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<Table 1> Comparison of the Rating Scales between the Global Agencies and the Korean

Agencies

This table shows the comparison of the rating scales between the three big global crediting rating agencies
and the Korean agencies. In Korea, if necessary, “+” or “-” is assigned in addition to the ratings from
AA to B. Unpublished ratings(or “not publicly rated”) are indicated by the symbol “U” in addition to
the assigned ratings.

Korean Rating

Definition of Scale Moody’s S&P Fitch )
Agencies
the highest quality, .sut.)Ject to the Ada AAA AAA AAA
lowest level of credit risk.
. . . ) Aal AA+ AA+
:lsgkh quality, subject to very low credit Aa2 AA AA AA
Aa3 AA- AA-
upper-medium grade, subject to low Al o o
credit risk A2 A A A
A3 A- A-
medium-grade, subject to moderate Baa1 BBB+ BBB+
credit risk and as such may possess Baa2 BBB BBB BBB
certain speculative characteristics Baa3 BBB- BBB-
. . . Ba1l BB+ BB+
Sfedc'ttll?'tlvk& subject to substantial Ba2 BB BB BB
credit s Ba3 BB- BB-
B1 B+ B+
speculative, subject to high credit risk B2 B B B
B3 B- B-
CCC+ CCC+ ccc
highly speculative of poor standing, Caa Ccc Ccc c
subject to very high credit risk. Ca CCC- CCC- C
CC CC
the lowest rated and are typically in C C. DDD. DD,

default, with little prospect for C D D D
recovery of principal or interest.

Source : Each company’s website and the Korea Ratings.
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(Expert Judgement-Based Process) &2 H7& 4= 9o, < 2>= & A|AHY| tff3]
e )it - 2 Aol 9] % 714 Alawle] £7 Feeka o 4 Qe Aw
HE7} HtA] A"l (Constrained Expert Judgement-Based Process) = 5% &85 1 Qlt}

<Table 2> Statistical-Based Process vs. Expert Judgement-Based Process

This table shows the comparison of two different credit rating assessment process, which are statistical-
based process and expert judgement-based process. Obviously, constrained expert judgement-based

process is in between the two.

Statistical-Based Process Expert Judgement-Based Process
object corporate credit(issuers) securities(corporate bonds, CP, etc)
assumption going concern bond’s maturity(3year, 5Syear)
characteristics  business risk rating finance risk rating
frequency after‘the final settlement term at the time of bond issuance

(semi-annual check) (quarterly check)
factor financial, industrial, managerial factors free cash flow, corporate bond condition
formula F(ZEWX):0< flz) <1 ASSTy+ z%x S DEBT,y
purpose financial supervising(soundness) global investment reference
pass scale above B grade above BBB grade

rating agencies Moody’s subsidiary company, KMV S&P, Fitch
Source : “Credit Risk Evaluation” by Nahm et al.,, 2006.

A AFEFALEH S A2 aavt FHYste 483 Be FrdEs
Al ASsaE Folste WA oR 483, FEgE 5o F /M FH=
etk fA ASHHET S A5 ASEE A € e FEAESS
FAFEER AT & F8=0 wet A T2 B2 VISAE Foisto]
Zzte] Mg AAESHL, olF dAEt SRS AbEshe Aot tEeR
FESHERYS Logit 37242, Merton 1Y & A XY & 2FE 0|83}
AN 7199 AR EgES FATL AT EE Folshs Aot 5, 7149

A g F7E] WS o83kl FA 7199 oAV =E(Expected Default Frequency)&-
A=Esto] ol8 559 sk FEE F7kske Alolth

G0 AR/ BARHL FF A B AU L oo JoldFEE
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<Table 3> Sales and Market Structure of the Korean Rating Industry

This table not only shows the sales, market shares of the Korean credit rating agencies, but also presents
the market concentration index, HHI(Herfindahl-Hirschman Index) and unsecured corporate bonds
statistics for each agency from 2007 to 2011. Seoul credit ratings(SR) is not dealing with any business
of evaluating unsecured corporate bonds. Sales are in KRW 100 million and “mkt share(market shares)”

are in percentage term.

2007 2008 2009 2010 2011
mkt mkt mkt mkt mkt
sales sales sales sales sales
share share share share share

KR 213 344 214 343 266 333 262 332 271 325
KIS 194 313 208 334 263 329 256 324 281 337
NICE 207 334 197 316 267 334 268 340 279 334
SR 6 1.0 4 0.6 3 0.4 3 0.4 3 0.4
Total 620 100.0 623 1000 799 100 789 100 834 100.0

Credit rating
agencies

Market

. HHI 3,279 3,291 3,307 3,308 3,308
Concentration

KR 275 354 319 360 336 36.1 344 354 349 352
gonssf:t“eed KIS 245 316 283 319 303 325 321 331 329 332
Bonds NICE 256 33.0 285 321 293 314 306 315 314 316

Total 776 1000 887 100.0 932 100.0 971 100.0 992 100.0
Source : Korea Financial Supervisory Service(FSS).
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<Table 4> Trend of Investment and Non-Investment Grade Corporate Bonds

This table shows the recent trend of investment and non-investment grade corporate bonds from 2006
to 2011. “Y.0.Y change(year over year change)” and numbers in parentheses are in percentage term and
others are the number of companies. As of early 2011, total number of companies is the sum of objects
for the top three credit rating companies’ evaluation, which is 992.

2006 2007 2008 2009 2010 2011
Total 764 776 887 932 971 992
Investment Grade 660 669 701 727 809 885
(86.4) (86.2) (79.0) (78.0) (83.3) (89.2)
Y.0.Y change - 1.4 4.8 3.7 1.3 9.4
Non-Investment Grade 104 107 186 205 162 107
(13.6) (13.8) (21.0) (22.0) (16.7) (10.8)
Y.0.Y change - 29 73.8 10.2 A21.0 A34.0

Source : Korea Financial Supervisory Service(FSS).

<Table 5> Default Rates of Investment and Non-Investment Grade Bonds

This table shows the recent trend of default rates for investment and non-investment grade corporate
bonds from 2002 to 2011. All numbers are in percentage term.

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Investment Grade 0.00 0.00 0.00 0.00 030 0.00 029 000 0.00 0.23
Non-Investment Grade 4.85 3.81 1511 677 192 0.00 591 829 1296 7.48
Total 179 1.06 3.00 120 052 000 147 182 216 1.01

Source : Korea Financial Supervisory Service(FSS).

<Table 6> Financial Soundness Indices of KRX Listed Companies

»

This table shows the most frequently used financial soundness indices, “ROE(return on equity)” and
“Debt ratio” of KRX listed companies from 2006 to 2011. All numbers are the average values in percentage
term of each index of the KRX listed companies in the corresponding year and the numbers in the

parentheses are the median values.

2006 2007 2008 2009 2010 2011
. 434 3.97 103 483 6.82 0.90
Return of Equity(ROE) g5 (8.17) (5.81) (7.40) (8.84) (5.43)
1494 149.5 1834 153.7 144.2 194.6

Debt Ratio (86.8) (85.5) (92.8) (83.8) (80.9) (84.9)

Source : KISVALUE.
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<Table 7> Trend of Grade Change of Corporate Bonds

This table shows the long historical trend of grade change of corporate bonds from 1998 to 2011. All
numbers are in the percentage term. Up(Down) ratio : number of companies whose grades have been
upgraded(downgraded)/number of investment(non-investment) grade companiesx100, excluding only
notch(+, -) changes and regarding all the grades lower than B as the same grades due to small sample size.

Investment Grade Non-Investment Grade
Up Ratio Down Ratio Up Ratio Down Ratio
1998 0.56 35.00 5.51 33.07
1999 5.17 14.29 10.05 8.47
2000 6.26 4.47 6.85 5.95
2001 5.53 4.84 5.86 7.49
2002 5.34 1.96 5.76 11.52
2003 4.93 5.11 3.81 9.52
2004 7.68 214 10.07 16.55
2005 6.51 0.49 5.26 7.52
2006 8.48 1.52 6.73 6.73
2007 6.43 1.49 1.87 3.74
2008 3.52 4.85 0.00 8.06
2009 4.81 1.93 0.00 12.20
2010 4.94 1.48 3.70 13.58
2011 3.50 0.68 0.00 7.48
Average 5.43 3.71 4.92 10.33

Source : Korea Financial Supervisory Service(FSS).
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<Table 8> Net Income, Total Asset and ROA of the 3 Korean Credit Rating Agencies

This table shows performance statistics for the Korean credit rating agencies from FY2004 to FY2011
“Net Income”, “Tot. Asset(Total Asset)” are in KRW million. “ROA(return on asset)” is in the percentag
term. Since FY2008, the financial data of NICE ratings are used due to the split of rating division fron
the mother company, NICE holdings in November 2007.

Company Item FY2004 FY2005 FY2006 FY2007 FY2008" FY2009 FY2010 FY2011

Net Income 7,870 8,883 13,016 15447 3,754 5155 6,460
NICE Tot. Asset 99,932 107,039 127,694 132,675 13,759 20,536 24,203 NA
ROA(%) 7.9 8.3 10.2 11.6 27.3 25.1 26.7
Net Income 3261 5217 5928 5839 7308 8834 8191 8397
KIS Tot. Asset 20,681 26,815 21926 22915 20,140 21,435 22,164 23,799
ROA(%) 15.8 19.5 27.0 25.5 36.3 41.2 37.0 353
Net Income 4653 6,258 8132 8531 4,674 5033 10,021 11,847
KR Tot. Asset 56,049 63,689 65,570 71,524 69,529 79,869 82,109 85,656
ROA(%) 8.3 9.8 12.4 11.9 6.7 6.3 12.2 13.8

Source : KISVALUE.

<Figure 1> Trend of ROAs of the 3 Korean Credit Rating Agencies

This figure shows the recent trend of ROAs of the Korean credit rating agencies from FY2004 to FY2011.
The green line with triangle symbols represents the ROAs of Korea ratings. The blue line with diamond
symbols represents the ROAs of NICE ratings. The brown line with sqare symbols represents the ROAs

of KIS ratings. All values are in percentage term.

457
40
354
30
254

FY2004 FY2005 FY2006 FY2007 FY2008 FY2009 FY2010 FY2011
—-NCEAISEIHT BRUSHE) —M-SRASWI  —a—o27|AHI}

Source : KISVALUE.
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<Table 9> Trend of ROAs of the Global Credit Rating Agencies

This table shows performance statistics(ROAs) for the global credit rating agencies from FY2008 to
FY2011. It is worthwhile to compare this one with <Table 8>. “ROA(return on asset)” and “Average
ROA” are in the percentage term. ROAs of Fitch ratings are excluded because the only available ROA
data is those of the mother company FIMALAC, which owns 50% of Fitch ratings’s shares. In addition,

those numbers are quite outlying compared to those of two other rating companies.

Company Index FY2008 FY2009 FY2010 FY2011
Moody’s ROA 32.87 22.74 22.47 2421
S&P ROA 33.82 46.06 47.84 N/A
Average ROA 33.34 34.4 35.16 -

Source : Bloomberg.
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<Table 10> The Standard Internal Control Guidelines for the Korean Credit Rating Agencies

This table shows the main contents of standard internal control guidelines for the Korean credit rating

agencies proposed in 2009.

* Restriction on information sharing and employee exchange between
sales and evaluation divisions

* Analyst training and rotation

* Prohibition of rating by any analyst who has conflicts of interest

* Employment of regulatory and compliance specialist and establishment
of related division

Avoidance of conflicts
of interest and
Reinforcement of
regulatory and
compliance system

* Disclosure of credit rating methodologies, characteristics, and limitation
* Specific and additional disclosure for ratings related to structured

* products and validation of underlying asset assessment

* Disclosure of default probability analysis, codes of behavior, fee
schemes

Disclosure of
performance statistics

* Ban of change, rejection, and withdrawal of credit ratings related to
other ancillary business

* Ban of ratings enforcement for structured products

* Ban of usage of information obtained during a process of credit rating
for other purpose

Prohibiting unfair
practices

* Restraint of assigning credit ratings if a proper assessment is difficult
to be done

* Prohibition of suggestion and recommendation for designing structured
products by analysts

Behavior standards

* Report of purchasing shares by employees to the regulatory and
compliance specialist

* Adoption of regulatory and compliance program and internal
whistleblowing system

* Duty of maintaining internal files related to credit rating activities at
least for 3 years

Ethical standards

Source : Korea Financial Supervisory Service(FSS).
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< Abstract >

The Credit Rating Agencies :
Causes of Failures and their Remedies

Eunjung Yeo*

Undoubtedly, credit information mitigates information asymmetry
for financial transactions amongst financial market participants, Based on
the credit information, evaluation made by a credit rating agency of the
debt issuer’s ability to pay back the debt is the key concept of credit ratings,

The global financial crisis of 2007~2008 has called attention to the
causes of ratings failures and the conflicts of interest in the credit ratings
industry, For example, Mason and Rosner (2007) show that the big three
ratings agencies are often confronted with an array of conflicting incentives,
which can affect choices in subjective measurements of risk, They also
analyze the fundamental differences in rating structured finance products
vs, traditional products; the resulting inefficiencies of rating structured
finance products cause investors to discredit U,S, markets, Therefore,
accurate ratings and supporting policy measures are necessary to achieve
efficiency and stability of the financial industry,

Underlying fundamental causes for these rating failures are suspected
to be the rating inflations mainly caused by the issuer—pay system as noted
by a number of researchers, If issuers can easily switch to other rating
agencies and shop for the best ratings, any rational rating agency has
incentives to assign ratings favorable to issuers, Thus issuer—pay system
is mainly blamed for rating failures, However, Skreta and Veldkamp (2009)
argue that more important cause is not the fee system but the complexity
of securities rated, which facilitates rating shopping.

Interestingly, there is no consensus yet regarding the effect of
competition on the credit rating industry, Recent studies lend a greater
support to the negative effect of competition than to the positive effect
of it, Most of the positive effect of competition is based on the argument
that basic industrial economics predicts tacit collusion between the
incumbents, leading to a high price equilibrium (Dittrich, 2007), White

* School of Business, College of Business & Economics, Chung-Ang University
(Tel : +82-2-820-5542, E-mail : ejyeo@cau.ac.kr)
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(2009) also points out that due to legislation of NRSRO competition is highly
limited in the credit rating industry,

On the contrary, the negative effect of competition is based on the
argument that competition aggravates rating inflations (Skreta and Veldkamp,
2009; Camanho et al,, 2010), More recently, Bolton et al, (2012) show that
competition can reduce efficiency, as it encourages ratings shopping,
Similarly, Becker and Milbourn (2011) find that competition leads to lower
quality in the ratings market, Using data of the collapse of the credit ratings
of ABS CDOs, Benmelech and Dlugosz (2010) argue that tranches rated
solely by one agency, and by S&P in particular, were more likely to be
downgraded by January 2008 and tranches rated solely by one agency are
more likely to suffer more severe downgrades, This study implies that
mandatory multiple ratings are helpful in mitigating rating inflation problem,

We analyze causes of ratings failures such as rating inflations and
other problems arising from the oligopolistic market structure of the
Korean credit rating industry, We find that the three big credit rating
agencies in Korea seem to enjoy a high degree of oligopolistic market power
at the first glance, However, compared to the global rating agencies, some
qualifications seem necessary, It is mainly based on the fact that the Korean
credit rating agencies have similar business models and thus similar market
shares, so that they are less specialized and small compared to the global
rating agencies, We also provide some evidence of rating inflations caused
by Korean rating agencies although the most of the financial products are
simple to be evaluated in Korea,

Our main results imply that globally recommended regulatory measures
should be adapted with some modification to the credit rating industry in
Korea and the competitiveness of the industry should be strengthened
through, for example, maintaining the requirement of multiple credit ratings,
and introducing a forced rotation of credit rating agencies, They also imply
that issuers’ disclosure regarding the underlying asset pools of structured
finance products is expected to help investors to make their own credit
risk assessment, rather than leaving them to rely solely on external ratings,

Key words : Credit Rating Agencies, Rating Inflation, Issuer—Pay Model,

Oligopolistic Market
JEL Classification . D43, G24
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