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Abstract:

Accurate rating systems are of central importance for banks to price and manage their loan portfolios and quantify capital requirements. The regulatory framework of Basel II permits banks to choose between two broad methodologies for calculating their capital requirements

for credit risk, the {\em Standardized Approach} and the {\em Internal Ratings-Based Approach}, that are characterized by distinct levels of accuracies and capital requirements. This paper models the rating technology choice of a bank as a two stage game in an oligopolistic banking sector. In the first stage banks choose among alternative rating technologies at different cost levels that provide private signals about a borrowers default probability with varying precisions. In the second stage using the chosen technologies banks set their loan prices in an imperfectly competitive loan market. The model allows for two distinct predictions. First, it turns out that in equilibrium banks with identical characteristics might operate with different rating technologies. This equilibrium behavior is used to (i) justify the Accord's permitted choice of different methodologies to calculate credit risk and to (ii) explain the empirical observation that alternative rating technologies are employed in a homogenous banking sector. Second, associating the cost of alternative rating technologies with different levels of accuracies as a parameter that is set by the regulatory agent, it is shown that low enough costs that trigger a switch to the more accurate technology  can make banks worse off (results in lower expected profits).

