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Absolute or Relative ? What standards do rating agencies follow?2

 

In this paper we study the rating standards followed by the credit rating firms in 

the US. There are only two papers that discuss this question (Blume, Lim and MacKinlay 

(1998), Doherty and Phillips (2002)). Both assume that the credit rating firms have 

absolute rating standards and that the standards have become more stringent over time. In 

the light of the Basel Capital Accord and the credit ratings entering pricing models this 

question has become important. So we plan to revisit this question and build upon the 

previous literature in the following manner: (1) Use market based measures of default 

risk for a firm rather than the accounting based measures of credit risk used in earlier 

papers; and (2) Study whether the ratings are benchmarked to some risk standard.  

In the first part of the paper we review both the theoretical underpinnings of the 

rationale for existence of the credit rating firms and the empirical evidence related to 

credit ratings. We draw not only upon the finance literature but also upon general  

management literature as well (see Nerkar and Paruchuri (2005); Paruchuri et al (2006) ). 

By and large, the empirical literature focuses on the information content of bond ratings 

(Grier and Katz [1976], Hand et al. [1992]), prediction of bond ratings (Fisher [1959], 

Altman [1968], Ederington [1985]) and the default experience of bond ratings in different 

rating categories (Lucas and Lonski [1992], Hu and Cantor [2003]). In this part we shall 

also provide the overview of the credit rating industry.  

In the second part we will first introduce the market based measure of credit risk 

as given by the Merton [1974] model of default, which measures the default risk of a firm 

                                                 
2 The paper is based on the unpublished dissertation of the same title by the corresponding author, 
submitted to Georgia State University, Atlanta, GA in 2005. 
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as a whole rather than an individual bond issue. Next, we will use the model to estimate 

the probabilities of default. 

The econometric model is introduced in the third section. In this part the rating of 

a firm will be regressed against the probability of default calculated in the second section. 

We test whether the credit rating agencies follow a relative or an absolute rating standard.  

The data sources are the publicly available databases CRSP, Compustat, FISD 

and the NBER website. The data will cover the period 1986 – 2000. 

The final section of the paper comprises our findings and conclusion. The 

limitations of the study and the future direction of research shall also be discussed in this 

section. 

 3



1. Altman, E (1968): Financial Ratios, Discriminant Analysis and the Prediction of 

Corporate Bankruptcy. The Journal of Finance, Vol. 23 (4), 589-609.  

2. Blume M.E, Lim F and MacKinlay C. A (1998): The declining Credit Quality 

of U.S. Corporate Debt: Myth or Reality? Journal of Finance V53, 1389 – 1413. 

3. Doherty, N. A. and Phillips, R. D. (2002): Keeping up with the joneses: 

Changing Rating Standards and the Buildup of Capital by U.S. Property – 

Liability Insurers. Journal of Financial Services Research,  55-78. 

4. Ederington, L.H. (1985): Classification Models and Bond Ratings. Financial 

Review, V 20, 237- 261. 

5. Fisher, L (1959): Determinants of Risk Premiums on Corporate Bonds, Journal 

of Political Economy, V 67 (3), 217-237. 

6. Grier, P. and Katz S.(1976): The Differential Effects of Bond Rating Changes 

On Industrial and Public Utility Bonds by Maturity. Journal of Business, V49, 

226-239. 

7. Hand, J Holthausen R and Leftwich R, (1992). The effect of bond rating agency 

announcements on bond and stock prices. Journal of Finance V47, 733-752. 

8. Hu J and Cantor R (2003): Structured Finance Rating Transitions. The Journal 

of Fixed Income, V13 (1). 

9. Lucas D. J. and Lonski J. G. (1992) Changes in Corporate Credit Quality1970-

1990. Journal of Fixed Income V1 (4) 7-14. 

10. Merton R. C (1974): On the Pricing of Corporate Debt: The Risk Structure of 

Interest Rates. Journal of Finance, V 29, 449-470.  

11. Nerkar, A. and Paruchuri, S. (2005). Evolution of R&D capabilities: The role of 

knowledge networks within a firm. Management Science, V 51 (5), 771-785. 

12. Paruchuri, S., Nerkar, A., and Hambrick, D.C. (2006). Acquisition Integration 

and Productivity Losses in the Technical Core: Disruption of Inventors in 

Acquired Companies. Organization Science, V 17(5), 545-562. 

 
 

 4

http://www.jstor.org/view/00221082/di991914/99p0189t/0?currentResult=00221082%2bdi991914%2b99p0189t%2b0%2c01%2b19680900%2b9993%2b80319099&searchID=8dd55340.10766099820&frame=noframe&sortOrder=SCORE&userID=83602f99@gsu.edu/018dd553400050f71288&dpi=3&viewContent=Article&config=jstor
http://www.jstor.org/view/00221082/di991914/99p0189t/0?currentResult=00221082%2bdi991914%2b99p0189t%2b0%2c01%2b19680900%2b9993%2b80319099&searchID=8dd55340.10766099820&frame=noframe&sortOrder=SCORE&userID=83602f99@gsu.edu/018dd553400050f71288&dpi=3&viewContent=Article&config=jstor

