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Abstract	  
	  

Policymakers	  have	  blamed	  the	  credit	  rating	  agencies	  for	  the	  recent	  financial	  crisis	  –	  but	  they	  could	  
be	  wrong.	  	  India	  can	  aid	  in	  understanding	  whether	  the	  agencies	  can	  still	  be	  relied	  upon	  as	  private	  
“gatekeepers”	  in	  financial	  markets,	  or	  whether	  public	  institutions	  must	  take	  primary	  responsibility.	  	  
The	  economist,	  Hyman	  Minsky,	  advocated	  for	  robust	  public	  regulation	  and	  a	  limited	  role	  for	  private	  
actors.	  	  India	  can	  be	  seen	  as	  an	  example	  of	  his	  theories.	  	  If	  India’s	  agencies	  cannot	  prevent	  
speculative	  credit	  from	  causing	  future	  economic	  problems,	  the	  problems	  could	  suggest	  that	  more	  
structural	  measures	  are	  necessary	  to	  counter	  instability,	  as	  Minsky	  predicted.	  	  Analyzing	  India	  and	  
the	  credit	  ratings	  agencies	  through	  the	  frame	  of	  Minsky’s	  economic	  theories	  offers	  insights	  into	  how	  
best	  to	  reform	  financial	  regulation	  to	  prevent	  future	  economic	  collapse.	  
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INTRODUCTION 
 

Recent developments in India lend themselves to two diverging forecasts of its future.1  The first 

predicts sustained growth:  the narrative begins with the country liberalizing its economy, 

continues to its strong performance during the peak of the recent global financial crisis, and 

anticipates an accelerating trajectory that will eventually overtake the West.2  The second story 

ends differently:  the economic bubble bursts, as India’s financial indicators reverse and its 

development slows.3   

 At the intersection of the two, opposing visions are six Indian credit rating agencies 

(“CRAs”).4  They earned large profits in recent years, and grew more influential.5  As India’s debt 

markets have grown and diversified, the CRAs have provided positive ratings to increasingly 

risky financial products.6 

 The accuracy of the Indian CRAs is relevant to a debate that has gained intensity in the 

West.7  One side has blamed the recent financial crisis on the payment model that domestic 

CRAs employ, 8 in which the agencies charge the issuers of the products for the ratings.9  The 

arrangement misaligns incentives, by this argument, and causes the agencies to raise their ratings 

in order to attract and retain new clients.10  U.S. and European regulators have in large part 

accepted this explanation of unreliable credit ratings, some resulting in bank failures,11 and they 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1	  See	  Section	  I,	  below.	  
2	  See	  Section	  I.A.,	  below.	  
3	  See	  Section	  I.B.,	  below.	  
4	  See	  Section	  IV.A.,	  below.	  
5	  See	  Section	  IV.A.1.,	  below.	  
6	  See	  Section	  IV.B.3.,	  below;	  	  Tarun	  Jain	  and	  Raghav	  Sharma,	  Credit	  Rating	  Agencies	  in	  India:	  A	  Case	  of	  Authority	  
without	  Responsibility,	  3	  Company	  Law	  Journal	  89,	  106	  (2008),	  available	  at	  http://ssrn.com/abstract=1111553	  (“the	  
Indian	  CRAs	  have	  made	  their	  foray	  into	  rating	  [structured	  finance]	  products.”).	  
7	  See,	  e.g.,	  Amadou	  N.R.	  Sy,	  The	  Systemic	  Regulation	  of	  Credit	  Rating	  Agencies	  and	  Rated	  Markets,	  IMF	  Working	  
Paper,	  WP/09/129,	  June	  2009	  at	  3,	  available	  at	  http://www.imf.org/external/pubs/ft/wp/2009/wp09129.pdf.	  
8	  Douglas	  Wayne	  Arner,	  Kwong	  Wing	  Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  Credit	  
Rating	  Agencies	  in	  Hong	  Kong:	  Lessons	  from	  the	  Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  376	  (2010);	  [payment	  model]	  
9	  Claire	  Hill,	  Limits	  Of	  Dodd-‐Frank's	  Rating	  Agency	  Reform,	  31	  No.	  5	  Banking	  &	  Fin.	  Services	  Pol'y	  Rep.	  13,	  13	  (2012)	  
(“the	  agencies	  are	  paid	  by	  the	  issuers	  and	  the	  issuers	  can	  threaten	  to	  take	  their	  business	  elsewhere	  if	  they	  cannot	  
get	  high	  ratings”.	  
10	  See,	  e.g.,	  Timothy	  E.	  Lynch,	  Deeply	  and	  Persistently	  Conflicted:	  Credit	  Rating	  Agencies	  in	  the	  Current	  Regulatory	  
Environment,	  59	  Case.	  W.	  L.	  Rev.	  227,	  243	  (2009)	  (describing	  a	  study	  that	  demonstrated	  that	  the	  CRAs	  became	  less	  
reliable	  in	  the	  period	  following	  their	  adoption	  of	  the	  “issuer-‐pays”	  model);	  Claire	  Hill,	  Limits	  Of	  Dodd-‐Frank's	  Rating	  
Agency	  Reform,	  31	  No.	  5	  Banking	  &	  Fin.	  Services	  Pol'y	  Rep.	  13,	  13	  (2012)	  (“the	  agencies	  have	  let	  themselves	  be	  
bribed	  into	  giving	  high	  ratings	  even	  when	  such	  ratings	  are	  not	  warranted”).	  
11	  Aline	  Darbellay	  and	  Frank	  Portnoy,	  Credit	  Rating	  Agencies	  Under	  The	  Dodd-‐Frank	  Act,	  30	  Banking	  &	  Fin.	  Services	  
Pol'y	  Rep.	  1,	  2	  (2011)	  (“Lehman	  Brothers	  retained	  its	  investment-‐grade	  rating	  until	  a	  few	  days	  prior	  to	  collapsing”);	  
House	  of	  Lords,	  European	  Union	  Committee,	  The	  Future	  of	  EU	  Financial	  Regulation	  and	  Supervision	  (14th	  Report	  of	  
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have undertaken to reduce the conflict of interest.12  Consequently, they have made few systemic 

changes, and they have not restricted trading of complex instruments, such as mortgage-backed 

securities.13   

 Others have found the response of the regulators too simplistic.14  They have put 

forward rival views,15 represented by the theories of the economist Hyman Minsky.16  Minsky 

hypothesized that unless the state imposed structural obstacles, economies would expand until 

they crashed.17  His writings suggested that simple – or “exogenous” – regulatory mechanisms, 

such as changing the way that CRAs are paid, could not substitute for robust public 

interventions on a structural – or “endogenous” level.18   

 Observing developments in India offers insights for resolving this tension.19  It helps to 

illuminate whether private actors such as CRAs can be relied upon to regulate financial markets, 

so long as their incentives are aligned correctly,20 or if public institutions must instead retain 

primary responsibility for governance.21 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
Session	  2008–09	  Vol	  1)	  HL	  Paper	  106–I,	  at	  17	  (“DG	  Markt	  explained	  that	  the	  regulation	  of	  rating	  agencies	  is	  a	  
necessary	  reaction	  to	  their	  ‘massive	  failures’	  revealed	  by	  the	  financial	  crisis.	  	  They	  described	  the	  conflicts	  of	  interest	  
created	  when	  the	  issuers	  of	  a	  securitised	  bond	  pays	  for	  a	  rating,	  rather	  than	  the	  investor.”).	  
12	  See	  Section	  II.D.,	  below.	  
13	  See,	  e.g.,	  Timothy	  J.	  Sinclair,	  Credit	  Rating	  Agencies	  and	  the	  Global	  Financial	  Crisis,	  12	  Economic	  Sociology,	  2010	  at	  
4,	  available	  at	  http://econsoc.mpifg.de/archive/econ_soc_12-‐1.pdf	  (“Although	  criticism	  of	  conflicts	  of	  interest	  may	  
serve	  a	  useful	  political	  purpose,	  too	  much	  attention	  to	  issues	  at	  this	  level	  will	  produce	  complacency	  about	  the	  
inherent	  volatility	  of	  global	  finance”);	  further	  Section	  III,	  below.	  
14	  See,	  e.g.,	  R.	  Michael	  Gadbaw,	  Systemic	  Regulation	  of	  Global	  Trade	  and	  Finance:	  a	  Tale	  of	  Two	  Systems,	  13	  J.	  Int'l	  
Econ.	  L.	  551,	  552-‐55	  (2010).	  
15	  See,	  e.g.,	  Justin	  Lahat,	  In	  Time	  of	  Tumult,	  Obscure	  Economist	  Gains	  Currency,	  WALL	  ST.	  J.,	  Aug.	  18,	  2007.	  	  Academic	  
economists	  including	  C.J.	  Whalen,	  L.	  Randall	  Wray,	  Paul	  Davidson,	  Riccardo	  Bellofiore	  and	  Joseph	  Halevi,	  along	  with	  
other	  practicioners	  and	  journalistis,	  have	  called	  the	  crisis	  a	  “Minsky	  moment,”	  see	  Alessandro	  Vercelli,	  A	  Perspective	  
on	  Minsky	  Moments:	  The	  Core	  of	  the	  Financial	  Instability	  Hypothesis	  in	  Light	  of	  the	  Subprime	  Crisis,	  Levy	  Economics	  
Institute	  Working	  Papers	  No.	  579,	  Oct.	  9,	  2009	  at	  2.	  	  	  
16	  Minsky,	  a	  Harvard-‐trained	  economist,	  taught	  on	  the	  faculties	  of	  Brown	  University,	  University	  of	  California	  at	  
Berkeley,	  and	  Washington	  University	  in	  St.	  Louis,	  see	  Dimitri	  B.	  Papadimitriou	  and	  Randall	  Wray,	  The	  Economic	  
Contributions	  of	  Hyman	  Minsky:	  Varieties	  of	  Capitalism	  and	  Institutional	  Reform,	  The	  Jerome	  Levy	  Economics	  
Institute,	  Working	  Paper	  No.	  217,	  1997	  at	  1-‐3.	  
17	  See	  Section	  III.A.,	  below.	  
18	  See	  Section	  III.C.,	  below.	  	  Further,	  Jan	  Kregel,	  Is	  This	  the	  Minsky	  Moment	  for	  Reform	  of	  Financial	  Regulation?,	  Levy	  
Economics	  Institute	  Working	  Paper	  No.	  586,	  Feb.	  25,	  2010	  at	  3	  (“regulation	  of	  the	  system	  cannot	  be	  effective	  if	  it	  is	  
simply	  based	  on	  measures	  produced	  to	  remedy	  and	  reverse	  the	  conditions	  generated	  by	  the	  current	  ‘moment.’	  	  It	  
needs	  to	  reformulate	  the	  structure	  of	  the	  financial	  system.	  .	  .	  .	  the	  current	  approach	  .	  .	  .	  [applies]	  cosmetic	  
changes.”).	  
19	  See	  Section	  IV,	  below.	  
20	  See,	  e.g.,	  Howell	  E.	  Jackson,	  Variation	  In	  The	  Intensity	  Of	  Financial	  Regulation:	  Preliminary	  Evidence	  And	  Potential	  
Implications,	  24	  Yale	  J.	  on	  Reg.	  253,	  254-‐55	  (2007)	  (discussing	  potential	  “capacity	  of	  market	  mechanisms	  to	  police	  
certain	  activities	  more	  efficiently	  than	  government	  oversight.”).	  
21	  Harry	  McVea,	  Credit	  Rating	  Agencies,	  the	  Subprime	  Mortgage	  Debacle	  and	  Global	  Governance:	  the	  EU	  Strikes	  
Back,	  59	  Internat’l	  and	  Comp.	  L.	  Quarterly	  701,	  702	  (2010)	  (the	  CRAs	  “became	  ‘important	  private	  makers	  of	  global	  
public	  policy’	  and	  were	  widely	  seen	  as	  key	  drivers	  of	  global	  governance.”).	  
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 This paper presents India as a case study in order to contribute to the existing literature 

on the Western debate, identifying the CRAs not simply as private actors, but as “gatekeepers” 

that participate in regulation.22  The agencies controlled the flow of information about the quality 

of financial instruments and could influence public awareness of fraud.23  Section I begins by 

describing the precarious position of modern-day India, with its past economic growth poised 

either to continue or to decline.  The paper then establishes the role that CRAs have played in 

Western markets and the reasons for blaming their payment model for the recent financial crisis.  

Section III rebuts the argument and explains how an economist such as Hyman Minsky would 

have interpreted the causes of the crisis.  Section IV introduces the Indian CRAs and points out 

both their similarities to Western agencies and their differences.  It then sets out the proposal 

that India’s expanding debt markets and increased use of high-risk financial instruments can be 

seen as an example of Minsky’s theories.  The theories would portend that the regulation of the 

Indian CRAs would not protect the country from future economic weakening. 

 The story of India awaits an ending.  Though many variables interact, and diverse, legal, 

political, and cultural contexts shape the effects that rules have in different countries, India’s 

future could nevertheless offer some guidance.24  If the economy rebounds, the growth could 

suggest that private “gatekeepers” such as CRAs can effectively regulate markets, rendering the 

destabilizing effects of India’s increased debt levels and use of complex financial products 

inconsequential.  If so, then perhaps the West has correctly focused on “exogenous” reforms, 

such as mitigating conflicts of interest among CRAs, rather than seeking more systemic 

solutions.  If, however, the Indian economy contracts, the reversal could suggest the need for the 

state to participate more meaningfully to counter behaviors that increase credit supplies and 

contribute to instability, as Minsky proposed.25  Studying India’s future thus contributes answers 

to three overlapping questions:  1) how intensively financial markets should be regulated and by 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
22	  See,	  e.g.,	  Statement	  of	  Eric	  Stein,	  Turmoil	  in	  U.S.	  Credit	  Markets:	  The	  Role	  of	  the	  Credit	  Rating	  Agencies,	  Hearings	  
before	  the	  U.S.	  	  
Senate	  Committee	  on	  Banking,	  Housing,	  and	  Urban	  Affairs,	  110th	  	  Cong.,	  2nd	  	  Sess.	  (April	  22,	  2008)	  at	  18.	  	  (“The	  
ratings	  industry	  became	  ‘the	  de	  facto	  watchdog	  over	  the	  mortgage	  industry.’”).	  
23	  See,	  e.g.,	  Lynne	  L.	  Dallas,	  Short-‐Termism,	  The	  Financial	  Crisis,	  And	  Corporate	  Governance,	  37	  J.	  Corp.	  L.	  265,	  331	  
(2012).	  
24	  For	  a	  discussion	  of	  the	  embeddedness	  of	  rules,	  see,	  e.g.,	  Dan	  Danielsen,	  Economic	  Approaches	  To	  Global	  
Regulation:	  Expanding	  The	  International	  Law	  And	  Economics	  Paradigm,	  10	  J.	  Int'l	  Bus.	  &	  L.	  23,	  68	  (2011).	  
25	  See,	  e.g.,	  Harry	  McVea,	  Credit	  Rating	  Agencies,	  the	  Subprime	  Mortgage	  Debacle	  and	  Global	  Governance:	  the	  EU	  
Strikes	  Back,	  59	  International	  and	  Comparative	  Law	  Quarterly	  701,	  702	  (2010)	  (“”the	  use	  (and	  abuse)	  of	  credit	  
ratings	  .	  .	  .	  has	  today	  cast	  a	  long	  shadow	  over	  the	  ability	  of	  these	  ‘gatekeepers	  to	  provide	  reliable	  signals	  upon	  which	  
parties	  –	  investors,	  financial	  institutions	  and	  regulators	  –	  can	  make	  informed	  decisions.”);	  Jan	  Kregel,	  Is	  This	  the	  
Minsky	  Moment	  for	  Reform	  of	  Financial	  Regulation?,	  Levy	  Economics	  Institute	  Working	  Paper	  No.	  586,	  Feb.	  25,	  2010	  
at	  3	  (“Effective	  proposals	  can	  only	  emerge	  from	  analysis	  of	  the	  longer-‐term	  structural	  changes	  from	  the	  point	  of	  
view	  of	  Minsky’s	  financial	  fragility	  hypothesis.”).	  
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whom; 2) whether policing by private actors provides an efficient substitute for government 

oversight; and 3) the extent to which market forces discipline financial actors. 

 

I.  SETTING THE SCENE:  WHAT’S NEXT FOR INDIA  

 

This section presents evidence for two possible scenarios of India’s future.  Over the past 

twenty-one years, the country has developed rapidly and integrated its economy with global 

markets.26  More recently, however, its progress has appeared to slow, and a more pessimistic 

outlook has taken hold.27  India’s future economic path remains uncertain.28   

 

A.  Phase I :   India as “Firmly On the Growth Expressway”29 

 

Financial reforms have transformed India.30  Between 2004 and 2008, the economy grew by close 

to 10% each year.31  Analysts at the investment bank Goldman Sachs predicted that the country 

would surpass the US in GDP before 2050.32  Its upward trajectory has promised to lift millions 

out of poverty, 33 and their increased consumption has seemed likely to integrate the country 

more closely with international markets. 34 

 India’s economic leadership has extended along with its growth, as other countries have 

studied its strong performance during the financial crisis.35  During the peak of the crisis in 2009, 

its GDP continued to increase by 7%,36 as companies listed themselves on Indian stock 

exchanges37 and the capital markets posted record highs.38  By 2010, the economy resumed a 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
26	  Afra	  Afsharipour,	  Rising	  Multinationals:	  Law	  and	  the	  Evolution	  of	  Outbound	  Acquisitions	  by	  Indian	  Companies,	  44	  
U.C.	  Davis	  L.	  Rev.	  1029,	  1035-‐36	  (2011).	  
27	  See,	  e.g.,	  India’s	  Economy:	  	  A	  Bric	  Hits	  the	  Wall,	  THE	  ECONOMIST,	  May	  31,	  2012.	  
28	  See,	  e.g.,	  Victor	  Mallet,	  India	  Struggles	  to	  Restore	  its	  Fortunes,	  FINANCIAL	  TIMES,	  Aug.	  7,	  2012.	  
29	  Goldman	  Sachs,	  BRICs	  and	  Beyond	  12	  (2007).	  
30	  Afra	  Afsharipour,	  Rising	  Multinationals:	  Law	  And	  The	  Evolution	  Of	  Outbound	  Acquisitions	  By	  Indian	  Companies,	  44	  
U.C.	  Davis	  L.	  Rev.	  1029,	  1054-‐55	  (2011).	  
31	  Id.	  at	  1035-‐36.	  
32	  Goldman	  Sachs,	  BRICs	  and	  Beyond	  11	  (2007).	  
33	  Rolls-‐Royces	  and	  Pot-‐Holes,	  THE	  ECONOMIST,	  Oct.	  22,	  2011.	  
34	  K.	  G.	  Viswanathan,	  The	  Global	  Financial	  Crisis	  And	  Its	  Impact	  On	  India,	  9	  J.	  Int'l	  Bus.	  &	  L.	  41,	  46-‐47	  (2010).	  
35Id.	  at	  46.	  
36	  Afra	  Afsharipour,	  Rising	  Multinationals:	  Law	  And	  The	  Evolution	  Of	  Outbound	  Acquisitions	  By	  Indian	  Companies,	  44	  
U.C.	  Davis	  L.	  Rev.	  1029,	  1035-‐36	  (2011);	  Erik	  Wulff	  and	  Kiran	  Lingam,	  Franchising	  In	  India:	  A	  Brave	  New	  Frontier,	  29	  
Franchise	  L.J.	  248,	  248	  (2010).	  	  
37	  K.	  G.	  Viswanathan,	  The	  Global	  Financial	  Crisis	  And	  Its	  Impact	  On	  India,	  9	  J.	  Int'l	  Bus.	  &	  L.	  41,	  47	  (2010).	  
38	  Shardul	  Shroff,	  Outlook	  on	  India	  2010:	  Delivering	  on	  the	  Promise	  in	  Turbulent	  Times,	  1815	  PLI/Corp	  63,	  65	  (2010).	  



	  

	  

5	  

	  

growth rate of close to 10%.39  By contrast, the American economy shrunk by 3.5% in 2009 and 

grew by only 3% in 2010.40  The Indian central bank, the Reserve Bank of India (“RBI”), had 

loaned equity to private banks, relaxed their capital requirements, and delayed collecting on 

loans, while countering declines in the rupee, India’s currency, by allowing expatriate Indians to 

maintain domestic deposits.41 

 This success underscored the accomplishments of two decades of economic 

liberalization.42  Beginning in 1991, India unshackled its closed economy by lowering trade tariffs 

and boosting exports.43  Tariffs fell from 200% to 15%, exports rose by a factor of 14, and trade 

increased by 25%.44  The state retreated from many industries, increasing competition.45  The 

stock markets rose as resurgent Indian companies sold shares to diverse international investors.46 

 A unique and seemingly successful brand of capitalism has emerged.47  Some state 

influence over the private sector has persisted, and politically-connected family firms 

predominate.48  Resource limitations have propelled the companies to improvise affordable 

products, and Western competitors have sought to learn their techniques.49  PepsiCo established 

a center in India to study their methods of “frugal innovation”.50  Indian engineers won a contest 

sponsored by Renault-Nissan to contribute ideas for cutting costs.51   

 Ultimately, Indian companies have demonstrated their new strength by acquiring 

Western firms, and many observers have predicted a prosperous future both for them and for 

the broader Indian economy.52  In 2007, the Indian metals company Hindalco acquired 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
39	  World	  Bank	  database	  of	  GDP	  growth,	  available	  at	  http://data.worldbank.org/indicator/NY.GDP.MKTP.KD.ZG.	  
40	  Id.	  
41	  See,	  e.g.,	  Pulling	  Every	  Lever,	  THE	  ECONOMIST,	  Feb.	  4,	  2012.	  
42	  K.	  G.	  Viswanathan,	  The	  Global	  Financial	  Crisis	  And	  Its	  Impact	  On	  India,	  9	  J.	  Int'l	  Bus.	  &	  L.	  41,	  46-‐47	  (2010)	  
43	  Sarita	  Mohanty,	  Sarbanes-‐Oxley:	  Can	  One	  Model	  Fit	  All?,	  12	  New	  Eng.	  J.	  Int'l	  &	  Comp.	  L.	  231,	  FN	  15	  (2006).	  
44	  K.	  G.	  Viswanathan,	  The	  Global	  Financial	  Crisis	  And	  Its	  Impact	  On	  India,	  9	  J.	  Int'l	  Bus.	  &	  L.	  41,	  48	  (2010).	  
45	  See,	  e.g.,	  The	  Power	  and	  the	  Glory,	  THE	  ECONOMIST,	  Oct.	  22,	  2011.	  
46	  See,	  e.g.,	  Sarita	  Mohanty,	  Sarbanes-‐Oxley:	  Can	  One	  Model	  Fit	  All?,	  12	  New	  Eng.	  J.	  Int'l	  &	  Comp.	  L.	  231,	  236	  (2006).	  
47	  See	  rest	  of	  paragraph,	  below.	  
48	  See,	  e.g.,	  The	  Power	  and	  the	  Glory,	  THE	  ECONOMIST,	  Oct.	  22,	  2011;	  The	  Bollygarchs'	  Magic	  Mix,	  THE	  ECONOMIST,	  Oct.	  
22,	  2011;	  Adventures	  in	  Capitalism,	  THE	  ECONOMIST,	  Oct.	  22,	  2011;	  Sarita	  Mohanty,	  Sarbanes-‐Oxley:	  Can	  One	  Model	  
Fit	  All?,	  12	  New	  Eng.	  J.	  Int'l	  &	  Comp.	  L.	  231,	  235	  (2006).	  
49	  The	  Hindi	  slang	  word,	  jugaad,	  is	  used	  to	  refer	  to	  the	  technique.	  	  See,	  generally,	  Reena	  Jana,	  India's	  Next	  Global	  
Export:	  Innovation,	  BLOOMBERG	  BUSINESSWEEK,	  Dec.	  2,	  2009,	  available	  at	  
http://www.businessweek.com/innovate/content/dec2009/id2009121_864965.htm;	  Karl	  Moore,	  The	  Best	  Way	  to	  
Innovation?	  -‐	  An	  Important	  Lesson	  from	  India,	  FORBES,	  May	  24,	  2011,	  available	  at	  
http://www.forbes.com/sites/karlmoore/2011/05/24/the-‐best-‐way-‐to-‐innovation-‐an-‐important-‐lesson-‐from-‐india/;	  
Tim	  Ferguson,	  Can	  'Jugaad'	  Get	  to	  Core	  U.S.	  Problems?,	  FORBES,	  Apr.	  5,	  2012,	  available	  at	  
http://www.forbes.com/sites/timferguson/2012/04/05/can-‐jugaad-‐get-‐to-‐core-‐u-‐s-‐problems/.	  
50	  Asian	  Innovation,	  THE	  ECONOMIST,	  Mar.	  24,	  2012.	  
51	  Id.	  
52	  See	  rest	  of	  paragraph,	  below.	  
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American-Canadian Novelis for $6 billion.53  In 2008, Tata Motors paid $2.3 billion to buy Jaguar 

and Land Rover from Ford.54  The beverage arm of the Tata Group, Tata Tea, acquired the 

iconic British brand Tetley Tea, 55 and India’s Mahindra & Mahindra undercut the American 

market leader John Deere in sales of small tractors to American farmers.56  

 

B. Phase II :   India as “Gasping Elephant”57 

 

Other observers, however, have not expected the accomplishments to last.58  Despite economic 

growth and increased prosperity, indications of future problems have emerged.59 

 

The Indian economy has no longer appeared to be insulated from the downturn in global 

markets.60  In 2012, its growth fell to 5.3%, the lowest rate in seven years.61  Its dependence on 

borrowing foreign capital and on exporting to developed markets has left the country vulnerable 

to decreases in the supply of global credit and foreign demand.62 

 Other financial indicators have also begun to change direction63.  Inflation has risen to 

more than 7%, leading to predictions of stagflation.64  The rupee hit record lows against the 

dollar, shedding a fifth of its value in the past year.65  Defaults by rated corporations hit a ten-

year high,66 and recent studies predicted that India could switch places with Indonesia in growth 

statistics for the emerging market economies.67   

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
53	  Chidanand	  Rajghatta,	  Novelis	  Acquisition	  Puts	  Indian	  Stamp	  on	  Every	  Coke,	  Budweiser	  Can,	  TIMES	  OF	  INDIA,	  Feb.	  14,	  
2007,	  available	  at	  http://articles.timesofindia.indiatimes.com/2007-‐02-‐14/international-‐
business/27870627_1_novelis-‐hindalco-‐share-‐holders-‐customers-‐on-‐four-‐continents.	  
54	  Heather	  Timmons,	  Ford	  Sells	  Land	  Rover	  and	  Jaguar	  to	  Tata,	  N.Y.	  TIMES,	  March	  26,	  2008.	  
55Tetley	  Bagged	  by	  India’s	  Tata,	  BBC	  NEWS,	  Feb.	  27,	  2000,	  available	  at	  
http://news.bbc.co.uk/1/hi/business/658724.stm.	  
56	  James	  Crabtree,	  Mahindra	  Looks	  at	  International	  Acquisitions,	  FINANCIAL	  TIMES,	  Apr.	  15,	  2012.	  
57	  Leif	  Eskesen,	  India,	  HSBC	  Global	  Research	  Report,	  May	  31,	  2012.	  
58	  See,	  e.g.,	  Now	  Finish	  the	  Job,	  THE	  ECONOMIST,	  Apr.	  15,	  2012	  (quoting	  the	  governor	  of	  the	  central	  bank	  stating,	  “We	  
are	  not	  saying	  the	  economy	  is	  in	  the	  pink	  of	  health	  .	  .	  .	  we	  should	  be	  concerned.	  .	  .	  “).	  
59	  See	  rest	  of	  section,	  below.	  
60	  See,	  e.g.,	  Losing	  Its	  Magic,	  THE	  ECONOMIST,	  March	  24,	  2012.	  
61	  James	  Crabtree,	  Bollygarchs	  at	  Bay,	  FINANCIAL	  TIMES,	  June	  6,	  2012.	  
62	  See,	  e.g.,	  K.	  G.	  Viswanathan,	  The	  Global	  Financial	  Crisis	  and	  Its	  ImpactoOn	  India,	  9	  J.	  Int'l	  Bus.	  &	  L.	  41,	  44-‐45	  (2010).	  
63	  See	  rest	  of	  paragraph,	  below.	  
64	  James	  Crabtree,	  Bollygarchs	  at	  Bay,	  FINANCIAL	  TIMES,	  June	  6,	  2012.	  
65	  See	  Rupee	  and	  the	  Bears,	  THE	  ECONOMIST,	  Nov.	  26,	  2011	  and	  accompanying	  chart.	  
66	  Nupur	  Acharya,	  Indian	  Corporate	  Default	  Rate	  at	  Ten-‐Year	  High,	  WALL	  ST.	  J.,	  Apr.	  4,	  2012.	  
67	  James	  Crabtree,	  Bollygarchs	  at	  Bay,	  FINANCIAL	  TIMES,	  June	  6,	  2012.	  
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 The efforts that the country undertook to stave off the financial crisis appear to have 

weakened its condition.68  The central bank distributed money and took responsibility over 

portions of the economy, leaving the quality of its own assets poor.69  Approximately 4.6% of its 

outstanding loans have reached the brink of default.70 

 Meanwhile, poverty has persisted.71  The official numbers indicate that 29.8% of the 

population, or 350 million people, remain below the poverty line.72  India ranks as the poorest 

country among the emergent BRIC economies (Brazil, Russia, India, and China)73 and the 

poorest member of the G-20.74  Politicians appear to have struggled to promote business needs 

while also addressing the problems of the urban poor.75  The economy has not expanded fast 

enough to support the creation of sufficient infrastructure, and many of its citizens still lack 

access to electricity and potable water.76  As a demographic bulge reaches working age, ten 

million young people per year will need to find jobs over the next two decades.77   

 Many obstacles, however, have seemed to stifle entrepreneurship and job creation.78  

State-controlled firms have accounted for close to half of corporate profits in India; family-

owned companies have earned most of the rest.79  The companies have sprawled into chains of 

holding companies, in order to compensate for deficiencies such as poor infrastructure, 

unreliable sources of labor and materials, and weak enforcement.80  They have built their own 

infrastructure and supply chains and have leveraged their size to gain influence.81  Outsiders have 

had limited ability to compete against them.82 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
68	  See	  rest	  of	  paragraph,	  below.	  
69	  Reflections	  of	  Reality,	  THE	  ECONOMIST,	  Aug.	  6,	  2011.	  
70	  My	  Conflicted	  Heart,	  The	  Struggle	  for	  the	  Soul	  of	  India's	  Biggest	  Bank,	  THE	  ECONOMIST,	  Apr.	  21,	  2012.	  
71	  Erik	  Wulff	  and	  Kiran	  Lingam,	  Franchising	  In	  India:	  A	  Brave	  New	  Frontier,	  29	  SPG	  Franchise	  L.J.	  248,	  248	  (2010)	  
72	  Tripti	  Lahiri,	  Is	  India	  Fudging	  Its	  Poverty	  Numbers,	  WALL	  ST.	  J.,	  May	  20,	  2012.	  
73	  See,	  e.g.,	  India’s	  Economy:	  	  A	  Bric	  Hits	  the	  Wall,	  THE	  ECONOMIST,	  May	  31,	  2012.	  
 74	  Economic	  Survey	  2012-‐13:	  India	  poorest	  among	  G20	  nations	  despite	  growth,	  INDIA	  TODAY,	  Mar.	  15,	  2012.	  
75	  Erik	  Wulff	  and	  Kiran	  Lingam,	  Franchising	  In	  India:	  A	  Brave	  New	  Frontier,	  29	  Franchise	  L.J.	  248,	  248	  (2010).	  
76	  See,	  e.g.,	  Charles	  Runckel,	  Infrastructure	  India:	  	  A	  Long	  Road	  Ahead,	  available	  at	  http://www.business-‐in-‐
asia.com/asia/infrastructure_india.html.	  
77	  India's	  slowdown:	  Farewell	  to	  Incredible	  India,	  THE	  ECONOMIST,	  June	  9,	  2012.	  
78	  See	  rest	  of	  paragraph,	  below.	  
79	  See,	  e.g.,	  The	  Power	  and	  the	  Glory,	  THE	  ECONOMIST,	  Oct.	  22,	  2011;	  Afra	  Afsharipour,	  Rising	  Multinationals:	  Law	  
And	  The	  Evolution	  Of	  Outbound	  Acquisitions	  By	  Indian	  Companies,	  44	  U.C.	  Davis	  L.	  Rev.	  1029,	  1083,	  1085	  (2011).	  
80	  Building	  India	  Inc.,	  THE	  ECONOMIST,	  Oct.	  22,	  2011;	  Adventures	  in	  Capitalism,	  THE	  ECONOMIST,	  Oct.	  22,	  2011;	  The	  
Bollygarchs'	  Magic	  Mix,	  THE	  ECONOMIST,	  Oct.	  22,	  2011;	  Umakanth	  Varottil,	  Evolution	  And	  Effectiveness	  Of	  Independent	  
Directors	  In	  Indian	  Corporate	  Governance,	  6	  Hastings	  Bus.	  L.J.	  281,	  288-‐89	  (2010).	  
81	  Looking	  for	  the	  Next	  Infosys,	  THE	  ECONOMIST,	  Oct.	  22,	  2011.	  
82	  See,	  e.g.,	  Now	  Finish	  the	  Job,	  THE	  ECONOMIST,	  Apr.	  15,	  2012;	  Looking	  for	  the	  Next	  Infosys,	  THE	  ECONOMIST,	  Oct.	  22,	  
2011.	  
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 In addition, relations between the government and private companies have appeared to 

worsen.83  Business leaders have protested burdensome regulations by investing abroad rather 

than in India.84  In May 2012, heads of the largest Indian telecommunications companies met 

with politicians in New Delhi to complain.85  The chief executive of the Indian steel company 

ArcelorMittal threatened not to initiate any domestic projects for the next five years.86   

 What will the future hold?  American CRAs have already cast votes against India’s 

future.87  In June 2012, Standard & Poor’s88 and Fitch revised their outlooks on India from stable 

to negative.89  Analysts at Standard & Poor’s speculated that India could become the first of the 

BRICs to fail.90 

 

II.  PANNING WEST:   

BLAMING CONFLICTED RATING AGENCIES FOR THE FINANCIAL CRISIS 

 

Ironically, policymakers in America and Europe have viewed the CRAs as the villains of the 

most recent financial crisis.91  They alleged that these entities had conflicts of interest, because 

they adopted an “issuer-pays” model, in which the issuers of financial instruments paid the 

agencies to rate them.92  This model, they maintained, incentivized the agencies to award inflated 

scores, in order to please the issuers and retain their business.93  Regulators concluded that the 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
83	  See	  rest	  of	  paragraph,	  below.	  
84	  James	  Crabtree,	  Bollygarchs	  at	  Bay,	  FINANCIAL	  TIMES,	  June	  6,	  2012.	  
85	  Id.	  
86	  Id.	  
87	  See,	  e.g.,	  Bruce	  Einhorn,	  India’s	  Growth	  Story	  Dims	  on	  S&P	  Downgrade,	  BloombergBusinessweek,	  Apr.	  25,	  2012.	  
88	  Penny	  MacRae,	  S&P	  Downgrades	  India	  Outlook	  to	  Negative,	  AGENCE	  FRANCE	  PRESS,	  Apr.	  25,	  2012	  .	  
89	  Fitch	  downgrades	  India's	  outlook	  to	  'negative',	  BBC	  NEWS,	  June	  19,	  2012.	  
90	  Joydeep	  Mukherji	  and	  Takahira	  Ogawa,	  Will	  India	  Be	  the	  First	  BRIC	  Fallen	  Angel?,	  Standard	  &	  Poor’s,	  Global	  Credit	  
Portal,	  June	  8,	  2012.	  
91	  John	  C.	  Coffee,	  Ratings	  Reform:	  The	  Good,	  The	  Bad,	  and	  The	  Ugly,	  The	  Center	  for	  Law	  and	  Economic	  Studies	  –	  
Columbia	  University	  School	  of	  Law	  Columbia	  Law	  and	  Economics	  Working	  Paper	  No.	  359,	  Sept.	  2010	  at	  2	  (“Broad	  
consensus	  exists	  that	  inflated	  credit	  ratings	  and	  conflict-‐ridden	  rating	  processes	  played	  a	  significant	  role	  in	  
exacerbating	  the	  2008	  financial	  crisis.”);	  EC	  Commission,	  Consultation	  by	  the	  Commission	  Services	  on	  Credit	  Rating	  
Agencies,	  July	  31,	  2008,	  available	  at	  
http://europa.eu/rapid/pressReleasesAction.do?reference=IP/08/1224&format=HTML&aged=1&language=EN&guiL
anguage=fr	  (“It	  is	  generally	  accepted	  that	  CRAs	  underestimated	  the	  credit	  risk	  of	  structured	  credit	  products	  and	  
failed	  to	  reflect	  early	  enough	  in	  their	  ratings	  the	  worsening	  of	  market	  condictions”).	  	  The	  European	  Commission	  	  
opened	  proceedings	  against	  Standard	  and	  Poor’s	  in	  2009,	  see	  Douglas	  Wayne	  Arner,	  Kwong	  Wing	  Chau,	  Berry	  F.C.	  
Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  Credit	  Rating	  Agencies	  in	  Hong	  Kong:	  Lessons	  from	  the	  
Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  380-‐81	  (2010).	  
92	  See,	  e.g.,	  Lynne	  L.	  Dallas,	  Short-‐Termism,	  The	  Financial	  Crisis,	  and	  Corporate	  Governance,	  37	  J.	  Corp.	  L.	  265,	  288	  
(2012)	  ((“As	  for	  credit	  rating	  agencies,	  they	  had	  a	  conflict	  of	  interest	  because	  the	  issuers	  of	  securities	  paid	  their	  
fees”).	  
93	  Stephane	  Rousseau,	  Enhancing	  the	  Accountability	  of	  Credit	  Rating	  Agencies:	  the	  Case	  for	  a	  Disclosure-‐Based	  
Approach,	  2005	  at	  18,	  available	  at	  http://	  papers.ssrn.com/1sol3/papers.cfm?abstract_id=797325.	  
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model resulted in inaccurate public information on default risk and that the inaccuracies caused 

the financial markets to crash.94 This section explains why and how the regulators have focused 

on eliminating the conflict of interests in order to prevent a future crisis.   

 

A.  Agencies  as “Gatekeepers”:   The “Referee  in the Debt Game”95 

 

In 2008, Henry Paulson, the U.S. Treasury Secretary under President George W. Bush, presented 

a policy statement in which he emphasized the responsibility of the CRAs for the crisis.96  The 

report indicated the depth of the certainty of the regulators that the agencies were corrupt, 

and their reliance on the agencies to perform a “gatekeeping” role.97  “Gatekeepers” deter fraud 

by monitoring financial markets and disseminating information.98   

 For the last century, the CRAs facilitated financial investment by publishing assessments 

of the risks of buying financial products from specific issuers.99  When issuers sell financial 

products to investors, the products represent promises from the issuers that they will pay back 

the full purchase price at fixed instalments, plus interest.100  The investors therefore relied on the 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
94	  Report	  of	  the	  Financial	  Stability	  Forum	  on	  Enhancing	  market	  and	  Institutional	  Resilience,	  April	  7,	  2008,	  at	  32,	  
available	  at,	  Financial	  Stability	  Board	  	  http://www.financialstabilityboard.org/publications/r_0804.pdf,	  (“Poor	  credit	  
assessments	  by	  CRAs	  contributed	  both	  to	  the	  build	  up	  to	  and	  the	  unfolding	  of	  recent	  events.”);	  Statement	  of	  Arthur	  
Levitt,	  Turmoil	  in	  U.S.	  Credit	  Markets:	  The	  Role	  of	  the	  Credit	  Rating	  Agencies,	  Hearings	  before	  the	  U.S.	  	  
Senate	  Committee	  on	  Banking,	  Housing,	  and	  Urban	  Affairs,	  110th	  	  Cong.,	  2nd	  	  Sess.	  (April	  22,	  2008)	  (“Being	  able	  to	  
gather	  and	  understand	  relevant	  information	  about	  a	  company’s	  financial	  health	  and	  performance	  is	  critical	  to	  the	  
proper	  functioning	  of	  the	  markets.”);	  Lynne	  L.	  Dallas,	  Short-‐Termism,	  The	  Financial	  Crisis,	  And	  Corporate	  
Governance,	  37	  J.	  Corp.	  L.	  265,	  331	  (2012)	  (“the	  ratings	  on	  structured	  financial	  products	  have	  proven	  to	  be	  
inaccurate	  .	  .	  .	  contribut[ing]	  significantly	  to	  the	  mismanagement	  of	  risks	  by	  financial	  institutions	  and	  investors,	  
which	  in	  turn	  adversely	  impacted	  the	  health	  of	  the	  economy”).	  
95	  Arthur	  Levitt,	  Conflicts	  and	  the	  Credit	  Crunch,	  WALL	  ST.	  J.,	  Sept.	  7,	  2007	  at	  A15.	  
96	  Timothy	  J.	  Sinclair,	  Credit	  Rating	  Agencies	  and	  the	  Global	  Financial	  Crisis,	  12	  Economic	  Sociology,	  2010,	  at	  4,	  
available	  at	  http://econsoc.mpifg.de/archive/econ_soc_12-‐1.pdf.	  
97	  The	  President’s	  Working	  Group	  on	  Financial	  Markets,	  Policy	  Statement	  on	  Market	  Developments,	  March,	  2008,	  at	  
2,	  4,	  14-‐15,	  available	  at	  http://www.naic.org/documents/committees_e_rating_agency_comdoc_presidents_wg.pdf.	  
98	  Stephane	  Rousseau,	  Enhancing	  the	  Accountability	  of	  Credit	  Rating	  Agencies:	  the	  Case	  for	  a	  Disclosure-‐Based	  
Approach,	  2005	  at	  5,	  available	  at	  http://	  papers.ssrn.com/1sol3/papers.cfm?abstract_id=797325	  (“these	  institutions	  
have	  become	  central	  to	  the	  financial	  markets’	  infrastructure	  through	  their	  role	  in	  rectifying	  information	  asymmetries	  
that	  exist	  between	  issuers	  and	  investors”);Opening	  Statement	  of	  Representative	  Henry	  Waxman,	  Congressional	  
Committee	  on	  Oversight	  and	  Governmental	  Reform	  Hearing,	  Credit	  Rating	  Agencies	  and	  the	  Financial	  Crisis,	  Oct.	  22,	  
2008,	  available	  at	  http://oversight.house.gov/story.asp?ID=2250	  (“Millions	  of	  investors	  rely	  on	  [CRAs]	  for	  
independent,	  objective	  assessments.	  	  The	  rating	  agencies	  broke	  this	  bond	  of	  trust	  .	  .	  .	  .”).	  
99	  Douglas	  Wayne	  Arner,	  Kwong	  Wing	  Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  Credit	  
Rating	  Agencies	  in	  Hong	  Kong:	  Lessons	  from	  the	  Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  370	  (2010);	  Stephane	  
Rousseau,	  Enhancing	  the	  Accountability	  of	  Credit	  Rating	  Agencies:	  the	  Case	  for	  a	  Disclosure-‐Based	  Approach,	  2005	  at	  
7,	  available	  at	  http://	  papers.ssrn.com/1sol3/papers.cfm?abstract_id=797325.	  
100	  See,	  e.g.,	  Richard	  L.	  Kuersteiner,	  James	  O.	  Johnston,	  Richard	  L.	  Wynne,	  and	  Lance	  Miller,	  Your	  Bond	  Issuer	  Has	  
Filed	  for	  Bankruptcy?	  A	  Survey	  of	  the	  Trips,	  Traps,	  and	  Opportunities	  that	  Await	  Corporate	  Bondholders	  in	  a	  Chapter	  
11	  Case,	  2008	  Ann.	  Surv.	  Bankr.	  L.	  6,	  non-‐paginated	  (2008)	  (“A	  bond	  represents	  the	  debtor's	  promise	  to	  repay	  
borrowed	  money	  over	  a	  specified	  period	  of	  time	  at	  a	  specified	  rate	  of	  interest.”).	  
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CRAs’ assessments of the likelihood that the issuers would return all of the money,101 in order to 

decide:  1) whether to buy financial products from particular issuers, and 2) how much interest to 

charge the issuers, in order to protect themselves against possible loss.   

 The CRAs carried out a quasi-regulatory role, ensuring the stability of the markets by 

promoting responsible behavior among issuers.102  The agencies rewarded issuers that managed 

their risks with high ratings, which made their financial products more marketable.103  The 

agencies also increased the availability of credit for the issuers by providing accurate information 

to investors.104  In theory, the information enabled the investors to charge lower interest rates.105  

If they trusted the ratings, then they did not need to add large margins of error, in order to 

cushion themselves against unexpected losses.106  The lower interest rates made credit cheaper.107 

 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
101	  Testimony	  of	  Eric	  Stein,	  Turmoil	  in	  U.S.	  Credit	  Markets:	  The	  Role	  of	  the	  Credit	  Rating	  Agencies,	  Hearings	  before	  
the	  U.S.	  	  
Senate	  Committee	  on	  Banking,	  Housing,	  and	  Urban	  Affairs,	  110th	  	  Cong.,	  2nd	  	  Sess..	  Apr.	  22,	  2008	  at	  18	  (“Investors	  -‐	  
the	  world	  financial	  markets	  –	  trusted	  the	  rating	  agencies	  because	  of	  their	  long	  history”).	  
102	  Frank	  Partnoy,	  Rethinking	  Regulation	  of	  Credit	  Rating	  Agencies:	  An	  Institutional	  Investor	  Perspective,	  Council	  of	  
Institutional	  Investors	  White	  Paper,	  Apr.	  2009	  at	  3	  (“rating	  agencies	  wield	  immense,	  quasi-‐governmental	  power.”).	  	  
Essentially,	  the	  agencies	  intermediated	  between	  the	  issuers	  and	  investors,	  (see	  Douglas	  Wayne	  Arner,	  Kwong	  Wing	  
Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  Credit	  Rating	  Agencies	  in	  Hong	  Kong:	  
Lessons	  from	  the	  Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  363	  (2010)).	  	  Economists	  have	  assumed	  that	  investors	  would	  
not	  have	  gathered	  enough	  information	  on	  their	  own	  to	  inform	  themselves	  about	  the	  financial	  position	  of	  the	  issuers,	  
(see	  Basel	  Committee	  on	  Banking	  Supervision,	  Credit	  Ratings	  and	  Complementary	  Sources	  of	  Credit	  Quality	  
Information,	  July	  2000	  at	  11,	  available	  at	  http://www.bis.org/publ/bcbs72a.pdf).	  	  The	  investors	  would	  have	  had	  to	  
fund	  the	  full	  cost	  of	  an	  investigation,	  but	  they	  would	  not	  have	  received	  the	  full	  benefits.	  	  Other	  people	  could	  have	  
accessed	  the	  information	  that	  they	  uncovered	  without	  having	  to	  pay	  for	  it.	  	  Economists	  have	  referred	  to	  the	  
information	  on	  the	  issuers’	  risk	  of	  default	  as	  a	  “public	  good,”	  because	  of	  the	  difficulty	  of	  preventing	  others	  from	  
sharing	  in	  it,	  (see	  Stephane	  Rousseau,	  Enhancing	  the	  Accountability	  of	  Credit	  Rating	  Agencies:	  the	  Case	  for	  a	  
Disclosure-‐Based	  Approach,	  2005	  at	  8,	  available	  at	  http://	  papers.ssrn.com/1sol3/papers.cfm?abstract_id=797325).	  	  
CRAs	  have	  also	  been	  described	  at	  correcting	  “information	  asymmetries,”	  (see,	  e.g.,	  Douglas	  Wayne	  Arner,	  Kwong	  
Wing	  Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  Credit	  Rating	  Agencies	  in	  Hong	  Kong:	  
Lessons	  from	  the	  Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  363	  (2010)).	  
103	  Steven	  Schwarcz,	  Disintermediating	  Avarice:	  A	  Legal	  Framework	  For	  Commercially	  Sustainable	  Microfinance,	  2011	  
U.	  Ill.	  L.	  Rev.	  1165,	  1195	  (2011)	  
104	  Douglas	  Wayne	  Arner,	  Kwong	  Wing	  Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  
Credit	  Rating	  Agencies	  in	  Hong	  Kong:	  Lessons	  from	  the	  Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  363	  (2010);	  Basel	  
Committee	  on	  Banking	  Supervision,	  Credit	  Ratings	  and	  Complementary	  
Sources	  of	  Credit	  Quality	  Information,	  July	  2000	  at	  11,	  available	  at	  http://www.bis.org/publ/bcbs72a.pdf.	  
105	  Douglas	  Wayne	  Arner,	  Kwong	  Wing	  Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  
Credit	  Rating	  Agencies	  in	  Hong	  Kong:	  Lessons	  from	  the	  Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  370	  (2010).	  
106	  Id.	  
107	  Id.	  	  Because	  the	  CRAs	  provided	  the	  service	  of	  investigating	  issuers	  when	  no	  one	  else	  would	  have	  undertaken	  it,	  
economists	  have	  described	  them	  as	  correcting	  a	  “market	  failure,”	  (see	  Basel	  Committee	  on	  Banking	  Supervision,	  
Credit	  Ratings	  and	  Complementary	  Sources	  of	  Credit	  Quality	  Information,	  July	  2000	  at	  11,	  available	  at	  
http://www.bis.org/publ/bcbs72a.pdf).	  	  The	  specialization	  and	  expertise	  of	  the	  agencies	  enabled	  them	  to	  collect	  the	  
information	  at	  a	  lower	  cost.	  	  Economists	  have	  referred	  to	  their	  cost	  advantages	  as	  “economies	  of	  scale,”	  (see	  
Stephane	  Rousseau,	  Enhancing	  the	  Accountability	  of	  Credit	  Rating	  Agencies:	  the	  Case	  for	  a	  Disclosure-‐Based	  
Approach,	  2005	  at	  9,	  available	  at	  http://	  papers.ssrn.com/1sol3/papers.cfm?abstract_id=797325;	  John	  C.	  Coffee,	  
Ratings	  Reform:	  The	  Good,	  The	  Bad,	  and	  The	  Ugly,	  The	  Center	  for	  Law	  and	  Economic	  Studies	  –	  Columbia	  University	  
School	  of	  Law	  Columbia	  Law	  and	  Economics	  Working	  Paper	  No.	  359,	  Sept.	  2010	  at	  54).	  
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Charging issuers to be rated earned profits for the CRAs,108 provided information to investors, 

and enabled issuers to sell their products, 109 but it also introduced conflicts of interest.110  The 

agencies charged the issuers for their ratings, and then disseminated their assessments to the 

public for free.111  The three dominant agencies in the West, Standard & Poor’s, Moody’s 

Investors Service, and Fitch Ratings, have depended on issuers for roughly 90% of their 

revenues.112  “Clearly the rating agencies skewed their assessments to please their clients,” Paul 

Krugman wrote in the New York Times in 2010.113   

 Others have shared Krugman’s concern.114  In the wake of the crisis, evidence of 

inaccurate ratings emerged.  Regulators in the U.S. and in Europe sought to remedy the conflicts, 

stressing that investor confidence in the financial markets depended on their belief in the 

accuracy of the ratings.115   

 

B.  Egreg ious Behavior :   “Market Share ,  Market Share ,  Market Share”116 

 

“[A] rating, which is supposed to be an honest, objective, independent assessment of the 

likelihood of an investment paying off . . . is not performing that function when you have this 

kind of pressure on people to rate a certain way in terms of their own pay,” Senator Carl Levin 

said in April 2010, in the opening statement of a Senate Subcommittee investigation of the 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
108	  See	  rest	  of	  paragraph,	  below.	  
109	  See	  previous	  paragraph,	  above.	  
110	  See	  rest	  of	  paragraph,	  below.	  
111	  Securities	  Exchange	  Commission,	  2011	  Summary	  Report	  of	  Commission	  Staff's	  Examinations	  of	  Each	  Nationally	  
Recognized	  Statistical	  Rating	  Organization,	  (2011),	  available	  at	  http://	  
www.sec.gov/news/studies/2011/2011_nrsro_section15e_examinations_summary_	  report.pdf	  (“Of	  the	  ten	  
registered	  NRSROs,	  seven—including	  the	  three	  larger	  NRSROs—operate	  predominantly	  under	  the	  issuer-‐pay	  
model.”);	  Lynn	  Bai,	  On	  Regulating	  Conflict	  of	  Interests	  in	  the	  Credit	  Rating	  Industry,	  13	  N.Y.U.	  J.	  Legis.	  &	  Pub.	  253,	  
295	  (2010)	  (explaining	  that	  CRAs	  generally	  provide	  the	  information	  to	  the	  public	  “free	  of	  charge”).	  	  	  
112	  Douglas	  Wayne	  Arner,	  Kwong	  Wing	  Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  
Credit	  Rating	  Agencies	  in	  Hong	  Kong:	  Lessons	  from	  the	  Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  373	  (2010).	  
113	  Paul	  Krugman,	  Berating	  the	  Raters,	  N.Y.	  TIMES,	  Apr.	  26,	  2010,	  at	  A23,available	  at	  
http://www.nytimes.com/2010/04/26/opinion/26krugman.html?dbk.	  
114	  See,	  e.g.,	  Joseph	  E.	  Stiglitz,	  Capitalist	  Fools,	  VANITY	  FAIR,	  Jan.	  2009.	  
115	  The	  President’s	  Working	  Group	  on	  Financial	  Markets,	  Policy	  Statement	  on	  Market	  Developments,	  March,	  2008,	  at	  
2,	  4,	  14-‐15,	  available	  at	  http://www.naic.org/documents/committees_e_rating_agency_comdoc_presidents_wg.pd;	  
House	  of	  Lords,	  European	  Union	  Committee,	  The	  Future	  of	  EU	  Financial	  Regulation	  and	  Supervision	  (14th	  Report	  of	  
Session	  2008–09	  Vol	  1)	  HL	  Paper	  106–I,	  at	  17	  (“DG	  Markt	  explained	  that	  the	  regulation	  of	  rating	  agencies	  is	  a	  
necessary	  reaction	  to	  their	  ‘massive	  failures’	  revealed	  by	  the	  financial	  crisis.	  	  They	  described	  the	  conflicts	  of	  interest	  
created	  when	  the	  issuers	  of	  a	  securitised	  bond	  pays	  for	  a	  rating,	  rather	  than	  the	  investor.”).	  
116	  Statement	  of	  Senator	  Carl	  Levin,	  Permanent	  Subcommittee	  on	  Investigations	  of	  the	  Senate	  Committee	  on	  
Homeland	  Security	  and	  Governmental	  Affairs,	  Wall	  Street	  and	  the	  Financial	  Crisis:	  The	  Role	  of	  Credit	  Rating	  Agencies,	  
Second	  Session,	  Volume	  3,	  April	  23,	  2010,	  available	  at	  http://www.gpo.gov/fdsys/pkg/CHRG-‐
111shrg57321/html/CHRG-‐111shrg57321.htm.	  
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financial crisis.117  The testimony that followed, along with information uncovered by the 

Securities and Exchange Commission (“SEC”), the European Commission, and the British 

House of Lords, depicted an industry whose actions had jeopardized the stability of the global 

economy.118  This part examines the evidence that the agencies inflated ratings to increase their 

profits.  

 

1. Senate Subcommittee Investigation 

 

Evidence presented at the Senate investigation revealed deliberate inaccuracies in ratings.119  

“Sold some more crap to Pursuit,” an analyst at the investment bank UBS wrote in an internal 

email, in reference to securities that had earned a high, “investment-grade” rating.120  “Version 

6.0 [of the ratings model] could’ve been released months ago and resources assigned elsewhere if 

we didn’t have to massage the sub-prime and Alt-A numbers to preserve market share,” an 

analyst at Standard & Poor’s wrote in another.121   

 

Clients had appeared to assume that they could demand higher ratings, either by purchasing 

them outright or by providing the agencies with false information.122  An investment banker at 

Merrill Lynch implied that he expected higher fees to buy more favorable ratings:  “We are okay 

with the revised fee . . . under the assumption that it will not be a precedent for any future deals 

and that you will work with us further on this transaction to try and get to some middle ground 

with respect to the ratings,” he said in an email to an analyst at Moody’s.123  An analyst at 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
117	  Senator	  Carl	  Levin,	  Opening	  Statement	  before	  the	  Permanent	  Subcommittee	  on	  Investigations	  of	  the	  Senate	  
Committee	  on	  Homeland	  Security	  and	  Governmental	  Affairs,	  Wall	  Street	  and	  the	  Financial	  Crisis:	  The	  Role	  
of	  Credit	  Rating	  Agencies,	  Apr.	  23,	  2010.	  
118	  See	  Section	  II.B.1,	  2,	  3,	  below.	  
119	  See	  rest	  of	  paragraph,	  below.	  
120	  See	  email	  quoted	  by	  Senator	  Carl	  Levin,	  Permanent	  Subcommittee	  on	  Investigations	  of	  the	  Senate	  Committee	  on	  
Homeland	  Security	  and	  Governmental	  Affairs,	  Wall	  Street	  and	  the	  Financial	  Crisis:	  The	  Role	  of	  Credit	  Rating	  Agencies,	  
Second	  Session,	  Volume	  3,	  Apr.	  23,	  2010,	  available	  at	  http://www.gpo.gov/fdsys/pkg/CHRG-‐
111shrg57321/html/CHRG-‐111shrg57321.htm;	  Steven	  Schwarcz,	  Disintermediating	  Avarice:	  A	  Legal	  Framework	  For	  
Commercially	  Sustainable	  Microfinance,	  2011	  U.	  Ill.	  L.	  Rev.	  1165,	  1195	  (2011)	  (“The	  higher	  the	  rating,	  the	  lower	  the	  
rating	  agency	  has	  assessed	  the	  credit	  risk”).	  
121	  Email	  quoted	  by	  Senator	  Carl	  Levin,	  Opening	  Statement	  before	  the	  Permanent	  Subcommittee	  on	  Investigations	  of	  
the	  Senate	  Committee	  on	  Homeland	  Security	  and	  Governmental	  Affairs,	  ‘Wall	  Street	  and	  the	  Financial	  Crisis:	  The	  Role	  
of	  Credit	  Rating	  Agencies,’	  Second	  Session,	  Volume	  3,	  April	  23,	  2010,	  available	  at	  
http://www.gpo.gov/fdsys/pkg/CHRG-‐111shrg57321/html/CHRG-‐111shrg57321.htm.	  
122	  See	  rest	  of	  paragraph,	  below.	  
123	  Email	  quoted	  by	  Senator	  Carl	  Levin,	  Opening	  Statement	  before	  the	  Permanent	  Subcommittee	  on	  Investigations	  of	  
the	  Senate	  Committee	  on	  Homeland	  Security	  and	  Governmental	  Affairs,	  ‘Wall	  Street	  and	  the	  Financial	  Crisis:	  The	  Role	  
of	  Credit	  Rating	  Agencies,’	  Second	  Session,	  Volume	  3,	  April	  23,	  2010,	  available	  at	  
http://www.gpo.gov/fdsys/pkg/CHRG-‐111shrg57321/html/CHRG-‐111shrg57321.htm.	  
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Standard & Poor’s appeared to indicate that the agency had agreed to rate fake data:124  “The 

25ish assets that they included in our closing date portfolio that were dummies were replaced in 

less than 24 hours with assets that would have been notched and made the portfolio worse,” he 

wrote.125  

 The agencies’ compensation structures encouraged the analysts to acquiesce.126  “Most 

employees owned either a lot of options or restricted stock in the company, as well as the 

profitability of the group did influence the size of the bonus, yes,” the former head of the 

structured products group at Moody’s, Eric Kolchinsky, testified.127  Moreover, the importance 

of maintaining revenues appeared to increase over time.128  A former vice president and senior 

credit officer at Moody’s, Richard Michalek, described “a revision . . . where a larger percentage 

of our compensation [depended on] whether or not we were reaching our revenue numbers on a 

quarterly and annual basis which would allow us to, maximize our – or max out our bonuses.”129  

 The Senate testimony seemed to demonstrate that the CRAs continued to boost their 

ratings in order to preserve market share, even in the midst of the crisis.130  “Despite the . . . 

market implosion we were witnessing, it appeared to me that my manager was more concerned 

about losing a few points of market share than about violating the law,” the former Moody’s 

executive, Eric Kolchinsky, said.131  He elaborated:   

 

Managers of rating groups were expected by their supervisors to build, or at least maintain, market share.  

It was an unspoken understanding that loss of market share would cause a manager to lose his or her job.  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
124	  See,	  e.g.,	  email	  quoted	  by	  Senator	  Carl	  Levin,	  Opening	  Statement	  before	  the	  Permanent	  Subcommittee	  on	  
Investigations	  of	  the	  Senate	  Committee	  on	  Homeland	  Security	  and	  Governmental	  Affairs,	  ‘Wall	  Street	  and	  the	  
Financial	  Crisis:	  The	  Role	  of	  Credit	  Rating	  Agencies,’	  Second	  Session,	  Volume	  3,	  April	  23,	  2010,	  available	  at	  
http://www.gpo.gov/fdsys/pkg/CHRG-‐111shrg57321/html/CHRG-‐111shrg57321.htm	  (“The	  documents	  show	  how	  
investment	  bankers	  argued	  with	  the	  credit	  rating	  analysts,	  substitute	  worse	  assets	  at	  the	  last	  minute,	  and	  pressured	  
analysts	  to	  waive	  their	  procedures	  and	  standards.”).	  
125	  Id.	  
126	  See	  rest	  of	  paragraph,	  below.	  
127	  Statement	  of	  Eric	  Kolchinsky,	  Permanent	  Subcommittee	  on	  Investigations	  of	  the	  Senate	  Committee	  on	  Homeland	  
Security	  and	  Governmental	  Affairs,	  Wall	  Street	  and	  the	  Financial	  Crisis:	  The	  Role	  of	  Credit	  Rating	  Agencies,	  Second	  
Session,	  Volume	  3,	  April	  23,	  2010,	  available	  at	  http://www.gpo.gov/fdsys/pkg/CHRG-‐111shrg57321/html/CHRG-‐
111shrg57321.htm.	  
128	  See	  Statement	  of	  Richard	  Michalek,	  Permanent	  Subcommittee	  on	  Investigations	  of	  the	  Senate	  Committee	  on	  
Homeland	  Security	  and	  Governmental	  Affairs,	  Wall	  Street	  and	  the	  Financial	  Crisis:	  The	  Role	  of	  Credit	  Rating	  Agencies,	  
Second	  Session,	  Volume	  3,	  April	  23,	  2010,	  available	  at	  http://www.gpo.gov/fdsys/pkg/CHRG-‐
111shrg57321/html/CHRG-‐111shrg57321.htm.	  
129	  Id.	  
130	  See	  rest	  of	  paragraph,	  below.	  
131	  Statement	  of	  Eric	  Kolchinsky,	  Permanent	  Subcommittee	  on	  Investigations	  of	  the	  Senate	  Committee	  on	  Homeland	  
Security	  and	  Governmental	  Affairs,	  Wall	  Street	  and	  the	  Financial	  Crisis:	  The	  Role	  of	  Credit	  Rating	  Agencies,	  Second	  
Session,	  Volume	  3,	  April	  23,	  2010,	  available	  at	  http://www.gpo.gov/fdsys/pkg/CHRG-‐111shrg57321/html/CHRG-‐
111shrg57321.htm.	  
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Senior management would periodically distribute emails detailing their departments’ market share. . . .  

Colleagues have described enormous pressure when their market shares dipped.132   

 

2. Securities and Exchange Commission Staff Examinations 

 

The information that emerged in the Senate tracked the findings of an SEC examination of 

selected CRAs.133  The SEC investigation suggested that analysts at the agencies knew about 

revenues and raised their ratings in order to increase them.134 

 The SEC had observed that analysts at the CRAs participated in fee negotiations and 

allowed the discussions to influence the ratings that they assigned.135  “Analysts appeared to be 

aware, when rating an issuer,” the Commission report stated, “of the ratings’ agency’s business 

interest in securing the rating of the deal.”136  Clients that pressed for higher ratings “could 

influence the rating agencies’ decisions on whether to update a model when such an update 

would lead to a less favorable outcome,” the report continued.137 

 The SEC based its findings on internal emails that emphasized the pressure to sacrifice 

accuracy in order to maintain profits.138  “We are meeting with your group this week to discuss 

adjusting criteria for rating CDOs of real estate assets . . . because of the ongoing threat of losing 

deals,” one internal email said.139  “Aspects of the firm’s ratings methodology w[ill] have to be 

revisited to recapture market share from the competing rating agency,” stated another.140  “[L]et’s 

hope we are all wealthy and retired by the time this house of cards falters,” an analyst 

responded.141 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
132	  Id.	  
133	  See	  rest	  of	  section,	  below.	  
134	  Securities	  and	  Exchange	  Commission,	  Summary	  Report	  of	  Issues	  Identified	  in	  the	  Commission	  Staff's	  Examinations	  
of	  Select	  Credit	  Rating	  Agencies,	  July	  2008,	  	  at	  25,	  available	  at	  http://	  
www.sec.gov/news/studies/2008/craexamination070808.pdf	  (“Rating	  agencies	  do	  not	  appear	  to	  take	  steps	  to	  
prevent	  considerations	  of	  market	  share	  and	  other	  business	  interests	  from	  the	  possibility	  that	  they	  could	  influence	  
ratings	  or	  ratings	  criteria.”).	  
135	  See	  rest	  of	  paragraph,	  below.	  
136	  Securities	  and	  Exchange	  Commission,	  Summary	  Report	  of	  Issues	  Identified	  in	  the	  Commission	  Staff's	  Examinations	  
of	  Select	  Credit	  Rating	  Agencies,	  July	  2008,	  at	  24,	  available	  at	  http://	  
www.sec.gov/news/studies/2008/craexamination070808.pdf.	  
137	  Id.	  
138	  See	  rest	  of	  paragraph,	  below.	  
139	  Securities	  and	  Exchange	  Commission,	  Summary	  Report	  of	  Issues	  Identified	  in	  the	  Commission	  Staff's	  Examinations	  
of	  Select	  Credit	  Rating	  Agencies,	  July	  2008,	  at	  26,	  available	  at	  http://	  
www.sec.gov/news/studies/2008/craexamination070808.pdf.	  
140	  Id.	  
141	  Quoted	  in	  Lynne	  L.	  Dallas,	  Short-‐Termism,	  The	  Financial	  Crisis,	  And	  Corporate	  Governance,	  37	  J.	  Corp.	  L.	  265,	  340	  
(2012).	  
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3. European Studies 

 

Evidence that conflicts of interest from the “issuer-pays” model produced inaccurate ratings also 

surfaced in Europe.142  A 2008 survey discussed in the European Commission indicated that 11% 

of the members of a professional society of financial analysts, the Chartered Financial Analysts 

Institute, had “witnessed a CRA changing a rating as a consequence of pressure or influence 

from an investor, issuer or underwriter.”143  Members of the British House of Lords described 

“miscalculation” of risks because of “flaws in the methodologies of rating agencies” at a 2008 

hearing.144  The problems had been “exacerbated by conflicts of interests caused by the 

originator ... purchasing the rating,” they concluded.145 

 

C.  Gett ing Here :   “How Can You Miss So Badly”146 

 

Conflicts of interest did not always compromise the CRAs.147  This part describes the agencies’ 

shift from charging investors to charging issuers and the power that they gained in the absence 

of strict regulation.148  It then explains how the introduction of securitized financial products 

intensified their conflicts of interest.149  The new products produced three changes:  they offered 

the agencies higher profits150 and less need for accuracy,151 as well as fewer potential clients over 

whom to compete.  152 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
142	  See	  rest	  of	  paragraph,	  below.	  
143	  See	  Harry	  McVea,	  Credit	  Rating	  Agencies,	  the	  Subprime	  Mortgage	  Debacle	  and	  Global	  Governance:	  the	  EU	  Strikes	  
Back,	  59	  Internat’l	  and	  Comp.	  L.	  Quarterly	  701,	  713	  (2010).	  
144	  House	  of	  Lords,	  European	  Union	  Committee,	  The	  Future	  of	  EU	  Financial	  Regulation	  and	  Supervision,	  14th	  Report	  
of	  Session	  2008–09	  Vol	  1,	  HL	  Paper	  106–I,	  at	  8.	  
145	  Id.	  
146	  Statement	  of	  Senator	  Kaufman,	  Permanent	  Subcommittee	  on	  Investigations	  of	  the	  Senate	  Committee	  on	  
Homeland	  Security	  and	  Governmental	  Affairs,	  Wall	  Street	  and	  the	  Financial	  Crisis:	  The	  Role	  of	  Credit	  Rating	  Agencies,	  
Apr.	  23,	  2010.	  
147	  Stephane	  Rousseau,	  Enhancing	  the	  Accountability	  of	  Credit	  Rating	  Agencies:	  the	  Case	  for	  a	  Disclosure-‐Based	  
Approach,	  2005	  at	  11,	  available	  at	  http://	  papers.ssrn.com/1sol3/papers.cfm?abstract_id=797325.	  
148	  See	  Sections	  II.C.1,	  2	  below.	  
149	  See,	  e.g.,	  John	  C.	  Coffee,	  Ratings	  Reform:	  The	  Good,	  The	  Bad,	  
and	  The	  Ugly,	  The	  Center	  for	  Law	  and	  Economic	  Studies	  –	  Columbia	  University	  School	  of	  Law	  Columbia	  Law	  and	  
Economics	  Working	  Paper	  No.	  359,	  September	  2010	  (“the	  conflicts	  were	  stronger	  and	  the	  prospects	  for	  ratings	  
arbitrage	  greater	  in	  the	  case	  of	  structured	  finance.”).	  
150See,	  e.g.,	  Lynne	  L.	  Dallas,	  Short-‐Termism,	  The	  Financial	  Crisis,	  And	  Corporate	  Governance,	  37	  J.	  Corp.	  L.	  265,	  289,	  
340	  (2012).	  
151	  See,	  e.g.,	  Opening	  statement	  of	  Henry	  Waxman,	  Congressional	  Committee	  on	  Oversight	  and	  Governmental	  
Reform	  Hearing,	  Credit	  Rating	  Agencies	  and	  the	  Financial	  Crisis,	  Oct.	  22,	  2008,	  available	  at	  
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1. Adopting “Issuer Pays” Without New Regulation 

 

Changes in technology, coupled with the rising influence of the CRAs, triggered the shift to the 

“issuer-pays” model.153  At the turn of the century, investors paid the CRAs.154  Cheap 

photocopying began to enable them to access the ratings for free.155  The default of the railroad 

company Penn Central motivated issuers to seek ratings from the agencies, in order to reassure 

potential investors of their solvency.156  The agencies then began to charge the issuers.157 

 A small group of CRAs gained power but remained free of direct regulation.158  In 1975, 

the SEC recognized the existing agencies, as official Nationally Recognized Statistical Rating 

Organizations (“NRSROs”).159  The new status restricted entrance to the industry.160  In 2001, 

the agencies maintained high ratings for financial products issued by Enron, even though they 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
http://oversight.house.gov/story.asp?ID=2250	  (“These	  new	  financial	  inventions	  were	  so	  complex	  that	  virtually	  no	  
one	  really	  understood	  them”).	  
152	  See,	  e.g.,	  Claire	  Hill,	  Limits	  Of	  Dodd-‐Frank's	  Rating	  Agency	  Reform,	  31	  Banking	  &	  Fin.	  Services	  Pol'y	  Rep.	  13,	  16	  
(2012)	  (describing	  “close	  relational	  ties”).	  
153	  See	  rest	  of	  paragraph,	  below.	  
154	  D.	  Andrew	  Hatchett,	  Sox	  It	  To	  ‘Em:	  Using	  Sarbanes-‐Oxley	  As	  A	  Model	  For	  Regulating	  Conflicts	  Of	  Interest	  In	  The	  
Credit	  Rating	  Industry,	  63	  Ala.	  L.	  Rev.	  407,	  425	  (2012).	  	  Moody’s	  first	  graded	  railroad	  bonds,	  and	  the	  information	  
increased	  the	  number	  of	  people	  that	  bought	  them,	  (see	  Frank	  Partnoy,	  Rethinking	  Regulation	  
of	  Credit	  Rating	  Agencies:	  An	  Institutional	  Investor	  Perspective,	  Council	  of	  Institutional	  Investors	  White	  Paper,	  Apr.	  
2009	  at	  4).	  	  By	  the	  1920s,	  Moody’s	  charged	  investors	  for	  ratings	  of	  most	  of	  the	  bond	  market,	  (see	  Timothy	  J.	  Sinclair,	  
Credit	  Rating	  Agencies	  and	  the	  Global	  Financial	  Crisis,	  12	  Economic	  Sociology,	  2010	  at	  5,	  available	  at	  
http://econsoc.mpifg.de/archive/econ_soc_12-‐1.pdf).	  	  	  	  	  
155	  Financial	  Economists	  Roundtable,	  Statement	  on	  Reforming	  the	  Role	  of	  the	  Statistical	  Ratings	  Organizations	  	  	  
in	  the	  Securitization	  Process,	  Dec.	  1,	  2008	  at	  4,	  available	  at	  
http://fic.wharton.upenn.edu/fic/policy%20page/FER12%201%2008rev.pdf.	  
156	  Stephane	  Rousseau,	  Enhancing	  the	  Accountability	  of	  Credit	  Rating	  Agencies:	  the	  Case	  for	  a	  Disclosure-‐Based	  
Approach,	  2005	  at	  11,	  available	  at	  http://	  papers.ssrn.com/1sol3/papers.cfm?abstract_id=797325;	  Douglas	  Wayne	  
Arner,	  Kwong	  Wing	  Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  Credit	  Rating	  Agencies	  
in	  Hong	  Kong:	  Lessons	  from	  the	  Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  373	  (2010).	  
157	  Aline	  Darbellay	  and	  Frank	  Portnoy,	  Credit	  Rating	  Agencies	  Under	  The	  Dodd-‐Frank	  Act,	  30	  No.	  12	  Banking	  &	  Fin.	  
Services	  Pol'y	  Rep.	  1,	  2	  (2011).	  
158	  Douglas	  Wayne	  Arner,	  Kwong	  Wing	  Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  
Credit	  Rating	  Agencies	  in	  Hong	  Kong:	  Lessons	  from	  the	  Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  363	  (2010)	  
159	  Claire	  Hill,	  Limits	  Of	  Dodd-‐Frank's	  Rating	  Agency	  Reform,	  31	  Banking	  &	  Fin.	  Services	  Pol'y	  Rep.	  13,	  16	  (2012).	  
160	  Douglas	  Wayne	  Arner,	  Kwong	  Wing	  Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  
Credit	  Rating	  Agencies	  in	  Hong	  Kong:	  Lessons	  from	  the	  Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  372	  (2010);	  Financial	  
Economists	  Roundtable,	  Statement	  on	  Reforming	  the	  Role	  of	  the	  Statistical	  Ratings	  Organizations	  in	  the	  
Securitization	  Process,	  Dec.	  1,	  2008	  at	  6,	  available	  at	  
http://fic.wharton.upenn.edu/fic/policy%20page/FER12%201%2008rev.pdf	  (“From	  1975	  to	  2002,	  although	  the	  SEC	  
received	  numerous	  applications	  from	  entities	  in	  the	  United	  States	  and	  abroad,	  only	  one	  new	  general	  purpose	  NRSRO	  
was	  approved.”).	  	  For	  the	  argument	  that	  barriers	  to	  entry	  existed	  even	  before	  the	  SEC	  established	  the	  NRSRO	  
designation,	  see	  Financial	  Economists	  Roundtable,	  Statement	  on	  Reforming	  the	  Role	  of	  the	  Statistical	  Ratings	  
Organizations	  in	  the	  Securitization	  Process,	  Dec.	  1,	  2008	  at	  3,	  available	  at	  
http://fic.wharton.upenn.edu/fic/policy%20page/FER12%201%2008rev.pdf.	  
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had identified weaknesses in the company’s financial statements.161  They lowered their ratings 

only four days before Enron entered bankruptcy.162  The SEC imposed no new rules in response 

to the Senate’s call for “meaningful SEC oversight,”163 though it predicted that the “issuer-pays” 

model would cause the agencies to “rate issuers more liberally and temper their diligence.”164  In 

2006, Congress reversed course and barred the SEC from regulating “the substance of the credit 

ratings or the procedures and methodologies” that the agencies used.165 

 The CRAs also encountered limited regulation outside of the U.S.166  The Enron scandal 

prompted foreign officials to review their policies, but they decided to continue their reliance on 

self-regulation.167  The International Organization of Securities Commissions (“IOSCO”) drafted 

a voluntary code of conduct without a mechanism for enforcement.168  In 2006, the Committee 

of European Securities Regulators (“CESR”) advised the European Commission to adopt a 

“wait and see” approach to regulating the agencies.169  The CESR monitored compliance with 

IOSCO’s code of conduct and reported its findings annually to the Commission.170  The 

Commission supported the rights of companies to deviate from the code, so long as they 

disclosed it.171 

 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
161	  Andrew	  Hatchett,	  Sox	  It	  To	  ‘Em:	  Using	  Sarbanes-‐Oxley	  As	  A	  Model	  For	  Regulating	  Conflicts	  Of	  Interest	  In	  The	  
Credit	  Rating	  Industry,	  63	  Ala.	  L.	  Rev.	  407,	  407-‐08	  (2012).	  
162	  Claire	  Hill,	  Limits	  Of	  Dodd-‐Frank's	  Rating	  Agency	  Reform,	  31	  Banking	  &	  Fin.	  Services	  Pol'y	  Rep.	  13,	  13	  (2012).	  
163	  Quoted	  in	  opening	  Statement	  of	  Representative	  Henry	  Waxman,	  Congressional	  Committee	  on	  Oversight	  and	  
Governmental	  Reform	  Hearing,	  Credit	  Rating	  Agencies	  and	  the	  Financial	  Crisis,	  Oct.	  22,	  2008,	  available	  at	  
http://oversight.house.gov/story.asp?ID=2250.	  
164	  Quoted	  in	  D.	  Andrew	  Hatchett,	  Sox	  It	  To	  ‘Em:	  Using	  Sarbanes-‐Oxley	  As	  A	  Model	  For	  Regulating	  Conflicts	  Of	  
Interest	  In	  The	  Credit	  Rating	  Industry,	  63	  Ala.	  L.	  Rev.	  407,	  418-‐19	  (2012).	  
165	  The	  Rating	  Agency	  Reform	  Act,	  enacted	  on	  Sept.	  29,	  2006	  created	  a	  new	  Section	  15E	  of	  the	  Securities	  Exchange	  
Act	  of	  1934	  and	  provided	  for	  some	  new	  authority	  of	  the	  SEC,	  while	  also	  explicitly	  limiting	  it,	  see,	  e.g.,	  Securities	  and	  
Exchange	  Commission,	  Summary	  Report	  of	  Issues	  Identified	  in	  the	  Commission	  Staff's	  Examinations	  of	  
Select	  Credit	  Rating	  Agencies,	  July	  2008,	  available	  
at	  http://www.sec.gov/news/studies/2008/craexamination070808.pdf.	  	  	  To	  the	  extent	  that	  it	  addressed	  conflicts	  of	  
interest,	  the	  new	  Act	  simply	  required	  the	  agencies	  to	  institute	  written	  codes	  of	  conduct	  to	  manage	  them,	  see,	  e.g.,	  
D.	  Andrew	  Hatchett,	  Sox	  It	  To	  ‘Em:	  Using	  Sarbanes-‐Oxley	  As	  A	  Model	  For	  Regulating	  Conflicts	  Of	  Interest	  In	  The	  
Credit	  Rating	  Industry,	  63	  Ala.	  L.	  Rev.	  407,	  418	  (2012).	  
166	  See	  rest	  of	  paragraph,	  below.	  
167	  Amadou	  N.R.	  Sy,	  The	  Systemic	  Regulation	  of	  Credit	  Rating	  Agencies	  and	  Rated	  Markets,	  IMF	  Working	  Paper,	  
WP/09/129,	  June	  2009	  at	  7,	  available	  at	  http://www.imf.org/external/pubs/ft/wp/2009/wp09129.pdf.	  
168	  IOSCO	  Statement	  of	  Principles	  Regarding	  the	  Activities	  of	  Credit	  Rating	  Agencies,	  Sept.	  	  25,	  2003,	  available	  at	  
http://	  www.fsa.go.jp/inter/ios/20030930/02.pdf;	  Douglas	  Wayne	  Arner,	  Kwong	  Wing	  Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  
Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  Credit	  Rating	  Agencies	  in	  Hong	  Kong:	  Lessons	  from	  the	  Global	  Financial	  
Crisis,	  25	  B.F.L.R.	  361,	  369-‐70	  (2010).	  
169	  Douglas	  Wayne	  Arner,	  Kwong	  Wing	  Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  
Credit	  Rating	  Agencies	  in	  Hong	  Kong:	  Lessons	  from	  the	  Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  368-‐69	  (2010).	  
170	  John	  C.	  Coffee,	  Ratings	  Reform:	  The	  Good,	  The	  Bad,	  and	  The	  Ugly,	  The	  Center	  for	  Law	  and	  Economic	  Studies	  –	  
Columbia	  University	  School	  of	  Law	  Columbia	  Law	  and	  Economics	  Working	  Paper	  No.	  359,	  Sept.	  2010	  at	  22.	  
171	  Id.	  
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2. Securitization and Increased Competition 

 

The advent of securitization seemed to exacerbate the conflicts of interest that the “issuer-pays” 

model produced.172  The term “securitization” refers to the process by which rights to future 

loan repayments were:  1) separated from the risk that the borrowers might not pay; 2) grouped 

together; and 3) sold to other investors in portions, or “tranches.”173  Investment banks, the 

“issuers,” pooled the rights to repayment and divided them according to the underlying risk that 

the borrowers would default.174   

 The issuers paid the CRAs for ratings when each tranche sold,175 which encouraged the 

agencies to inflate scores to make them more marketable.176  In 2008, 64,000 separate tranches of 

securitized debt earned triple-A ratings, compared to only 12 companies worldwide.177  The 

issuers re-pooled riskier tranches with additional assets, then sought higher ratings for the new 

combinations.178   

 Because the CRAs charged more to rate the securitized products than they could for 

traditional debt, the importance of retaining clients increased.179  Agencies could earn more than 

$200,000 for complex ratings.180  Moody’s graded 9,029 mortgage-backed securities triple-A, the 

equivalent of 30 products per day, while awarding the same score to only four traditional 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
172	  See	  rest	  of	  section,	  below.	  
173	  Steven	  Schwarcz,	  The	  2011	  Diane	  Sanger	  Memorial	  Lecture	  Protecting	  Investors	  In	  Securitization	  Transactions:	  
Does	  Dodd-‐Frank	  Help,	  Or	  Hurt?,	  72	  La.	  L.	  Rev.	  591,	  591	  (2012);	  Code	  of	  Conduct	  Fundamentals	  for	  Credit	  Rating	  
Agencies,	  May	  2008	  at	  4,	  available	  at	  http://www.iosco.org/library/pubdocs/pdf/IOSCOPD270.pdf.	  
174	  See,	  e.g.,	  Testimony	  of	  Eric	  Stein,	  Turmoil	  in	  U.S.	  Credit	  Markets:	  The	  Role	  of	  the	  Credit	  Rating	  Agencies”	  Hearings	  
before	  the	  U.S.	  Senate	  Committee	  on	  Banking,	  Housing,	  and	  Urban	  Affairs,	  110th	  	  Cong.,	  2nd	  	  Sess.,	  Apr.	  22,	  2008	  at	  
17.	  
175	  Id.	  
176	  See,	  e.g.,	  Statement	  of	  Raymond	  McDaniel,	  Permanent	  Subcommittee	  on	  Investigations	  of	  the	  Senate	  Committee	  
on	  Homeland	  Security	  and	  Governmental	  Affairs,	  Wall	  Street	  and	  the	  Financial	  Crisis:	  The	  Role	  
of	  Credit	  Rating	  Agencies,	  Second	  Session,	  Volume	  3,	  April	  23,	  2010,	  available	  at	  
http://www.gpo.gov/fdsys/pkg/CHRG-‐111shrg57321/html/CHRG-‐111shrg57321.htm;	  Steven	  Schwarcz,	  
Disintermediating	  Avarice:	  A	  Legal	  Framework	  For	  Commercially	  Sustainable	  Microfinance,	  2011	  U.	  Ill.	  L.	  Rev.	  1165,	  
1195	  (2011).	  
177	  Remarks	  by	  Lloyd	  C	  Blankfein,	  Chairman	  and	  CEO,	  The	  Goldman	  Sachs	  Group,	  Inc.,	  Council	  of	  Institutional	  
Investors	  Spring	  Meeting,	  Apr.	  7,	  2009,	  available	  at	  http://www2.goldmansachs.com/ideas/public-‐policy/speech.pdf.	  
178	  See,	  e.g.,	  Testimony	  of	  Eric	  Stein,	  Turmoil	  in	  U.S.	  Credit	  Markets:	  The	  Role	  of	  the	  Credit	  Rating	  Agencies”	  Hearings	  
before	  the	  U.S.	  	  
Senate	  Committee	  on	  Banking,	  Housing,	  and	  Urban	  Affairs,	  110th	  	  Cong.,	  2nd	  	  Sess.,	  Apr.	  22,	  2008	  at	  17.	  
179	  See,	  e.g.,	  Financial	  Economists	  Roundtable,	  Statement	  on	  Reforming	  the	  Role	  of	  the	  Statistical	  Ratings	  
Organizations	  in	  the	  Securitization	  Process,	  Dec.	  1,	  2008	  at	  5,	  available	  at	  
http://fic.wharton.upenn.edu/fic/policy%20page/FER12%201%2008rev.pdf.	  
180	  Testimony	  of	  Eric	  Stein,	  Turmoil	  in	  U.S.	  Credit	  Markets:	  The	  Role	  of	  the	  Credit	  Rating	  Agencies”	  Hearings	  before	  
the	  U.S.	  Senate	  Committee	  on	  Banking,	  Housing,	  and	  Urban	  Affairs,	  110th	  	  Cong.,	  2nd	  	  Sess.,	  Apr.	  22,	  2008	  at	  18.	  
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issuers.181  Within seven years, Moody’s profits increased four-fold, and its stock price rose 

500%.182  It had the highest net revenues of any company listed on one index of publicly-traded 

businesses for five consecutive years.183   

 The source of the new revenues concentrated among only a few issuers, which increased 

their leverage over the CRAs.184  Twelve issuers controlled nearly 80% of the market, and six 

accounted for half of it.185 The complexity of the products made ratings more variable,186 and the 

issuers appeared to shop among agencies for the highest grades.187 

 The complexity of the products also made inaccurate ratings seem easier to conceal, and 

the CRAs stopped updating scores.188  While public financial disclosures provided a test of the 

quality of traditional bond ratings, the new products had no comparable performance records.189  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
181	  Phil	  Angelides,	  Opening	  Remarks	  before	  the	  Financial	  Crisis	  Inquiry	  Commission,	  Hearings	  &	  Testimony,	  Credibility	  
of	  Credit	  Ratings,	  the	  Investment	  Decisions	  Made	  Based	  on	  those	  Ratings,	  and	  the	  Financial	  Crisis,	  June	  2,	  2010	  at	  1.	  
182	  Opening	  Statement	  of	  Representative	  Henry	  Waxman,	  Congressional	  Committee	  on	  Oversight	  and	  Governmental	  
Reform	  Hearing,	  Credit	  Rating	  Agencies	  and	  the	  Financial	  Crisis,	  Oct.	  22,	  2008,	  available	  at	  
http://oversight.house.gov/story.asp?ID=2250.	  
183	  Opening	  Statement	  of	  Representative	  Henry	  Waxman,	  Congressional	  Committee	  on	  Oversight	  and	  Governmental	  
Reform	  Hearing,	  Credit	  Rating	  Agencies	  and	  the	  Financial	  Crisis,	  Oct.	  22,	  2008,	  available	  at	  
http://oversight.house.gov/story.asp?ID=2250.	  
184	  Securities	  and	  Exchange	  Commission,	  Summary	  Report	  of	  Issues	  Identified	  in	  the	  Commission	  Staff's	  Examinations	  
of	  Select	  Credit	  Rating	  Agencies,	  July	  2008,	  	  at	  32,	  available	  at	  	  

http://www.sec.gov/news/studies/2008/craexamination070808.pdf	  (The	  combination	  of	  the	  arrangers’	  influence	  in	  
determining	  the	  choice	  of	  rating	  agencies	  and	  the	  high	  concentration	  of	  arrangers	  with	  this	  influence	  appear	  to	  have	  
heightened	  the	  inherent	  conflicts	  of	  interest	  that	  exist	  in	  the	  ‘issuer	  pays’	  compensation	  model.”).	  
185	  John	  C.	  Coffee,	  Ratings	  Reform:	  The	  Good,	  The	  Bad,	  and	  The	  Ugly,	  The	  Center	  for	  Law	  and	  Economic	  Studies	  –	  
Columbia	  University	  School	  of	  Law	  Columbia	  Law	  and	  Economics	  Working	  Paper	  No.	  359,	  Sept.	  2010	  at	  9;	  further	  
Securities	  and	  Exchange	  Commission,	  Summary	  Report	  of	  Issues	  Identified	  in	  the	  Commission	  Staff's	  Examinations	  of	  
Select	  Credit	  Rating	  Agencies,	  July	  2008,	  	  at	  32,	  available	  at	  	  
http://	  www.sec.gov/news/studies/2008/craexamination070808.pdf.	  
186	  See,	  e.g.,	  Adam	  J.	  Levitin,	  Susan	  M.	  Wachter,	  Explaining	  The	  Housing	  Bubble,	  100	  Geo.	  L.J.	  1177,	  1236-‐37	  (2012).	  
187	  see,	  e.g.,	  Lynne	  L.	  Dallas,	  Short-‐Termism,	  The	  Financial	  Crisis,	  And	  Corporate	  Governance,	  37	  J.	  Corp.	  L.	  265,	  289-‐
90	  (2012);	  Testimony	  of	  Jerome	  Fons,	  Congressional	  Committee	  on	  Oversight	  and	  Governmental	  Reform	  Hearing,	  
Credit	  Rating	  Agencies	  and	  the	  Financial	  Crisis,	  Oct.	  22,	  2008	  at,	  available	  at	  
http://oversight.house.gov/story.asp?ID=2250;	  House	  of	  Lords,	  European	  Union	  Committee,	  The	  Future	  of	  EU	  
Financial	  Regulation	  and	  Supervision,	  14th	  Report	  of	  Session	  2008–09	  Vol	  1,	  HL	  Paper	  106–I,	  at	  17	  (“.	  .	  .	  encouraging	  
the	  issuer	  to	  go	  ‘from	  one	  [rating	  agency]	  to	  another	  until	  they	  got	  the	  rating	  for	  the	  securitised	  product	  they	  
wanted.’”).	  
188	  See,	  e.g.,	  Securities	  and	  Exchange	  Commission,	  Summary	  Report	  of	  Issues	  Identified	  in	  the	  Commission	  Staff's	  
Examinations	  of	  Select	  Credit	  Rating	  Agencies,	  July	  2008	  at	  32,	  available	  at	  	  
http://www.sec.gov/news/studies/2008/craexamination070808.pdf.	  
189	  Testimony	  of	  John	  C.	  Coffee,	  Turmoil	  in	  U.S.	  Credit	  Markets:	  The	  Role	  of	  the	  Credit	  Rating	  Agencies,	  Hearings	  
before	  the	  U.S.	  Senate	  Committee	  on	  Banking,	  Housing,	  and	  Urban	  Affairs,	  110th	  	  Cong.,	  2nd	  	  Sess.,	  	  Apr.	  22,	  2008	  at	  
3-‐4,	  10-‐11;	  Report	  of	  the	  Financial	  Stability	  Forum	  on	  Enhancing	  market	  and	  Institutional	  Resilience,	  Apr.	  7	  2008	  at	  
33,	  available	  at	  	  http://www.financialstabilityboard.org/publications/r_0804.pdf;	  Securities	  and	  Exchange	  
Commission,	  Summary	  Report	  of	  Issues	  Identified	  in	  the	  Commission	  Staff's	  Examinations	  of	  
Select	  Credit	  Rating	  Agencies,	  July	  2008	  at	  35,	  available	  at	  	  
http://www.sec.gov/news/studies/2008/craexamination070808.pdf.	  
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Since revenues determined bonuses,190 and legal immunity protected analysts from liability,191 the 

agencies left in place models that underestimated risks.192 

 The CRAs waited more than a year to revise their ratings to reflect disturbances in the 

mortgage markets. 193  Though the agencies warned of problems in 2006, they continued to 

award triple-A ratings to mortgage-backed securities.194  Eventually, Moody’s downgraded 83% 

of its triple-A scores during a six-month period,195 and Standard & Poor’s lowered more than 

two-thirds of its investment-grade ratings.196 

 

D.  Blaming the CRAs:  “A Watchdog Paid By the Persons They Are to Watch”197  

 

Blame for the recent financial crisis crystallized around the CRAs’ “issuer-pays” model,198 and 

not their role as financial “gatekeepers.”199  “There has got to be a way that the regulators are 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
190	  Testimony	  of	  Eric	  Stein,	  Turmoil	  in	  U.S.	  Credit	  Markets:	  The	  Role	  of	  the	  Credit	  Rating	  Agencies,	  Hearings	  before	  
the	  U.S.	  Senate	  Committee	  on	  Banking,	  Housing,	  and	  Urban	  Affairs,	  110th	  	  Cong.,	  2nd	  	  Sess.,	  Apr.	  22,	  2008	  at	  17.	  
191	  Judicial	  opinions	  have	  found	  ratings	  to	  be	  “opinions”	  protected	  by	  the	  First	  Amendment,	  see,	  e.g.	  Jefferson	  
County	  School	  District	  No.	  R-‐1	  v	  Moody’s	  Investor’s	  Services	  Inc.,	  175	  F.3d	  848,	  852-‐856	  (10th	  Cir.	  1999),	  In	  re	  Enron	  
Corp.	  Securities	  Derivative	  &	  ‘ERISA’	  Litigation,	  511	  F.	  Supp.	  2d	  742,	  752	  (S.D.	  Tex.	  2005);	  The	  high	  pleading	  stards	  
imposed	  by	  the	  Private	  Securities	  Litgation	  Reform	  Act	  9f	  1995	  have	  also	  protected	  the	  CRAs	  from	  responsibility,	  see,	  
e.g.,	  Testimony	  of	  John	  C.	  Coffee,	  Turmoil	  in	  U.S.	  Credit	  Markets:	  The	  Role	  of	  the	  Credit	  Rating	  Agencies,	  Hearings	  
before	  the	  U.S.	  Senate	  Committee	  on	  Banking,	  Housing,	  and	  Urban	  Affairs,	  110th	  	  Cong.,	  2nd	  	  Sess.	  (April	  22,	  2008)	  
at	  1-‐2.	  
192	  Testimony	  of	  John	  C.	  Coffee,	  Turmoil	  in	  U.S.	  Credit	  Markets:	  The	  Role	  of	  the	  Credit	  Rating	  Agencies,	  Hearings	  
before	  the	  U.S.	  Senate	  Committee	  on	  Banking,	  Housing,	  and	  Urban	  Affairs,	  110th	  	  Cong.,	  2nd	  	  Sess.,	  Apr.	  22,	  2008	  at	  
3.	  	  Securities	  and	  Exchange	  Commission,	  Summary	  Report	  of	  Issues	  Identified	  in	  the	  Commission	  Staff's	  Examinations	  
of	  Select	  Credit	  Rating	  Agencies,	  July	  2008,	  at	  26,	  available	  at	  	  
http://www.sec.gov/news/studies/2008/craexamination070808.pdf	  (“Another	  rating	  agency	  reported	  to	  the	  Staff	  
that	  one	  of	  its	  foreign	  ratings	  surveillance	  committees	  had	  knowledge	  that	  the	  rating	  agency	  had	  issued	  ratings	  on	  
almost	  a	  dozen	  securities	  using	  a	  model	  that	  contained	  an	  error.”);	  Id.	  at	  32;	  Statement	  of	  Frank	  Raiter,	  Permanent	  
Subcommittee	  on	  Investigations	  of	  the	  Senate	  Committee	  on	  Homeland	  Security	  and	  Governmental	  Affairs,	  Wall	  
Street	  and	  the	  Financial	  Crisis:	  The	  Role	  of	  Credit	  Rating	  Agencies,	  Second	  Session,	  Volume	  3,	  April	  23,	  2010,	  available	  
at	  http://www.gpo.gov/fdsys/pkg/CHRG-‐111shrg57321/html/CHRG-‐111shrg57321.htm	  (“the	  order	  came	  to	  start	  
doing	  impact	  analysis	  on	  the	  effectiveness	  new	  models	  had	  on	  market	  share.”);	  Aline	  Darbellay	  and	  Frank	  Portnoy,	  
Credit	  Rating	  Agencies	  Under	  The	  Dodd-‐Frank	  Act,	  30	  No.	  12	  Banking	  &	  Fin.	  Services	  Pol'y	  Rep.	  1,	  3	  (2011).	  
193	  Testimony	  of	  Jerome	  S.	  Fons,	  Congressional	  Committee	  on	  Oversight	  and	  Governmental	  Reform	  Hearing,	  Credit	  
Rating	  Agencies	  and	  the	  Financial	  Crisis,	  Oct.	  22,	  2008	  at	  2,	  available	  at	  
http://oversight.house.gov/story.asp?ID=2250.	  
194	  See,	  e.g.,	  Jules	  Stewart,	  Subprime	  to	  the	  Ridiculous,	  FINANCIAL	  DIRECTOR,	  Sept.	  24	  2007,	  available	  at	  
http://www.financialdirector.co.uk/financial-‐director/analysis/1744125/sub-‐prime-‐ridiculous.	  
195	  Aline	  Darbellay	  and	  Frank	  Portnoy,	  Credit	  Rating	  Agencies	  Under	  The	  Dodd-‐Frank	  Act,	  30	  No.	  12	  Banking	  &	  Fin.	  
Services	  Pol'y	  Rep.	  1,	  2	  (2011).	  
196	  Opening	  statement	  of	  Henry	  Waxman,	  Congressional	  Committee	  on	  Oversight	  and	  Governmental	  Reform	  
Hearing,	  “Credit	  Rating	  Agencies	  and	  the	  Financial	  Crisis,”	  Oct.	  22,	  2008,	  available	  at	  
http://oversight.house.gov/story.asp?ID=2250	  at	  1.	  
197	  Testimony	  of	  John	  C.	  Coffee,	  Turmoil	  in	  U.S.	  Credit	  Markets:	  The	  Role	  of	  the	  Credit	  Rating	  Agencies,	  Hearings	  
before	  the	  U.S.	  Senate	  Committee	  on	  Banking,	  Housing,	  and	  Urban	  Affairs,	  110th	  	  Cong.,	  2nd	  	  Sess.	  (April	  22,	  2008)	  
at	  2.	  
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going to find to eliminate this conflict of interest,” Senator Levin said when he opened the 

Senate investigation of the crisis.200  Europe and the U.S. supported regulations for neutralizing 

the conflicts, while leaving the agencies’ function unchanged.201   

 The EU reversed its earlier decision to rely on self-regulation and drafted new mandatory 

rules.202  “CRAs will have to comply with exacting regulatory requirements to make sure ratings 

are not tainted by the conflicts of interest inherent to the ratings business,” European 

Commissioner Charles McCreevey said.203  “The crisis has shown that self-regulation has not 

worked.”204  The legislation established a European authority over the agencies205 and imposed 

several requirements.206  Registered agencies must now publicize their conflicts of interest and 

demonstrate that they have not affected ratings.  Analysts may not participate in fee 

negotiations207 or earn income based on revenues.208  The analysts must also rotate responsibility 

within their agencies for rating individual issuers.209   

 U.S. regulators restricted similar behaviors and tried, but failed, to abolish the “issuer-

pays” model.210  The new SEC Rule 17g-5 opened the ratings process to greater public scrutiny 

and restricted analysts from a range of conflicts-producing activities.211  The Dodd-Frank Act,212 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
198	  See,	  e.g.,	  Mary	  Schapiro,	  Address	  to	  Practising	  Law	  Institute's	  “SEC	  Speaks	  in	  2009,”	  Program,	  February	  6,	  2009,	  
available	  at	  http://www.sec.gov/news/speech/2009/spch020609mls.htm	  (“I	  hope	  to	  pursue	  as	  priorities:	  Improving	  
the	  quality	  of	  credit	  ratings	  by	  addressing	  the	  inherent	  conflicts	  of	  interest	  credit	  rating	  agencies	  face	  as	  a	  result	  of	  
their	  compensation	  models”).	  
199	  See,	  e.g,	  Timothy	  J.	  Sinclair,	  Credit	  Rating	  Agencies	  and	  the	  Global	  Financial	  Crisis,	  12	  Economic	  Sociology,	  2010	  at	  
4,	  available	  at	  http://econsoc.mpifg.de/archive/econ_soc_12-‐1.pdf.	  
200	  Senator	  Carl	  Levin,	  Opening	  Statement	  before	  the	  Permanent	  Subcommittee	  on	  Investigations	  of	  the	  Senate	  
Committee	  on	  Homeland	  Security	  and	  Governmental	  Affairs,	  Wall	  Street	  and	  the	  Financial	  Crisis:	  The	  Role	  
of	  Credit	  Rating	  Agencies,	  Apr.	  23,	  2010.	  
201	  See	  rest	  of	  section,	  below.	  
202	  Douglas	  Wayne	  Arner,	  Kwong	  Wing	  Chau,	  Berry	  F.C.	  Hsu,	  Frederik	  Isak	  Henrik	  Pretorius,	  Lifen	  Pu,	  Regulating	  
Credit	  Rating	  Agencies	  in	  Hong	  Kong:	  Lessons	  from	  the	  Global	  Financial	  Crisis,	  25	  B.F.L.R.	  361,	  379	  (2010).	  
203	  EC	  Commission,	  Consultation	  by	  the	  Commission	  Services	  on	  Credit	  Rating	  Agencies,	  July	  31,	  2008,	  available	  at	  
http://europa.eu/rapid/pressReleasesAction.do?reference=IP/08/1224&format=HTML&aged=1&language=EN&guiL
anguage=fr.	  
204	  Id.	  
205	  Harry	  McVea,	  Credit	  Rating	  Agencies,	  the	  Subprime	  Mortgage	  Debacle	  and	  Global	  Governance:	  the	  EU	  Strikes	  
Back,	  59	  International	  and	  Comparative	  Law	  Quarterly	  701,	  730	  (2010);	  Regulation	  (EC)	  No.	  1060/2009	  of	  the	  
European	  Parliament	  and	  of	  the	  Council	  on	  Credit	  Rating	  Agencies;	  Regulation	  (EU)	  No.	  513/2011	  of	  the	  European	  
Parliament	  and	  of	  the	  Council,	  amending	  Regulation	  (EC)	  No	  1060/2009	  on	  credit	  rating	  agencies.	  
206	  Harry	  McVea,	  Credit	  Rating	  Agencies,	  the	  Subprime	  Mortgage	  Debacle	  and	  Global	  Governance:	  the	  EU	  Strikes	  
Back,	  59	  International	  and	  Comparative	  Law	  Quarterly	  701,	  724	  (2010).	  
207	  Id.	  at	  726.	  
208	  Id.	  
209	  Id.	  
210	  See	  rest	  of	  paragraph,	  below.	  
211	  See,	  e.g.,	  Claire	  Hill,	  Limits	  Of	  Dodd-‐Frank's	  Rating	  Agency	  Reform,	  31	  No.	  5	  Banking	  &	  Fin.	  Services	  Pol'y	  Rep.	  13,	  
18	  (2012).	  
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a package of reforms drafted in response to the crisis, nearly included plans for a Credit Agency 

Review Board.213  The Board would have selected agencies to rate individual products and would 

have limited their fees to “reasonable” amounts.214  The proposal passed the Senate by a large 

majority but lost in the House.215  The final legislation compromised by calling for the SEC to 

study the issue.216  The compromise “amounts to rearranging the deck chairs on the Titanic, 

while ignoring the gaping hole created by the iceberg,” one law school professor remarked.217 

 Could blaming the conflicts of interest, however, have diverted the regulators from 

addressing the more fundamental problem of their reliance on the CRAs as quasi-financial 

regulators?218 

 

III.  COUNTER-NARRATIVE:  HYMAN MINSKY AND THE ENDOGENEITY OF CRISES 

 

In 2007, a member of the British Parliament that had worked as an economist at a CRA 

downplayed the conflicts of interest of the agencies.219  “The real problem,” he said in an 

interview, was not the conflicts of interest but the fact that “financial markets fall in love.  They 

fall in love with new things, with innovations, and . . . it is very difficult to assess [their] real 

riskiness.”220  The statement sounded like an endorsement of the theories of the late economist 

Hyman Minsky.221 

 Minsky’s ideas about the causes of financial crises did not attract attention before he died 

in 1996.222  His views paralleled those of John Maynard Keynes, in advocating for government 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
212	  12	  U.S.C.	  §§	  1465-‐5641;	  15	  U.S.C.	  §§	  77z-‐2a	  to	  8344;	  and	  scattered	  U.S.C.	  cites;	  The	  Dodd-‐Frank	  Wall	  Street	  
Reform	  and	  Consumer	  Protection	  Act,	  2010,	  http://dodd-‐frank.com.	  
213	  D.	  Andrew	  Hatchett,	  Sox	  It	  To	  ‘Em:	  Using	  Sarbanes-‐Oxley	  As	  A	  Model	  For	  Regulating	  Conflicts	  Of	  Interest	  In	  The	  
Credit	  Rating	  Industry,	  63	  Ala.	  L.	  Rev.	  407,	  425-‐26	  (2012).	  
214	  John	  C.	  Coffee,	  Ratings	  Reform:	  The	  Good,	  The	  Bad,	  and	  The	  Ugly,	  The	  Center	  for	  Law	  and	  Economic	  Studies	  –	  
Columbia	  University	  School	  of	  Law	  Columbia	  Law	  and	  Economics	  Working	  Paper	  No.	  359,	  Sept.	  2010	  at	  32.	  
215	  Claire	  Hill,	  Limits	  Of	  Dodd-‐Frank's	  Rating	  Agency	  Reform,	  31	  No.	  5	  Banking	  &	  Fin.	  Services	  Pol'y	  Rep.	  13,	  19	  (2012);	  
Andrew	  Ross	  Sorkin,	  Congress	  Drops	  Changes	  for	  Credit-‐RatingAgencies,	  NEW	  YORK	  TIMES	  DEALBOOK,	  June	  16,	  2010.	  
216	  Lynne	  L.	  Dallas,	  Short-‐Termism,	  The	  Financial	  Crisis,	  And	  Corporate	  Governance,	  37	  J.	  Corp.	  L.	  265,	  341	  (2012).	  
217	  John	  C.	  Coffee,	  Ratings	  Reform:	  The	  Good,	  The	  Bad,	  and	  The	  Ugly,	  The	  Center	  for	  Law	  and	  Economic	  Studies	  –	  
Columbia	  University	  School	  of	  Law	  Columbia	  Law	  and	  Economics	  Working	  Paper	  No.	  359,	  Sept.	  2010	  at	  58.	  
218	  See,	  e.g.,	  Frank	  Partnoy,	  Rethinking	  Regulation	  of	  Credit	  Rating	  Agencies:	  An	  Institutional	  Investor	  Perspective,	  
Council	  of	  Institutional	  Investors	  White	  Paper,	  Apr.	  2009	  at	  3	  (“these	  three	  agencies	  wield	  immense,	  quasi-‐
governmental	  power”).	  
219	  Charles	  J.	  Whalen,	  The	  U.S.	  Credit	  Crunch	  Of	  2007:	  	  A	  Minsky,	  Moment,	  Public	  Policy	  Brief	  No.	  92,	  The	  Levy	  
Economics	  Institute	  of	  Bard	  College,	  2007	  at	  15.	  
220	  Quoted	  in	  Charles	  J.	  Whalen,	  The	  U.S.	  Credit	  Crunch	  Of	  2007:	  	  A	  Minsky,	  Moment,	  Public	  Policy	  Brief	  No.	  92,	  The	  
Levy	  Economics	  Institute	  of	  Bard	  College,	  2007	  at	  15.	  
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222	  See,	  e.g.,	  José	  Gabilondo,	  Dodd-‐Frank,	  Liability	  Structure,	  And	  Financial	  Instability	  Cycles:	  Neither	  A	  (Ponzi)	  
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23	  

	  

intervention in financial markets.223  Minsky, however, emphasized a sequence of events that he 

called the “financial instability hypothesis.”224  He believed that episodes of “euphoria” inevitably 

followed periods of stability.225  The “euphoria” caused companies and consumers to acquire 

increasing amounts of debt.226  Over time they relied on more speculative financial instruments, 

until the economy became so fragile that it collapsed.227  To prevent the collapse, Minsky wrote, 

public institutions needed to restrict “pro-cyclical behavior” – the volatile behavior that 

increased naturally with economic growth.228   

 

In the wake of the most recent crisis, Minsky’s writings have resurfaced, and his financial stability 

hypothesis has gained notice.229  This section proposes that Minsky would have found the new 

restrictions on the CRAs too simplistic because they left responsibility for regulating financial 

markets in the hands of private “gatekeepers.”230  The section first explains his theories and 

endeavors to predict his interpretation of the recent crisis.  It then seeks to formulate an alternate 

response that he would have supported.   

 

A. Minsky’s  Theories :   The Economy “Generates  a Financial  Structure … Suscept ib le  

to  Financial  Crises”231 

 

Minsky theorized that economic crises resulted from volatility that was intrinsic to financial 

markets.232  He viewed public regulation as necessary to contain the markets’ susceptibility to 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
223	  See,	  e.g.,	  Michael	  Syron	  Lawler,	  Minsky	  and	  Keynes	  on	  Speculation	  and	  Finance,	  27	  Soc.	  Sci	  J.	  435,	  439,	  445	  (1990)	  
(discussing	  the	  Keynes	  and	  Minsky’s	  views	  on	  the	  necessity	  of	  intervention).	  
224	  See	  generally	  Hyman	  Minsky,	  The	  Financial	  Instability	  Hypothesis,	  The	  Jerome	  Levy	  Economics	  Institute	  of	  Bard	  
College,	  Working	  Paper	  No.	  74,	  May	  1992.	  
225	  See,	  e.g.,	  The	  Fed	  Discovers	  Hyman	  Minsky,	  THE	  ECONOMIST,	  Jan.	  7,	  2010.	  
226	  See,	  e.g.,	  Jeffrey	  N.	  Gordon	  and	  Christopher	  Muller,	  Confronting	  Financial	  Crisis:	  Dodd-‐Frank's	  Dangers	  And	  The	  
Case	  For	  A	  Systemic	  Emergency	  Insurance	  Fund,	  28	  Yale	  J.	  on	  Reg.	  151,	  171	  (2011).	  
227	  See,	  e.g.,	  Id.	  
228	  Hyman	  Minsky	  and	  Piero	  Ferri.	  “Market	  Processes	  and	  Thwarting	  Systems”,	  The	  Jerome	  Levy	  Economics	  Institute	  
of	  Bard	  College,	  Working	  Paper	  No.	  64,	  Nov.	  1991	  at	  4	  (“institutions	  and	  interventions	  thwart	  the	  instability	  breeding	  
dynamics	  that	  are	  natural	  to	  market	  economies	  by	  interrupting	  the	  endogenous	  process”).	  
229	  See,	  e.g.,	  Charles	  J.	  Whalen,	  The	  U.S.	  Credit	  Crunch	  Of	  2007:	  	  A	  Minsky,	  Moment,	  Public	  Policy	  Brief	  No.	  92,	  The	  
Levy	  Economics	  Institute	  of	  Bard	  College,	  2007	  at	  17.	  
230	  Stephane	  Rousseau,	  Enhancing	  the	  Accountability	  of	  Credit	  Rating	  Agencies:	  the	  Case	  for	  a	  Disclosure-‐Based	  
Approach,	  2005	  at	  14,	  available	  at	  http://	  papers.ssrn.com/1sol3/papers.cfm?abstract_id=797325.	  	  (“CRAs	  wield	  
influential	  power	  over	  both	  issuers	  and	  investors.”).	  
231	  Hyman	  Minsky,	  The	  Financial	  Instability	  Hypothesis:	  	  An	  Interpretation	  of	  Keynes	  and	  an	  Alternative	  to	  ‘Standard’	  
Theory,	  CHALLENGE	  MAGAZINE	  Mar./Apr.,	  1977	  at	  25.	  
232	  See,	  e.g.,	  Justin	  Lahat,	  In	  Time	  of	  Tumult,	  Obscure	  Economist	  Gains	  Currency,	  WALL	  ST.	  J.,	  Aug.	  18,	  2007.	  
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bouts of speculation.233  In the absence of robust regulation, he believed, collapse would 

punctuate finite periods of economic stability.234   

 The chain of events that he described began with excessive borrowing.235  Stability would 

breed its own destruction by encouraging too much risk-taking.236  Specifically, he predicted that 

profitable companies would seek new loans in order to grow. 237  Initially, the investments would 

increase the profits that they earned.238 

 Next, Minsky expected that reports of the profits would fuel more widespread 

participation.239  Additional companies would demand loans.240  While the expansionary period 

lasted, the companies with the highest leverage would reap the biggest rewards.241 

 Subsequently, Minsky predicted, the political system would adapt to validate the 

behavior.242  Profitable borrowers would donate to sympathetic politicians, or engage lobbyists to 

promote their interests.243  The public would interpret profitability as evidence of expertise and 

vote for deregulation.244  As support for growth permeated the public discourse, few would 

question the instability that was building.245 

 In the following stage, the economy would grow more fragile as a rising “euphoria”246 

drove more companies and households to borrow.247   Banks and other financial intermediaries 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
233	  See,	  e.g.,	  Hyman	  Minsky	  and	  Piero	  Ferri.	  “Market	  Processes	  and	  Thwarting	  Systems”,	  The	  Jerome	  Levy	  Economics	  
Institute	  of	  Bard	  College,	  Working	  Paper	  No.	  64,	  Nov.	  1991	  at	  4	  (“in	  a	  world	  where	  the	  internal	  dynamics	  imply	  
instability,	  a	  semblance	  of	  stability	  can	  be	  achieved	  or	  sustained	  by	  introducing	  conventions,	  constraints,	  and	  
interventions	  into	  the	  environment.”).	  
234	  See,	  e.g.,	  Jan	  Kregel,	  Regulating	  The	  Financial	  System	  In	  A	  Minskyian	  Perspective,	  remarks	  prepared	  for	  the	  
conference	  “Financial	  Stability	  and	  Growth,”	  Phase	  3	  of	  the	  Ford	  Foundation	  project:	  	  “Growth	  with	  Financial	  
Stability	  and	  New	  Developmentalism”	  organised	  by	  the	  Centre	  for	  Structuralist	  Development	  Macroeconomics	  	  
of	  the	  São	  Paulo	  School	  of	  Economics	  of	  Getulio	  Vargas	  Foundation,	  	  São	  Paulo,	  Mar.	  22-‐23,	  2012	  at	  1,	  available	  at	  
http://cemacro.fgv.br/sites/cemacro.fgv.br/files/Panel%204%20-‐%20Jan%20Kregel_0.pdf.	  
235	  See,	  e.g.,	  Lynne	  L.	  Dallas,	  Short-‐Termism,	  The	  Financial	  Crisis,	  And	  Corporate	  Governance,	  37	  J.	  Corp.	  L.	  265,	  294	  
(2012).	  
236	  See,	  e.g.,	  Justin	  Lahat,	  In	  Time	  of	  Tumult,	  Obscure	  Economist	  Gains	  Currency,	  WALL	  ST.	  J.,	  Aug.	  18,	  2007.	  
237	  See,	  e.g.	  Víctor	  A.	  Beker,	  Rethinking	  Macroeconomics	  In	  The	  Light	  Of	  The	  Financial	  Crisis,	  Oct.	  20,	  2011	  at	  7,	  
available	  at	  http://ssrn.com/abstract=1946867.	  
238	  See,	  e.g.,	  Id.	  
239	  See,	  e.g.,	  Michael	  Syron	  Lawler,	  Minsky	  and	  Keynes	  on	  Speculation	  and	  Finance,	  27	  Soc.	  Sci	  J.	  435,	  439,	  445	  
(1990).	  
240	  See,	  e.g.,	  Id.	  
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(2012).	  
242	  See,	  e.g.,	  Jeffrey	  N.	  Gordon	  and	  Christopher	  Muller,	  Confronting	  Financial	  Crisis:	  Dodd-‐Frank's	  Dangers	  And	  The	  
Case	  For	  A	  Systemic	  Emergency	  Insurance	  Fund,	  28	  Yale	  J.	  on	  Reg.	  151,	  178	  (2011).	  
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246	  See,	  e.g.,	  Hyman	  Minsky,	  STABILIZING	  AN	  UNSTABLE	  ECONOMY	  xxi	  (1986);	  Louis	  Uchitelle,	  H.	  P.	  Minsky,	  77,	  Economist	  
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would create speculative financial products in order to satisfy the demand.248  “The introduction 

of additional layering of finance, together with the invention of new instruments . . . is evidence . 

. . of the increased fragility of the system,” Minsky wrote.249   

 Eventually, the amount of outstanding debt would push the system towards collapse.  

Those intent on maximizing their leverage would not save enough money to repay the loans.250  

“A reduction in the margins of safety means that much more debt than before can be carried by 

an expected cash flow,” Minsky explained. 251  The companies and households would raise 

money to cover payments due on their debts through additional borrowing.252  They would 

“increase [their] outstanding debt in order to meet [their] financial obligations,” he wrote.253 

 In the end, the sequence of meeting obligations with new debt would break down.254  

“After an initial interval, the basic disequalibrating [sic] tendencies of capitalist finance will once 

again push the financial structure to the brink of fragility,” Minsky wrote.255  Ultimately, it would 

become apparent that some of the borrowers had overextended themselves.256  Lenders would 

cease offering them credit, and they would have to sell assets to raise money to pay back their 

outstanding loans.257   

 The cycle would then progress to a crisis.258  As more borrowers had to sell assets, too 

many assets would flood the market, and the oversupply would depress prices.259  As Minsky 

explained, “units with cash flow shortfalls will be forced to try to make position by selling out 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
247	  See,	  e.g.,	  Jan	  Kregel,	  The	  Natural	  Instability	  of	  Financial	  Markets,	  The	  Ideas	  Working	  Paper	  Series,	  Paper	  No.	  
04/2009,	  2009	  at	  3,	  available	  at	  http://www.networkideas.org/working/jun2009/04_2009.pdf;	  see	  also	  John	  
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position. This is likely to lead to a collapse of asset values."260  In time, the assets would not be 

worth enough to pay back the loans, and the central bank would have to decide whether to 

intervene on behalf of the lenders.261 

 

B. Predic t ing Minsky’s  React ion to Regulat ing Credi t  Rating Agencies :   “No Simple 

Answer to the Problems o f  our Capital i sm”262 

 

Minsky’s theories offered an alternate explanation for the crisis.263  The “financial instability 

hypothesis” seemed to suggest that focusing on a discrete shortcoming of the CRAs failed to 

address the systemic tendency towards collapse.264  Eliminating conflicts of interest may have 

achieved accuracy in ratings.265  It would not, however, prevent volatility, because it left the 

agencies in charge of regulating the markets.266  This part extrapolates from his writings a 

possible interpretation of recent events. 

 Viewed through the lens of Minsky’s hypothesis, the CRAs did not have the capacity to 

prevent the crisis.267  Their failings appeared to be symptomatic of deeper problems.268  “The 

tendency to transform doing well into a speculative investment boom is the basic instability in a 

capitalist economy,” he wrote.269  A period of growth that resembled the “euphoric” phase in his 
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cycle seemed to infect the CRAs, along with the other participants in the system.270  The agencies 

applied the same principles they had used to rate traditional corporate debt and graded the new 

products highly.271  Because the new securities did not trade on transparent markets and had no 

similar precursors, the agencies sustained an impression that they were worth more than their 

constituent parts.272  The agencies’ “gatekeeping” function broke down.273 

 Minsky appealed to policymakers to empower market regulators that could address the 

causes of fragility, and to reject “exogenous” responses such as tinkering with the incentives of 

the CRAs.274  “We need a theory that makes instability a normal result in our economy and gives 

us handles to control it," he wrote.275  “Unless we understand what it is that leads to economic 

and financial instability, we cannot . . . eliminate it.”276  

 Minsky’s conception of economic cycles bore a resemblance to the recent crisis.277  A 

period of stability seemed to generate increases in the accumulation of debt and the use of 

speculative financial instruments.278  In the early 2000s, the Federal Reserve lowered interest rates 

to 1% and set in motion a boom in the housing market.279  The market relied on increasingly 

unstable sources of credit.280  

 From Minsky’s perspective, the cycle began as consumers acquired more debt.281  Low 

interest rates made mortgages cheaper, and more people sought loans to buy homes.282  As 
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demand increased, property values rose, and the buyers had to obtain larger loans.283  “The 

fundamental instability of a capitalist system is upwards,” Minsky wrote.284 

 The expansion he predicted seemed to continue as the increase in prices made selling 

property more profitable.285  Other consumers entered the housing market and sought additional 

loans.286  The lucrative home sales they observed appeared to justify the size of the mortgages 

they required.287  Lenders worried less about the potential for default and demanded less security 

from borrowers.288  In 2004, for example, 42% percent of first-time home buyers paid no down 

payment.289 

 Lenders seemed to engage in risky practices free from regulatory constraints.290  As 

Minsky anticipated, finance was the main driver of wealth creation, and political policies 

supported innovation.291  “In a world of businessmen and financial intermediaries who 

aggressively seek profit,” he wrote, the “innovators” “outpace[] regulators.”292 

In time, the lenders realized that they could earn more money through leveraging their loans than 

they could in fees from originating mortgages.293  Financial institutions began to purchase and 

pool the mortgages, then sell individual tranches to downstream investors.294  “Innovations in 

financial practice are a feature of our economy,” Minsky wrote.295 
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   The growing demand for securitization of new mortgages increased instability in the 

economy.296  “That which can be securitized, will be securitized,” Minsky wrote.297  Lenders 

offered nonconforming mortgages and rolled back qualification standards.298 

   Soon, the system depended on a continuous supply of new home buyers.299  The new 

buyers’ demand for houses kept prices high, and the rising property values justified the 

acquisition of large mortgages.300  The large mortgages provided raw materials to securitize, and 

the strong performance of the housing market validated the high ratings that the CRAs awarded 

to the securitized products.301  The high ratings also made trading in the products more 

profitable.302 

 Eventually, the chain broke, and the crisis started.303  Two Bear Stearns hedge funds that 

had invested heavily in mortgage-backed securities failed.304  As lenders became aware of the 

potential for widespread defaults,305 they stopped extending short-term credit, and housing prices 

began to fall.306  In the first quarter of 2008, the American economy contracted more than 6%, 

and 8 million jobs disappeared.307   
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C. Minsky’s  Vision o f  the Cris i s :   “Financial  Regulat ion is  Both Indispensable  and 

Imper fe c t” 308 

 

What solution would Minsky have proposed?  He advocated for public institutions to impose 

limits on credit and financial innovation in order to break financial cycles.309  “The problem of 

finance that will emerge,” he wrote, “is whether the . . . institutions of national government can 

contain . . . financial fragility.”310  Three basic characteristics and two more specific warnings 

emerge from his writings.311  This part proposes the elements of a resolution that he might have 

supported. 

 First, Minsky called for robust public regulation, not reliance on private “gatekeepers.”312  

“Apt intervention and institutional structures are necessary for market economies to be 

successful,” he wrote.313  Regulators had to “constrain the impact of uncertainty.”314   

 Second, Minsky believed that the regulators needed to strive continuously to restrict 

financial innovation.315  Regulators, he wrote, should guide “the evolution of financial practices . . 

. to reduce the likelihood that fragile situations conducive to financial instability will develop.”316  

As new instruments entered the markets, they had to keep their rules up to date. 317 

 Third, Minsky wanted the regulators to impose countercyclical measures, in order to limit 

speculation and maintain stability.318  “Institutions can act as the equivalent of circuit breakers,” 

he wrote.319  They could halt the inevitability of “euphoric” expansion.320   
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 More specifically, Minsky called for banks to act solely as lenders, rather than participate 

in “capital development.”321  “If the authorities constrain banks and are aware of the activities of 

fringe banks and other financial institutions,” he wrote, then “they are in a better position to 

attenuate the disruptive expansionary tendencies of our economy."322  He proposed that 

regulators should require “narrow banking,”323 and promote an economy of small banks 

financing small, local deals.324 

 Finally, Minsky also advocated the restriction of financial trading to tangible assets.325  He 

emphasized the dangers of securitization in 1992, before the practice became prevalent.  “The 

instrument originators and the security underwriters did not hazard any of their wealth on the 

longer term viability of the underlying projects,” he wrote.326  “All that was required for the 

originators to earn their stipend was skill avoiding obvious fraud. . . .”327 

 The measures Minsky suggested appear more difficult to implement than moderating 

conflicts of interest among the CRAs.328  Public regulation that limits tendencies towards 

economic expansion and the dynamics that introduce instability would demand the resolution of 

other complex questions.329  Regulators would have to address, for example:   1) how to 

compensate the financial sector to attract talent but discourage excessive risk taking; 2) how to 

direct credit to prudent borrowers while preventing irresponsible lending; and 3) how to cultivate 

community values that would reject the natural inclination to maximize profit.330 
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   Minsky, however, stressed the stakes:  In the absence of policy that “assures that the 

economic prerequisites for sustaining the civil and civilized standards of an open liberal society 

exist,”331 he wrote, market behavior that creates “uncertainty and extremes in income 

maldistribution and social inequalities [will] attenuate the economic underpinnings of 

democracy.”332 

 

IV.  SPOTLIGHT INDIA:  CONFLICTED RATING AGENCIES AND DELIBERATE 

DEREGULATION 

 

India provides additional insights into ways to resolve the conflict in the West.333  The country 

developed local CRAs that used the “issuer-pays” model.334  The Indian economy, meanwhile, 

transformed in patterns similar to those that Minsky predicted.335  The government deregulated 

and expanded the debt markets and fostered growth in securitization.336  Will the agencies 

succeed in stabilizing the Indian economy, because differences in their supervision mitigated 

their conflicts of interest?  Or, have speculation and financial innovation been the critical 

concern, and will economic fragility increase without countercyclical interventions?  This section 

first introduces the Indian CRAs and compares them to their Western counterparts.  Second, it 

investigates parallels between recent changes in the Indian economy and Minsky’s financial 

instability hypothesis.   

 

A. More Conf l i c t s  o f  Interes t :   Credi t  Rating Agencies  in India 

 

CRAs in India resemble agencies in the West but have significant differences.337  They have 

profited from charging issuers for ratings, 338 an arrangement that would suggest conflicted 
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interests.339  Since 1999, however, public regulators have overseen them.340  New activities have 

also diversified their revenue sources.341 

 

1. Soaring Market Values 

 

Six CRAs operate in India.342  CRISIL opened first, in 1987, and now leads the market.343  In 

1991, a consortium of Indian financial institutions launched a second agency, ICRA.344  Three 

Indian banks own another agency, CARE.345  In 2007, former bankers and regulators in 

Bangalore incorporated the newest agency, Brickwork.346 

 The CRAs acquired a “gatekeeping” role in the financial markets.347  Indian law 

mandated that at least one agency must evaluate every financial product.348  The rule increased 

ratings volumes, and CRISIL, for example, has graded more than 30,000 issuers.349  In most 

other countries, including the U.S., the UK, and Australia, ratings have been voluntary.350 
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 All six CRAs have performed successfully.351  CRISIL’s net profits increased by 20% 

between January and March, 2012, 352 and it attained a market value of $1.3 billion in May.353  

ICRA acquired subsidiary companies, and operates in Kuwait, the Philippines, and Indonesia, 

among other countries.354  In 2011, a shareholder deal valued CARE at $400 million dollars, and 

the agency has plans for a public offering.355 

 

2. Conflicts of Interest 

 

The CRAs adopted the same “issuer-pays” model that Western governments blamed for 

producing conflicts;356 however, Indian regulators started supervising the agencies early and 

aggressively.357  The Securities and Exchange Board of India (“SEBI”)358 has overseen the 

agencies’ evaluations of most financial products since 1999.359  In the U.S., by comparison, the 

SEC began actively monitoring the CRAs in 2007.360  The EU recently drafted its first mandatory 

provisions.361 

 SEBI has exercised greater power than Western regulators.  Since 1999, it has required 

the Indian CRAs to seek its authorization to conduct business.362  The agencies must renew the 
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licenses every three years.363  The SEC, by contrast, grants permanent recognition.364  SEBI can 

also subpoena the agencies’ records and employees and conduct examinations under oath.365 

 Additional institutions complement SEBI’s oversight.366  The central bank, the Reserve 

Bank of India (“RBI”), supervises ratings of securitized products367 and must consent before 

agencies can grade bank loans.368  Other public entities, such as the Ministry of Petroleum and 

the Directorate General of Shipping, also regulate the agencies’ activities.369 

 

In 1999, SEBI set out mandatory rules that specifically addressed conflicts of interest, 370 and it 

updated them in response to the global financial crisis.371  “Clause 11” instituted an enforceable 

code of conduct that restricted the CRAs from the “unfair practice of diverting the clients of 

other agencies on assurance of higher ratings.”372 It also required the agencies to “maintain an 

arm’s length relationship between . . . credit rating . . . and any other activity” and to “refrain 

from creating a false market.” 373  In the wake of the global crisis, various governmental 

committees reviewed the “issuer-pays” model and concluded that it did not threaten the 
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economy.374  SEBI tightened some provisions on disclosure and imposed new prohibitions on 

analyst participation in marketing, business development, and share ownership in rated 

companies.375 

 

3. Diversification 

 

The Indian CRAs have broadened their sources of revenue, potentially blunting some of the 

conflicts of interest that the “issuer-pays” model might generate.376  Most agencies in India have 

rated a diverse range of financial products and institutions, and have also provided additional 

services.377  Their enlarged pool of clients has made retaining individual customers less critical to 

their profits.378 

 CRISIL, for example, has earned half of its revenues from abroad by conducting a 

variety of ratings and undertaking several other tasks. 379  In addition to rating standard financial 

products, it has assessed bank loans and real estate, and has evaluated more than 14,000 small 

businesses.380  It has developed risk-management models for banks and provided research and 

analysis to insurance companies.381  It has also advised the Indian government on reforms to 

improve public institutions and infrastructure development.382 

 Other CRAs have pursued similar profiles.383  The managing director of ICRA has 

estimated that less than 60% of its revenues derive from credit ratings.384  It started rating 
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business and engineering schools,385 and the newest agency, Brickwork, has graded hospitals and 

diagnostic labs.386 

 Regulators have directed the CRAs to offer additional services.387  State energy utilities 

have called on the agencies to rate their performance.388  SEBI requires companies that list on 

public stock exchanges to hire the agencies to rate their shares, in order to help investors 

evaluate them.389 

 

B. Adherence to Minskyian Pardigms:   Indian Market Deve lopment 

 

The Indian CRAs, though regulated and diversified,390 have operated in evolving financial 

markets that have appeared to reflect tendencies towards “euphoria,” as Minsky forecast.391  In 

1991, India abandoned a statist economic system, characterized by government control of 

industry and slow growth, and began to implement a program of economic liberalization.392  It 

actively developed its debt markets.393  It also deliberately fostered trading in securitized financial 

instruments,394 including the mortgage-backed securities at the center of the recent global 

financial crisis.395  This part observes India’s economic development through the framework of 

Minsky’s financial instability hypothesis. 

 

1. Market Liberalization and Increased Cash Flow:  Minsky Phase 1? 
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The period after 1992, in which the state began to reduce its role in the Indian economy has 

borne some resemblance to the initial growth phase of Minsky’s financial instability 

hypothesis.396  Upon independence in 1949, India grew slowly.397  The country rejected the 

colonial experience for the Soviet model of state intervention.398  Until the early 1980s, the 

economy expanded by an average of only 3.5%, a situation referred to as the “Hindu rate of 

growth.”399  The new leaders suppressed private competition through strict licensing 

requirements.400  High tariffs isolated the country from the rest of the world, and restrictions on 

exports suppressed corporate profits.401   

 Government nationalization of the banks limited access to investment capital.402  The 

RBI controlled interest rates and became the primary source of credit.403  Investors turned to 

government-sponsored financial institutions for finance rather than to the debt and equity 

markets.404  The state barred investors from trading bonds among themselves and taxed bonds 

purchased directly from issuers heavily.405  It forbade private firms from issuing new shares.406 
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In 1992, declines in the value of the rupee made liberalization necessary, and a period of 

economic growth began.407  Over the course of one summer, the country transitioned to a 

market-based system.408  The finance minister abolished licensing requirements, opened the 

economy to foreign investment, and reduced state intervention in the private sector.409  Banks 

privatized and tariffs and other trade barriers fell.410   

 The capital markets became energized but succumbed to a series of scandals.411  

Companies sold shares and used the proceeds to expand.412  Foreign institutional investors, 

overseas companies, and non-resident Indians invested.413  The markets grew lawless:  First, the 

broker Ketan Parekh and other businessmen created a stock bubble that collapsed in 2001, 

causing the SENSEX index of the Bombay Stock Exchange to fall by 176 points.414  In 

subsequent “vanishing companies” scandals, rogue companies took advantage of optimistic 

investors and lax enforcement by selling shares to the public, then disappearing.415  Substantial 

irregularities emerged in the financial statements of the Tata Finance company, an affiliate of the 

Tata Group, one of India’s largest and most prominent businesses.416   

 Regulators enforced rules leniently.417  Some market observers promoted an Indian 

Sarbanes Oxley Act, akin to the American legislation that followed the Enron scandal,418 but the 

plan did not succeed.419  When SEBI adopted a new listing rule mandating independent directors 

on corporate boards, connected directors re-designated themselves as independent directors to 
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appear to meet the requirements.420  SEBI never delisted a company for flouting the rule, and it 

dropped the few enforcement actions it tried to pursue.421 

 

2. Deregulation and Debt Accumulation:  Minsky Phase 2? 

 

The program of market liberalization ended credit rationing,422 and more consumers and 

companies assumed higher levels of debt, as Minsky predicted.423  Between 1994 and 2010, 

Indian bond markets grew by 2,000%.424  The increased access to credit enabled consumption 

and investment, 425 but it also amplified sensitivity to variations in interest rates.426  Market 

participants became more exposed to external shocks, the more debt that they acquired.427 

 The Indian government actively supported the revitalization of the bond markets.428  

SEBI pushed to remove regulations on pricing and limits on foreign buyers, despite recognizing 

the potential for instability:429  “In India, . . . if money starts coming in all mutual funds will get in 

[sic] large quantities and if it starts going out it will go in huge quantities thus creating storms in 

the markets,” it noted in a working paper.430  The Ministry of Finance established a High Level 

Expert Committee on Corporate Bonds to plan how to enlarge the markets.431 
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 Regulators took deliberate steps to expand participation.432  The Ministry of Finance, for 

example, allowed the introduction of exchange-traded corporate bonds.433  Exchange-trading 

enabled investors to purchase the bonds from other investors on a formal platform, rather than 

buying them only from the original issuers.434  To attract individual consumers, the Ministry also 

reduced the minimum size of trades435 and lowered income taxes on interest payments.436   

 The central bank introduced increasingly speculative products.437  In 2010, it reported:  

“There were some legal, regulatory and institutional bottlenecks impeding the development of 

the corporate bond market in India, many of which have been addressed in recent years.”438  

Zero-coupon corporate bonds, for example, allowed investors to buy bonds at a discount, then 

receive the full value plus interest on maturity.439  Prices of zero-coupon bonds tend towards 

more volatility than those that pay out interest continuously.440   

 SEBI relaxed numerous regulations that controlled risk.441  In 2007, it eased issuers’ 

mandatory disclosures to potential investors and requirements to obtain ratings.442  It also 
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reversed rules that restricted public bonds issues to investment-grade debt, and higher-risk bonds 

proliferated.443  The proportion of single A-graded debt rose from 9.4% in 2005 to 20.7% in 

2009.444  Triple-B ratings rose from 4.4% to 23.1% over the same time frame, and non-

investment grade bonds rose from 0.8% to 9%.445 

 More liberal regulation unleashed financial innovation.446  In 2008, the Ministry of 

Finance introduced a new type of bond to broaden international investment.447  The Foreign 

Currency Exchangeable Bond could be issued in foreign currencies and pay interest in them, as 

well.  The Ministry also agreed with SEBI to allow repurchase agreements, or “repos,” among 

individual investors.448  In a “repo” transaction, one investor sells a bond to another, on the 

condition that the seller will repurchase the bond at an agreed price on a specific day.449  

Although “repos” do not always increase risk, if one party in a sequence of “repo” transactions 

becomes unable to buy back the bond, the failure spreads through the chain of investors.450  This 

occurred in the U.S. in 2005, for example, in the wake of the collapse of the financial services 

company Refco.451  Investors have also accused bankers of using “repos” to hide the worsening 

financial condition of Lehman Brothers investment bank.452 

 

3. Speculative Euphoria and Fragility:  Minsky Phase 3? 

 

The deliberate process of expanding the Indian debt markets shifted from encouraging trade in 

traditional corporate bonds453 to encouraging securitization.454  Securitization increases the 
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availability of credit, 455 but it also introduces instability, as Minsky predicted.456  The practice of 

securitizing debt severs the direct relationship between investors and issuers, which increases risk 

in several ways.457  First, securitization causes investors to lower their lending standards and 

extend more credit. 458  Investors typically decide to lend to issuers based on their evaluations of 

the likelihood that the issuers will default, but securitization transfers the risk of default from 

investors to third parties.459  Because they will no longer bear the loss if issuers default, investors 

become less careful in their lending decisions.460  Second, securitization causes underestimation 

of risk.461  The downstream investors who take on the risk of default have less information than 

the original investors.462  They may misjudge the likelihood of default, particularly as products 

grow more complex.463  Third, securitization makes market regulation more difficult. 464  As the 

distance between issuers and downstream investors grows, markets become more interconnected 

and opaque.465   

 In spite of these risks, the Indian government fostered trade in securitized products.466  

In 2007, SEBI amended the definition of “securities” to include “securitized debt instruments,” 

in order to allow securitized debt to be listed and traded on Indian stock exchanges.467  Trade 
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volumes doubled within the year.468  In 2009, representatives from SEBI, RBI, and the Ministry 

of Finance attended a securitization summit in Mumbai with private market participants, in order 

to discuss how to eliminate obstacles to growth of the securities markets.469  In 2010, the 

Supreme Court endorsed trading in securitized debt by ruling that banks could legally transfer 

credit risk.470 

 As Minsky wrote, “anything that can be securitized will be securitized,”471 and the 

program to increase securitization included the packaging of residential mortgages, the same 

financial products involved in the global financial crisis.472  The volume of mortgage-backed 

securities in India increased 61% between 2009 and 2010, and the value traded rose 53% 

between 2011 and 2012.473  The National Housing Bank, the regulator of the Indian housing 

finance sector, pioneered their introduction in 2001 to expand property ownership through 

cheaper credit.474  The Indian government instituted a “Five-Year Economic Plan” that estimated 

the money to be earned from mortgage securitization.475  As the growing market demanded new 

mortgages to securitize, non-conforming mortgages with low introductory rates emerged, as they 

had in the West.476   
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 In time, India embraced collateralized debt obligations (“CDOs”), a more complicated 

variety of security.477  CDOs reference underlying securitized products, such as mortgage-backed 

securities.478  When they do, the mortgage assets can change over time, unlike typical mortgage-

backed securities which remain static.479  Investors purchase specific tranches that entitle them to 

different rates of return and priority of payment, so long as the holders of the original mortgages 

avoid default.480 

 Regulators encouraged investment in other new financial products, such as derivatives.481  

In 1996, SEBI supported legalization of derivatives trading and self-regulation by derivatives 

exchanges.482  A derivative involves a contract between two parties that specifies payments based 

on the changes in the value of a designated variable.483  While investors can use derivatives to 

hedge against risk, they can also acquire risk by using them to speculate on future market 

movements.484  The complexity of derivatives trades may also make it more difficult for 

regulators to anticipate how the financial system will react to economic shocks.485  Interest rate 

swaps, in which investors bet on changes in variable interest rates, gained popularity in India.486  

By 2006, the country had become the third largest market for derivatives tied to the value of 
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gold.487  Since then, it has grown into the largest market for derivatives tied to the value of single 

stocks.488  

 

CONCLUSION 

 

The lessons that the future of India holds for the West should not be exaggerated.  Indian and 

Western regulators and CRAs are embedded in different environments.489  What would be 

suitable for a less-developed economy may not be adaptable to diverse, developed economies.490 

 Nevertheless, watching India offers new evidence for evaluating the role that public 

institutions should play in regulating financial markets.  To avoid instability, must they intervene 

to restrict increases in consumer credit and trade in speculative instruments?  Can they instead 

delegate to private “gatekeepers,” so long as they first align the “gatekeepers’” incentives?   

 

The stakes for the Indian CRAs will rise.  As the credit markets energize, they will have to make 

faster, more complicated judgments.  Pressures on their integrity will intensify.   

 If their performance remains strong, and if the economy improves, it would provide 

some indication that the agencies can assume governance functions and keep evolving financial 

markets in check.  That would imply that it is prudent for Western regulators to focus on 

“exogenous” regulatory changes to mitigate the CRAs’ conflicts of interest. 

 If the future does not go well—if the agencies are unwilling to downgrade a powerful 

Indian bank, or expose a fraud in a securitized tranche491—then perhaps it confirms that private 

entities should not be given responsibility for financial stability.  Instead, it might suggest that 

deeper, more meaningful structural changes are necessary to counter increasing fragility, as 

Minsky believed. 

 Substantial efforts have been expended to reform the regulation of the Western CRAs.  

A robust campaign tried, and failed, to eliminate the “issuer-pays” model in the American Dodd-
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Frank Act.492  If the efforts have not been focused correctly, it is important to redirect them 

towards a more effective response.493  India provides a reference for how intensively financial 

markets should be regulated, and by whom. 

 

 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
492	  On	  the	  Franken	  Amendment,	  see,	  e.g.,	  Daniel	  Indiviglio,	  Franken	  Amendment	  Would	  Bring	  Real	  Rating	  Agency	  
Reform,	  THE	  ATLANTIC,	  May	  6,	  2010.	  
493	  For	  a	  discussion	  of	  the	  difficulties	  investors	  and	  shareholders	  have	  in	  securing	  reforms,	  see	  John	  C.	  Coffee,	  The	  
Political	  Economy	  of	  Dodd-‐Frank:	  	  Why	  Financial	  Reform	  Tends	  to	  be	  Frustrated	  and	  Systemic	  Risk	  Perpetuated,	  
Center	  for	  Law	  and	  Economic	  Studies,	  Columbia	  Law	  School,	  Working	  Paper	  No.	  414,	  Jan.	  9,	  2012	  at	  3-‐4.	  


