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Summary 

The purpose of this briefing is to try to answer to the question, whether the high concentration 
of the activity of accountancy and rating activities in the hands of a very small number of 
companies can influence competition among the audited and/or rated companies in the 
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INTRODUCTION 

 
In the world market there are at present just four big accountancy firms and three big rating 
agencies. The Big Four accountancy firms (Price Waterhouse Coopers, Deloitte & Touche, 
Ernst & Young and KPMG) hold the largest share of the international market. The Big Three 
rating agencies (Standard & Poor's, Moody's and Fitch) provide rating for 93% of the 
demand1. The reason for this concentration is due to the fact that these activities require 
highly qualified staff  and a large organisation, in order to cover the different sectors of 
services, industry and commerce including multinational firms all over the world.  

During the 1980s two broad tendencies, disintermediation2 and globalisation, reshaped the 
world capital markets3 and brought rating agencies centre stage. With the expansion of 
financial markets, depositors preferred mutual funds to banks intermediation, requiring further 
rating services. In the meantime the accountancy firms expanded their activities from auditing 
and certification, creating collateral consultant companies offering assurance, business and 
risk consulting, corporate finance, human capital and tax services. 

With the collapse of the energy giant Enron Corporation and the WorldCom Inc. 
telecommunications company, the accountancy and credit rating industries are increasingly 
becoming a focal point for criticism and discussion from public and private actors and the 
world press. Consequently, the concentration and the multi-sector activity of the leading 
companies in the businesses of accountancy  and rating on the world market raises questions 
about transparency and distortion of competition.  

In this briefing the ongoing debate is presented and the question is examined whether the 
oligopolistic nature of the above mentioned industries presents a concern for competition 
policy. We put a special emphasis on the recent developments in the European market for 
accounting and credit rating services.  

 
 
 
 
 
 
 
 

                                                 
1 Institute for International Monetary Affairs: Newsletter 02.09.2002 Rating Agency: an oligopoly? 
2 Disintermediation: the power of banks waned and their traditional role in allocating capital-intermediating 

between depositors and borrowers  was eliminated.  

3 Credit Rating Agencies and the Governance of Financial Markets, Outline of a Research Project, Paper 
prepared for the 11 th Annual Meeting of the 'Society for the Advancement of Socio-Economics': 
Globalisation and the good society, Madison, Wisconsin, July 8-11, 1999.Dieter Kerwer. 
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SPECIFIC FEATURE OF ACCOUNTANCY AND RATING INDUSTRIES 

Accountancy industries  

Background 

The provision of audit and accountancy services arose from the need to give guarantees to 
shareholders and public on the transparency and reliability of companies accounts. First SEC 
(Securities  and Exchange Commission) in the U.S. and afterwards most stocks exchanges in 
the world required certification of accounts for listed companies. 
Auditing and accounting industries, born in the U.S., developed more and more their activity, 
in order to meet internal and international market demands. The first European accountancy 
firms saw the light in UK in the second half of the 19th century4 and in Germany in the first 
decades of the 20th century5, while in Italy they started later as "Fiduciarie" just between 
1923 and 1925 and were regulated by law in 19266, since there was already a system of audit 
performed by appointed professional people named "sindaci". The experience and 
qualifications of the staff of the American accountancy firms enabled them to expand their 
activities from US to Europe, creating branches that soon occupied the market, meeting a 
strong demand for a service that no European industry could really satisfy. They created 
internal training and education departments in order to train their own staff in Europe.  The 
next step was to create collateral activities, as "consultant" branches. They  could take 
advantage of their knowledge of the different business in many countries around the world, in 
order to advise their clients in different fields, like tax compliance, management consulting 
and corporate financial investment. 
 

Current situation 

After the demise of Arthur Andersen, the most important accountancy firms are four: Price 
Waterhouse Coopers, Deloitte & Touche, Ernst & Young and KPMG and public concern has 
been expressed about the provision of audit and accountancy services in a situation of 
increased concentration. The Big Four (Big Five until June 2002 when a jury in the US found 
Andersen guilty of obstructing justice by shredding documents relating to the failed energy 
giant Enron)7 justify concentration, in the face of high general costs and the necessity to 
engage highly qualified staff.  
One consequence of this concentration in the market is a limited choice for consumers, prices 
set and maintained at a high level and lack of transparency. Furthermore,  concerns about the 
level of auditor independence and corporate governance issues was generally expressed by the 
public, after the Enron collapse: Enron had been downgraded just four days before 
bankruptcy. Public trust is of fundamental importance in accountancy profession and Arthur 
Andersen US, Enron's auditor and one of the Big Five, betrayed that trust. 

The question now is to consider whether the system in place in the EU is able to avoid the 
same kind of US corporate governance  and financial reporting issues that have arisen in US. 

                                                 
4 Deloitte & Touche history: http:/www.deloitte.com/aboutus/aboutus.htm 
5 A. Gentili, Società fiduciarie e negozio fiduciario, Milano, 1978. 
6 RDL n° 2214, 16 Dec. 1926  
7 BBC News, 15 June 2002, Andersen guilty in Enron case / News Releases,  March 15 2002 GSA suspends 
Enron and A. Andersen and former officials / United States of America against Arthur Andersen: Indictment of 
the sections 1512 (b) (2) and 3551 et seq. 
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A debate is taking place among the experts, concerning the steps to be taken to enforce the 
safety and the independence of the audit and accountancy systems8. 
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The Commission Position 

The European Commission has been concerned about the accountancy industry oligopolistic 
nature since 1998, when the merger between Price Waterhouse and Coopers & Lybrand was 
submitted to the judgement of the competition authorities. The two firms had in common  a 
wide range of activities, but they were a neat fit  geographically: PW was relatively weak in 
some countries where C&L was well established and the opposite in other countries. 
Furthermore, as suggested by the parties, the consulting activity was considered separately 
from the audit and accounting, and the inquiry was focused on its possible dominant position 
in accountancy.  

The Commission decided, on closer inspection, that the relevant market was national and, 
although there had been some centralisation of audit purchasing, many multinational 
companies still allowed their local subsidiaries to decide which Big Six firm to employ.   

Another question raised when a merger was proposed between Ernest & Young and KPMG. 
Differentiating the two mergers was the geographic complementarity across national markets: 
C&L had strong presence where PW was less represented and vice versa and in no country 
would the combined firms have a share over 40%. In the case of the KPMG and E&Y merger, 
they would have had a combined share exceeding 40% in seven countries. The problem was 
solved shortly after starting of the Stage II investigation, when E&Y and KPMG abandoned 
the proposed merger. 

                                                 
8 Fédération des Expert Comptables Européens: position paper 7 May, 2002 
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       1998 
       BIG FIVE 

PriceWaterhouseCoopers 
Ernst & Young 
KPMG 
Deloitte Touche Tohmatsu                                                    
Arthur Andersen 

 
2001 
BIG 
FOUR 

PriceWaterhouseCoopers 

Ernst & Young 

KPMG 

Deloitte Touche Tohmatsu 



RATING & ACCOUNTANCY INDUSTRIES OLIGOPOLY 

 

PE 325.892 8 

When the Commission cleared on 20 May 1998 the merger which led to the formation of 
PriceWaterhouseCoopers some commentators considered that a further concentration would 
not be tolerated: a reduction in the number of large accountancy firms from six to five should 
signal the end of consolidation in this sector. 

However, the recent scandal of Enron and WorldCom involved one of the world's top five  
accountants, Arthur Andersen, an 89-year old company, accused of having destroyed 
thousands of documents and computer records relating to its scandal-hit client and judged 
guilty by a jury in the US9. The Andersen team, contravening the accounting methodology 
approved by Andersen's own specialists working in its Professional Standard Group, 
performed both internal and external auditing work for Enron mainly in Houston, Texas. The 
General Services Administration suspended Andersen from conducting new business with the 
Federal government and the demise of the company was unavoidable. 

The consequence is a new concentration of accountancy firms, which took over the activity 
and a large part of the Andersen's staff. Ernst & Young have incorporated Andersen 
Accounting of Germany, France and Switzerland; Andersen Switzerland Consulting joined 
KPMG Consulting Inc.; Deloitte Touche Tohmatsu absorbed Andersen Italy and Andersen 
UK.  

The European Commission declared the merger of Andersen with other Big Four firms in a 
number of separate European countries compatible with the Common Market, but its 
investigation left open the question whether or not the transaction, reducing from five to four 
main players, led to "a situation of oligopolistic dominance"10.  

 

RATING INDUSTRIES 

Background 

Credit rating agencies attempt to provide independent reports on the creditworthiness of a 
range of institutions, governments, public bodies, international and domestic active 
companies. They produce available reports and analysis supporting their rating of credit 
worthiness, which are publicly available for purchase11. Investors use rating agency 
publications as a very strong guide to credit quality and agencies valuation plays a critical role 
in investment decisions. 
The need for financial soundness in credit ratings has increased dramatically with the increase 
in market volume, financial intermediation and the use of derivatives over the past few years. 
The rating agencies existence12 is based on the US system where the SEC (Securities and 
Exchange Commission) designates rating agencies. The system is called Nationally 
Recognised Statistical Rating Organisation (NRSRO) and indicates that the rating given by a 
designated agency is credible and reliable to users. Thus, an agency needs to have many years 

                                                 
9 BBC News, 15 June 2002, Andersen guilty in Enron case / News Releases,  March 15 2002 GSA suspends 
Enron and A. Andersen and former officials / United States of America against Arthur Andersen: Indictment of 
the sections 1512 (b) (2) and 3551 et seq. 
10 Case No COMP/M2810 -Deloitte & Touche/Andersen (UK), 01/07/2002 
11 Bob McDowall 2002, 29 Oct. www.it-director.com/article.php?id=1641 
12 John Moody invented ratings in 1909, when he published the Manual of Railroad Securities, which rated 200 
railroads and their securities. The Standard Co. began grading bonds in 1916. Poor's and Fitch followed in the 
1920s. Poor's and Standard merged in 1941. All initially made their money by charging investors for their 
ratings. They began charging issuers instead in the 1970s, partly because the spread of photocopying made it 
easy for non-paying investors to get hold of ratings. 
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of experience to be recognised as a NRSRO (SEC designated three NRSROs in 1975 and no 
one else since). Therefore any new entry becomes very difficult. One reason for the 
dominance of so few firms is that the US SEC has not awarded their stamp of approval to any 
others. The SEC should be helping qualified companies to be more effective competitors in 
the rating industry. It appears that in protecting the status quo the SEC is not meeting the 
needs and concerns of the small investor. Many smaller companies who would issue debt or 
securities cannot afford the rating costs of NRSRO rating agencies. The existing system 
inhibits competition in the rating market and has led to the current “de facto” oligopolistic 
situation13. Due to the oligopolistic nature of the rating business there is deficiency of 
accountability in the process of rating.   

The status of the rating agencies has been criticised as a quasi-governmental institution 
without authority supervision, because they are designated by a federal authority (SEC) but 
are not supervised by it14. Furthermore, rating services have a pivotal position in the system of 
capital allocation and a strong influence on how credit is allocated. Rating agencies attach 
great importance to fiscal indicators among macroeconomic indicators, which often is an 
insufficient assessment when government issued bonds are rated15. 

Current situation 

A major asset to the rating businesses is their reputation. It has been widely accepted that the 
threat of losing it is enough to contain fraud 16. However all three agencies failed to 
downgrade Enron and maintained its investment-grade status. The downgrading came four 
days before Enron failed for bankruptcy. Additionally, the reputation characteristic required to 
become a NRSRO appears to be a barrier to market entry by new firms, since it is difficult for 
small or medium sized firms to build the required high-level position.  

Rating agencies are increasingly offering themselves as consultants to companies whose debt 
they rate. In this way they run the risk of facing the same conflicts of interest as auditors do 
when they also offer consulting services to their clients. Thus both industries risk losing their 
objectivity: the temptation to use information obtained in one of their tasks for the purpose of 
the other activity is high.  Furthermore, both industries might tend to underestimate or not to 
point to emerging problems when they spot them17.  

Rating businesses require specific expert knowledge for their services and are information 
based. Since both the accountancy and rating businesses deal with information intermediation 
(including certain regulated tasks like statutory auditing) there is a tendency towards 
oligopoly of information internalisation. Information is a public good with zero marginal cost. 
Consequently, in a concentrated industry the flow of information is restricted and kept inside. 
Rating agencies are not required to disclose the non-public information of a company to 
common investors and their ratings are not subject to SEC supervision. When the rating 
industry lacks transparency, due to insufficient disclosure of information, then, unavoidably, 
its credibility suffers and credibility is the backbone of financial and capital markets.  

                                                 
13 Newsletter of The Institute for International Monetary Affairs, (No. 4, 2002), "Rating Agency: An Oligopoly", 
Tadahiro Asami 
14 see above (13) 
15 see above (13) 
16Credit Rating Agencies and the Governance of Financial Markets, Outline of a Research Project, Paper 
prepared for the 11th Annual Meeting of the 'Society for the Advancement of Socio-Economcis': Globalisation 
and the good society, Madison, Wisconsin, July 8-11, 1999.Dieter Kerwer. 

17 The Economist, Nov 20, 2002, "In the Spotlight"; The Economist, May 16, 2002, "Badly Overrated" 
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The Big 3 function globally, based on their US NRSRO status, and have been accepted by all 
market players worldwide. The three rating agencies together held 93% of total revenue of 
rating agencies ($2.1 billion) for 2001 (see table1)18. The rating industry is a lucrative one, 
charging high fees for services. It is generally accepted that the rating business will extend its 
capacity and increase its importance as a consequence of the ongoing processes in the world 
economy. There is no doubt that the most advanced capital market is the US one, compared to 
the European, where the prevailing financial system relies on banks for funding industries. 
However, with the introduction of the Euro it is expected that direct financing will gain in 
weight due to the integration of the European capital markets. Thus the rating industry 
influence on the European market will increase. 

 

Table 1: Rating industries revenue for 2001 in the worldwide market 

 

Rating industries $ Million % 

Standard & Poor's 870 41% 

Moody's 797 38% 

Fitch 302 14% 

Big3 total revenue 1969 93% 

Others 131 7% 

 

Chart 1 

   
Slices: 1) Standard & Poors; 2) Moody's; 3) Fitch; 4) Others 

 

 

The US is currently moving in the direction of more supervision over rating and accountancy 
businesses. The US SEC is looking into the failure of credit rating agencies to spot the 
collapse of Enron and WorldCom in order to prevent such errors in the future. The agencies 

                                                 
18 Financial Times, May 27, 2002, Survey-International Capital Markets, Headline: Big Three learn lesson from 

Enron, Aline van Duyn. 

Slice 1

Slice 2

Slice 3

Slice 4
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can expect to be more tightly regulated in future19. Developments point towards 
encouragement of competition within the rating industries, which hold quasi-governmental 
power, and making them thesubject of accountability. These are the main observations of the 
US Senate hearing (March 2002), Committee on Governmental Affairs) on "Rating and 
Raters: Enron and the Credit Rating Agencies". The SEC owes Congress a report on credit 
rating agencies by January 26, 200320. The same trend is also observed in the UK. 

This short review of the rating business shows its growing importance to the world capital 
markets together with its major flaw, its oligopolistic nature.  What is the solution for the 
rating system: continuous dominance of the Big 3 or creation of conditions for a more 
competitive environment? One logical remedy appears to be a more competitive and 
transparent rating industry based on geographically diversified participants. This depends on 
whether the US SEC designates more NRSROs, including non-US rating agencies and 
whether non-US rating agencies can compete with the Big Three21. Regulation of the rating 
industry should not be opposed as long as is not overly burdensome, its costs relatively small 
to companies revenues, and is applied fairly throughout the industry. 
 

Events in the EU countries and recent developments  

 

Current Developments  

Considering that the UK financial and capital market is closer as a structure and operation to 
the US one, it is rational to expect similar tendencies to the US. There have been calls for an 
inquiry into the Big Four and the Big Three by Members of Parliament, by the leading 
financial watchdog Financial Services Authority (FSA) and the Office of Fair Trading (OFT, 
the UK’s Competition Authority)22.  
In a statement of 22 November 2002 the OFT announced that it will keep the accountancy and 
audit market under review and will advise on any competition implications arising from any 
proposals for regulatory reform. Furthermore, the accountancy and audit market structure is 
currently changing, the acquisition by Deloitte & Touche of Andersen UK was recently 
reviewed and cleared by the European competition authorities, and the market has been 
already the subject of various reviews. The OFT therefore considers that now is not the time 
for a further investigation or Competition Commission (CC) referral. It prefers to keep open 
the possibility of further action in the future, rather than make a reference now to the CC or 
launch its own market investigation.23  
The French government has prepared a proposal that introduces a new financial security law, 
which is expected to ban accounting firms from providing non-audit work to their audit 
clients24. The new law might prevent audit firms from doing consulting services for their audit 
clients such as corporate finance, insolvency, legal and tax work. The proposal, due to come 
into force in 2003, is a response to intense concerns about auditor independence following 
business scandals in the US. The Big Four are worried about their potential loss of income, 

                                                 
19 The Economist, Nov 20, 2002, "In the Spotlight"; The Economist, May 16, 2002, "Badly Overrated" 
20 Forbes, November 4 , 2002, "More Competition, Better Rating?" 
21 Newsletter of The Institute for International Monetary Affairs, (No. 4, 2002), "Rating Agency: An Oligopoly", 
Tadahiro Asami 
22 The Guardian, July 24, 2002, "MPs call for Accountancy Inquiry"; accountancyage.com, July 2, 2002, "FSA 
calls for Inquiry into Big Four"; Financial Times, July 24, 2002, "Accounting’s Big Four face OFT inquiry" 
23 Statement by the OFT, " Competition in audit and accountancy services ", 22 November 2002 
24 Financial Times, 22.11.2002, "Big Four Hit at French Audit Proposal" 
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which would result from the French legislation. The firms often secure lucrative non-audit 
work from audit clients. Additionally, the French authorities argue, that due to their two-tier25 
accountancy system, competition between the appointed co-auditors will continue. 
In Germany,the legal and regulatory environment has undergone such a radical transformation 
during the last decade that the country's corporate governance framework has become one of 
the most advanced in continental Europe26. As a part of the changes Germany recently created 
an umbrella watchdog for financial markets. The powers that would be given to the new 
institution are to be modelled on the US SEC. Controls on auditors would also be sharpened, 
with tighter rules ensuring the independence of auditors and increasing possible penalties for 
wrongdoing. 
Italy has for the most part escaped the excesses of the new economy bubble that caused the 
accounting problems elsewhere. In the early nineties it had a series of accounting scandals 
that resulted in record claims for damages against auditors. That appears to have had a 
sobering effect on the market, which may have been protected against further excesses in 
recent years. In Italy, a 9-year rotation of auditors has been mandatory since 1980. The 
auditor rotation has been under consideration over the past few months, as a way of 
preventing audit firms getting too close to their clients - which is important to an auditor's 
independent evaluation of company accounts27. The key argument in favour of the mandatory 
rotation of audit firms has been strongly challenged by new authoritative research28. The 
report concludes that not only is the compulsory rotation of audit firms unlikely to improve 
auditor independence, but that it can be of disadvantage to audit quality. The only actual 
advantage of rotation, the research suggests, is of perception. According to Professor 
Maurizio Dallocchio of SDA, the business school of the Bocconi University in Milan, it is 
only chief financial officers and others involved with corporate governance within audit 
clients who favour rotation, believing it brings a higher level of independence. The perception 
of independence is of optimum importance at a time when investor confidence is particularly 
low. Dallocchio stresses that, in practice, rotation does not improve independence. The only 
way to do so, he suggests, is to prohibit auditors from providing other services such as 
consulting, tax, legal and corporate finance advice. 
The research also challenges another supposed advantage of auditor rotation, that it could 
improve competition in the audit market. Dallocchio claims that rotation does not increase 
competition because the audit firms between which the client rotates are often pre-negotiated. 
The choice of auditor is not in fact random, as the case should be. The added costs of auditor 
rotation are a further factor that detracts from its appeal.  
Nevertheless, auditors in Italy are still hoping that European harmonisation will bring about 
change in Italy. "We agree with the prevailing direction in the European Union which allows 
an auditing company to provide consultancy services as long as this does not entail managing 
activities for the client," said Adolfo Mamoli, chairman of Assirevi, the Italian Organisation 
of Registered Accountants. 

                                                 
25 An important feature of the French audit and accountancy regulatory system is the Co-Commissariat au 
Compte under which large and state-owned companies must appoint at least two co-auditors who jointly sign off 
the company's statutory account. 
26 Financial Times, 25.11.2002, "Radical Transformation Leads Europe" 
27 International Accounting Bulletin,  Laferty  Publication, "The Italian paradox", 11/10/2002, P11 
28 International Accounting Bulletin,  Laferty  Publication, "New research challenges argument for mandatory 
rotation of audit firms", 10/2002, P6 
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New EU Regulation 

In June 2002, the EU adopted the International Accountancy Standards (IAS) Regulation 
requiring EU companies listed on a regulated market, including banks and insurance 
companies, to prepare their consolidated accounts in accordance with International 
Accounting Standards (IAS) from 2005 onwards29. The Regulation will help eliminate 
barriers to cross-border trading in securities by ensuring that company accounts throughout 
the EU are more reliable and transparent and that they can be more easily compared. This will 
in turn increase market efficiency and reduce the cost of raising capital for companies, 
ultimately improving competitiveness and helping boost growth. The IAS Regulation was 
proposed by the Commission in February 2001. It is a key measure in the Financial Services 
Action Plan. Unlike Directives, EU Regulations have the force of law without requiring 
transposition into national legislation. Member States have the option of extending the 
requirements of this Regulation to unlisted companies and to the production of individual 
accounts. Although the Commission put forward the IAS proposal long before the Enron 
affair, this is one of a series of measures which will help to protect the EU from such 
problems. Other measures include the Commission's recent Recommendation on Auditor 
Independence and its proposal to amend the Accounting Directives30.  
Additionally, the European Commission has welcomed a joint announcement by the 
International Accounting Standards Board (IASB) and the US Financial Accounting 
Standards Board (FASB) of their commitment to achieving real convergence between their 
respective accounting standards by 2005, when listed EU companies will be required to apply 
IAS31. The announcement is a major step towards a global system of accounting standards 
and will in particular help the US Securities and Exchange Commission (SEC) to accept 
financial statements prepared by EU companies in accordance with IAS, without 
reconciliation to US GAAP, for the purposes of listing on US markets32.  
 

Current Developments in Rating Industry 

Concerning capital rating business, there is no pan-European rating agency and there is a little 
prospect of one being set up. In a speech last month, the French finance minister, Mr. Mer, 
made it clear that, whatever the outcome of the Securities and Exchange Commission's 
deliberations on the future structure of the rating agencies, the European Union should set up 
its own watchdog to oversee the business.  Mr. Mer told a gathering of leading French 
bankers and regulators that: "We should not resign ourselves to a situation where the SEC, the 
sole 'de facto' global regulator in the matter, dictates the rules that apply to the rest of the 
world".  Mr. Mer's argument cannot be entirely blamed on French bristling over the power of 
the US rating agencies, since the number-three operator, Fitch Ratings, is owned by Fimalac, 
a French financial group. France is to raise the issue at "Group of Seven (G7)" level when it 
takes over the presidency of the group of leading industrial countries on  the 1 January 200333. 

                                                 
29IP/01/200, MEMO/01/40 and IP/02/827  
30 IP/02/723 and IP/02/799 
31 P/02/1576, 29/10/2002 
32 The US has created a special Accountant Watchdog agency – the  Public Company Accounting Oversight 
Board. The Board was established by the Sarbanes-Oxley act to curb corporate wrongdoing and to replace the 
accountancy profession’s system of self-regulation. Under the act, the board is expected to set new rules for 
auditing public companies and then judge how well the auditors do their job. Because of the current crisis in both 
regulators, the head of the Board, William Webster, and the head of the SEC, Harvey Pitt, stepped down in the 
middle of November.  The results of their work will be delayed. 
33 Financial Times,"A chance to step into the light", 09.12.2002 
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Conclusion 

The high concentration of the accountancy and rating industries in so few firms induces 
concern about competition either for their specific services, or for the consequences that the 
results of their auditing and rating evaluation have on the accountability of their clients. 
The dominant position of the Big Four in the worldwide accountancy market with respect to 
small local firms is evident, even if  a solution is not easy to find and many proposals are 
coming from different countries' accountants federations and government authorities to 
improve the situation. The concentration from 5 to 4 big firms intensified calls for tighter 
restrictions, such as statutory auditor rotation, hiving off consultancy divisions and a ban on 
firms offering non audit services to audit clients. The opposition of the big firms to changing 
the system is strong and their arguments to maintain the current position are under 
examination.  
Europe is going to change its accounting standards by requesting all EU listed companies to 
report according to IAS (International Accounting Standards) by 2005, but this could be of 
little use if the US continues to use its own standard. However, SEC has changed its attitude 
concerning accountancy rules after the Enron and WorldCom crisis and it is time for Europe 
to attempt to convince US authorities and markets to move to or to accept IAS. The reputation 
of Big Four is based on an assumption of quality which is difficult, if not impossible for the 
client to measure. Moizer34 summarised in 1997 the evidence on audit firm reputation in 
financial communities, concluding that there was considerable evidence to suggest that the (at 
that time) Big Six were to be differentiated from other audit firms and the valuation analysis 
used by the London offices of B6 firms was more sophisticated than the practices of the non-
B6 firms in general.  "A reputation effect would suggest that the quality of valuation work 
conducted by the B6 would be perceived to be of higher quality than that of the non-B6, and 
therefore the B6 would get a higher proportion of the major valuation work done by 
accounting firms, and would be able to charge higher fees."  
It must be admitted that the US authorities always react quickly to events. In fact, the 
American Securities and Exchange Commission (SEC) has approved a new set of corporate 
governance rules, as required by Congress under the Sarbanes-Oxley Act passed last summer, 
in order to face the problems, which arose from the Enron scandal and Wall Street crisis. The 
detail of the rules was left to the SEC, which had to finish drawing them up by 26 January 
2003. These new accountancy rules are now being put in place in the US. 
 
With regard to rating agencies, a demand for radical reform of the way funds are rated is 
coming from Europe's most powerful fund managers, amid fears that the all important 
rankings are misleading financial advisers and individual investors35.  The rating of an 
institution by the rating agency can have an impact on the perception of investors and lending 
them towards some investments rather than others. This can substantially affect the rate of 
interest at which funds can be borrowed, bond issued, and influence the price of  corporations 
stock listed on an exchange. Financial advisers and investors are attaching increasing 
importance to the rating agencies' ranking of funds, creating a "halo effect". Research 
published by Cerulli Associates, the US consultancy, discloses that in 2002 in the US some 
97% of net new money was channelled into funds ranked in the top third by Morningstar. In 
other countries, there is a smaller "halo effect", where assets are directed towards the best 

                                                 
34 1997  Accounting Firm Reputation and Company Valuation Practices: The UK Evidence 
35 James Mawson, Financial Times, August 20, 2002 
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performing funds, but the effect is likely to be felt more and more as other markets follow US 
trends. In fact 65% of net new money in UK has been channelled into funds rated in the top 
third, up from 60% and in Germany 60% up from 50% last year. Rating agencies have a very 
pronounced influence: the better the credit rating the cheaper or more competitively the 
institution may borrow or raise funds in the bond markets. 
A ticklish question is the rating of Sovereign Countries, when a State's whole economy 
depends on international investors' trust. The recent complaint of the Japan's Vice Minister for 
International Affairs of the Ministry of Finance about the rating given by the Big3 to Japan 
Government Bonds (JGBs)  is a symptom of the general concern. He claimed that the JGBs 
have been continuously downgraded since 1998 and are too low, without a valid foundation.  
Furthermore, the New Basel Capital Accord (Basel II) is expected to become effective, by the 
end of  2006  under which the risk-weight for A-rated government bonds will be 20%, 
compared to a zero risk-weight for those rated AA36.  
The regulatory and 'economic' solvency standards for internationally active banks established 
during the conference on Systemic Risk in Banking in May 2001 will closely involve rating 
industries classification. The Basel Accord may well deliver a solvency standard in the region 
of 99.9% equivalent to the upper end of BBB and very few G1037 banks have a rating below 
BBB. Most internationally active banks target a solvency standard consistent with their 
current external rating based on their credit quality as perceived by rating agencies.  
It is obvious that a rating classification ranging from AAA to R (Standard & Poor's) or from 
AAA to c (Moody's)38 can influence financial market consideration and consequently interest 
rates, since investors attach much importance to the classification given by the rating agencies 
to states' and companies bonds and shares. 
  
Concerns about the influence on competition of the accountancy and rating firms oligopoly 
can certainly be considered largely justified. The EU should move in the direction of 
independence from the influence of US legislation and rating classification, although keeping 
in touch with the Federal authorities. 
There are no independent rating agencies in Europe to counter the influence of the Big Three. 
However there is no evidence that EU competition rules are being breached by these firms. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                 
36 Newsletter of The Institute for International Monetary Affairs, (No. 4, 2002), "Rating Agency: An Oligopoly", 
Tadahiro Asami 
37 Belgium, Canada, France, Germany, Italy, Japan, the Netherlands, Sweden, Switzerland, United Kindom and 
United States (11 at present: www.bis.org/publ/cpss19.pdf) 
38 see annex 
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                    ANNEX 

 

STANDARD & POOR'S RATING CATEGORIES 

Secure Range 

AAA Superior financial security.Highest safety. 

AA Excellent financial security.Highly safe. 

A Good financial security. More susceptible 
to economic changes. 

BBB Adequate financial security. More 
vulnerable to economic changes. 

Vulnerable Range 

BB Financial security may be adequate, but 
capacity to meet long-term policies is 
vulnerable 

B Vulnerable financial security. 

CCC Extremely vulnerable financial security. 
Questionable ability to meet obligations 
unless favorable conditions prevail 

R Regulatory action. Placed under an order of 
rehabilitation and liquidation. 

 
 

MOODY'S Insurance Financial Strength Ratings  

Strong Companies 

Rating Financial Security 

 
Aaa 

Exceptional.  While the financial strength of these companies is 
likely to change, such changes are most unlikely to impair their 
fundamentally strong position  

 

Aa 

Excellent.  Together with the Aaa group they constitute what are 
generally known as high grade companies.Just long-term risks appear 
somewhat larger 

 

A 

Good.   Elements may be present which suggest a susceptibility to 
impair sometime in the future. 

 

Baa 

Adequate   Certain protective elements may be lacking or may be 
characteristically unreliable over any great length of time. 

 Weak Companies 

 

Ba 

Questionable   Often the ability of these companies to meet 
policyholder obligations may be very moderate and thereby not well 
safeguarded in the future. 
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B 

Poor.   Assurance of punctual payment of policyholder obligations 
over any long period of time is small. 

 

Caa 

Very Poor.   They may be in default on their policyholder obligations 
or there may be present elements of danger with respect to punctual 
payment of policyholder obligations and claims. 

 

Ca  

Extremely Poor.   Such companies are often in default on their 
policyholder obligations or have other marked shortcomings. 

 

C 

Lowest.   Companies can be regarded as having extremely poor 
prospects of ever offering financial security. 

 
 

MOODY'S PREFERRED STOCK RATING 

Rating Definition 

 

aaa 

Top- quality preferred stock.    This rating indicates good asset 
protection and the least risk of dividend impairment within the 
universe of preferred stocks. 

 

aa 

High-grade preferred stock.   This rating indicates that there is a 
reasonable assurance the earning and asset protection will remain 
relatively well maintained in the foreseeable future. 

 

a 

Upper-medium grade preferred stock.    While risks are judged to be 
somewhat greater then in the aaa and aa classification, earnings and 
asset protection are, nevertheless, expected to be maintained at 
adequate levels. 

 

baa 

Medium grade preferred stock.   Neither highly nor poorly secured. 
Earnings and asset protection appear adequate at present but may be 
questionable over any great length of time.  

 

ba 

Including speculative elements with future not well assured.   

Earnings and asset protection may be very moderate and not well 
safeguarded during adverse periods. Uncertainty of position 
characterises preferred stocks in this class. 

 

b 

Lacks the characteristics of a desirable investment. Assurance of 
dividend payment and maintenance of other terms or the issue over 
any long period of time may be small. 

 

caa 

Likely to be in arrears on dividend payments.   This rating 
designation does not purport to indicate the future status of payments. 

 

ca 

Speculative in a high degree.   Is likely to be in arrears on dividends 
with little likelihood of eventual payments. 

 

c 

Lowest rated class or preferred or preference stock.   Issues so rated 
can thus be regarded as having extremely poor prospects of ever 
attaining any real investment standing 
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