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ABSTRACT

Credit rating agencies(CRAs) are accused of failing to provide accurate and fair credit
ratings and hence being responsible for the crisis. This paper tries to add on to the literature
on credit rating reform through examining the CRAs in a model where rating quality is
unobservable. We show that unobservability of rating effort results in the sub-optimal level
of quality. Then the paper extends the model to incorporate ancillary services, competition
and reputation. We show that ancillary services worsen the conflict of interests of the CRAs
and that competition and reputation may not be strong enough to discipline the CRAs.
Hence regulatory oversight and imposition of liability may be necessary in order to increase

the accuracy of ratings.
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“This conflict of interest deepened with
the rise of complex structured financial
products. The credit ratings agencies not
only rate these instruments, but also offer
the issuer help in constructing the product

in order to obtain a certain rating. Over the
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------ [Tlhe fact that the agencies may

have expressed an ex ante opinion

regarding deal structure suggests that they

are providing structuring advice. Therefore,
the agencies may not be fully independent
of the instruments for which they ultimately
issue a rating. It has become common for
rating agencies to offer special services
relating to firms bond ratings, such as pre-
and post-rating assessments of factors that
could impact rating levels. These services
may be separately rewarded and may thus
exacerbate any potential conflicts of interest

arising from issuer fees.”
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[Figure 2] Value of MBS securities as implied by the ABX indexes24)
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