


Introduction

The global financial crisis of 2007-2008 was a catastrophic event which has significantly @
ousI

the financial markets all over the world. It was basically triggered by the collapse of t
bubble in the crisis led to the failure of major financial institutions, massiv 1 y
governments, and a prolonged economic recession.! At the heart of this turmoil were\Grgdit Rating

0 the risky

ability was

misaligned incentives contributed significantly to the crisis because overly optimistic

ratings were issued by CRAs that did not ref@t tualFisK of the securities.*

crisis, particularly focusing on the iss model. Specific regulatory measures will be

This paper aims to do a critical evaluation c% gulations of CRAs following the financial
examined such as shareholding limitatt mandatory contract rotation, and the double rating
rule. These regulations were introd itigate the conflicts of interest and improve the quality
these measures to achie\Q t

issuer-pay business mod
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influenced. CRAs are operating under the issuer-pay model, where the entity issuing the securit§’

pays the CRA for its rating services.’ Economically this model is practical but it has int
the inherent conflicts of interest. The incentive for CRAs to issue favourable ratingsgg

6

repeat business from issuers has compromised their objectivity and the reliability of their

£s

(Regulation (EC) No 1060/2009) to deal with these conflicts and improf¥e the integrity of credit

ratings.’
Through the critical evaluation of the role of CRAs, it clear that their biased ratings were
not only due to the issuer-pay model but wegs, al € on the lack of adequate regulatory

oversight . The aim of the CRA regulatio to~gnitigate these conflicts by improving

transparency, mandating disclosures and osing>sfrict operational requirements on CRAs.

However, the effectiveness of the regulation \s under debate. It has introduced important reforms

but it has not fundamentally altered the model due to which the questions are raised that

the root causes of the problem a ntly addressed. !

Moreover, the mandatorQ tion ef the'rating analysts and the introduction of the double rating
rule under the CR regulation h& intention to promote competition among CRAs.!? Yet, the
results of those meas %ixed. However, they reduced the direct conflicts of interest and
also introduced lex

/82N
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maintain rating consistency and quality. !> The shareholding
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limitation rules aimed to restrict undue influence from investors but at the same time fa
criticism concerning the potential loopholes and enforcement challenges. '* Theref
contribution of CRAs to the financial crisis has highlighted the need for a more robust r %
framework based on which the economic realities of the issuer-pay model are balance&he

imperative of maintaining objective and reliable credit ratings.

EU Regulation of Credit Rating Agencies Post-Crisis

In the aftermath of the 2007-2008 financial crisis, the urgent need to reft th edit Rating
Agencies (CRAs) was recognized by the EU to restrict future mar
of this regulatory overhaul was the CRA Regulation (Regulati
the foundation for a more transparent and accountable rating proc
was strengthened by the subsequent amendments and relateddirectives to deal with the systemic

issues faced during the crisis.

The major objective of the regulation was t@e conflicts of interest, increase
t

transparency and improve the quality of credit ratin ng of the important measures introduced
sebﬂ@'

was the requirement for the CRAs to dis r methodologies, models and key-rating

allowing the investors to make more informed
Régulation (EC) No 1060/2009, Article 8(1) that

and Markets Authority (ESMA), which will oversee

assumptions promoting greater transpare

decisions.'® In addition, it was manda
CRAs register with the European

e new standards.'’

for proprietapy-nfo jon to be misused by competitors.'® Furthermore, while the oversight of

ign)” Studres in Economics and Finance 27, no. 2 (2010): 161-174.

art 8 (1).
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ESMA has increased accountability, the effectiveness of this supervision has been questioned

to resource constraints and the complex nature of rating activities. '

The regulation also intended to reduce the conflicts of interest inherent in the issuer-pa del

introducing measures such as mandatory rotation of lead rating analysts and the dou 1 le

investors from exerting undue influence on CRAs by restricting ownership stakes. Although these

rules aimed to further insulate CRAs from conflicts of intér eir effectiveness is limited by

enforcement difficulties and potential circumvention t, c ex ownership structures.?

The Issuer-Pay Model and Regulatory Re@on

%or Credit Rating Agencies (CRAs), where

al instruments. This model is criticized because

The issuer-pay model is a dominant business

issuers of securities pay CRAs to rate thei
of its inherent conflicts of interest as y be incentivized to provide favourable ratings to
retain business from issuers.?* Ac e critics it has compromised the objectivity and
reliability of the ratings contribti markably to the 2007-2008 financial crisis. The response
of the EU to regulatory nQa re ghtfo address these conflicts without completely overhauling

the issuer-pay model, recogni its economic practicality.?®

One of the major regulatpty 1&sponses was the introduction of the shareholding limitation rule

under the %Iie\ tion (Regulation (EC) No 1060/2009).2¢ These rules were basically

\‘R/ lating/cfedit rating agencies in the EU: in search of a coherent regulatory regime,” European Business Law
Review 25, no. 2 R0OM).

(2012): 1.
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developed to restrict the investors from exerting undue influence on CRAs by restricting ownersiu
stakes as mentioned Article 6a.2” Specifically in Article 6a, they prohibited CRA sharehol

significant influence from owning more than 5% of another CRA, aiming to ensure inde

t28

and reduce conflicts of interest.”® While these rules are having the aim to create a m

intentions of the EU were commendable but the practical difficulties of

this limitation highlight that more refinement is required.

Another important measure was the mandatory contract rotatj
rotate lead rating analysts regularly. This provision was intended
cosy relationships between issuers and analysts due to which the objeetivity of ratings could be
compromised. According to Regulation (EU) No 462/20 uropean Parliament mandated
that lead analysts be rotated every four years.?° Thig 5 s played a significant role in

mitigating some conflicts of interest but at the s

as ensuring continuity and expertise in ratingé?3 rotation of analysis, the rating process

can be disrupted leading to inconsistency 4dnd la accuracy within the ratings. Moreover,

frequent rotations might not be sufficient\to~ehminate deep-rooted conflicts, suggesting that

complementary measures are necessa uble rating rule, introduced as part of Regulation
(EC) No 1060/2009 (Article 8c), hat certain complex financial instruments be rated by
at least two different CRAs.>4 [Thi uirement was established to promote competition and
provide investors with é?e It responses minimising the risk-biased ratings.>* Due to the
double rating rule great % promoted and the reliability of the ratings is improved but it
has also increased ¢ issuers who must pay for additional ratings. In addition, the

effectiveness of the is dependent on the independent and diversity of the CRAs involved. If

29 Samuel onsall IV, “The impact of issuer-pay on corporate bond rating properties: Evidence from Moody’s and S&P’s
] §,” Journal of Accounting and Economics 57, no. 2-3 (2014): 89-109.
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both agencies are subject to similar conflicts of interest or methodologies, the intended bene

may not fully materialize.>*

Shareholding Limitation Rules

The shareholding limitation rules under EU regulations were introduced to mitigaft¢

interest within Credit Rating Agencies (CRASs) by restricting ownership stakes:

measure if having the aim to ensure the independence of CRA restric
shareholders from creating undue influence on rating deci§iéns théreb
transparent and unbiased rating process.

By doing the evaluation of the effectiveness of these ruleg it is-evident that they have made a

contribution to a reduction in direct conflicts of i . imiting cross-ownership, the
regulations help to maintain a separation betwee d thir clients, minimising their risk of
biased ratings which are influenced by thenast eholders.® This structural separation is

important to uphold the integrity of credit ratings estore investor confidence in the financial

markets. However, it is revealed through t tcal analysis that there exist both the strengths and

limitations of the shareholding limitat 37 Ofe of the major strength is their clear intention

to safeguard the independence of ichs important for objective credit rating assessment.
Through ownership stakes, the address potential conflicts of interest that could arise

from financial interdepeﬁe i€

Despite the strengths, ¢t areNalgo significant weaknesses which can be discussed here. The

complex nature of( o - Structures and the potential for indirect ownership through

subsidiaries ent vehicles make it difficult to monitor and enforce compliance

effectively. itton, “other forms of influences are not addressed by these rules that large

34 Han Xfa,\‘The issue}){y rating model and rating inflation: Evidence from corporate credit ratings” (PhD diss., The University
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investors might wield, such as advisory roles or contractual agreements. This oversight means t

while direct shareholding limits are imposed, indirect forms of influence remain a concerr

Mandatory Contract Rotation &
The mandatory contract rotation rule is another important measure introdu er~\EU

regulations to address conflicts of interest within CRAs. According to Re

.

determined that it has contributed to reducing the conflicts of st and restricting the
complacency among rating analysts.** By regularly rotatiffg analysts, the long-term relationships
that will lead to biased ratings are disrupted by this rulg/It3s.en by this fresh perspective that
ratings are based on up-to-date and independent ding to improve the credibility of
CRAs. In addition, there are also certain e of. the rotation rule. One of the major
challenges is to maintain the consistency and expertise in the rating process.*’ The continuity of

ratings can be disrupted by the frequent r as new analysts may not have the same level of

familiarity with the rated entities. Thi to'discrepancies and potentially lower the quality

of the ratings. Moreover, the ri of the rule does not account for the varying

t
complexities of different financi ments, where longer-term analysis may be beneficial. **

Q&

Double Rating Rule

The double rating rule/ {nt under Regulation (EU) No 462/2013 (Article 8c), asserts that

certain complex fipaficial ments be rated by at least two different Credit Rating Agencies

(CRAs). % jorabjective of this rule is to increase the quality of ratings and promote

competitf { credit rating industry.*® Requirement of multiple ratings is established by
A4




the regulation to provide investors with the more comprehensive and reliable information so t
the risks can be mitigated that a linked to the biased and inaccurate ratings from a single .
It is determined through the evaluation of the effectiveness of double the rating rule it rov
successful to improve the rating quality and increasing competition. *® The rule h@ ed

CRAs to endeavour for higher standards and accuracy in their ratings, know hat ) their

ement for

assessments will be compared against those of their competitors. In addition

multiple ratings has led to increased scrutiny and reduced the likelihood

influencing the ratings.*® However the rule has also certain limitati

is the increased cost for issuers, who must now pay for additio s, due to which they are

discouraged from getting multiple ratings. However, the dou le is effective and

efficient, but depends on the independence and diversification of the CRs that are engaged. Even
when the overall purpose of two agencies may be clear, if {He the same problems of conflict

of interest or of methodology, the actual benefits mig rialized.>’

Impact on Competition, Industry Diversit@a ti

The anti-competitive laws such as the shareh %‘[ rules for CRAs as well as the provisions

for mandatory contract rotation togethe e double rating rules are essential and exert

tremendous influences on competitio CRAs. These regulations have promoted a more

comparative environment by mini e conflicts of interest and increasing transparency.’!
Due to the maximum competiti in thiS particular market, the introduction of new players is
encouraged and hence in@ sification. It has also proposed that rating quality has become

better after the regulation-due changes in code of ethics of the CRAs accompanied by stricter

oversight and higher st
Conclusion &

47 Guduld De ipenbrocerying or Failing Better Next Time?-The European Legal Framework for Credit Rating Agencies after




To sum up, the regulatory approach of the EU to Credit Rating Agencies post-financial crisis
led to remarkable measures for the purpose of reducing conflicts of interest and improv%

quality. The shareholding limitation rules, mandatory contract rotation, and double rati

have increased transparency, competition and industry diversity. However, there a

challenges along with these measures such as enforcement difficulties and the inhe igations

addressing the conflicts of interest and maintaining the issuer-pay model,

continuous refinement and vigilant oversight. The focus of future regula

ensuring the continued integrity and reliability of credit ratings:
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