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Abstract 
We find that there is a same tendency between credit ratings and bond de-
faults by analyzing the status quo of defaults in Chinese market and credit 
ratings from 2015 to 2020. Caused by the interest conflicts of business mod-
els, ancillary business, public information ratings and horizontal competition, 
the quality of credit rating is badly impacted, thus resulting in the defaults. 
Therefore, we explain the reasons for such a tendency from interest conflict 
perspectives. We also offer some proposals to avoid default problems and 
improve the ratings provided by credit rating agencies, so as to promote the 
healthy development of bond market and preventing the systemic risks that 
bond market brings. Consequently, our study systematically concludes the 
interest conflict problems that lead to rating inflation and enriches related li-
terature. 
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1. Introduction 

China’s bond defaults are increasingly prevalent in recent years and the amount 
of defaulted debts is rising at the same time. It has surged from 1.34 billion yuan 
of the first bond default in 2014 to 122.898 billion yuan in 2020. What’s more, 
the types of bond defaulters are becoming various, ranging from private-owned 
to central government owned and state-owned enterprises. The financial risk is 
ramping up and it poses a threat to the healthy development of the China’s fi-
nancial market and stability of the macroeconomy. 
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In order to wrestle with the bond defaults and build the confidence of inves-
tors, it is of vital importance to construct a good credit rating system to assess 
and reduce the financial risks. Credit rating evaluates the probabilities of the de-
faults of the borrowing entity and plays a significant role in sustaining equity 
and stability of the capital market. With proper and accurate credit rating miti-
gating the debtors defaulting, the steady financial and national economic devel-
opment are ensured and guaranteed. 

In China, credit rating industry is freshly emerging in recent decades and 
making some progress. These years have witnessed the government’s efforts to 
facilitate the development of the bond market and credit rating industry and 
prevent the financial systemic risks. China has adopted numerous guiding poli-
cies and improved related regulation. The People’s Bank of China, National De-
velopment and Reform Commission, Ministry of Finance and China Securities 
Regulatory Commission issued an interim regulation for the credit rating indus-
try on Nov 26th, 2019 to improve the financing environment and prevent finan-
cial risks. The measures will help construct a competitive market in the industry 
and strengthen the supervision of credit rating agencies (CRAs). Besides, to 
standardize the industry, the amount of penalties for violations was increased. 
However, China’s bond credit rating has still received a barrage of criticism. In 
contrast to developed countries, the industry does not have unified regulation, 
good business reputation and independence (that is corruption, the conflicts of 
interests etc.). As an indispensable part of bond pricing and regulation, the 
flawed credit rating is a cause for massive faulted bonds and the rating is urged 
to be improved and standardized. 

Therefore, we pay more emphasis on the relationship between the credit rat-
ing and bond defaults, hoping to provide a insight of measures for preventing 
the bond defaults: by improving the quality of the credit rating. 

2. Literature Review 

Currently, there is a relative paucity of studies investigating the bond defaults 
and the existing literature does not reach an agreement on what the factors im-
pacting on bond defaults are and what the future intervention should be. The 
previous experience shows that the corporate financial crisis is prone to result in 
massive bond defaults and it is closely related to the macroeconomy (Giesecke et 
al., 2011). In the period of economic upturn, there is little likelihood for enter-
prises defaulting while in economic downturn; the risk is increased (Kuehn & 
Schmid, 2014). In times of industry-wide distress, there are greater chances for 
firms to fail to make their payments (Acharya et al., 2007). Besides, govern-
ment’s implicit guarantee is also a factor resulting in the prevailing of bond de-
faulting (Wang et al., 2016). 

Credit rating, justified as an effective standard of credit, is utilized to assess 
the credit quality of a borrower and help make judgements. It is based on infor-
mation provided by the prospective debtor and other non-public information 
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(Ghosh & Moon, 2005). According to a study conducted by Kisgen (2006), CRAs 
provide information on the company credibility beyond the public information, 
thus gaining more advantages and priority over investors in terms of the acqui-
sition of information. They are available to more comprehensive information 
and the credit rating helps circulate useful information about firms in the mar-
ket. Therefore, the informational asymmetry between the firms and investors 
can be rectified and the risk of bond defaulting is also lower (Millon & Thakor, 
1985). However, some scholars hold that there is heterogeneity among different 
CRAs. Different CRAs offer different rating standards. Their credibility and in-
fluence are also divergent (Li et al., 2006). In China, CRAs’ rating scales vary 
from those of international credit rating agencies (Livingston et al., 2018). Be-
sides, CRAs also pursue the increase of market shares and tend to offer positively 
biased rating (Poon & Chan, 2008). Scholars also find out that there is an in-
crease of informativeness and decrease of ratings in China CRAs after the enter 
of China Bond Rating, an independent CRA (Hu et al., 2019). Consequently, the 
quality of credit rating can influence the investors’ decisions and can play a pi-
votal role in defaulting. 

There are also some scholars investigating the relationship between credit 
rating and bond defaults. Relevant literature explores more from the perspective 
of analyzing the factors that affect credit rating, trying to demonstrate that credit 
rating does not reflect the quality of bonds well, which stimulates the defaulting 
behavior. For example, the work experience of credit analysts would impact on 
the credit quality they score (Cornaggia et al., 2016). Failing to identify the 
earnings management leads to the less accurate credit ratings (Ma & Shi, 2016). 
The collusion between CRAs and firms rated can also result in the failing in reg-
ulation of the credit rating quality (Stolper, 2009). They indirectly cause defaults. 
However, the function of credit rating cannot be denied and the credit rating 
change has a certain impact on the market (Finnerty et al., 2013). It facilitates 
the constraints on the happening of defaults. Related studies find out that cre-
diting rating is of vital importance to the information transparency and healthy 
development in bond market (Boot et al., 2006; Sufi, 2007; Bosch & Steffen, 
2011). 

To conclude, the relationship between bond defaults and credit rating is still 
open to discussion. The extant literature fails to offer precise theoretical frame-
work and analysis of their relationship based on the perspective of interest con-
flicts. Therefore, we analyze the status quo of the bond defaults and credit rating 
in China from 2015 to 2020. We find out that there is a same tendency between 
the credit rating inflation and bond defaults, meaning that the credit rating can-
not reflect the genuine quality of bonds. By focusing on the interest conflicts of 
the different business models, subsidiary business, public information rating and 
horizontal competition, we explain why there is a contradiction between the in-
flated rating and defaults. We also propose some suggestions to restrain the 
bond defaults from the view of credit rating.  
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3. The Analysis of Defaults in China’s Bond Market 

The first bond default emerged in 2014 and the situation has become more se-
vere with years passing by since 2015. Therefore, we utilize the defaults in Chi-
na’s bond market from 2015 to 2020 as our research sample to analyze the status 
quo of China’s bond defaults and credit rating based on the scientificalness and 
availability of the data. The statistics of related bond defaults come from Wind 
Economic Database. Wind is a leading company in China’s financial informa-
tion services industry and its database offers one of the most comprehensive and 
complete information on Chinese bond. Therefore, the authority and reliability 
of the statistics can be ensured. 

3.1. Analysis of Defaults in the Bond Market 

In recent years, China’s bond defaults are becoming increasingly severe. There 
were 6 bond defaults in 2014, which began surging after 2014 and there were 145 
in 2019. In 2020, in order to take measures against the pandemic, Chinese gov-
ernment offered adequate liquidity assistance to the bond market in different 
phases of the pandemic and economic recovery. Due to the relatively loose fi-
nancing environment in the bond market, the default problem was improved. 
However, the amount of a single defaulted bond was large so the default amount 
increased instead, totaling 122.898 billion yuan, climbing 14.53% year-on-year. 
Regarding to the increase of defaulted entities, the growth in number from 2018 
to 2020 maintains in a high level, respectively 43, 39 and 32. From 2018 to 2020, 
compensation balance of the freshly emerging defaulters is up to 141.368, 
115.846 and 215.197 billion yuan respectively. In conclusion, China’s bond de-
faults are prevalent and there is an urge to mitigate the defaulting problem.  

3.2. Analysis of the Same Tendency between Credit Ratings and  
Bond Defaults 

Default in credit rating refers to the fact that the debtor fails to repay the prin-
cipal and interest of the debt as agreed in the contract. The definition of credit 
rating and default is consistent with the CRAs. We also count in the issuers who 
pay in time by the guarantee or collateral disposition as defaulters. The statistics 
in our study include the issuers of short-term financing bonds, super short-term 
commercial papers, medium-term notes, corporate bonds, corporate bonds, 
convertible bonds, collective commercial papers, and corporate joint bonds1, ex-
cluding non-financial bond issuers such as local government bonds, private 
placement notes, asset-backed securities, and privately raised company bonds. 

Figure 1 and Figure 2 present the credit ratings of defaulted bonds at the be-
ginning of the given year. Their credit ratings mainly focus on AA from 2015 to 
2020, accounting for 57.89% and for the largest proportion. Besides, 72.18% of 
defaulters are the rank AAA, AA and A. Figures 3-5 illustrate that in the recent  

 

 

1Collective commercial papers and corporate joint bonds are guaranteed by at least two issuers. All 
issuers are counted in the statistics. 
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Figure 1. Credit ratings of defaulters at the beginning of the given year (2015-2020). 

 

 
Figure 2. Percentage of credit ratings of defaulters at the beginning of the given year 
(2015-2020). 
 

 
Figure 3. Percentage of credit ratings of defaulters at the beginning of 2018. 
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Figure 4. Percentage of credit ratings of defaulters at the beginning of 2019. 

 

 
Figure 5. Percentage of credit ratings of defaulters at the beginning of 2020. 

 
3 years the percentage of AA-rank firms is still relatively high and the percentage 
is respectively 80.00%, 58.62% and 68.00%. The proportion of the defaulting 
entities with AAA, AA and A ratings to all the defaulters is 90.00%2, 82.76% and 
84.00% respectively in these three years. In a nutshell, there is a same tendency 
between credit ratings and bond defaults, which means that the higher credit 
ratings imply higher risks. Due to some sorts of reasons, the credit ratings can-
not objectively reflect the quality of bonds, thus resulting in high probability of 
bond defaults. Therefore, focusing on the defaulting problem in China’s bond 
market, we analyze the reason for the same tendency between credit ratings and 
bond defaults from the perspectives of the interest conflicts and the intimate 

 

 

2It is the sum of the proportion of defaulters with AAA, AA and A ratings. The following is the same. 
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connection between the credit ratings and defaults. It is very crucial to avoid 
bond defaults from the view of credit ratings. 

4. The Analysis of the Cause for the Same Tendency 

Basing on the current situation in China’s credit rating industry, we analyze the 
reason for the same tendency between credit ratings and bond defaults. Interest 
conflicts denote a phenomenon in professional service area. Generally, they are 
the conflicts of different stakeholders. Due to the specific characteristics and 
standards of the credit rating industry, they bring the problem of interest con-
flicts among different business models, subsidiary business, public information 
rating and horizontal competition, influencing the quality of the credit ratings 
and indirectly leading to the massive bond defaults. 

4.1. The Interest Conflict of Business Models 

In China’s CRAs, the issuer-pay business model is widely adopted. It allows for 
bond issuers to pay the CRAs, thus unable to separate interests and failing to 
provide objective credit ratings to investors. In order to make more profits, cre-
dit ratings need more business and it depends on the choice of issuers, not the 
quality of the ratings. On the one hand, investors desire the practical credit rat-
ings. On the other, issuers desire the ratings that meet their own needs and that 
tend to be higher. Therefore, the issuer-pay business models induce the collusion 
between issuers and CRAs, causing invalid ratings. In this business model, there 
is usually a chasm between credit ratings and the real quality of the bonds. Re-
lated literature also proves that the CRAs would give inflated credit ratings to the 
same firms in such a business model (Jiang et al., 2012; Xia, 2014). In a nutshell, 
the interest conflict proceeding from the issuer-pay business model makes the 
credit ratings inadequately predict the bond defaults, increasing the risks of de-
faulting. 

4.2. The Interest Conflict of Ancillary Business 

Apart from offering credit rating service, CRAs expand some auxiliary business 
in order to increase profits, such as consulting services, asset evaluation and risk 
management. Therefore, there is a conflict between credit rating service and 
other services in CRAs. Issuers normally would pay some ancillary services that 
have to do with the credit ratings for they think it might be of some help to im-
prove their ratings or otherwise their ratings would be lower. The ancillary ser-
vices to some extent inform the issuers how to design liability and risk manage-
ment so as to obtain high rating scores. It also turns credit rating into a CRA au-
diting its own ancillary businesses to attract more customers, thus influencing 
the quality of credit ratings. Some scholars prove that the issuers that pay con-
sulting services tend to have higher rating scores and they have higher default 
frequency compared to those with the same given rating category (Baghai & 
Becker, 2018). These auxiliary services undermine the independence of CRAs 
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and induce the negligence of investors’ needs and trust. China’s rating regulation 
allows the ancillary services in CRAs but forbids the consulting services during 
the rating process. Nevertheless, due to the close relationship between CRAs and 
frequent customers and the difficulty of defining the consulting services and an-
cillary services, the conflict of ancillary services is still a critical issue and it is one 
of the major reasons for massive bond defaults. 

4.3. The Interest Conflict of Public Information Ratings 

Public information ratings refer to the unsolicited credit ratings. CRAs do so to 
“build reputation” and offer free services as a reference for investors, and for 
public interest to some extent. However, there are also some downsides for pub-
lic information ratings. They simply rely on public information in the market to 
make the ratings and due to the incomprehensive information. The ratings tend 
to be biased and less accurate. Some studies show that unsolicited ratings have 
signs of negative bias. The reason for the downgrade is that CRAs blackmail is-
suers by unsolicited credit rating to pay higher fees or CRAs choose to be con-
servative and err on the side of caution for the lack of comprehensive informa-
tion (Bannier et al., 2010; Fulghieri et al., 2014). Besides, some CRAs also offer 
high un-commissioned ratings to attract more potential customers. Conse-
quently, there is an interest conflict of public information ratings and have a bad 
impact on the quality of credit ratings. China’s CRAs are still at a beginning 
stage and they lack adequate attention. However, with the burgeoning of the in-
dustry and marketization, the problem of the interest conflict of public informa-
tion ratings is deserved to pay more attention. 

4.4. The Interest Conflict of Horizontal Competition 

Some scholars hold that the positively biased credit rating caused by the oligo-
poly of the US CRAs prompts the financial crisis. With CRAs suddenly down-
grading the ratings, the financial crisis is even aggravated (Klein & Leffler, 1981; 
Hong & Kacperczyk, 2010). Competition seems to be the way to reduce the bias 
and improve the quality of the ratings. However, the fierce competition may also 
bring bad consequences. The market competition facilitates CRAs to cooperate 
with issuers to score higher to earn more business. However, it greatly reduces 
the quality of the ratings. CRAs in China are different from those in America, 
which are much smaller in number. As a consequence, the intense competition 
among Chinese CRAs leads to a buyer’s market. This also makes most CRAs 
unable to obtain enough benefits, intensifying the negative effects of other inter-
est conflicts when pursuing benefits. Hence, the quality decreases. The rating 
results bring some restrictions, setting a rating threshold for corporate bond is-
suing. In such intensive competition, CRAs often lose their independence and 
impartiality, leading to improper ratings. Reputation mechanisms also prove not 
to be a suitable way to settle the interest conflict caused by market competition 
in Chinese market. The vicious competition mechanism of “bad money driving 
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out good” occupies a dominant position in China’s credit rating market. It can 
be seen that in China, the horizontal interest conflict has a negative impact on 
the quality of credit ratings, which in turn will cause more debt defaults. 

5. Proposals 

The credit rating system aims to provide investors with reliable information that 
reflects the default possibility of bond issuers. In recent years, due to macro fac-
tors such as economic shifts and structural adjustments, China’s bond defaults 
frequently occur. It exposes to some degree that there are problems in bond 
market. Contrast with developed countries, Chinese credit rating market and in-
stitutional environment have not developed well yet. We base on the research 
results of situation in China’s bond market to offer some suggestions to restrain 
the bond defaults from the view of credit rating. 

5.1. Promoting Dual Rate System 

In China’s CRAs, the issuer-pay business model is still the majority, from which 
interest conflict proceed. It makes CRAs lose their expected independence and 
impartiality. In terms of the moral dilemma for CRAs, it is suggested to turn the 
issuer-pay to stock exchange-pay, reducing the probability of corruption be-
tween CRAs and issuers. Investors-pay business model can also help prevent 
such a problem, but it requires the reputation mechanism for CRAs, which 
might not be suitable for still underdeveloped China’s market. Consequently, the 
dual rate system becomes the superior, which refers to the dual ratings by two 
different CRAs to the same issuer. The two rating agencies can supervise each 
other, and the two rating results are both verified, which better improves the in-
dependence and objectivity of CRAs. It also makes the credit rating results more 
scientific and credible, and indirectly reduces bond defaults. 

5.2. Constructing Information Disclosure System 

The information disclosure system can improve the market transparency and 
standardization. When it comes to the interest conflict of ancillary business ser-
vices, it is imperative to construct an information disclosure system so as to re-
gain trust from investors. CRAs should reveal their annual reports including in-
formation like business and revenue sources. It enables the investors to better 
know the agency’s independence and impartiality, and it also facilitates the su-
pervision and management of the regulatory authorities. In addition, a unified 
information disclosure platform can also be established to facilitate investors to 
obtain corresponding information, which helps further enhance the authority 
and credibility of CRAs, improves the quality of credit ratings, and reduces the 
possibility of bond defaults. 

5.3. Improving the Reputation Mechanism of CRAs 

A good reputation mechanism can improve the management of CRAs. China’s 
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CRAs have their specific characteristics. Due to the large number of China’s 
CRAs, the horizontal competition is extremely intense. Excessive competition 
greatly strengthens the interest drive, making CRAs inclined to pursue 
short-term benefits rather than pay attention to reputation, which has reduced 
the quality of credit ratings to a certain extent. Therefore, Chinese market could 
not simply copy the existing methods to increase horizontal competition. In-
stead, while ensuring the access to the credit rating industry, the reputation me-
chanism of rating agencies, prompting rating agencies should also be improved. 
CRAs need to pay attention to the accumulation of reputation capital. The in-
fluence of reputation capital can be enhanced through incentives, supervision 
and investors’ evaluation should be considered as an important weight to pro-
mote self-discipline management in CRAs. Therefore, they would try to improve 
the quality of their own credit ratings, reducing the probability of bond defaults. 

5.4. Improving the Credit Rating Use System 

To improve the credit rating use system, fault liability system should be strictly 
performed. The current methods adopted by Chinese CRAs are still relatively 
backward. They should learn more from the developed foreign rating entities, 
and use advanced risk quantification models based on China’s national condi-
tions to establish a unified high-quality credit rating. It can reduce the impact of 
interest conflicts, thereby improving the accuracy of credit ratings. At the same 
time, corresponding supervision should be utilized to improve the quality of 
rating results. Relevant regulatory authorities can implement a strict fault liabil-
ity system and corresponding punishment mechanisms to punish CRAs that 
have biased ratings and cause severe consequences. CRAs should also be urged 
to exercise their subjective initiative to avoid interest conflicts caused by organi-
zational behavior, in order to enhance the authority of credit ratings, reduce bi-
ased ratings and bond defaults. 

6. Conclusion 

This paper analyzes the current situation of bond default and credit rating in 
China’s bond market and concludes the major interest conflicts that explain why 
credit ratings in China cannot objectively and accurately reflect the default pos-
sibility. We hold that interest conflicts of business models, ancillary business, 
public information ratings and horizontal competition play a significant role in 
the inaccuracy of credit ratings that denote bond quality. Therefore, in order to 
resolve these conflicts and alleviate the problems in credit ratings and bond 
market, we propose four suggestions to solve these problems in the ratings and 
bond market, that is promoting dual rate system, constructing information dis-
closure system, improving the reputation mechanism of CRAs and improving 
the credit rating use system. This study offers novel and important insights into 
measures to improve the deteriorating rating quality and avoid the default prob-
lems. 
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