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The Role of Credit Rating Agencies
in the Establishment of Capital
St andards for Financial Institutions

in a d obal Econony

HOWELL E. J ACKSON

AM DELI GHTED To have this opportunity to conment upon Steven

Schwarcz's illuminating chapter on the role of credit rating agencies.' As |
find nyself largely in agreenent with the anal ytical framework his chapter pro-
poses, ny comments will focus on extending his analysis to additional issues
that ari se when governnental bodies incorporate the views of private credit
rating agencies into supervisory procedures. This regulatory incorporation of
the work of rating agencies has becone conmnonplace in the United States over
t he past few decades and, as Schwarcz i ndicates, the Basel Comrmittee on
Banki ng Supervi sion (Basel Committee) recently proposed to include anal ogous
procedures in the Conmittee's revised capital adequacy standards. 2 Regul at ory
incorporation of private credit rating presents new and difficult questions of
public policy, as well as conplicating the question whether these rating agencies
shoul d be the subject of nopbre extensive regul atory supervision. The Basel
Committee's recent proposal offers an excellent exanple of these conplexities
and ny comments will focus on this recent exanpler of regulatory incorp-
oration of the work of private rating agencies. The Basel Committee's proposed
reliance on credit rating agencies also illustrates the difficulty of setting gl obal
regul atory standards that are supposed to be inplenented in a variety of coun-

tries at differing stages of economic devel opnent.

I'S. L. Schwarcz ch. 18, above.
: Basel Conmittee on Banki ng Supervi sion, A New Capi tal Adequacy Franmewor k

(Consul tative Paper, June 1999) <http //wuy bi org/publ/bchsB0 pdfi> After this chapter was

prepared, the Basel Conmittee published a revised accord. See Basel Conmittee on Banking
Supervision,' Overview of The New Basel Capital Accord (Consultative Doc. Jan 2001)
<http.//wwanv bis org/publ/hchsca03 pdf>.
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BACKGROUND ON REGULATORY | NCORPCRATI ON OF CREDI T RATI NG
AGENCI ES

As Schwarcz's chapter explains, the traditional role of credit ratings has been to
assi st investors in evaluating the debt securities of particular corporations.

VWile the issuer typically pays its agency's fee, the ratings are designed to help
investors assess the issuer's creditworthiness. To preserve the value of their rat-
ings in this market, credit agencies need to naintain a good reputation for accur-
ate ratings, and the desire of the agencies to maintain their reputations enhances
the credibility of ratings. As Schwarcz suggests, this alignment of interests is
what nekes the market work in this area. The trilateral relationship anong

i ssuers, rating agencies, and investors is illustrated in Figure 19.1.

. "Credit Rating: AA'
Credit Rating
Agency

I nvestors

Cor por at e
| ssuer

Fig. 19.1. Traditional role o f rating agencies

Recogni sing the unique capacity of private credit rating agencies to evaluate
the creditworthiness of a broad range of issuers, regulatory agencies in the
United States have made increasing use of ratings in supervisory settings.® A
Basel Conmittee working group recently issued a working paper which surveys
regul atory incorporation of rating agencies in a broader range of jurisdictions.
According to this study, the United States nmakes the greatest use of regulatory
incorporation, but a nunber of other jurisdictions have recently followed suit,
pronpted by the Basel Committee's nmarket risk amendnent to the original

° For a nore conpl ete discussion of the ways in which US regulatory agencies have incorporated
,private credit agencies, see F. Partnoy, "The Siskel and Ebert of Financial Mrkets: Two Thunbs
Down for the Credit Rating Agencies" (1999) 77 Wash. UL Q619; A K Rhodes, "The Role of the
SEC in the Regul ation of Rating Agencies: Vll-Placed Reliance or Free-Market Interference?"
(1996) 20 Seton Hall Legis. J 293. See Basel Conmittee on Banking Supervision, credit Ratings and
Conpl enentary Sources of Credit Quality Information (August 2000) 42-43, 54 (Wrking Paper
No. '3) <http//wmybis org/pubi/behs wp3 pdf> (hereinafter cited as "Credit Ratings Wrking
Paper").
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Basl e Accord. In this comment, | refer to these uses collectively as regul atory
incorporation of rating agencies, but | also distinguish anong several different
ki nds of regulatory incorporation. One use entails the definition of jurisdic-
tional boundaries. when Schwarcz refers to SEC Rul e 3a-7 under the
I nvest ment Conpany Act of 1940,“ he is citing an exanple of this sort of
regul atory incorporation. In the United States, when a corporation invests in a
pool of securities, the corporation is presunptively subject to regul ati on under
the I nvestnment Conpany Act of 1940, a legal regine designed to protect
investors fromvarious sorts of investnment frauds In the 1980s, this juris-
di ctional structure created problens for the energi ng nmarket for securitised
assets. Eventually, the SEC created an exenption fromthe 1940 Act for pools of
securitised assets with an adequate rating froman accredited rating agency . ©
The logic of this exenption was that, if the pool received a good enough credit
rating, then the investor protections of the 1940 Act woul d be superfluous. In
this context, an adequate credit rating has becone the path to exenption from
supervision 7

Anot her conmmon context for regulatory incorporation of rating agencies is
wher e supervisory standards inpose restrictions on the structure of the bal ance
sheet of a regulated entity, such as a bank or insurance conpany or securities
firm Sonetines the authority of a related entity to hold a certain type of invest-
nment will depend on whether or not the investnent has received a rating froma
private rating agency; at other tines the anount that the firmis permtted to
invest in a particular security will rise or fall depending on whether or not the
security is rated. A good exanple of this approach can be found in the SEC rul es
gover ni ng noney narket mutual funds. Under rule 2a-7 under the 1940 Act,' the
authority of nopney market nutual funds to invest in a corporation's debt secur-
ities depends on the nunber of firns that have rated the securities and the qual -
ity of the ratings. Rather than developing its own standard for appropriate
investnents, the SEC pi ggybacks on the pre-existing work of rating agencies.'

Anot her context in which private credit rating agencies participate in regul a-
tory standards is in the area of capital requirenents. Often, the anpunt of
capital a regulated entity is required to maintain depends on the volune of the

entity's assets-for exanple, in a sinple regine, eight dollars of capital m ght

° 17 CFR § 270.3a-7 (2000), discussed in S. Schwarcz, 298.

s 15 U S C 8§ 80a-1 to 80a-64 (2000). For an overview of this regulatory structure and a di scussion
of the definition of investnent conpany under the 1940 Act, see H E. Jackson and E. S. Synons,
The Regul ation of Financial Institutions (M nneapolis, Mnn., West Publications, 1999) 811-50.

See SEC Final Rule on Exclusion fromthe Definition of |Investnent Conpany for Structured
Finance, 57 Fed Reg 56, 248-01 (Nov. 27, 1992) ("[r]ating agency evaluations tend to address nost
of the [1940] Act's concerns regarding abusive practices, such as sel f-dealing and overreachi ng by
nsiders, misvaluation of assets, and inadequate. asset coverage").

" In asinilar spirit are rules that |iberalised the disclosure obligations of investnent-grade bonds.
See SEC Form S-3 under the Securities Act of 1933.

" 17 CFRD5 270.2a-7 (2000).

9 See also 12 CFR § 704.6 (2000) (using similar technique to determine authority of corporate

credit unions to invest in debt).
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be required for every 100 dollars of assets. Mre conplex capital requirenents
vary the amount of capital required for various types of assets, and one way US
regul ators have di stingui shed anbng assets is to permt |ower capital reserves
for assets that have higher credit ratings. 10 Again the logic underlying these dis-
tinctions is that higher credit ratings inply that the assets are |less risky than

other, unrated or |lower-rated assets.

RATI NG AGENCI ES UNDER THE BASEL COWM TTEE PROPOSALS OF JUNE 1999

The Basel Committee proposals of June 1999 are an exanple of regul atory
incorporation of rating agencies into the devel opnent of capital standards."”
Under the original Basel rules-developed in the 1980s-all comerci al | oans
were subject to the same capital requirenent of 8 per cent. Under the
Conmittee's recent proposal, the anpbunt of capital required for commerci al
| oans woul d vary between 4 per cent and 12 per cent depending on the credit rat-
ing of the issuer. Loans to issuers with high ratings-either AAA or AA in the
S&P system woul d be subject to only 4 per cent capital ratings 12 ) sans to
issuers with the next tier of ratings-A+ to B- in the S& systemwould retain
the current capital requirenent of 8 per cent. Loans to issuers with |ower ratings
woul d be subject to 12 per cent capital requirenents. Loans to borrowers with-
out credit ratings would renmain subject to the current 8 per cent capital rules.
(The Basel Committee's current and proposed capital requirements for com

nercial |oans are sunmarised in Figure 19.2.)

I ssuer Cur r ent Pr oposed
AAA to AA 8 % 1. 6%
A+ to B- 8 % 8
Bel ow B- 89%6 12%
Unr at ed 89%0 8%

Fig. 19.2. Basel Committee's current and proposed capital requirenment for
conmerci al | oans

The Basel Committee's proposed reliance on private credit ratings has an
intuitive appeal. To begin with, the Committee's original approach to com
nercial | oans was undeni ably crude. Wiile the original Basel proposals made
di stinctions between other categories of assets (for exanple, sovereign debt and

bank credits), all commercial |oans had the sane risk weightings and that

'° See, e.g., 17 CFR § 240.15c3-1 (2000) (net capital rules for SEC registered broker-dealers).

Inthis cooment, | limt ny remarks to the aspects of the Cormittee's proposal dealing with corp-
orate borrowers. The proposal has anal ogous reconmendations for sovereign debt and bank credits.
Throughout this comment, | will refer to the S& rating systemfor illustrative purposes. As

Schwarcz explains in his chapter, other agencies have different but anal ogous nonenclature. See
S. L. Schwarcz, 299-300.
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neant that bank | oans to blue chip conpanies such as I BM and M crosoft were
subject to the sane capital requirenents as |loans to the nost risky start-up
enterprises, even though the credits clearly exposed | enders to substantially dif-
ferent anmpbunts of risk. The Basel Conmittee's proposed incorporation of pri-
vate ratings into capital adequacy calculations attenpts to redress this flawin

the original proposal.

CRI TI Cl SM5

Despite the appeal of the Conmittee's proposed use of private credit ratings, the
proposal has been subject to a series of criticisnms, ranging fromtechnical cri-
tiques to fundamental challenges.t® on the technical side, various economsts
have questi oned whether the Basel Committee has properly incorporated pri-
vate credit ratings into its proposal. For one thing, critics have argued that the
Committee's proposal |unps too many different kinds of conpanies into the
same category and that the Conmm ttee should have provided for nore than
three groupings of borrowers to reflect the true range of credit quality across
borrowers. In addition, comrentators have suggested that the Basel Committee
proposal s do not reduce capital enough for good credit risks or inpose adequate
penalties on poor credit risks. The variation in capital requirements that the
Basel Conmittee has proposed, according to this |ine of argunent, should be
greater than the 4 per cent to 12 per cent suggested in the Committee's June 1999
proposal .

These technical critiques accept the proposal's basic approach-to vary
capital requirenents to reflect the credit rating of individual borrowers-but
propound various revisions better to reflect a nore accurate presentation of dif-
ferences in the credit quality of various borrowers. For exanple, in a January
2000 paper, Sanders and Altnan perfornmed a variety of econonetric anal yses of
the past performance of issuers with various kinds of credit ratings and nmade a
series of estimates of nore appropriate classifications and capital require-
ments. t4 Figure 19.3 illustrates the kinds of results they generated for a four-tier
cl assifications system (as opposed to the three-tier systemin the Conmttee's
June 1999 proposal).

Fi gure 19.3, which reports only one of several different approaches presented
in the Altman and Saunders paper, suggests that the very best borrowers (those
with AAA or AA under the S&P systen) should have capital requirenments
of only 1.4 per cent, whereas borrowers with the |l owest credit ratings

(those ranked B- and bel ow) shoul d have capital requirenents of roughly

For @ nuiti-faceted critique of the Basel proposal, including a collection of authorities critical
of the use Conmittee's proposed use of private credit rating agencies, see US Shadow Fi nanci al
Regul atory Conmittee, A Proposal for Reforning Bank Capital Regulation, (Statenment No 160, 2
March 2000) <http://ww aei org/shdw shdwl 60 ht .

4 See E 1. Altman and A Sanders, "An Anal ysis and Critique of the BI'S Proposal on Capital
Adequacy and Ratings" (January 2000) <http://www stern nyu edule-eal tman/bis. pdf>.
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I ssuer Current Pr oposed "Appropriate’
(under S&P under Capi t al
st andar ds) Requi renent s
AAA to AA 8% 1.6% 1.4%
A to BBB 8% 8% 2.3%
BB to B 8% 8% 7.1%
Bel ow B- 8% 12% 17. 0%
Unr at ed 8 % 8 % n. a.

Fig. 19.3. Aternative capital requirements based on private credit ratings
from Al t man & Saunders (January 2000)

17 per cent.ls Thus, whereas the Basel Committee allowed for only a threefold
variation in capital requirements (from4 percent to 12 per cent), the inplica-
tion of Figure 19.3 is that nore than a tenfold differential would be appropriate.
The Saunders and Al tman data al so suggest that there are substantial differ-
ences in the appropriate capital charges for borrowers in the A to BBB and those
in the Bto BB category, even though the Basel Conmmittee's proposal woul d
have | unped all of these borrowers into a single category. \Wereas the Basel
Comni ttee woul d have inposed an 8 per cent capital requirement on all of these
borrowers, the Saunders and Al tnan anal ysis woul d suggest a substantial dif-
ference in the capital requirement for higher rated borrowers in this group (2.3
per cent) as conpared with |ower-rated borrowers (7.1 per cent).

Prelimnary pronouncenents of officials close to the Basel Conmittee suggest
that the Conmittee is cognizant of these technical critiques of its June 1999 pro-
posal and will likely produce an amended proposal allow ng for greater distinc-
tions anpng categories of borrowers and perhaps even nore variation in the
capital requirements required for different kinds of l|oans.*® The Conmittee
may even allow for distinctions based on the internal rating systems of indi-
vidual banks ' The Committee will, however, be hard pressed to address more
fundamental criticisms of this aspect of its June 1999 proposal and still maintain
any reliance on private credit rating agencies. In ascending order of severity,
these criticisms concern the proposal's distinction between rated and unrated

I's See E. 1. Altman and A Sanders, "An Analysis and Critique of the BI'S Proposal on Capital

Adequacy and Ratings" (January 2000) <http //wamy stern nyti edu/-ealtnan/bis pdf>, 12.
s See Update on the Major Initiative to Review the 1988 Capital Accord, Speech by WIlliamJ.

McDonough, President, Federal Reserve Bank of New York, before the 4th Annual Supervision
Conference of the British Bankers Association (19 June 2000) <http.//wuyny frh _org/pihaope/
news/speeches/ 2000/ ncdon000619 himl> (suggesting that the Conmittee may revise its proposal to
add nore risk classifications). Subsequently, the Basel Committee did adopt a revised proposal
whi ch included nore variation of capital requirenents. See Overview of the New Basel Capital
Accord, n. 1 above.

"-For a report on this topic, see Basel Conmittee on Banki ng Supervision, Range of Practice in
Banks' Internal Rating Systems (January 2000) <http.//www bis org/publ/bchs66 pdf>.


http://cent.ls
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borrowers; the manner in which the proposal would operate in tines of eco-
nonmi ¢ down-turn; and the proposal's failure to neasure overall-portfolio risk.

One fairly obvious anonaly of the Basel Conmittee's proposal is the fact that
it inposes a |ower capital requirenent on |oans to unrated borrowers (8 per cent)
than it does on borrowers with low credit ratings (12 per cent for issuers with
ratings of B- and | ower under S&P standards). Wile there may be particul ar
instances in which this distinction is appropriate, commentators have questioned
whet her the distinction is generally justified." If not, it inposes an unwarranted
capital penalty on loans to borrowers with lower ratings, in effect steering credit
towards unrated borrowers. (Conversely there nmay be sone | owrisk unrated
borrowers that should be subject to a capital requirenent |ower than 8 per cent.)
Thi s probl em surrounding the distinction between rated and unrated borrowers
may be an inevitable by-product of factoring credit ratings into capital require-
ments when not all credit risks are rated. *> And thus there is no obvious way for
the Basel Committee's proposal to be anended to address this concern.

A separate concern about the Basel Conmittee's proposal reflects an unease
with the premise that information provided by private credit rating agencies wll
actual |y assist supervisory authorities in setting capital standards. One version of
this concern derives fromobservations that credit rating agencies tend to raise
the credit rating of borrowers in econonic boomtinmes and |ower the credit
ratings in times of economc difficulty. 20 While this practice may accurately
reflect default risk to investors-and thus be a sensible practice in the context of
the traditional role of credit rating agencies-it has a potentially perverse effect
if incorporated into governnent-inposed capital requirenents. It allows banks
to lower their capital reserves in econonmic expansion, but requires an increase in
capital requirenments in econom c downturns. This is precisely the opposite of
what financial econom sts suggest to be the optinmal approach for capital stand-
ards. This problemis one of the consequences of grafting a market nechani sm
into a regulatory standard that the nmechanismwas not initially designed to serve.

An addi tional and deeper problemwith the Basel Conmittee's reliance on
rating agencies is the fact that the proposal builds on the original and sinplistic
approach that the Conmittee's earlier standards established for setting capital
requirenents for credit risks. The approach entails establishing capital stand-
ards for each category of asset held by a particular institution and then adding
the individual requirenents together to arrive at a total capital requirenent for
the institution. As nunerous commentators have recognised, this additive
approach to capital requirements ignores the fact that the risks of individual
assets may be correlated with other assets in a firms portfolio in different
ways. ®* Abank with all its |oans comitted to the highly-rated firns in the oil

e See, e.g., Shadow Conmittee Comment, n. 13 above, 12.

R Indeed, critics have interpreted the current proposal as an effort on the part of the Basel
Committee to enlist the support of countries where few commercial issuers are rated: ibid.

z° See Altman and Saunders, n. 14 above, 6-8.

2A See, e.g., Shadow Conmittee Comment, n. 13 above, 12.
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and gas industry is exposed to nore risk that a firmw th | oans extended to a
diversity of highly-rated borrowers; yet the Basel Commnittee proposal-being
sensitive only to the credit rating of individual borrowers-would inpose the
sanme capital requirenment on both institutions. By incorporating the credit rat-
ing of individual institutions, the Basel Conmttee would add precision to the
capital charges for certain kinds of credit risk, but it would do nothing to neas-
ure inter-relationships anong risks across an institution's total portfolio. A
nunber of critics have faulted the Basel Conmmittee's reliance on credit rating
agenci es because this approach holds little prom se of providing an accurate

measure of an institution's overall risk.

ALTERNATI VE APPROACHES TO SETTI NG CAPI TAL REQUI REMENTS FOR
CREDI T RI SKS

Wiile the criticisnms of the Basel Committee's 1999 proposal are substantial, the
probl em confronting regul atory authorities such as the Basel Committee and
national supervisory units is that there is no obviously superior approach cur-
rently avail able. So perhaps the best way to evaluate the Conmi ttee's proposal
is to conpare it with other alternative approaches to the problem of setting
capital standards for |oans and other credit risks borne by comercial banks
and ot her financial institutions. 22

As summarised in Figure 19.4, there are three basic approaches to setting
capital standards for credit risks currently under active consideration by
regul atory authorities. The Basel proposal is illustrative of the first and nost
tradi ti onal approach-setting capital requirenents based on the vol une of
an individual institution's assets (and associated credit risks). Before the
Basel Accord of 1988, national authorities typically relied on sinple |everage
requi renents, such as 6 per cent capital reserves for all assets.

In 1988, the Basel Conmmittee inproved on this sinplistic approach by,
anong ot her things, establishing risk-based capital requirenents that crudely
di stingui shed anong a rank of credit risks. 2> Alt hough all commercial |oans had
the sane risk rating, distinctions were nmade anobng cash reserves, credits to
ot her banking institutions, sovereign credits and a few other general categories.
The 1999 proposals constitute an extension of this effort by further classifying

the comercial credits of lending institutions into three different categories (or

perhaps four or nore if the analysis of Altman and Saunders is followed).

az To assist in future conparative evaluations of the efficacy of regulatory incorporation of rat-
ing agencies, the Basel Committee's working group has collected extensive enpirical evidence about
the past performance of credit ratings and al so conparabl e information about conplenentary
sources of credit information. See Credit Rating Wrking Paper, n. 4 above, 55-180.

23-The Basel Committee subsequently added conmponents to reflect market risk and interest rate
risk.
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I. Requirenments based on Vol une of Bank Loans
-Si npl e Leverage Requirenents (pre-1988 reginmes)
-Crude Ri sk-Based (1988 Basel Accord)
- Ri sk- Based Measures with Ratings (1999 Basel Proposal)
Il. Requi renents Based on Portfolio Models
- St andard Model s
-l nternal Model s
Ill. Market Discipline Mdels

- Subor di nat ed Debt Proposal s

Fig. 19.4. Alternatives approaches to setting capital requirenents

for credit risks

W thin this progression of gradual inprovenent in asset-based capital
requi renents, the June 1999 proposals seem a sensible refinenment. Wile vul-
nerable to the technical criticisnms outlined above, the 1999 proposals are prob-
ably best understood as a continuation of the increnental inprovenents of
asset - based requirenents that has been under way for the past two decades.
VWil e there are various ways in which the proposals night be tweaked-to
increase the nunber of classifications or adjust the capital requirenments for var-
ious categories-there are linmts to how far these enhancenents can go. In par-
ticular, as outlined above, revisions of the 1999 approach are unlikely to address
the nore fundanental criticisns that have been |levelled at the proposals.

To address these deeper concerns, one nust seek alternative approaches to
capital setting standards. And, indeed, there is afoot a novenent towards new
capital standards based on overall portfolio risks. Already in the area of market
risks-that is risks on assets held in trading accounts-regul ators have devel oped
various portfolio approaches to the establishnent of capital requirenents. 24 And,
inits 1999 proposal, the Basel Committee intimated that a sinmilar approach m ght
eventual |y be devel oped for credit risks, thus providing an alternative to the addi-
tive asset-based approach upon which the Conmittee has hitherto relied for deal -
ing with credit risks. Unfortunately, the devel opnent of capital standards based
on portfolio nodels is extraordinarily conplex. It relies on detailed anal yses of
the correlations in performance of nmany different types of assets. In sone areas,
historical data can provide the basis of such anal yses; but often-particularly for
new types of credits-such historical information is not available. In addition, it
is possible that the appropriate way to neasure credit risk will vary frominstitu-
tion to institution. To date, regulatory authorities have relied upon two different
approaches to portfolio nodels: standard nodels which can be used by a wi de

range of institutions and internal nodels, which depend on individual nodels

24 see Basel Conmittee on Banking Supervision, Amendment to the Capital Accord to
Incorporate- Market Risks (January 1996, as anended in September 1997) <http: //wuy bis orgl
Qubl /hehs2d pdi>.
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devel oped for individual institutions (subject to general standards and review by
regul atory authorities).

In the area of credit risks, capital standards based on portfolio nodels are in
an early stage of devel opnent. Experts differ on how soon practical applications

of these nodels will be possible. ?

®Wether it will be possi bl e to devel op stand-
ard nodel s that generate nore appropriate capital requirenments for a w de
range of institutions than the Basel proposal of 1999 would provide is open to
debate. Reliance on internal nodels of |arger and nore sophisticated financial
internedi ari es appears to offer nore promise in the near term This approach,
however, raises the difficult question of how nuch regulatory authorities should
del egate the establishnment of capital standards to bank nanagenent 26 After all,
the reason we regul ate bank capital requirenments in the first place is the belief
that left to their own devices banks will nmamintain |ess capital than is socially
desirable.?? Thus, the nore fundanental criticisnms of the Basel Conmittee's
1999 proposal nust be bal anced agai nst problens that might arise if regulatory
authorities were to nove to a nore theoretically pleasing, portfolio based nodel
for setting capital standards ' 28

A final approach to setting capital requirenments is to rely nore on nmarket
mechani sns and | ess on fornulaic capital requirenents. Illustrative of this tech-
nique are proposals to require conmercial banks to issue publicly traded sub-
ordi nated debt on a periodic basis . 2° Like any other formof capital, this
subordi nat ed debt woul d insul ate depositors and deposit insurance funds from
| osses, but regulatory authorities could al so use the market val ues of a bank's
subordi nated debt to obtain an i ndependent assessnent of the solvency of the
bank. Under this approach, regulators would nonitor fluctuations in the
mar ket val uati on of subordi nated debt and-in the event of sudden downturns

in val ue-take appropriate supervisory action with respect to the issuing

ZS |, connection with its capital reformproposals, the Basel Conmittee solicited comments on
credit risk nodelling. See Basel Comnmittee on Banking Supervision, Sunmmary of Responses
Received on the Report "Credit Risk Mdeling: Current Practices and Applications" (May 2000).
<http //wwy bis org/publ/bchs7l ht ;r. See al so Shadow Committee Conment, n. 13 above, 12
(expressing skepticismas to the reliability of existing credit risk nodels).

IS Cf. European Shadow Financial Regulatory Conmittee, Internal Ratings Capital Standards
and Subordi nated Debt, (St at ement No 7, February 2000) <http://wswy aei org/shdw
shdweuro? htoo> (“[Slince banks face a degree of protection, they have the incentive to take exces-
sive risk and, therefore, to manipulate the ratings used to allocate capital").

27 ps discussed above, it is possible that the final Basel Conmittee proposal will allow at |east
sone banks to use internal rating systems for capital neasures. See Speech by WIlliamJ.
McDonough, n. 16 above. See al so Overview of the New Basel Capital Accord, n. 1 above (propos-
ing greater reliance on internal nodels). Such an approach falls short of full-blown credit nodelling,
because the capital requirements are not based on overall portfolio risk. It does, however, allow for
nore tailored capital requirements based on individualised nodels.

28 T pe fair, internal nodels typically nust conply with regulatory standards and are al so sub-
ject to periodic back testing. Notwithstanding these safeguards, internal standards increase the
ability of individual institutions to influence their own capital standards.

29 gee, e.g., Shadow Conmittee Comment, n. 13 above, 16-17. See also M E. Van Der Wide and
S. M-Kini, "Subordinated Debt: A Capital Markets Approach to Bank Regul ation", (2000) 41 B CL
Rev. 195; R Dhunmle, ch. 5, above.
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bank - Subor di nat ed debt proposals of this sort have been under consideration
in the United States for a nunber of years, and Congress recently authorised a
full scale study of the technique. In acadenmic circles, there is considerabl e sup-
port for the approach, and one group of comentators recently proposed that
the Basel Conmittee drop its proposal with regard to private rating agencies
and recommended i nstead a subordi nated debt requirenent as part of its next
versi on of bank capital adequacy standards. 3*

This is not the place for a full discussion of the nerits (and potential prob-
| ens) of subordi nated debt proposals. Wat is inportant to recogni se here is
that this reliance on nmarket discipline offers another alternative to setting
capital standards. It finesses the shortcom ngs of requirements tied solely to
bank assets and the conplexities of portfolio nodels by harnessing narket
forces for regul atory purposes. In a sense these proposals are distant cousins
of the Basel Conmmittee's 1999 proposal. Wiereas the Basel Conmittee seeks
to incorporate discrete assessnments of individual borrowers (as reflected in the
views of private credit rating agencies), proponents of mandatory sub-
ordi nat ed debt incorporate market values of securities issued by the banks

t hensel ves.

IMPLI CATI ONS FOR THE BASEL PROPCSALS FOR REGULATORY POLI CY

lwould Iike to close with a few comments about the regulatory inplications of the
Basel Proposals. Let ne start by returning for a nonent to Schwartz's discussion
of the question whether additional oversight of credit rating agencies is necessary.
While | would agree with Schwartz that the market has, to date, worked relatively
well in this area, | think it also inportant to recognise that the regul atory incorp-
oration of credit ratings in bank capital requirenents puts greater pressure on
the system Currently, an issuer's credit rating affects only its access to capital
mar kets; under the Basel proposal, a rating will also affect the borrower's cost of
comercial loans fromregulated entities (since the cost of higher capital charges
will likely be passed on to borrowers, at least in part). As the inportance of credit
ratings increases, the pressure to get better ratings will also increase. This change
could increase the need for governnental oversight of rating agencies.

Anot her inportant point to note about the Basel proposals is that it sone-
what changes the structure of the market for credit ratings. In the past-as
Schwartz expl ai ns-the real consuner of credit ratings was individual
investors, and the reason the market has worked is that rating agencies need to
preserve their reputation for accurate assessors of credit risk. Under the Basel
proposal, bank regulators will also "consune" credit ratings and use those rat-

ings to set capital standards for regulated institutions. One wonder s whet her

o In a simlar spirit, one critic of regulatory incorporation of credit ratings has suggested that

regul ators rely instead in market novenents of interest rates on debt. See Partnoy, n. 3 above.
31 Shadow Conmittee Comment, n. 13 above, 16-17.



322 Howel | E. Jackson

centralised regulators will be as good nonitors of credit rating agencies as have
decentralised market forces in the past.

I'n addition, when one recalls that one of the goals of the Basel Capital Accords
was to encourage national regulators to raise capital requirenments for |ocal banks,
one Can gppreciate the potential problemof this new use of credit rating agencies.
If banking officials in a particular country are reluctant to force |ocal banks to raise
capital to the standards set by the Basel Conmittee, one way to subvert conpli-
ance is to accept higher-than-appropriate ratings fromlocal rating agencies. In
ot her words, as the Basel Committee's 1999 proposal allows national regulators
latitude for setting capital requirenments for commercial credits, the goal of main-
taining uni formcapital standards across national boundaries may be jeopardi sed.

Col | ectively the foregoing concerns raise the possibility that the Basel
Committee's recent proposal and other regulatory incorporations of rating agen-
cies at the national |evel could undermine the quality of credit ratings, thereby
generating a formof credit rating inflation. This is, it should be noted, the inverse
of the principal concern over rating agencies that Schwarcz raises in his chapter-
that rating agencies might issue credit ratings that were inappropriately strin-
gent. %z My fear is that market forces will |ead agencies in the other direction .33

A final question to be posed about the Basel Comm ttee's incorporation of
credit rating agencies is its inplications for devel oping countries. In many parts
of the world, few private borrowers have privately rated debt. Indeed, the credit
rating industry is largely a phenonenon of the United States and ot her advanced
econoni es. ** accordi ngly, this aspect of the Basel 1999 proposal will have little
'npact on banks in many parts of the worlds. For these institutions, the effect-
ive capital requirenent for commercial loans will remain the 8 per cent set under
the original Basel Accord. Viewed in this light, the primary effect of this aspect
of the Basel Conmittee's 1999 proposal wll benefit only banks in industrialised
nations-allowing themto |ower capital reserves for |oans to borrowers with
top credit ratings. In isolation this effect mght not be disturbing, but it turns out
that several recent and proposed reforns to the Basel Conmittee's capital
requirenents apply, in practice, only to institutions in advanced nations: for
exanpl e, internal nodels for market risks and anal ogous proposals for credit
risk nodel ling di scussed above. what seens to be energing fromthe Basel
Committee is a two-track system of capital standards: one relatively sinple but
rigid standardi sed system for banks in devel opi ng nati ons and a second, nore
flexible reginme for sophisticated institutions in advanced econoni es. Wet her
this division threatens the considerable success that the Basel Committee has

enj oyed over the past two decades is an open question for future debate.

32 see s. L. Schwarcz, 305-7.
33 For additional views that credit rating agencies mght be tenpted to devalue the quality of their
ratings, see Shadow Conmmittee Comment, n. 13 above, 12. See also R Cantor and F. Packer, "The
Great Rating Industry", Fed Res Bank of Ny Quarterly Rev (Surmer/Fall 1994),1; Partnoy, n. 3 above.
34 ‘For a review of rating agency coverage in various countries see Credit Ratings Wrking Paper,

n. 4 above, at 21-39.



