly,
saw its market share slide to 55% in 1993 as many issuers
who had at one time employed only Standard & Poor’s,
then later used Standard & Poor’s together with Moody’s,
had switched to a pairing of Fitch and Moody’s.
In December 1993, Standard & Poor’s came out
with revised criteria for credit enhancements that
implied a 30% reduction on average across a variety of
mortgage pool types. Explanations for the changes followed the next month (Standard & Poor’s [1994]).
Some of the revisions are in those areas in which the
agency had been losing market share, including shorter-term mortgages. Rival rating agencies claimed that
the move represented a competitive attempt to win
back market share.
In the first four months of 1994, then, Standard
DECEMBER 1995
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& Poor’s regained market share, largely at Moody’s
expense. It is ddficult to tell at this point whether the

shifi reflects issuers moving from one agency to another, or merely a growth in issuance by firms that use
Standard & Poor’s ratings (see Schultz [1994] and Inside
Mortgage Securities [1994a, 1994b1).
Clearly, MBS credit enhancement levels have
declined over the history of the market. Analysts and
agencies note that this in part reflects a progression
along the learning curve; more information has
become available over time about the performance of
such securities, reducing the degree of uncertainty.
Skeptics remark that competitive pressures can
lead to increased pressures to review standards.
Whether or not agencies compete on criteria, it does
appear that the incentive to innovate in structured
finance ratings tends to favor lower enhancement levels.

ticularly great between agencies of different countries
and imply that the designation of more foreign agencies
as NRSROs will allow more foreign banks to achieve
higher ratings. Regardmg private-label mortgagebacked securities, intenslfylng competition among the
four major agencies has been associated with downward
revisions of required enhancement levels.
The Securities and Exchange Commission
[1994a, 1994bl is reconsidering its procedures for designating nationally recognized agencies (NRSROs), the
role of ratings in regulation, and the degree of public
oversight and mandatory ratings disclosure. Questions
for which comments have been solicited include:

0

V CONCLUSION
0

Regulators, like investors, value the cost savings
achieved through the use of ratings in the credit evaluation process. As a result, they have come to employ
a variety of specific letter ratings as thresholds for
determining capital charges and defining investment
prohibitions.
Although the agencies make no such assurances,
the current use of ratings in regulation assumes a stable
relationship between ratings and default probabilities.
The historical record suggests otherwise. Although ratings usefully order credit risks at any ’particular time,
specific letter ratings corresponded to higher default
risks in the 1980s than in the 1970s.
The increasing number of agenci’es also poses
problems for the existing structure of ratings-based regulation. Some agencies appear to have different absolute
scales, rating bonds higher or lower on average than
other agencies. And even normal variation in opinion
across agencies with the same basic scales confounds the
application of existing regulations. These problems
multiply as the number of agencies and the differences
of opinion among them increase.
The impact of multiple rating agencies and ratings differences is apparent in the case studies of junk
bond, bank debt, and mortgage-backed securities ratings. For junk bonds, the availability of third opinions
enables many borrowers to climb out of the speculative-grade zone into investment-grade territory. In the
area of bank debt ratings, differences of opinion are parDECEMBER 1995

0

What are the proper objective criteria to consider
when determining NRSRO status?
Is it appropriate for NRSROs to charge issuers for
ratings, and in particular, to vary the charge with
the size of the transaction?
Would further regulatory oversight of NRSROs
be appropriate, and what type of oversight would
that be?
Should issuers be required to disclose activities
such as rating shopping - soliciting preliminary
indications from numerous rating agencies in
order to identify the agency that will provide the
highest rating?

The SEC’s questions all raise the possibility of
additional oversight or disclosure of NRSRO activity
and the ratings process. Such measures could conceivably address some of the issues we have raised, by
improving the intertemporal stability of default rates
within ratings category and by reducing differences
among the officially designated agencies. Of course,
any changes in policy would entail complex trade-offs;
specific proposals and their implications will surely be
explored in future research.
The SEC has also invited comment on whether
it should continue to employ an NRSRO concept.
Although dropping the designation of NRSROs would
be a rahcal measure, it might encourage regulators to
revise their current use of ratings and to adjust for ratings differences across time and agency.
Ratings can and do play an important and valuable role in the functioning and oversight of financial
markets. But regulators and investors alike should be
critical users, and regularly review their application of
ratings to the decisions they make.
THE JOURNALOF FIXED INCOME

31

The Journal of Fixed Income 1995.5.3:10-34. Downloaded from www.iijournals.com by HARVARD UNIVERSITY on 04/08/10.
It is illegal to make unauthorized copies of this article, forward to an unauthorized user or to post electronically without Publisher permission.

ENDNOTES
‘Government policy has helped to avert confhcts of
interest. The Federal Reserve Board discouraged a proposed
acquisition of Duff & Phelps by Security Pacific Bank in
1984. The Board ruled that if the merger took place, Duff &
Phelps would be prohbited from issuing public ratings
because Security Pacific would effectively be rating its own
borrowers (Ederington and Yawitz [1987]).
*See the descriptions of agencies’ ratings methodology in the Financial Times [1994, pp. 25-79]. Comparisons
across the agencies’ rating scales are more di5cult in the lowest part of the range near defiult, where the agencies carry
different numbers of ratings (Dale and Thomas [1991]).
3For a more critical view, see Stein [1992].
4Dale and Thomas [1991] and Baron and Murch
[1993] provide comprehensive discussions of the current use
of ratings by regulators in the United States and abroad.
Harold [1938] provides a detailed account of the earliest uses
of ratings in the United States.
%Jnder this system, insurance companies were
allowed to request that speclfic BB-rated bonds be treated
the same as those more hghly rated bonds in the top quality category. This practice, which became common over
time, was halted by reforms adopted by the NAIC in 1990.
% analyzing the margin rules for mortgage-related
securities, Federal Reserve Board staff reasoned thus:
The question of using bond ratings by a recognized service as a criterion for margin eligibhty
was discussed when the initial definition of “OTC
margin bond’ was under consideration. The
National Association of Securities Dealers proposed a rating standard at that time and most securities dealers endorsed its use for non-listed bonds
in comment letter, but the Board declined to
adopt such a requirement. Since that time, however, the SEC has used these evaluations of third
parties as a means of categorizing some debt securities; regulatory examiners use them to determine
investment grade; and the United States Congress
has mandated their use in the statutory definition
under consideration. StaE believes that developments subsequent to the 1978 decision warrant a
departure from the Board’s earlier decision (Board
of Governors [19871).
’These rules key off the agencies’ short-term ratings, limiting money fimds from holding more than 5% of
their assets in paper rated A2 by Standard & Poor’s (P2 by
Moody’s) or more than 1% in any paper of a single A2/P2
issuer. Issuers with these weaker short-term ratings typically
have long-term bond ratings that are s t i l l rated well above
the investment-grade cutoff.
*When voicing its concerns over the 1991 amend32
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ments to Rule 2a-7, the Securities Industry Association
noted that “rating categories were not designed as regulatory tools and NRSROs may change their criteria from time
to time as they deem appropriate. Further, when determining ratings, rating agencies neither use uniform criteria nor
weigh the same criteria equally” (Grafton [1992]).
gThe Moody’s study calculates the default rate formally as a weighted-average cumulative default rate, which is the
complement of the product of weighted-average marginal
survival rates. For details concerning rate calculations, see the
Appendix in Moody’s Investors Service [1994].
‘OAs reported by Fons [1991], most of the cyclical
variation in the aggregate default rate on corporate bonds
cannot be explained by cyclical variations in Moody’s ratings
on bond outstandings. Moreover, since yield spreads
between high- and low-rated bonds tend to rise during
recessions, market pricing is consistent with a perceived rise
in the default probabilities of lower-rated issues relative to
those of higher-rated issues during recessions. Alternatively,
the rise in spreads in recessions may merely reflect a concurrent rise in the market’s aversion to default risk or other supply and demand factors.
“Wigmore [1990] documents a much more severe
Merence between the 1986-1988 average credit ratios and
the 1983-1985 ratios than is suggested by the Standard &
Poor’s data presented in Exhibits 16 and 17 for bonds rated
BB or B. According to Wigmore, the Standard & Poor’s data
understate the decline in credit quality because a greater proportion of the junk bonds issued in the later period were
issued by companies in conjunction with leveraging events
(mergers, acquisitions, and leveraged buyouts); these current
credit ratios were much weaker than the historical credit
ratios included in the Standard & Poor’s data. In contrast,
Fridson [1991] argues that much of the apparent deterioration in credit ratios and increases in default rates for B-rated
issues in the late 1980s can be explained by an increase in the
proportion of issuers rated B- as opposed to B or B+.
12Moody’sand Standard & Poor’s now provide ex
post analyses of corporate bond defaults by rating categories.
Variations in default probabilities for Moody’s and Standard
& Poor’s can, therefore, be inferred from these studles.
13Standard& Poor’s is generally less willing to base
ratings on expected recoveries, even though it has always
made such distinctions, as have all the other agencies, for different classes of debt issued by the same firm. Whenever a
firm defaults on its subordinated debt, its senior debt is
almost always drawn into default as well. Nevertheless, agencies regularly award higher ratings to the senior debt because
its expected recovery rate is higher.
I4Other authors with data sets also note a rough
equivalence between Moody’s and Standard & Poor’s ratings
(Perry [1985], Ederington [1986], Ederington and Yawitz
[1987]). Moreover, Bihngsley, Lamy, Marr, and Thompson
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[1985] show that the market views Moody’s and Standard &
Poor’s ratings as equivalent because the yields on bond issues
with split ratings do not depend on which agency assigns the
higher rating.
I5The Pearson product-moment correlation coefficient, which can range fiom -1.00 to a maximum value of
1.00, measures the extent to which rank-orderings agree
while removing any confounding effects of differences in
average rating scores and differences in units of measurement.
I6These agencies acknowledge that their ratings are
hlgher than Moody’s and Standard & Poor’s on average;
they attribute some of the ratings hfference to sample selection bias. They argue that ratings from Fitch or Duff &
Phelps are sought only when there is a strong expectation of
improving upon Moody’s and Standard & Poor’s ratings.
When Fitch or Duff & Phelps might, in fact, rate lower,
their ratings are not purchased.
” F O ~ example, u.S. issuers of commercial paper
and long-term securities often obtain bank letters of credlt in
order to achieve targeted credit ratings, but the attractiveness
of such backing depends greatly on the credit rating of the
bank issuing the letter of credit. When Standard & Poor’s put
three Japanese banks on its Creditwatch list, (with negative
implications) in March 1994, the bond issues of 144 U.S.
bond issuers and 46 U.S. commercial paper issues that were
backed by letters of credit from these banks were also put on
Creditwatch.
‘*The ratings of the French rating agency
S&P-ADEF, a joint venture founded in 1990 by Standard &
Poor’s and Agence d’Evaluation Financidre, are counted as
Standard & Poor’s ratings for the purposes of calculating
global market share. The Financial Times may underestimate
the market share of some rating agencies that publish ratings
of only selected bank holdmg company subsiiliaries.
19The one consistent exception is1 IBCA, which
shows more agreement with Moody’s on these measures for
banks than does the wider sample. This finding may reflect
IBCA’s initial specialization in the rating 05 financial institutions and the limitation of its NRSRO designation to
that area.
20Themean of the Pearson product-moment correlation for ratings of agencies from the same country is 0.858,
compared with a mean of 0.775 for the correlation coefficients for the ratings of agencies from dfferent countries.
The standard errors of measurement for the two coefficients
are 0.018 and 0.054, respectively.
21We follow industry practice in using “assetbacked securities’’ (ABS) in the more narrow sense that
excludes mortgage-backed securities (MBS) .
22See Bruskin [1988, 19941, Schultz [1994], and
Inside Mortgage Securities [1994a, 1994bl. Our discussion of
the evolution of ratings criteria for MBS draws heavily from
these sources.
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