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Statement by Norbert Gaillard, economist and independent consultant

Brussels, 24 January 2012

Dear Vice-President,
Dear Honourable Members,

I thank you for your invitation. My speech will focus on three specific issues:
1/ the rotation principle and the competition in the rating industry,
2/ the quality of credit ratings,
3/ the over-reliance on credit ratings.

1/ The rotation principle and the competition in the rating industry

There are uncertainties about the strategies of CRAs if the rotation rule is adopted.

i) If the CRA stops rating the issuer once the three-year period has expired, there is a risk 
that the new rating(s) assigned to the issuer will be substantially lower/higher than the 
“outgoing rating”. If so, the expiry of the three-year term can trigger an “artificial” 
downgrade/upgrade of the issuer’s rating. However, if the issuer is rated by another 
CRA that still assigns a credit rating, this effect will be mitigated.

ii) If the CRA assigns an unsolicited rating to the issuer once the three-year period has 
expired, this rule will have little impact because major CRAs can afford to continue
rating the issuer on an unsolicited basis. As a result, once the three-year period has 
expired, the CRA should be banned to assign any type of credit rating (solicited rating 
and unsolicited rating) and any type of credit opinion on the issuer.

Nevertheless, this rotation principle may be inconvenient: it would impede the comparison of 
CRAs’ performances because the period during which an issuer is rated simultaneously by 
several CRAs would be shorter. As a result, I have an alternative to the rotation principle. My 
proposal is the following. For each rating area, the new European regulation could assess a 
threshold (i.e., a maximum percentage) beyond which CRAs would be banned to increase 
their coverage of solicited ratings. This implies that i) issuers that are not assigned a rating 
and ii) issuers that are already assigned a rating but that want to get an additional rating would 
have to apply for a rating from a “small” CRA. This “antitrust measure” could stimulate
competition.
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2/ The quality of credit ratings

Credit opinions cannot be reliable unless i) CRAs have larger staffs; ii) credit ratings are 
consistent, predictable and stable; iii) credit ratings are accurate, and iv) CRAs are tightly 
supervised by ESMA.

i) I strongly support the Commission’s draft proposal stating that CRAs should be 
transparent as to the allocation of staff to the ratings of different asset classes. I think 
the new European regulation could go farther. Today, an analyst may monitor until 
thirty bond issuers (as primary and secondary analyst). This figure is not reasonable 
because an analyst has too little time for monitoring each issuer. So I suggest that a 
CRA analyst could not monitor more than fifteen issuers as primary and secondary 
analyst. This proposal would lead to a substantial increase in CRAs’ staffs.

ii) The predictability and stability of credit ratings could be improved if all downgrades 
were preceded by a negative outlook or a negative watch and all upgrades by a 
positive outlook or a positive watch.1 Next, I am convinced that credit ratings need to 
be stable; so I am sceptical about the Commission’s draft proposal that states that 
CRAs would be required to assess sovereign ratings more frequently (i.e., every six 
months instead of every twelve months).

iii) My proposals regarding the quality and accuracy of credit ratings are the following. 
Regulators need to look at the “absolute quality” of credit ratings (A) and their 
“relative quality” (B):

A) Each CRA should publish:
 its default rates (for each rating category) for each sector;
 its accuracy ratios for each sector.

Major CRAs have published their default rates for several years but not their accuracy 
ratios. They should do so. ESMA should be entitled to make comments on these results, 
highlighting the strengths and weaknesses of each CRA.

B) ESMA should be entitled to assess the performances of CRAs by comparing their 
default rates and accuracy ratios for each sector.2 This comparison requires:
 A common reference period;
 A common sample (the CRAs must rate exactly the same issuers);
 The computation of default rates and accuracy ratios.

                                                            
1 Obviously, this would not mean that all positive (negative) outlooks and watches would automatically result in 
an upgrade (a downgrade). They could lead to a rating confirmation and/or a stable outlook.
2 Report to N. Gaillard (2011), A Century of Sovereign Ratings, Springer, New York, pp.138-146 for similar
comparisons.
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ESMA should be entitled to make comments on these results, highlighting the strengths 
and weaknesses of each CRA.

iv) The Commission’s draft proposal states that “CRAs should furthermore submit the 
proposed methodologies to ESMA for the assessment of their compliance with 
existing requirements. The new methodologies may only be used once they have been 
approved by ESMA”. This proposal is positive and should improve transparency. The 
European regulation should ensure that ESMA staff will be adequate to check CRAs’ 
methodologies efficiently.

3/ Reducing reliance on CRA ratings

The use of ratings in financial regulations has become excessive. Historically, credit ratings 
were created to support small investors. As a result, CRA ratings cannot be a substitute for 
major financial institutions’ due diligence.

First, banks, insurance companies and important investment funds should have to develop 
their own credit assessment. They should be required to “back test” the predictive power of 
their internal ratings. National regulators or ESMA would check the performance of these 
credit risk models. The use of these internal ratings would be contingent upon the regulatory 
approval. A prudent surcharge in capital would be applied if the credit risk model was 
considered inefficient.3

Second, the European Central Bank should develop its own sovereign ratings and use them in 
its own regulatory rules.

Thank you for your attention.

                                                            
3 Report to the Dutch regulatory framework for a similar approach.
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