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Abstract

This paper analyses the effect of soliciting a rating on the rating outcome of banks. Using a sample
of Asian banks rated by Fitch Ratings ("Fitch"), | find evidence that unsolicited ratings tend to be
lower than solicited ones, after accounting for differences in observed bank characteristics. This
downward bias does not seem to be explained by the fact that better-quality banks self-select into
the solicited group. Rather, unsolicited ratings appear to be lower because they are based on public
information. As a result, they tend to be more conservative than solicited ratings, which incorporate
both public and non-public information.

JEL-code : G15, G18, G21
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1.IIntroduction

Several[facts[havelTecentlydrawn[publicattentiontolthe[workand[functioninglof
credit@atinglagencies. (Firstand [foremost was[fheir failure fopredict Ehe[Asian[érisisfand
alwavelbfl corporatelscandals[suchlas[Enron, WorldCom,or[Parmalat.[Second[was[the
potentialprocyclicality Cof[their CAssessmentsCandtheir[AncreasingtolelintheTegulatory
mechanism/[ofl financial (mmarkets[(Basel Committee,[2004).[Third have[beenlanumber of
issueslrelatedtoltheltransparency andlintegrity of thelTating[process (Securities and
Exchange Commission, [ 2003; European Commission, 2004).[[Amongtheselissues, the
practiceCbfunsolicited[ratingshasprompted [ controversy amongissuers, kredit[rating
agencies, [and[Tegulatorslalike. [Unsolicited [Tatingsareformallyldefined Cas[Fratingsthat
credit[Tatingagencies[conduct [without[being[formallyengaged[toldolso by[thelissuer”
(International[Organizationlof Securities Commissions, 2003).[As[such, and contraryto
solicited [tatings, insolicited[ratings[domot[imply[the[payment[oflatatingfee anddomot
involve[any[ formal[meetingsbetween[thel credit[rating[lagencyland[the entity[ being
rated.'[TheseIneetingstypicallyprovidean[opportunityforleredit Fatinglagenciestolget
anloverview [ bf Al company’sChactivitiesCand[tol bbtainmorelinformationthanwhat[is
disclosed(in(itspublishedannual Teports.>
[0 ThelmainconcernsurroundingunsolicitedratingsCisthefact Othatthey1“dolnot
appeartol belempiricallylas favorableas[solicited [ ratings” [(Securities[land[ Exchange
Commission, 2005). Even[though(this[ could[belinterpretedaslevidencelthat[iinsolicited
ratingslarelassigned(fol[‘blackmail” [issuerslinto[payingforlalsolicited tating, [it [could[also
simplylindicate®hat[better[quality[ssuers(requestatatinglorthatl¢redit Tatinglagencies
issuelmorelc¢onservativeltatingslin [thelabsencelofmon publiclinformation.

00 ThisOpapercontributesCitoltheliterature Conunsolicited (ratings[Jbyinvestigating
whethertherelislaldifferencelbetween[Fitch’s[$olicited(andinsolicited [bank [tatings[and,
if($o, Wwhy.[Thelanalysis(inakesuseof[(bank[ratingslassignedin[Asia,[i.e.,[thelonlyregion
forwhichlalsignificant [portion[of[(Fitch’s[bank[ratingslare[uinsolicited. [After ¢onfirmingla
systematic[difference betweenunsolicited Jand[solicited[ratings for similarbanks, the
paper(teststwolhypotheses. Thelfirst[isthe[“self(selectionhypothesis”, [which[states[that

'0Golin(2001) Cinsists(Ithat Jcredit [ratingJagenciesconductingTunsolicited ratings[mevertheless
attemptl] tol] invite[] thel] participation[]of(] thel] rated[] entity,[]either[] throughl[]submission[] of
questionnaires, informal (¥isits, [or [informal (teviews[of (Bheldraft[teport.
’Fight[(2001)teportslexcerptslofalsurvey [conducted by Cantwell & Company[which[indicate
thatmorethan[90% of[ companies[teleaseléitherselected [or[substantial hon[publiclinformationto
their(ratinglagencylduringtheselmeetings.



solicited [tatingstendtolbelhigher thaniinsolicited Cones becausetheyare[thelTesultof
selflSelection, [.e., better[qualityGssuersiselfSelect AntothelSolicited [groupby¢hoosingfo
obtain[Tatingservices.ThisChypothesisfistested ising[atreatmenteffect C(model Cand[an
endogenous[ kwitching[regressionmodel, bothofCwhich[extend[the standard model of
samplelselection(duefo[Heckman((1979).

Alrejectionlof(thelselflSelection “hypothesisis[consistent Gvith [atleast [ twoldifferent
interpretations:[unsolicited [Tatings[are[lower[to[ *punish” [issuers[wholotherwise[would
not[purchaseltatings[toverage; alternatively, insolicited (tatings[arelower[becauselthey
arelbasedonlylonpubliclnformationand,aslatesult, endToheInorel¢onservativefhan
solicited [tatings.[Thellatter[gives(rise[tolthelsecond hypothesis/tested[bylthelpaper:[the
“publicCdisclosureChypothesis” ,which[states[thatfssuersCwholthoosehot[tolrequestCh
ratingCand GwholdiscloselAllow [amount Cof[information[Teceive allower[tating thanto
similar(Jissuers[lwho[Thavellsolicited Jallrating. [ THowever,[JallThigh[lenough[lamount[]of
information[disclosure may[eliminate the difference between[solicited "and [unsolicited
ratings.’In[thispaper,information(disclosurelisineasured by anlindex[¢apturingfhelevel
offaccountinglinformation(teleased by lissuers.

Interestingly, (theimportancebf informationdisclosurel for[monfinancial firms[has
recently becomel thelfocuslofl severalempirical papers.[ Milton[(2002) and Baek[et[al.
(2002) [find [ that [ East[Asian[ firmswhich[hadindicators ofhigher disclosure quality
(Americanldepositoryteceiptiand /orauditors fromonelof the BiglSix[accounting[firms)
experienced[better[$tock[price[performancelduringthelfinancialltrisis[of[1997198.[Jorion
et[al.[(2005) find for the[U.S. fhat[fhelstock priceléffect [df[Fating[changeshasbeen Targer
sincel] the[limplementation[]of[] Regulation[] Fair[] Disclosure,[] which[] prohibits[]public
companies[from[disclosing[hon[publiclinformation[tolfavouredinvestment[professionals,
exceptltolcredit/ ratinglagencies. Finally, (Yul{2005) $hows[that[1U.S. firms[twith[higher
perceived[accounting[transparencyltend tolhavellower[tredit[spreads. In[addition,[Yu
(2005) [also[finds[that [firms[improvetheir[¢redit tating by [0.5motcheslonla1fol20 Fating
scalelbylelevating[theirldisclosureldqualityabovefhemedianldisclosurelindex.

Givenl[thelimportanceloflinformationdisclosurel for nonfinancial firms, onelshould
expectldisclosuretolplaylatleastaslimportant[altolefor[banks. Indeed,[severalstudies
suggest[that [banks[arelinherently imore opaquelthanhonfinancial[firms. Forlinstance,

%(Thus,the[publicldisclosure hypothesislassumes that¢reditratinglagencies¥iew publicland thonl]
publiclinformation[asl partial [ substitutesl for[ each[bther. This[is[hot[unrealistic.[ Forlinstance,

Heflinlet[al.[(2003)[and Baileyet[al. [(2003) find [that[Regulation[Fair[Disclosure had littleleffect

onlthelforecast accuracylbf équityanalysts. Theylinterpret[this result aslévidencelthat[analysts

offset[thelosslofmon[publiclinformation by [telyinglonimproved (publiclinformation.



Morgan((2002) [teportsthat[Moody’s/Investors Service Inc.[(Moody’s) and [Standard and
Poor’s[(S&P)disagree[ more  bften over banks’ and[insurancel companies’[ ratings[ than
overlothertypesCoffirms’(Fatings[andThat Moody’sls[systematically Cmore[tonservative
than[S&Plinlits[ratings,[and[trelativelyimorel 8ol for[ banks. Thellatter[finding[tan[be
explained[bythelfactthat[thelopacity bf banks’hssets[inakes[theltonservativelrating
agency(Moody’s)[err even more[ on[ thel sidel of ‘caution.' Berger et al.[[(2000) Jand
Deyounglet al.[(2001) (provideladditionallévidencelof[theimportancelof[bankinformation
disclosurelbyshowingthatsupervisorylandbond imarket[tatings(assigned [to U.S.[banks
producel¥alueltelevantinformation$hataffects Bhemarket.

Inladdition[tolthelrecent interestin[firms’[information disclosure, several[papersihave
beenldevoted tolthe questionof differencesin[$olicited [ versus[unsolicited[Tatings.[TThe
existing(iteraturelon fhisFopicléanbeldivided intofwolgroupslofpapers.

Thefirst[grouplof papers(Poon, 2003a;[Poon, 2003b; Poonland Firth,[2005) [focuses

onlratingslassigned by[S&Pland[Fitchltolbanksland[insurancel¢companieslandfinds(that
unsolicited GratingsCaredower than[Solicited[ones.” [ While®hese$tudiesattempt tol¢ontrol
forsamplelselection, their[incomplete[and[conflicting[resultsinakel[it[difficult tolinfer
whetherlsamplelselectionlinl¢redit(ratings(doeslexistland,[{f[so,[Wwhether it [istesponsible
forEhelower Mnsolicited [tatings.
11 ThelsecondgroupJofJpapersll(Butler Jand [Rodgers,12003;1Gan,[12004) JreliesJon
estimated [Tating[fees[folidentify$olicited[and finsolicited (ratingslamongTatings assigned
by[Moody’sland[S&P[to[U.S.[tompanies. Butler and Rodgers(2003) [find[that[$olicited
ratingsCare[hot Thigher[thanl[olicited Cones[andthat[thelimarginalCeffect of[Boliciting[a
rating(is[foldecreasethelimpact[thatinost financial [Variables(havelon[¢redit ratings.[(Gan
(2004) finds(alstatistically [significant [differencebetween[solicited land [unsolicited (tatings
butlholstatistically[significant[differencelbetween[thelissuers’ performancelafteralrating
has[been( assigned. Theseltesultsllead[ Ganl[(2004) tolteject[thelidealthatlissuers with
unsolicited [tatingslare discriminated[against.

Inflightloffthelabovenentioned$tudies,[the[ainl¢ontributions of(this[paperarethe

following. IFirst,[JthisCpaper[JinvestigatesCwhetheritherelis[alldifferenceJin [ treatment

‘"Morgan[and[Stiroh[{2001)[teach[alsimilarconclusion3when[theylevaluate thelimpact [of ‘bank
balancellsheet[]composition[Jonl[lan[linstitution’s[Inew[]subordinated(]debentures.[1However,[la
contribution[by(Flannerylet[al. [(2004) ¢ontradicts[these findingslandsuggests(that bankinglassets
may[not[belinusually lopaque.

*[Poon[(2003a)uses 8&P’s[tatingsof 265 insurancel companies(in[15mostly[developing[¢ountries;
Poon[(2003b) [¢onsiders[8&P’s(ratings 6f[ 171 bankslin[20 mostly[developing[countries; Poonland
Firth[(2005)usel Fitch’s[Tatings[0f[ 935 banksin[ 82 countries. Thellatter paper[is[ based bn[ &
sampleWwhichlincludes(hon[Asian[banks. However, Fitch[does hot[assign[unsolicited [bank[tatings
outsideAsial(see[Section[3).



between[solicited Cland Cunsolicited Chank(ratingsusingCalsample Owhere[both Ctypesof

ratingsCareidentified Chs[8uch. T his[representsCanadvantagelover[ ButlerCand Rodgers

(2003) Cand [Gan[(2004),Cwhoare unablel to[ distinguish [ clearly between[ solicited (and

unsolicited [ ratings[in[ltheir[Janalysis.[JSecond,[this[paperaddresses thellissuellof[selfl]
selection[fhroughboththemiseloflafreatment [éffect inodel landanléndogenousswitching

regressionmodel[(selfselection hypothesis). Thelabovelmentioned studies[do[fot, orlonly

imperfectly,control[for[samplelselection. Third, this[study[tests[whether theldifference

between[solicited [and unsolicited (ratingsldisappears(whenl[banksiith iinsolicited [tatings

releaselalhighlénoughlamountof publicinformation [(publicldisclosure hypothesis).[As[far

as[Ilamlaware,this[hypothesis[hasmot [yet beentestedlintheliterature.

Several JresultsCemergefromJthe[Janalysis.(0First, 1] find JnoJevidencellthat,Jin
determiningFatings, Fitchlassignsldifferent weights[folobservablelbank[¢haracteristicsin
thelsolicited [and [unsolicited [groups. [However,I[do[find[thatfinsolicitedbank ratingslare
lower[ithansolicited “lones[JafterIcontrolling[for[lobservable[TbankIcharacteristics. 1The
estimated[differencebetween[thewoTypeslofratingslisalsoléconomicallySignificant,las
itlaverages[0.9motcheslonlal1fo[9tatingScale.

Onlthelonelhand,these[findingslappeartolgive[somel¢redenceltolFitch’s[¢claim[that
thelmethodology for[itsinsolicited [bank[Tatings[is‘nearly (thelsame” [as[for[its[$olicited
bankratingsJ(Fitch,12001).JOnJtheJother[Thand, they [seemingly [lcontradict [[Fitch’s
assertionthat[therelis[noldifferencelinlits treditjudgementof firmswith Cunsolicited
ratings[(Fitch,[2005a). Inladdition, [ theycalllintol question thel desirability of a tecent
decisionby[Fitch@olgivepldisclosingwhetherlitstatingslarelsolicited [ormot.

Al8econd[Tesultis thattherelis[nolstronglévidencelof alsamplelselection problem[in
bank[tratings.[Hencel[thelselflselectionhypothesis(is(tejected.[Third, [theltesults[provide
support[for[the publicdisclosurehypothesis. Banks[Wwhich[discloseal highamount[of
information[receive better Junsolicited[ ratings[thando[similarbankswith[unsolicited
ratingsbut How Hevelsloflinformation[disclosure. [ Banks[whichldomot [fequest [alratingbut
whichldisclose[alhighlamountlbflinformation[teceive tatingswhichChrenmot[statistically
different(from[fhelsolicited @atingslof(similarbanks.

Thelatter finding[isCimportant[in[light Cof(thefact[that[the[theoretical impactof
publicldisclosureCon[thelrelation UbetweensolicitingJalrating[and [theJactualrating
outcomelis[ambiguous. JOn[the onelhand,‘theimpactofjpublic[disclosure[might[be
positiveliflissuers[wholdomot tequest[alratinglandwholdisclosela highlénoughamount[of
publiclinformation[Teceivelthe[benefit[bf the doubt.[Onlthelbther[hand, thelimpactof
publicldisclosure[might[bemegativelif(it[adds[tohegativelperceptionslorintuitionsabout



issuersCwholthoose[hot [tolbelTated. This[studysuggeststhatthelfirst[effect (dominates
thelsecond.

TheFesultsLoftheltest [of(thepublicfdisclosurelhypothesisCare[alsoloflinterest Anlthe
particular(Jcasel] of [ Fitch’s[Jratings. ] A[formerofficial [l of (] Fitch’s[)BankWatch®[ has
acknowledged Fhat “Itlis(truelthatCunsolicited ratingsCarelbftenCmoreltonservativel than
solicitedratings. ['ThelreasonlisCnotthatlagenciesarelattempting tol punishllcompanies
thatdeclineltolpay forCualrating, Cbutthatlwhere therelis doubt, the agencies will tendto
errUonthedsidellof Jcaution.[1Correspondingly, theCJmorelinformationprovidedJtolthe
agencies, thelmoreltransparent theldisclosurelprocess, thelmore tomfort agencylanalysts
will feel inl yiving thel company thel benefit of theldoubt{...) In[thelsamel manner, where
il thellcaselJofllanlunsolicited rating, [ thelissuerChasUnotbeenJverylforthcoming with
information,LorCplaceshelburdenlof extractingthatlinformationlonZhelagencylanalyst, it
isLhotsurprising(that thelagencylanalystlwillltend tolerrLonlthelsidelof conservatism, and
properlyso.CAsCulmatter of_practice,less disclosure tends tolbeussociated withlhigher
risk.CInCthecontext of risk[assessment, [ disclosurelis notConlythe[means by whichthe
assessmentllisCperformed, it isCalsolUarguablyalpositive credit lconsiderationinitself”.
(Golin,2001,pp.[534(535).

Many[iarket[participantslalsolappear(tolbelievethatlow[publicldisclosureléxplains
the[ddownward[bias[inunsolicited [ratings.ForCexample,the[investment Cbank Merrill
Lynchlnhoted[that[the[low[unsolicited[tatings assignedtofour[major[Egyptian[banks[by
Moody’s[1in[11997were[Imainly[1dueJto[] “lack[Jofl]cooperationJregarding[Inon[public
information” [alonglwith[] “poor[Jtransparency]ofl[financial[Jaccounts” [l (Egypt ] State
Information Service,[1997).

Thelremainder[of(thelpaperlisforganised asfollows. Section 2 reviews[thebackground
on[unsolicited [ratings. [SectionB[presents the[dataised An[the analysis.[TheFesearch
methodologylisldescribedin[Section[4[andthe(resultslare presentedin[Section[H. Section
6[¢oncludesand[offers(Somelrelevantpolicy implications.

2.00Backgroundloniinsolicited(ratings

Overltecent[years,[there[havebeenmanylinstanceslin[ihichl[¢tredit[tating[hgencies
havelbeenlaccused [oflassigning[loweriinsolicited [fatingslinlorderfol Fblackmail” [issuers

SBankWachlisthel¢redit[tating[dgency which initiated the[practice of insolicited [banktatings/in
Asialprior[tolits(absorption(by[Fitch.



into[paying for[and participating[in[alrating[process. 1A [Trecent [examplecited asan
alleged[abuselofpower[dsThelseries[of[Successiveldowngradeslof (Hannover Re,[onelofThe
world’s[ largest [ reinsurance] companies, ] by Moody’s.” ] Hannover Re[] was[] initially
approachedbyMoody’s[in[1998tolsubscribetolits[tatingservices,[butdeclined theloffer
sincelit[waslalready paying/fees to[S&PandA.M.[Best[ Company (A.M.)3-[alsmaller
credit(tatinglagencyF[for[this[purpose. Despitelbeingturneddown, Moody’s decided to
golahead and[rate[Hannover[Relatnolcharge. [Although[Moody’slinitial insolicited [tating
was[Aa2,[onlylonenotchlbelow[that givenlby[S&P,[{t[waslsubsequentlyloweredtolAa3
(January12001) Cand [ thento[1A2[(November[2001). InMarch[ 2003, Moody’s[ further
downgraded Hannover[to! Baallwhile[S&Pand’A. M. continued[ tol givel thelinsurance
companyalTrating[four[motchesJand Ctwonotches[higher,respectively. [Moody’s[final
downgradelsparked[a[10% droplin[thelinsurer’s[stockland[Surprised anylanalysts given
that[therewas[holhewlinformationlin[thepublicldomainjustifying(this.[Hannover[Re’s
comments[were[ that [ Moody’s[decisions[were[]“pure[blackmail” Cand[thatJcompany’s
officialsthadbeenfoldonmany[dccasionsThat[fEheypaid for[arating, Gt ‘couldhavela
positive[impact” Lon[thelgrade. [(Hannover Refurther pointed Lout[that, since[S&P LGvas
alreadylimaking[headwayl[in[ Germany[and[throughout[ Europelin[tating[thelinsurance
business, [Moody’sldecision[tolassignanlinsolicited Fating[mayhaveltepresented (A fast
way [foplaycatchlip[(Wall[Street [Journal,[2004).

InOspiteDofCtheThugellcontroversysurroundingunsolicited Cratings, Ccredit Crating
agencieslinsistlon defending®hispractice.[Theirainlargument GsthattheydoMmot [Gssue
higher(golicited [ratings[tokeepléxisting[¢ustomerslor dower Minsolicited [Tatings[folattract
newc¢ustomers,[as[this[would imply that[theylare[willing[to[jeopardise theirteputationin
order(tolbenefit[fromlaltemporaryincreaselin tevenues[(Golin,[2001). Inladdition,[¢redit
rating[agencies[pointlLoutthe[following[ benefits of insolicited [ratings. First, linsolicited
ratings(should[belseenlas alservice[tolinvestorsland[market[participants[Wwholfrequently
makelrequestsfor coverage lofinstitutionsthatare[unwilling[toundergolthelTrating
processLor[pay altatingl feel (Basel (Committee, 2003; Fitch,[2005a). Second, unsolicited
ratings[prevent firmsfrom[frating[$hopping”,[alpractice [Wwherebyfirmslonly[Tequest [an
additional [tatingwhen[theyléxpect animprovement on!their existing[rating[(Securities
and[ Exchangel Commission, 2004).[Third, unsolicited ratings! contributel to opening[up
competition[amongc¢redit(tatinglagencies as[theyallow[smallerlagencies[tol¢ompetelwith
Moody’s,[$&P [and [Fitch[(Basel [Committee, 2001).

"For alteview oflother [allegedabuses[of (power, [SeeHill(2001).



O Inlfact,Ceven[the[Big[Three[creditrating[agencies originally [relied Conunsolicited
ratings[toldevelop[theirlactivities.[Priortolthe[1970s,[theyised[tol¢chargebondholdersla
feeOforCobtaining Jrating JinformationDand[therebyCprovided Cunsolicited OratherOthan
solicited [ratings.[Thelshift[to A businesslinodel[thatlthargedissuers(for thelprivilegelof
obtaininglalratingloccurred (mainlybecauselofthe$preadof low[¢ost photocopyingland
theldesireloflissuers[to Teassurelinvestors of[thelquality [of their(issuances[( White,[2001).
However,[in[1991, Moody’s[teintroduced [ thel practice of unsolicited [ratingsand[other
ratinglagencieslquickly [followedinfhetnid[1990s.

Evenlthoughthevast imajority[ofl¢redit (tatingslarelstilllassigned lonlalsolicited[basis,
unsolicited [tatings[currently laccount[for[alsizeable[portionlof[thetotal mhumber oflcredit
ratings.[According[tolthe[Cantwell survey(Fight,[2001),insolicited [tatings[Tepresented
between 6% (S&P)and[26.6% (Fitch)of(the total humberlofleredit[tatingslassigned[in
industrialCcountries[in[2000.[In[another surveylconducted by Baker and[Mansi[(2002),
U.S.firms[with unsolicited [tatings[averaged[10.6% [ of(the total humber[of( firms[with &
credittating[in[1999. InFurope,the[phenomenonlofliinsolicited (ratingssbelieved [folbe
substantially [smaller[(Basel[(Committee,[2000). In[ fact,issuers/locatedindeveloping
countrieslappear(tolbelthe maintargetsloffuinsolicited (tatings. Evidencefrom[Bankscope
for(nstancelndicatesThat [Almost[80% 0f[$& P ’smsolicited (bank #atings Werelassigned in
Africa,[SouthAmerica, and[Asial{excluding[Japan)inFebruary2005.

Interestingly, Ccredit[ratingChgenciesCdolhot [talkChabout [Csolicited Cversus[unsolicited
ratingsCbutise[alsofter[terminology. In[1996, S& P [started[issuingunsolicited [ratings
underthe(hame‘publiclinformation[Fatings” ,[mainly[fol¢ompaniesinthelinsuranceland
banking(sectors. Theseltatings, WwhichlappearGwith[alF'pi” [subscriptlinlits[publications,
arelassigned[by[broad[mumerical[¢categorieswithoutlal# [or[F[modifier,[i.e.,[AAA [AA...
Contrary[to[S&P,[Moody’s[policy Chasllong[refusedto[disclose[whether alratingiwas
solicited Lor[hot.[Dueltolmarket[pressure, however,it[finally[announcedin[1999[thatlit
wouldUidentify, DinCits Cinitial OratingJassignment CannouncementsUonly Ctheunsolicited
ratings[for whichlthelissuer[hadldeclinedlits[invitationtolparticipatelin[thelassignment
process (Moody’s,[1999).[SincelJanuary 2000, [the following[statement [appearslin the first
press[teleaselaccompanyingthelassignment[of aninsolicited Tating[by[Moody’s: “This
ratinglwasinitiated 1by 1 Moody’s.[) Thellissuerlldid notparticipateJinJthellassignment
process”.[Since[1October[ 2004, Moody’s has[ begun[identifying[onllitswebsite[and[in
selected [Tesearch(teportslanylissuer(thathasldeclinedlitslinvitation[to[participatelin[the

rating[process.



Fitch,[thelthird [largest[player[in[thel¢reditratingindustry,lissuesunsolicited[tatings
under[ thehamel “initiated” [{or“shadow”)[ratings.[ Thelmajority bfl these ratingsl are
assignedinJAsialandhave[beenlintroduced tobringinto[Fitch’s[coverage thellarge
number[of banks[ previously rated by BankWatch[I(see[ Section3).[lAlthough[Fitch’s
policy Dhad Jlong[beentoOdisclose, DbothDinOitsJinitial Jand Osubsequent Opublications
concerninglalrating, [Whether fhisrating[Was[paidlorhot, Gt Announcedin[June2005that
itfwould[Thenceforth Jonly Didentify[Junsolicited [ratings[Jas[such[Jin[Jits[initial Crating
assignmentannouncementsand[that[itwould hot[tontinueltoldisclose[thelsolicitation
statuslof(ratings(afterwards[(Fitch,2005a).[Consequently,[Fitchldropped thelinitiated (or
shadow) [subscript from[all[its[insolicited [vatingsin itspublications.

Overlthellast[threellyears,unsolicited [ratings[havecomeundertheattention Cof
several [ regulatorybodies as[part of(wider[investigations[into thelrole[and functionbf
credit[tatinglagencies.

In2003,the[U.S.[Securities[and [Exchange[Commission (SEC)[issued[a[teportwhere
itlexpressedlitsi¢oncernsfaboutldredit [Fatinglagencies[éngagingin[$pecified [practices[with
respecttolunsolicited ratings[(e.g.,[sendinglalbill for[an unsolicited [tating, sendinglalfee
scheduleland[*encouraging” [payment, indicating[that[alrating[mightbeimproved ivith
thelcooperation of thelissuer).[The  SEC[alsolmentioned[ that it would explore whether
onlycredit CratingagenciesJthatJissuelclearly[labelled Junsolicited Oratingsshould(be
grantedthestatusJof Nationally Recognized [ Statistical [Rating[IOrganizations[(SEC,
2003).

In[712004,0 thel International (] Organization[] of (] Securities[] Commissions[] (I0SCO)
published[al¢odelof[¢conductforlereditltating[agencies[that[sets[butlalseries[df(imeasures
thatagencies[shouldincorporatelinto[theirlownl¢odeslof[¢conduct. In[particular,[thel¢ode
asks[creditlratingagencies[to[“disclose[ whether[thelissuer[ participatedin[thelrating
process” [and[tolidentify[eachlrating[hot[initiated[at thelrequest bf anlissuerlhs[such
(IOSCO,2004a). Interestingly, Fitch’s reply was[ that it did[1“not[ believel that it[is
necessary_orappropriate[tolrequire[thel[disclosurelof (whetheralratinglislinitiated Cor
whether[thellissuer[has[tooperated[intheltating[process” Cand[thatsuchlrequirements
“interferelin[theléditorial processlof(the ratinglagencies” [(I0SCO,2004b).

Finally, thel .Committee of [European( Securities| Regulators (CESR)[Jalso! recently
recommended[lthat[lcredit rating[lagencies[Idisclose[lwhether[they[linitiate[ltheir[lcredit
ratings and[whether[ thelissuer[ participates[in[thel rating[ assessment process (CESR,
2005).



3.0Data

Thelsamplellused [in[this[study[‘consistsof[ solicited and[unsolicited ‘bank[fratings
assigned by [Fitch(in[Asia. Fitch$tarted[tolssuelinsolicited [(bank[Tatings(in[this(partof
theworld[after[its[acquisitionof[BankWatch [+ alcredit[rating[agency[$pecialised [in[the
bankingsectorZ-Gn[October2000.Priorfoltsabsorptionby[Fitch, Bank Watchised Two
typeslCof TatingscalesCinemerginginarkets, thelsol¢alled Fintraldountryissuer Tating”
and[“credit[evaluation[rating” [scales.[The[latterscale[ mainlyapplied ‘to[unsolicited
ratingsJof(JsmallerJinstitutionsJor[Jbanks[in[] Asia.[JHowever, (1 BankWatch[Idid[Inot
systematically [disclose[vhether[its[tatings were paid[forlornot (Golin,[2001). Following
thelintegrationlof(BankWatch’s[tatingsintolits[own [tating[system, [Fitchlannounced[that
ratings(thatwere[part[of(thel¢redit[ratinglevaluation(scaleland[that[werellargely[based
on/publiclinformationwouldbelappendedwithlan[¥s” [(shadow)in[itspublications. Fitch
neverthelesslinsisted thatthemethodology [(behindtheselshadow({unsolicited ) (vatingsland
thelmoreltraditional (fullldueldiligencel(solicited)[ratings[Wwaslalmost the sameland[that
their(definition/and(scale[werelidentical [(Fitch,[2001).

Fitch’s[(solicited Cand Cunsolicited (bank CratingsCbelongtoCalspecificCclassof Ceredit
ratings known[ as[“individual [ ratings”.*[Thesel ratings, which [ are  used[Jprimarily by
interbanklenders, focus[bn[thelability Lof[issuerstolsatisfy[their[bbligations[in[general,
irrespectivel bf[thelterms[of any[particular[debtobligation. Theylthus[differ from the
more[well[known[debt[Tatings, Wwhich[attempttolhssess thelrisk(thatlanlissuerWwillhot
repaylalspecific[securitylor(c¢lassloflSecurities,(é.g.,Jong[ferm[debt. Inladdition,individual
ratingsldomot[takelintolaccountléxternal SupportthatlanGssuermight[Feceivefromlits
countryloflorigin, [(whichieans[inpracticethattheylaremot[determined(by[thelrating[of
thelissuer’si¢ountry.

Thelbanklindividualratingsfandthel¢orresponding financial informationisedlinthe
analysis[Iwerel[Jobtained[]from[Bankscopel[land[]Fitch[]Research.[]Specifically, Jin[lthe
remainder[of(thelpaper,1lise[¢rossisectional (tegressions[Where[the dependent[Variablelis
thelbanklindividual Fatinglon[January[31,02004.[As[Fitchlasks for[alminimumlof[three
years’[annualldataland[alinaximum/of(fivelyears’[whenlassigninglalbank[tating, I[tuiselthe
fivelyearlaverage[ (1999 to[ 2003) Jofl bank[ variables if lavailable and[ their[ threelyear
averagel (2001(t0[2003)(if not.

8[Individual (tatings[are ¢alled [ffinancialStrengthtatings” (at[Moody’s[and [Capital [ Intelligence, &
smaller[eredit[tating[agency [$pecialised[in[émerging[market financial[institutions.[S&P [does[hot
assign(this[typeloflratings(tolbanks. Thel¢completeldefinition[oflindividual [tatings ¢anbelfoundin
Appendix[A.



Table[l Gllustrates(thedistribution Cof[169 sample bank[ratings sorted by country.
Onlythoselcountries[thathavelbothlolicited[and insolicited (bank [Fatingslarelincluded
in(theCAnalysis. [Amongthelsampletountries, Taiwan, India,"and(Hong[Kongarelthe
countrieswith[thelhighest (number[of(bank[ratings, (withTespectively [39banks[(23.1%[of
observations), 32 banks[{18.9% oflobservations) land[18 banks[{10.7%[of observations).
Unsolicited [tatings[¢onstitute[themajority of(bank [Fatingslin[thelsample[countrieswith
95 banks[(56.2%of observations). Solicited [ ratings account[ for[thelremainder ofl the
sample[With[T4[banks[(43.8%oflobservations).[The humber[oflsolicited andunsolicited
bank ratings(is[roughly [equallin[twol¢ountries[(Hong Kongland[Taiwan)while the other
samplel countries havel 4l majority [ ofl solicited ratings[ (Indonesia, Macau,[ Malaysia,[ the
Philippines, “and[South[ Korea)[orunsolicited [ ratings[ (Bangladesh, China,[ India, and
Vietnam). Obviously,lalplausibleléxplanationfor[this[imbalancelis[thatbankslocatedin
countriesCwith[weakly[developed [ bankingimarketshardly[borrow[in[thelinternational
interbankinarket Cand,Cas[alconsequence, dolhot[Tequire[anindividual [(fating. [Another
possibleCexplanationlis[that[banks[located [in[countries[with very[different[regulatory
systemsland /orlaccounting$tandards( prefer(tolbeltated[by[localleredit[ratinglagencies
(Poon,2003a).

Table28hows[thesampleldistributionbflsolicited and Hinsolicited (bankTratings by
ratinglevel.[Notefhat,[¢ontrary [fo[Fitch’s[debt ratings, whichMisefhelstandard[A AA [to
Drrating[scale, [Fitch’sCindividual ratingsChre[based ConanCA[to[E[tlassification Gwith
intermediatel categories,i.e.,[A/B,[B/C,[C/D,land[D/E.[Thelrating[ category with[the
highest mumberlofl $amplebankslis[the[D[¢ategory[ (40 bankslor[23.7% of[observations)
whilelnolsamplebank(falls(in(the[A[¢ategory. Less[thanlalthird[of[the[sample banks[(49
banks[ or[ 29%[ of[ bbservations) obtain Cl ratingsl or[ above, imeaning[ that[their overall
creditworthinesslisladequate(fol(very)[strong.[Theltemaining/sample banks[(120banks or
71%of[observations)Larel¢classified [below[C, meaning[that[their overalll ¢reditworthiness
islsomewhat [ iweak ltol verylweak.[ISolicited ratings[ Imostly[falllintol the[ 1B /C[Jto[ /D
categories[Wwhereas[mnsolicited (tatingslarel[¢oncentrated [in Ehe[CfoElc¢ategories.[Thefact
thatfinsolicited ratings areliorel¢oncentrated [across(the rating[$cale[tendstoltonfirm
thelperceptionlofinanyissuers[that[theselTatingsarelless[hccuratethanlsolicited ones
(Baker and[Mansi, [2002).

In[Tablel3,I[present[summary statistics[for[thelentire[samplelof(169bankindividual
ratings.[/Thellvariables[lin[the table['were[lselected [according[to[[Fitch’s[lbank[rating
methodology[(Fitch,2004a),[whichlindicates[that[Fitch’s(bankratings areldetermined by

al lnumber[Jof[Jquantitativel land[Iqualitative[lfactors[Ithat[Ican[Ibellclassified[Jinto[Inine
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categories: [ risk[] management, ] funding[] and[J liquidity, ] capitalisation,[] securitisation,
earningsand performance, marketénvironment, [diversification[of(business[and franchise,
managementandstrategy,and [corporate governance. Based[bn[this classification, the
variables[whichléxhibit[the[strongest[¢orrelation[with[Fitch’s[bank[individual (tatingslare
reportedinTable[3.

InlJaddition,[IFitch[lalsolemphasises[lits[ meed[for[alldetailed breakdown[of[ Ibanks’
balancellsheetJand[lincome[statementwhenJassigning[Jalrating.[TThis[requirement [lis
captured [ by[aldisclosurelindex, which[can[bel foundat[the bottom [ bf[Table[B.[The
disclosurelindex[ sl based [on[ Baumann[ and[ Nier(/(2004)and records whether banks
discloseJinformationCon 117 key[balancelsheet[categories[lin 1Bankscope. JThe[117[key
categoriesincludel7[asset [¢ategories, [4[liabilities[¢ategories,[4emollines[¢ategoriesland
20ncomelstatement [tategories. [(ThedisclosurelindexthusCmeasures[thellevel CofCdetail
that[banks[providelon[17key[dimensions[oflaccountinginformationlin[their[published
accounts.Note[that[since[Bankscopelis(alproductlof(Fitch,it[Seems[teasonable[folassume
that Ttheldisclosurelindex[accuratelyCreflectsJall (the Daccounting Cinformation Cpublicly
available[folthis¢reditratinglagency.

Tablel4[compares[the[mean and[standard[deviationlof[somelbank[characteristicslin
thelsolicited [and Minsolicited [groups[{the(t Statistic for meanlequalityfslgivenlin[thellast
column).[Banks[withunsolicited [tatingsChavelbetter[asset quality[(i.e., lower impaired
loans/gross[loans) Cbutare[ less[ liquid Cand[less[ capitalised [ than banks with solicited
ratings. Theldifferencelbetweenthelperformanceloflthelsolicited Candinsolicited [groups
(aslimeasured[by[the teturnlonlassets and[thelcosttolincomeltatio) is[hot foundtolbe
statistically[significant,’while[ nolivariable[ related [ to[the securitisation[category was
foundlin[Bankscope. Banks[which[tequest[altating[are[inorellikely[tolhavelalfinancial
statement(which(is[¢onsolidated[(62.2%[in [thesolicited [group(vs.[44.2%[in[the nsolicited
group)landwhichlhasbeenlapprovedby[thelauditorsiwithout qualification(88.3%[in the
solicited group¥s.[77.2%lin[the linsolicited group). Therelare morel¢commercial (banks[in
thellunsolicited [group1(94.7%) thanlin[thelsolicited Jonel(77.0%). Interestingly, [ the
sovereignl] credit ] rating[ ] and[] thel] diversification /franchisel | variables ] do[I not[] differ
significantlyCacross[solicited[status.[However, bankswhich[thoose[not[tol[beltated are
morellikely[to[bellocated [in[communist[tountries,[i.e.,[tountries characterised by very
different [ banking$ystems, than[banks[vhich[chooseltolobtain[tatinglservices (2.7%[in
thelsolicited[group(vs.[22.1%[in[thelunsolicited[ group). Corporatel governancel variables

OThroughout [thellpaper, JsignificancereferstoJallevel Jof[lconfidencelof(195% Jand Jmarginal
significance[folalevel of[¢onfidence 6f[90%.
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alsoUshow[that[Obanks[Orequesting[JallratingThaveJalstatistically[ThigherJdegreel[lof
involvement of(individualsland [familieslintheirlownership(4.3%of[équity[owned by [this
typelofishareholderslinthelsolicited [groupvs.[0.4%[in[theinsolicited [group), Whilebanks
which[¢hoose not to belrated havelstronger(ties[tolthelState[(28.3%[of[équity [owned by
this[typelofl shareholdersin[thelimsolicited [ group[¥s.[9.1%lin[thelsolicited group). In
addition,[banks(rated[onlalsolicited basis[havelsignificantly lmore[subsidiaries[(7.0) than
banks tated onlanlunsolicited basis[(3.2).[This[tesult[doesnot[seem[tolproxy[forlalsize
effect[since[ thel Hifference betweenthe imeansl of[ the[“total[deposits” [variablelin[the
solicited ChndCunsolicited Cgroupswas[mot[significant. Finally,[thel[last rowof(Table 4
indicates[thattherelismolstatistically[significant [differencebetween[thelevel [ofldisclosure
of Cbankswith[solicited (ratingsJand thelevel CoflCdisclosureJofCbankswithTunsolicited
ratings.

Overall,[Table[2[suggests[thatlinsolicited [tatings[fend folbemorefrequently [assigned
at[thellower[end [ bf( thelrating[scalel than([solicited “ones, Wwhile[Table[ 4 shows[ some
differencesCin[thecharacteristicsCofl thesolicited "and Tunsolicited Cgroups. [InCorderto
answerlthelquestionlof(whether[therelis[aldifferencelin[treatmentbetween[$olicited and
unsolicited [bank[ratings[and,if 8o, tolexplain[why, I now[ turnltolthe[leconometric

analysis.

4.[1Methodology

0 This[sectionCoutlines[theImethodologyused [totest Dwhether CThanksCwith [solicited
ratingslandthose[with[unsolicited [tatingslobtain[the[sameltating[¢eterisparibus.

4.1.[0rdinarylleast[3quares

[first usela simpleldrdinaryleast[squares(tegressionof(theform:
Rating, = X, p + 0Solicited; +¢;, (1)

where Rating;[corresponds(tolthelindividual ratinglof(bank icoded onlal9[(A)[tol1(E)
scale, X,[Jis[JalIlmatrix[Jof(financial land[nonfinancialllcharacteristics[Jthat[Jexplain[ithe
individuallTatingloffbank ifand Solicited,[islaldummy[variable[thatléqualsfonelif(bank i
haslrequestedanindividualrating[ and[ zero[ otherwise. JAlthough Rating,[ takes[mine
different[discrete[values,[itis[treated[aslaltontinuous[variable[in[theltemainderlof(the
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analysis.[Aside[from[simplifying[thelestimation[bf thelTegression[imodels, this[thoicelis
madedor @wolTeasons. [First, TesearchersloftenFreat[discretevariableslas[dontinuoushen
theTangelofValuesThatZheyZakelsargelénoughland whenlfhelgapsbetween$uccessive
valueslarelequivalent (Abrevayaland Hausman,[1999).[Both[¢onditions[are met[inlthis
case[®ince[individual Cratingshre[split Cintohineldifferent CkategoriesCand CmuchCofthe
empiricalliterature[assumes that[tredit[ratings[ can[belinterpretedasltardinallvalues.
Second,[theléxistinglstudieslontheldeterminantsiofl¢reditTatingsshow that this(typelof
analysis[is[hot[very[sensitive[tolthelthoice[betweenlordinaryleast[squareslandbrdered
probit, (alstatisticalimodel[for[discrete[tandom[variables[(see, e.g.,[Cantor and[Packer,
1997;Pottier[and [Sommer,[1999)."

LookingJat DequationJ(1),JthelcoefficientJof  Solicited,, J, measures[theJsol¢alled
treatmentléffect. [In[this[¢ontext, theltreatmentlis[whether ornot[banks haveltequested
anlindividualTating[fromFitch.[ThemullChypothesis[folbelfestedGswhether 6 = 0,[.e.,
whether[soliciting[altating has[noleffect[dn[theltating[itselfloncelcontrollingfor(televant
bank[¢haracteristics.[Onelissuelthatlariseslin[this(setupisthe[potentialléndogeneityLof
thelvariable Solicitedi.e.,[thepossibilitythat[corr((Solicited, ¢;) #10, yieldingbiasedland
inconsistent[least[$quareslestimates.[Forlinstance,[if[the[typical[(bank[which[thooses[to
requestla/rating[wouldhavelalrelativelyhigh (tating[whether[ormot[it [asked tolbelrated,
therelwill_be[alpositivelcorrelation[between Solicited, and ;. In[this[case, thelleast

squaresleéstimateslof J [willlactuallyloverestimateltheltreatmentléffect. Therefore, 1l ise
twol extensions[ 0f thel standardimodel Cof samplelselection duelto Heckman[(1979) to

accountforpotential [Self(selection/intolSolicited [Status."
4.2.[M'reatmentleffectlmodel

Theltreatment éffectmmodel ¢complements/the outcomeléquation[ (1) with[thefollowing
latentmodel:

Solz’cited: =Wy+u,, (2)

Solicited, =10if[Solicited; 10, 0/0therwise, (3)

"IAslatobustness(¢heck, Talsoléstimatedlequation[(1) [msinganlordered (probitmodel. Theltesults,
whichlare(shown(in[Table9[(Appendix(B), are ¥erysimilar[fothoseloflordinary [least[Squares.

" Poon(2003a) "and Poon[(2003b)ise Heckman’s $tandard fmodel "of sample selection andare
thereforelinable toléstimatethelimpact oflsoliciting alrating[whilesimultaneously [¢ontrolling[for
thelselection(bias. Butlerland[Rodgers[(2003)and [Gan[(2004)([do Mot ¢ontrolfor samplelselection.
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where WleollectsallFariablesfin X[plusCanylother¥ariables(thatCaffect Theldecision[to
requestlanlindividual tating[butmot[theltating[itself. [Thenodel furtherfassumesthat X
and Wlareléxogenouslandthat efand udollowlabivariatemormalldistributionvithean

vectorzeroland [Symmetricl¢ovariancematrix Qlequalfo:
Q= 1 [1(4)

where o [is(the[variancelof(thelérror (ferm in theloutcomelequation, o [is[the variancelof
thelerrorterml[inlthelselection equationland o,, is[the[tovariance[between[bothlerror
terms. $ince yl¢an(beleéstimatedlonlyip(tolalscalelfactor,it[islassumed(that o’ =1 hence

o,, = po, where plisithelc¢oefficientlof[correlationbetween eland w.

Usingl equation[ (1), onel can[ show![ that[thelexpected| rating conditional onlhaving
requested[onelis(given (by:

E(Rating,

i $(Wy)
Solicited, = 1,X,,W,)=X,f+ 0+ po, [_Z , 5
(V) )

where ¢ [denotes[themormalldensityfunctionfand ® thefhormall¢umulativefunction. For

banks[withunsolicited tatings, thel¢counterpart tol(5)is:

E(Rating,

Solicited, = 0, X;,W,)=X, + po, {%} (6)

Theldifferencelinlexpectedrating[between[bankswhichrequesthltating and[those
whichldomot s given by fheldifferencebetweenléquations[(5) and(6):

E(Rating, | Solicited, = 1, X;,W,) — E(Rating, | Solicited, = 0, X;,W,) =

5+ po [ (W) }

Lol - oWy)]
wherelthelfirst[termlon[thelTight(handside, J, imeasurestheltreatmentleffectandthe
secondtermlin[brackets[is(the hazard(rate. If[the[latter termlis[oémittedfroml[equation
(1),[thelabovel differencel is[whatis estimated by thelleast[ squaresl coefficient of the
dummy [variable Solicited,. Forlinstance, in(the presence of(positivelselflselection{ p>0),

(7)

thelsecondfermin[(7) s positivelhencefheleast Squaresléstimator(of dloverestimatesthe
treatmentleffect.

TheFreatment [effect nodell¢anbelconsistentlyléstimated by [alstandard instrumental
variablelapproachlorbylalfwolsteplapproachlinthe spirit[of(Heckman(1979).Thelatter
method, [whichlis[used[in[this(study, consists[inlestimating[al probitCequation[for[the
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probability Cof[soliciting[ al rating, before[ estimating equation (1) Augmented [with[the
hazard[Tatelobtained from[theprobitléquation{the standardlérrorslof[thelleast$quares
estimates[imustIbellcorrected). JA[ltest for po, = 0 [is[Jalltest Jof[Iselection[based[lon

unobservable[tating determinants.If po, isinotlsignificantly different from[zero, onelcan

reasonably[decide[that[selectivity[is[not[al problem[and[proceed[tollisel brdinaryleast
squares[asusual[(DavidsonlandMacKinnon,1993).

4.3.LEndogenouslswitchingltegressionmodel

Allfmethodsléxamined [Sofarlare(basedlonlequation((1), whichlassumes[that(soliciting
altratingChasl[onlyanlintercept[effectConlindividual (tatings.[However,[$olicitinglaltating
maylalsolhavelalslopeleffect,(i.e.,[thelcoefficientslof[the Xs[mayl[differ according(tolthe
solicited Ostatus. JInDaddition,Jthe JabovedmodelsJassumethat OtheJvariance JofJthe
unobserved ¢component[offindividual [tatingslis[the[same[for[banks[Wwith[solicited [tatings
and for [banksvith[insolicited (Fatings. (A more[general [(Version[of [the[outcomeléquation,
whichlallows[forfreatment [heterogeneity land[forlerror fermswithldifferent variances,is

givenlby:
Rating,; = X, p, +¢,, if Solicited, =0, [1(8)
Rating,, = X, p, + &, if Solicited; =11, 1(9)

wherelit GsCassumed [fhat X[Gsléxogenouslandfhat &, & and ulollowlalfrivariate[mormal

distributionwithinean[¥ector[zeroland[symmetric[¢ovarianceinatrix Qléquallto:

2
0 . 01,

Q=|. o5 o, 1(10)
2

u

g

where g;and o, [are[the variances(of thelérror terms/inthe outcomeléquations, o [is[the
variancelof(thelerrorferm/in(thelselectionlequationland o), and o,, Lare[the ¢covariances

between & and uland &, and wu,[tespectively[(thel¢ovariance between thelérror(termslin
theoutcomelequationslis[mot[defined[kince Rating,;/and Rating,[ arelneverobserved
simultaneously).[Since yleanlbeléstimated onlyuptolalscale factor, it[is assumedthat

o’ =1llhence o,, =p,,0, Jand o, =p, 0, lwhere p, and p,, Carellthellcoefficientslof

correlation[between g,[and uland &, and u,[tespectively.
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Let®heldecision[torequest[alTating[be generated from[thelsamelinodelldescribed by
equations(2) and[(3).[Onelcanlshow[ that[thel expectedratingl conditional lonhaving
requested[onelisigivenby:

. y Sy
E(Rating,, | Solicited, =1, X, W,)=X, B, + p,,0, | —= | 11
( 9o | W) Bo + P2, 0y _CD(W;y) (11)
For[banks[withunsolicited tatings, the ¢ounterpart tol(11)[is:
_ . (W)
E(Rating,, | Solicited, = 0, X;,W,)= X, 5, + p, 0, | ——=—|. 12
( G j )=X,By + pr,oy 1-o(Wy) (12)

Theldifferencelinlexpectedrating[between[bankswhichrequestaltating and[those
whichldomot[s(given[by fheldifference betweenéquations[(11)and[(12):

E(Rating,, | Solicited, = 1, X,,W,)— E(Rating,, | Solicited, = 0, X,,W,) =
¢Wy) W)
X.By = B)+py )\ p g || 1
z(ﬂ? ﬂl) p2110-2|:(D(VViy) :01110-1 1 —q)(VV;V) ( 3)

wherelthe(first[term[on thelrighthand[side, X(f, — f1),[is[thelaveragetreatmentleéffect
(ATE),whichmeasures[thelaveragegainlor[loss[from[soliciting[ a tatingfor alfandomly
chosenbank[{this[quantity[wasldenoted[ by dlinlthelmodels ofl Sections 4.1 and[4.2).
Under[fairly weakassumptions {Wooldridge,2002),[al¢onsistent [éstimator[of [Thelaverage
treatmentléffectsgiveniby:

ATE =X (B, - B), T(14)
where ~[isliised [toldenotelaverageland ~ parameter éstimates[obtained [(byléstimating[the
system formed by équations((2)[(3)and[(8)((9).

AnotherLquantitybflinterestin[thisCimodel [is[the[averagetreatment effect Lon the
treated (ATT),Wwhichineasures[fhe averagelgainlorlossfrom(solicitinglatatingfor fhose
banksOwhichChavelTequested Calrating. [Formally,[the[hverageltreatmenteffect Conthe
treatedlisldefined as:

ATT = E(Rating,; — Rating,, | Solicited; = 1, X,,W,)=

E(Rating,, | Solicited; = 1, X,,W,)— E(Rating,, | Solicited, = 1, X,,W,) =

Xoi(By = ) +(pou0y = Plu%){%} (15)

where X,,[denotes X,in[thelgrouplofibanks[withlsolicited rtatings. A [¢onsistent éstimator
of(thelaveragelfreatment éffect[on[thelfreatedis[givenby:

ATT =%y (fy — B) + (o6 p{%} 1016)
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Inlthis(setup,laltestfor p,,0, = p,,0, = 0 [AslaltestloflSelection based onunobservable

ratingdeterminants. [If[theltest fails[tol[reject [Fhat[both[parameterslarejointlyleéqual to
zero,[wel cannot[reject ‘the nullChypothesis[of nolselectivity [bias[in[thelsolicited [(and
unsolicited [groups_andwehavenolhrgumenthgainst[usingbrdinary[least[5quares. A
Chowltest[kanlalso[beluised[toltestCwhether[the fsCarelidenticallinthelsolicited and
unsolicited Cgroups. [1f(theyCare, thetreatmentCeffect Cmodel [isCmorelefficient[thanthe
endogenous(switching[tegression inodel.

Thelendogenous[ switching[ regressionmodel (is[estimated by maximum/[likelihood
using[thelprocedureloutlined in[Greenel[(1995).

5.[1Results

[ Inlthis(Section,Ildiscuss[thelvesultslof(fheléstimation proceduresidescribedlabove.

5.1.[0rdinaryleastlsquares

Twollbasic[specificationsJof[JequationJ(1) Jare[Jreported Jin[JTable[15.01 ToJavoid
multicollinearity [problems, (thelfirst[kpecification TonlyCincludesfivelfinancial (variables
andfourmonfinancial Variablesfin[addition Fola8olicited individual Fating[dummy. These
variables[¢over[theldifferent lareaslof[Fitch’s[bankFatingiethodology: [Fiskinanagement
(loan[] loss[] provisions/netl[] interest[] revenue),[] liquidity[] (net[] loans/totall] assets),
capitalisation[(equity/total Jassets), earnings[ and [ performance[(cost[ tol incomelratio),
market[lenvironmentJ(consolidated Istatement Jdummy, Jcommunist [ Jcountry [ Jdummy),
diversification /franchisel (loglof total deposits), corporate  governancel (bank ownership
dummy [+onelif[the banklis[majority 0wned[bylanother bank and(zerolotherwise), and
publicldisclosure[(disclosurelindex).Thel second[specification adds twol variables that
controll for additional aspects of market[ environment[(unqualified statement dummy)
and[¢orporatelgovernancel(state[ownership[dummy(+[onelif the banklis[inajority [owned
bythelStateland[zerolotherwise). [ Inladdition,thelsecond $pecificationalsolinteractsthe
solicited individual Fating[dummy vith[an[étherindividual @atingl[dummy, which[sl[équal
tolonelif(the[bank[hadanlindividual[rating[from[altompetitor agency — Moody’s[or
CapitalIntelligence —[beforellit Cobtained Jan[lindividual (ratingfrom [Fitch[Jand [zero
otherwise. ThelFesultingrariable[capturesCvhether therelis[altating [differencebetween
banks[which[tequestlanlindividualtating[Wwithoutbeing[tated by alcompetitor ofl Fitch
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and[banks[Wwhich[tequestlan[individualrating[while[being[tated[bylalcompetitoragency.
Suchaldifference[mayexist [if(banks[whichCarelalreadyrated (by Moody’sCor Capital
Intelligenceléngagelinlratingshoppinglandlonlytequest anlindividualTating[from[Fitch
when[theyare(a ¢onfident that it vill(be higher than[their [éxistingindividual tating."

Theltwolspecificationslarel estimated [byordinary[least[$quares {OLS)and by twol]
stagelleast[squares[(2SLS) [folaccount forthepotential[éndogeneityoflequity/total assets
and[theldisclosurelindex,[i.e.,[the[twol[¥ariables[that[arelinost[likely[tolsuffer from[an
endogeneity [ bias[ (Bauman[and[Nier,[2004).[Thel[$et of[instruments(for[both[variables
consists[of(thelbtherexogenouslexplanatory FariablesCin[thelTegression. InCadditionto
theselvariables, [l Jexploit[ithe cross[¢ountrydimensionof[‘the[ldatalset by lincluding
countryCdummiesGwhich[Teflect (the[averagellevel Cof the[intrumented variablesCin[each
samplelcountry.[1lalsoltarried Cout (Al DurbinWulHausman[test,[the hullThypothesisfor
which[states[that CTOLS[deliversconsistent[ estimates,[i.e.,[that[instrumental [variables
techniques[(2SLS) [are[hot[Tequired. Thelvaluelof thel DurbinflWulHausman [$tatistic[in
specifications[ (1) and[(2)[is[2.37[and[2.67, tespectively, vith[associated ‘probabilities of
0.31[and[0.26,meaning[ that bnel cannot[reject[ thenull hypothesis[that[(OLS[delivers
consistent[éstimates[in[both[specifications.[Theldiscussionlof[Table[5is therefore based
onlthe[OLSFesults.

Thel¢oefficient [of thelsolicited [individual (rating[dummyin[specifications[(1) and[(2)
islequalo[0.866 and1.181,[respectively,land[islhighlysignificant.[Thislieans[that [fhere
isCanmportant premium [for[bankswhichtequestlanlindividual Fatingloncel¢ontrolling
forlotherFatingldeterminants.Forlother Wariables, TheMesultsappearfobestandard. For
example, [loan[loss[ provisions/net interest[ revenue,[ thelcost tolincomel ratio, and[the
communistcountry[dummy [hegatively[impact [individual[tatings, [Wwhile[higher[¥alueslof
equity/totallassets, thelconsolidated [statement[dummy, [thebank[ownershipldummy,and
thelldisclosurelindex[Jarel[Jassociated [lwith[lhigher[Jindividual (ratings. JOther[variables
common [folbothlspecificationslas[well(as[the[variables[addedlinthelsecond $pecification
are[ hot[significantat the 95%level.[ In[ particular, the inarginaleffect that the other
individualrating[ dummyhasConhow[individual CratingsChreaffected Cby[thelsolicited
individuallratingldummy[is[zero. Thelstatistics[at[the[bottomoftheltablelalsolindicate
thatthefwolspecifications[havelsimilarprediction[rates and[¢lassify[aboutlonethird [of
banksOinJthelJcorrectrating[Jcategory Jand[JaboutJonelhalf(lin[lthe[rating[category

2 Note[that[nolbankwith[unsolicited Cratingsfrom Fitchisrated by IMoody’sCor [ICapital
Intelligence,[Wwhich(preventslanalyzingwhethertherelislaldifferencelin[the way[Fitch treats banks
notlsolicitinglalrating but havinglalrating[from[alcompetitoragency[VersusbanksWwhichlhavelho
other(rating.
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immediately[abovelor[belowThelactual Tating.[SincefhelVariablesladded [nl$pecification
(2)[aremot orlonly inarginally Significant, 1 work with[specification(1) from mowon."*

5.2.T'reatmentleffectlinodel

[0 Thelcoefficient[of(thelsolicited [individual [ratingdummy [in[Table[bkuggests that
therelis[an important[differencelin[treatmentbetweenbanks[whichlask[for[alrating[and
thosel[which[dolnot.[This[Tresult confirms the findingsCbf thestudies[Teviewedinlthe
introduction.[However, as[nhoted[earlier, ordinary[leastsquares[may[overestimatelthe
impact[of(ThefreatmentifTbanks[which TequestaTatinglarepositively[selflselected. For
thisreason, 1proceedFolusefhenethodsldescribedin[Section4.2and4.3ko correct for
thelpotential[samplelselectionbias.
[1 Table[blreports[thelresults[of thel treatment effect [imodel. Thelfirst[ twoltolumns
reporttwolstep estimates(Heckman,[11979)which[treat equity /total “assets[land[the
disclosurelindex[as[éxogenous. Thellast [twol¢columns(Teport twolsteplestimates dbtained
bylinstrumentingléquity/total[assetsandtheldisclosure index[beforeapplying[theltwol
step method."[ Foreach method[ (twolstep and[twolstep[ H[TV), Table 6 teports the
resultsCofl theselectionCandbfl the butcomelequations. [The dependent[¥variable[inlthe
selection’equationsthel$olicited [individual Fatingldummy.[Theldependent rariablelin
theloutcomelequationisBhebanklindividual Tating.
Forlidentificationpurposes,[thelselectionléquation must [includelat [least[dneVariable
thatlaffects[theldecision[tolask[for[a tating[but hot[thelratinglitself.[The[variablesvhich
entersthelselectionlequationbutmottheloutcomeléquationlislalsolicited longferm [debt
rating/dummy [{oneliffhebankhad alsolicited Hongferm debt[tating from Fitchbeforeit
obtainedanlindividual [rating and(zerolotherwise)."””ThisVariablelis used (as an éxclusion
restrictionbecause[Fitchlstartedfolissuelongtermldebt [tatingslin[thel1980s,longbefore
individualratings.[TTherefore, Cbankswhich[initially[requested Callongferm[debtTating
from[Fitchlshouldbelmoredikely [folhavelsubsequently lasked[for[anndividual Fating. CAt
thesamel time, [it[is[unlikely[that[paying[fora longterm[debt rating influencedthe

BI[alsolinteractedthelsolicited individual Fating[dummy[Wwiththelother[éxplanatory [variables and
found(that (it (haslanlintercept butmholslopeléffect[onlindividual (tatings.

“[Thelinstruments[ for[ equity/totallassets and[thel disclosurelindex[arelthelsamelas(inTablel5.
Robust[t(statisticslarelin[parentheses for[the twolstepléstimates and bootstrapped t[statisticslare
in[parentheses(for[thefwolstep[3 IV éstimates.

Y[Forltheiinoritylof(bankshichlobtained (both[types[ofltatings atthe $ameltime, thelsolicited
long[term[debt[tatingl dummylis[thuslequalltol zero.[ Setting[ thel$olicited[longterm debt rating
dummy[tolonelif the bank[hadlalsolicitedlong[term[debt[tating beforel orlat thel samel timelit
obtained(an(individual(rating/and(Zerolotherwiseldoes mot affect theltesults.
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individual@ating.[Since¥iewtheldecision foTequest anlindividual Fatinglas(asequential
process((i.e.,[banks’[decision[to[buyanindividual rating[waslinfluenced by their decision
forfthellonglfermldebt rating), I[treat[thelsolicitedlongferm[debtTatingldummyas &
laggedléndogenous(variablewhichdoesmothave[tobelinstrumented.

TheresultsCofCthe CtwolstepJand CtwolStep [+ IV OmethodsOareCrelatively Csimilar.
Therefore, [1[focuslon[thetwolsteptesults. Lookinglat[thelselectionéquation, thelsignslof
theléstimates[suggest[that[banks[whichlarellocatedinla honl¢ommunist[¢country, which
publishlal¢consolidated[financial[$tatementand [Wwhichlare already[$ubscribing[to[Fitch’s
longBermTrating[services[are[morellikely (to[Trequest CanCindividual (rating[(than Cother
banks. Interestingly, financial[variablesl do[not[seem[to[playalsignificant[rolelin[the
decisiontolaskfor[anlindividual rating.ThelstatisticsCatthe[bottom CoflthelBelection
equationfurtherCindicate thatthemodel torrectly predicts[the decisiontolTequest an
individuallrating[for[$lightly (more[than[twolthirds[of(the[$ample(banks. Lookinglat[the
outcomelequation,theléstimatesand [their(significancelarelin[line[with[thoselteportedin
Table[6[exceptforlequity/totallassets andthelsolicitedlindividual (rating dummy, Wwhich
are[how only[marginally [significant.[However, [thelcoefficient[of[the[hazard[rate does[hot
differ(significantly (from[zero,[implying[that[therelis[holévidence[that[therelis[a selectivity
problem[in[thelbutcomeléquation.Finally,[thelstatistics[atthelbottomof(thelbutcome
equationJshow[that Otheclassification Jaccuracy JofIthetreatmenteffect [Imodel [is
comparable[folfhatoflordinary [leastSquares.

5.8.LEndogenouslswitchinglregressionimodel

ThelTesultsisofarl¢ouldbeldueltolthefactthat[thelabovenodelslarelmisspecified[or
tooltestrictive. [ For[this[teason, I tonsider almorelgeneral [ framework [whichlallows[the
parameters[of(the[butcomel equation(toldiffer[according[tol[Wwhether or[ ot bankslhave
solicited [a[@ating, [ WhileSimultaneously [¢controlling for[Samplelselection.

Table(TTeportslthetesultslof theléndogenousswitchingltegressioninodel. [Forl¢larity,
Ilonlylteportltheltesultslof theloutcomeléquations,[i.e.,[équations[(8) and((9), and[the
resultsCof(thelselectionlequationarelomitted. Thelfirst[twoltolumns[Teport imaximum[]
likelihood [ estimates[ (Greene,[1995) [which[treatl equity /totall assetsl and[ thel disclosure
index[asléxogenous.Theast[fwol¢olumnsteport inaximum [ikelihoodléstimates dbtained

by[instrumenting[ equity/total lassets‘and[ thel disclosurel index[ beforel[ performingthe
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maximum Jikelihood[estimation.'*"The dependent ariable[in[each outcomeequation is
thelbanklindividual @ating.

Lookinglat[Table[7, Three¥ariableslarelsignificant[in The{irst Twoloutcomeleéquations
and[only twolin[the[last [fwoldutcomeléquations.[Theselvariableshavelthelexpected[sign,
i.e.,lhigher¥valueslofloan(loss[provisions/netinterest revenue, thel ¢ost tolincome tatio,
and[theJcommunistcountry Jdummy [are[megatively[related [tol Fitch’s[lassessment [of
banks’[financial ‘strength.[The[statistics[at[the[bottom[bf theltablelindicate[that[the
classificationJaccuracyof(the model [is[Klightlybetter[in[theunsolicited[than[in[the
solicited Cgroup. [(IForclarity, (I focusCon[the maximum [ikelihood Cestimates[to further
discuss[JthelJresultsof[Jthellendogenous[Iswitching[regression[lmodel[](the 'maximum(]
likelihood [+ [TV [éstimates[offer[similar(Fesults).

First,[thelaverageltreatment [effect[and [thelaverageltreatmentléffect lon[thelfreated,
which[measurelrespectively[ the averagel gainfrom[Koliciting[alrating[ for[alrandomly
chosen[bankand[thelaveragelgain[from[$olicitinglaltating[for thoselbanks[3whichhave
requestedJone, [lare[lobtained[ /by Jestimatinglequations[](14)Jand[](16).J'TheJaverage
treatmenteffect [(ATE)is[equal to[R.177while[ the averagel treatment[effect lon[‘the
treated (ATT)islequal(to[0.631.[Bias[¢orrected¢confidencelintervals basedlonlbootstrap
replications(indicatethatbothléffectslarelsignificantly[different from(zero[{thelconfidence
intervals(are([2.146;3.281] for[ATE[and[[0.314;(1.042] for[ATT).

Second,[alChowtest[of ThehullChypothesisthat [Fhel¢oefficientsloflindividual (Fating
determinantslare(thel$amelin[thel$olicited [And insolicited [groups[was[carried[but.The
valueloffhefestdtatisticis[1.52with[an[associated probability[af(0.14, imeaningfhatldne
cannotlteject[thelhullChypothesisthat thelcoefficients[bflindividualtating determinants
arelidenticallin[both[groupsland[that[theléndogenousswitching[tregressioninodellislless
efficient [thanthe[treatmenteffect[model. [ This(tesult[¢ontrasts(with[Butler[and[Rodgers
(2003),wholfind[that[solicitinglalratinglinduces[ Moody’sland[8&P [to[placelless[weight
on[ratingldeterminants(teflectingpubliclinformation.

Third,[an[F Hest Lof[thehullChypothesis(that[thel correlationcoefficients[betweenlthe
error termlinthel$electionlequationfandthelerror[termsiinlthelbutcomelequationsare
jointly Cinsignificant[was[Iperformed. Thellvaluellof (theltest[statisticllis[10.60 CwithJan
associated [probability [of[0.55,imeaning[thatloneltannotteject [thehullChypothesis[that
p1, and p,, DareCbothCequaltoCzeroCand Cthat CthereCis[noCkelection ChiasCin findividual

[TheGnstrumentsforequity /totalCassetsCand theldisclosurelfindexCare[the samelasfnTables®
and(16.1Robust[t[statistics[]arelJin[]parentheses[]for[]the I maximum [likelihood [Jestimates[]and
bootstrapped [t statisticslarelinparenthesesfor fhelmaximum (likelihood[4 1V [éstimates.
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ratings.[Thus, [fhelresultslinTable[7[(like[the tesultsin[Table[6) (domot[support thelself ]
selectionlhypothesisiand ¢ontrast[with[Poon[(2003a), Poon[(2003b), and Poonland [Firth
(2005)[wholfindévidencelofl samplelselectionin[8&P’s[and [Fitch’s[tatings. [However, as
noted[ earlier, these  papers usel Heckman’s{ standard [imodelof samplel selectionand/or
differentsamplelofleredit (ratings[henceltheir[tesultsfare[hotmecessarily (comparable[with
thoselof(this[paper.

Tolsumlup,thelordinary(least(squares/regression, thelfreatmentléffect inodel,[and[the
endogenous switching[regressionmodelJall[ifind (JallpositiveJand[significant [difference
between[$olicitedand Mnsolicited Fatings.' THowever, thetreatment [éffect modeland the
endogenous[lswitching[regression[lmodel[lbothfail[lto[Jprovide[JevidencellforJalJsample
selectionproblemlinfindividual Fatings.Therelsthusholévidencethat Ehat Fhesemodels
are[moreappropriate[thanCbrdinaryleastsquares[to[studythe determinants ofCbank
individualFatings.[For[this(reason,Irely[on[OLSand 2SLStegressions[foltestthepublic
disclosurelhypothesis, [theltesults[offwhichlarepresentedlin[Table8.

5.4.[Testlofithelpublicldisclosurelhypothesis

Accordingtothelpublicldisclosure[hypothesis,[(bankswhich[¢hoose Mot toTequest[a
ratingfand which[discloselaJow amountlof(publicinformationTeceivelalower Fatingfhan
similar[banks[whichlhavelsolicited[altating. [However, (banks[which[¢hoose[hot [folrequest
alratingland whichldiscloselalhighlénough amountlofipubliclinformationldomot Feceivela
lower[rating[ than[similar[bankswhich[havel[solicitedalrating.[Thepublic[disclosure
hypothesislisfested ising a tegression[of theform:

Rating, = X, B + 6,(Unsolicited, x High disclosure;) 1a7)
+d,(Unsolicited; x (1 [High disclosure;)) + ¢,

where Unsolicited,[ds[aldummy ¥ariableléqual foloneliflbank ihasmotTequested[altating
and[Zerolotherwise,land Highl[disclosuredslaldummy ¥Variable[équalfolonelGflbank i[sla
highldisclosure bank[and[zero btherwise {thelcomparisonlgroupisthus(the banks[with
solicited[tatings). In[thelfollowing, high[ disclosure  banks[ areldefined s/ those having[a
disclosurelindexéqualfolor higher[than[the 50" percentile of the $ampleldistributionof

disclosurelindexes, buttheFesults alsorholdlifThigher (percentiles/arel¢hosen. '

"[This[differencelislonly marginally Significant[in [thelc¢aselof the freatment effect model.
BThetesultslalsolhold[if High disclosurelis[defined Misingthepercentiles of thelworld[distribution
of(bank[disclosurelindexes[insteadof[their[sampleldistribution. Theiworld [distributionofl bank
disclosurellindexes[lwas[Jobtained [/by[lcalculating[JthelJdisclosure Jindex[Jof[110,577 Ibanks[from
Bankscope.
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Equation[{17)[Gsléstimated [bylordinaryeast [$quaresfand by [fwolstagelleast[squares
tolaccount[ for[thel potential endogeneity of equity /total assets, Unsolicited [interacted
with[THigh[disclosure, Jand[{Unsolicited Uinteracted Jwith (10T HighUdisclosure).lAs[in
previous(Tegressions, [thelinstruments(¢onsist of(theléxogenous variables/inlequation[(17)
andlcountrydummies.[Since[aDurbinfWulHausman [festTejects themullThypothesisfhat
OLS(delivers[tonsistentparameterestimates (the[Valuelof the test[statistic[is[12.6[Wwith
anlassociated [probability (6f[0.01), [Eheldiscussion/of Table[8lis[based [onthe 2SLS[tesults.

Lookinglat[Table(8, theléstimated coefficientsloffhelfirst[sevenlexplanatory¥ariables
(loan[loss[ provisions/net[ interest[ revenuel tol loglof[ totall deposits) arelclosel tol those
shown(in[Table5, whichlismot[surprising[given that[équations(1)and[(17)are(relatively
similar.[Morelinterestinglarethe[tesultsforthel¢oefficient[of (Unsolicited[interacted with
Highldisclosure and[Unsolicitedinteracted with[(1[1THigh[disclosure). I find that[the
coefficient Cof the former[Ivariable[lis[linsignificant[iwhile[‘thelcoefficient of the[latter
variablelissignificant[and[equal[®o[12.351.Theseltesults[Amplythat (banks[whichl¢hoose
notltolrequestlalratingland Wwhichldiscloselalhighfamountoflpubliclinformationldohot
receive[ allower[rating[than[similar[banks[which[havelkolicited alTating, ‘while banks
whichlchoosellnot [ tolrequestJalrating[Jand Cwhich[ldisclose Jalllow [JamountCof[Jpublic
information(teceivelaltating[whichlslowerfhanfheratinglofbanksWwhichhavelaskedfo
beltated.Thisfindingis[¢onsistent with Thelpublicdisclosurehypothesis.

Evenfhoughléreditratinglagenciesgenerallyldomotdistinguish betweenlsolicited and
unsolicited [ratings[inldevelopedtountries,[an[interesting[questioniswhetherthe above
resultsfare@ransferablefo[Europeanbanks.Indeed, [FitchhasTtecently[started foldevelop
internal (tatingsfor[CentrallandEastern[Europeanbanks[(Fitch, 2005b).

Interestingly,[évidence[from[Bankscopelsuggests/that(rated [EU[25[banks havelallevel
ofldisclosure[¢comparable[fothat of tated [Asian[banks[(theldisclosurelindexaverages 64.3
forlrated "EU25[Ibanks[icomparedJto[162.9 for[ Irated [ 1Asian[banks).""[IMoreover, [ ithe
disclosurellevelCof(rated (EU25banks[AppearstollessChomogenousthanlthat[bf[rated
Asianlbanks[(the standard deviationlofl theldisclosurelindex[islequalto17.0Cfor[tated
EU25banksl compared[to[14.7 for[ rated [Asian[banks). Thus, there[may[beltreasonlto
believelthat Jalllack Jof(Jpublicdisclosure Imight[JalsoJexplain[Jany [Jpotentially [lower
unsolicited Watingslof (Europeanbanks.

YThesefigureslareforbankstated by Moody s,[S&P,lor[Fitch.
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6.Conclusion

This[paperlinvestigates(whether[therelis aldifference between[Fitch’s[solicited and
unsolicited [bank[ratings/and,[if(so,[why.[Using[ratings/assigned[tol Asian[banks,[1[find o
evidencellthat,Jin[Jdetermining[bank[ratings,[1Fitch[Jassigns[IdifferentJweights[Jacross
solicited[and[Wnsolicited[groups[tolobservable[bankl¢haracteristics. [This[tesultgives[some
credencefolFitch’sl¢laimEhatheinethodology for[tstinsolicited (bank[Tatings[is‘nearly
thellsame” Cas[ for[fits[solicited[ bank[ratings[(Fitch, 12001).However, I dol find [ that
unsolicited Dbank Cratings[tend [tobelower Dthan Csolicited JonesCafter Ccontrollingfor
observable[Jbank[Jcharacteristics.[] ThelldifferenceIbetween]bothJtypes[JofJratingsis
economically(8ignificant, (as[it[averages[0.9motcheslonlall fo[9rating[Scale.

Thelexistencel of aldifference betweenl solicited Cand[unsolicited[ratings haslalready
been[documented forCbther[tredit[ratingagencies. Several (explanationsare consistent
with[suchlaldifference,lincludingthelfactthat better(dqualitylissuersimay[tequestaltating
or[that[unsolicited tatings[doMmot[involvetheldisclosureloffhon publiclinformationland, (as
altesult,linaybelmorelconservative[than[solicited ones. [ In[addition, many[issuerslalso
believelthat[¢credit[ratinglagencieslassignlallower[linsolicited[Tatingfolpersuade[them[to
pay [for[alsolicited [tating.

Inl¢ontrastfoprevioustesearchlonFheldifferenceslinlsolicitedland minsolicited (tatings,
thelanalysis[oflthis[paperlexplicitlycontrols for[potential samplelselection by using[a
treatmenteffect (imodel Cand Can[endogenous $witching[tegressionimodel to[test whether
better[qualityIbanks[Iself(select[linto[thelIsolicited [1groupl](selfselectionThypothesis).
Althoughlthelanalysis[does[findlalsignificant [difference[between[golicited (and Minsolicited
ratings,[holevidencelis found[in[favourlof(thelsamplelselection[hypothesis.[Thelhnalysis
alsoltestswhether[theldifferencelbetweensolicited land insolicited [Fratingsldisappearsfor
banks[with[iinsolicited [ratings[but Wwhich[disclose alhighlénoughlamountloflinformation
(publicldisclosure[Thypothesis). ] Support[lis[ ! found [ for[1this[JThypothesis:[Ibanks[with
unsolicited [ratings[Ibut[JalThigh[JamountJof[disclosure[JreceivelIratings[that[lare[lnot
significantly[different from[fhetatingslof(similarbankswhichhave[Solicited [a[tating.

Thellabovelinentioned[ findings(larelinteresting[ for[Iseveral[ reasons. First,[ possible
measures| toncerninglthelise[ bf insolicited[tatingslarel turrently [ being[discussed[at[the
Europeanlland1U.S.levels I(SEC,12003; European( /Commission,[12004).JAlthough[ the
resultsCof(this[studyfindmolevidence[bfwrongdoing by Fitch, theysupportladditional
measures|designed(tol¢larify [theldifferencesbetween(solicited land insolicited(ratings.[For
instance,[it[should[belrequired [that[¢redittatinglagencies(c¢learly [label[uinsolicited ratings
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as[suchlintheirpublicationsCand that[they makethelspecificCtharacteristicsCandthe
limitationslof(this(typeloftatings,linclusivelof(thel¢onservative[bias[documented[in[this
paper,[tompletelytransparent[tolthe[public. [ Inlthis[tespect,[ Fitch’s[tecentdecision[to
givelupldisclosing[whetheraltatinglis[solicited [or mot [in[itstegular(publicationsldoes not
represent JalUstep Jtoward OmoreJtransparencyUin Jtheeredit Orating Jindustry. OltDalso
contradicts[thehew[TOSCOcodelofl conductforltredit rating[agencies, “whichl[tlearly
states[that[“eachltating[not[initiated[at[thelrequest oflissuer 8hould[belidentifiedas
such” [((I0SCO,2004).

Second, fheNewBasel[Accord, whichs[duelfobeimplemented by G10banksatEhe
beginning[of[2007, aimslat[increasing[publicldisclosurelbybanks[inlorder[tolénsure[that
market[participantslcanbetterinderstandbanks’Fisk (profilesfandtheladequacylofTheir
capital (positionsl(Basel JCommittee, [12004). 1t is[JthereforeInecessaryJthatfinancial
institutionimanagersiinderstand[the[need [for[moreldisclosureland imovelin[this[direction
onltheirléwn. Thispaperprovidesianlincentivelfor bhankmanagers(foldiscloselinformation
as[itCdocuments[theimpact “of Cpublic[disclosure[onlktreditratingsCand “on[thelTelation
between[soliciting[alrating[and[thelhctual[ratingloutcome. Publicldisclosurel ot bnly
appears[tolhavelalpositiveleffect[on[credit[ratings, butlit[alsolseems[toleliminatelthe
downward [biasloffinsolicited Watings.

Third, [Fitchltecentlyannouncedthatl[itwas about tolassign[insolicitedTatingslto
EuropeanandJU.S. OinsurancelJcompanies] “inCorder JtoCprovide moreJcomprehensive
coverage” [in[fhe[Europeanand[U.S.insurancelsectors‘tomeetEhelgrowing demand” [for
its[ratings. [ Inltontrast[toltraditionalsolicited[insuranceltatings, theseltatings[would[be
“generatedl$olelyusinglalstatisticallinodel that [itilizes[financiall$tatement [information”
(Fitch,[2004b;[Fitch,[2005¢).[Fitch’s[announcement [friggered an immediate teactionfrom
the[German/InsurancelIndustry[Association[(GDV),whichléxpressed(itsdeepest/¢oncerns
and[uirged(Fitch(tolrefrainfrom[publishing[any insolicited [tatingsiinless(the[hew(rating
methodologylhadbeenH‘fullyldisclosed (and [widelyldiscussed (with[the[German[insurance
industryland[thelgeneral public” [{GDV,[2004). Fitch teplied byl clarifying somelpoints
underlyinglitslimethodologyforinsolicitedlinsuranceratingsbutldecided to[pressahead
with[thelpublicationlof theselratings[ (Fitch, 2005d).Thel results of[ thisl paper, Wwhich
indicatel thelexistence ofl‘alconservativebias[in[lunsolicited [ratings[bf[ low[disclosure
banks, suggest[thatinsurancelindustrylassociations[should[bemorelworriedabout[the
levellof(publicldisclosurelof(their(membersthan[by[thelissuancelof[uinsolicited[Tatings(per

Se.
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Finally, [t [s[worth[stressingloncelagain[that[thel¢redit [tatingstised[in[this[studylare
assigned[tolbanks[locatedin[Asia.[Tolsomelextent, thisfmayimit[theTelevancelbfthe
resultsCofthis[paperfor bthertontexts.(Althoughthistaveatimpliesthatthelpolicy
recommendations[should[belinterpretedwith[care, the fact that[FEuropeanbanksléxhibit
altomparableCandmoreldispersed [evel CofCpublicCdisclosure[thanAsian[banks[suggests
thattheltesults¢couldwell [¢arrydver.
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Tablel1
DistributionloflSamplebankindividual tatingsby [country

Country (IS olicited [MMMUnsolicited [MTotal

# % # % # %
Bangladesh 1 0.6 ) 3.0 6 3.6
China 1 0.6 15 8.9 16 9.5
HongKong 8 4.7 10 5.9 18 10.7
India 4 2.4 28 16.6 32 18.9
Indonesia 10 5.9 2 1.2 12 7.1
Macau 2 1.2 1 0.6 3 1.8
Malaysia 7 4.1 4 2.4 11 6.5
Philippines 11 6.5 2 1.2 13 7.7
SouthKorea 9 5.3 3 1.8 12 7.1
Taiwan 20 11.8 19 11.2 39 23.1
Vietnam 1 0.6 6 3.6 7 4.1
Total 74 43.8 95 56.2 169 100

ThelWwholelsamplel¢onsists[of[169bank[individual(ratingslassigned [by[Fitch. Ratingslarelaslof[January[31,
2004, and [ comel from[ Bankscopel and [ Fitch[ Research.[Only[thosel tountries[that[havelbothl[solicited and
unsolicited (bank[individual tatings[arelincluded in[thesample.

Tablel2
DistributionloflSamplebankindividual tatings[by Fatinglevel

Individual Interpretation TIIIIIIITIITIIITSolicited MMUJnsolicited 0 [MMTotal

rating

# % # % # %
A A@erylstrongbank 0 0 0 0 0 0
AJB 1 06 1 0.6 2 1.2
B ATlstrongbank 2 1.2 0 0.0 2 1.2
B/C 11 6.5 3 1.8 14 83
C Anladequatelbank 17 10.1 14 8.3 31 18.3
‘C/D 14 8.3 11 6.5 25 14.8
D AbankwithWweaknesses 20 11.8 20 11.8 40 23.7
DI/ E 5 3.0 23 13.6 28 16.6
E A bank[with[Seriousproblems 4 24 23 13.6 27 16.0
MTotal 74 43.8 95 56.2 169 100

Thelwholelsamplel tonsists[6f[169[banklindividual ratings[assigned[ by Fitch. Ratingslarelas[of[January[31,
2004, [andcomefromBankscopeland Fitch[Research.[See[Appendix A [forlaldetailed[interpretationlofleach
rating category.
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Tablel3

Descriptivelstatisticsloflbank[¢haracteristics

Variable Definition Obs Mean [ISDJ Min  Max
Risklinanagement
[(Loanloss[provisions/Netlint. rev. 100 x[{Loanoss[provisions/Netlinterest/revenue) 155 354 535 759 3129
(Impaired loans/Grossloans 100 x[(Impairedloans/(Loans 4 [Loanloss reserve)) 123 121 154 0 973
Fundinglandlliquidity
[Netloans/Total assets 100 x[{Loans/Totallassets) 169  50.7  17.0 0.1 914
[Liquidlassets/Totalldeposits 100 x[(Liquidassets/Customer[and(short[ferm funding) 156 39.0  49.7 0.7 4713
Capitalisation
Totallc¢apital(ratio 100 x[((Tier[1[4[Tier[2(¢capital)/Riskweighted assets) 140 147 122 021 1378
[Equity/Totallassets 100 x[(Equity/Totallassets) 169 9.3 122 202 840
Securitisation
[{nolvariablelfound[inBankscope)
EarningsCandperformance
[Returnlonlassets 100 x[(Netlincome/Totallassets) 169 0.5 20 010 7.2
[Costltolincome ratio 100 x[(Overheads/(Net!Interest/Revenue #Other(Operating 168 521 235 145 2403
Income))
Marketlenvironment
[Consolidated statement 100G [thebank’s[statement ls[¢consolidated, [0 [otherwise 169 52.1 50.1 0 100
[Unqualified[statement 1000if0the Ubank’s[Istatement[Thas[IbeenJaudited Jand [the 169  82.1 25.4 0 100
accountsl havel beenaccepted byl thelauditors withoutany
remark, [O[otherwise
[Commercial[bank 100Lf[¢ommercial bank, (0 dtherwise 169 87.0 33.7 0 100
[Communist[¢ountry 1000fthebanklisocatedin[Chinalor[Vietnam, [0 otherwise 169 13.6 344 0 100
[Sovereign(ratinglongferm Fitch’s[sovereign[foreignl¢urrency longterm(tatinglcodedlon 160 128 3.4 7 17
a20[(AAA)To1[(D)scale
Diversification/franchise
[Totalldeposits Totalldeposits(in[billion[of U.S.[$) 160 220 614 0.0 506.0
[Market[share[({deposits) 100 x[(Totall depositslatl banklj/Total banking depositslin 156 5.5 9.0 0.1 56.6
theldountrylofibank(j)
(Number[of(branches/Totallassets Numberofbranches/Totallassets! (in(billion[of U.S.'$) 122 643  86.3 1.4 460.1
[Number ] of(1 banks(1per(1 1,000,000 Numberloflbankslin countrylj/(Total[populationlinl¢country 169 2.7 4.8 0.0 21

inhabitants

3/1,000,000)
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[Table 3.[(Continued)

Variable Definition Obs Mean [I$SDI] Min  Max
Managementlandlstrategy
[(Numberlofldirectorslandinanagers] Numberl[ofldirectorslandimanagers(wholare[tmembers[of(the 131 20.8 12.0 1 70
supervisory[Jboard, theJboard of Jmanagingldirectors, Jthe
executivelcommittee,land /or[thelaudit/committee
Corporatelgovernance
[Domesticshareholders 100LifCallCbank[8hareholderslare from[the bank’s[country, 158  75.9 429 0 100
Olotherwise
[Percentageloflshareslowned[by: Percentagelof(bank(shareslowned [by:
[(MMBanks [Motherhanks[(0[T1100) 163 28.1  40.0 0 100
[MMndividuals/Families Mindividualsland families[(0T1100) 163 2.1 9.8 0 92
[Mndustrial[¢companies [Mindustriall¢ompanies (0[17100) 163 104  22.2 0 100
[IState/Publiclauthority [MStateland[publiclauthority [((0T1100) 163 19.7  35.3 0 100
[Number [l of(] subsidiariesl] majority Numberloflbankland[hon[bank[$ubsidiariesmajority owned 137 4.8 6.1 0 42
owned bylthelbank
Publicldisclosure
[Disclosurelindex 169  64.8 12.4 23.8 93.3

17
Disclosurelindex[= i 2 category; ,

i=1
wherel¢ategory,[isféqual Bo0[if[fherelismolentryinlanylofthe
correspondinglsubl¢ategorieslinBankscopeland[100[dtherwise
(somelcategories[teceivelanléxtralweight[Tlsee[ Baumannland
Nier,2004).
Thel 170 categories] includel] asset[] categories[] (loans[] by
maturity, loans[ by type, loans[by[Jcounterparty, Jproblem
loans, problem[loans[ byl type, securities[ by[type, securities
by holding[ purpose),[ liabilities[] categories[] (deposits] by
maturity,[deposits[1byItypelJoflJcustomer, Jmoneyl[ lmarket
funding,longtermfunding),nemo(lines[c¢ategories (reserves,
capital,[Jcontingent(liabilities, off(balancelsheetlitems)[Jand
incomel statement!| categories! (nonlinterest/income,[loan(loss
provision).

ThelWwholelsamplel¢onsists[of[169[banklindividualtatings assigned by [Fitch.[Ratings arelas[of[January[31,[2004,[and[¢omefrom[Bankscopeland[Fitch[Research.
Variableslin theltable werelselected Laccordingto Fitch’s(bank tating (methodology [(Fitch,[2004a). [(Statisticsinclude[humber of_ observations[(Obs), mean(Mean),
standard deviation[(SD), minimum((Min)land lnaximum((Max) [6f[éach Variable. Following Fitch’sbank [rating(methodology, (thel5 [year averagelof variables (1999
t0[2003) lisused [if (available,[the[3[year(average (2001 to[2003) [if (hot.
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Tablel4
Comparison/offbhanks[¢haracteristicslin[thelsolicitedand Wnsolicited [groups

MUnsolicited (It [values

Mean SD  Obs Mean SD  Obs

Risklmanagement

(Loan(loss[provisions/Netlint. tev. 33.9 69.6 65 36.4 38.3 90 [0.30
(Impaired(loans/Grossloans 14.9 19.6 64 91 7.7 59 [2.14%*
Fundinglandlliquidity

[Net[loans/Totallassets 48.4 20.5 74 52.6 13.5 95 1.59
[Liquidlassets/Totalldeposits 477 715 70 31.9 15.7 86 [1.99%*
Capitalisation

[Totall¢apital Tatio 17.3 17.0 65 125 44 75 [2.35%*
[Equity/Totallassets 13.2 17.2 74 6.2 3.9 95 [3.81%**
Securitisation

[(no¥ariablefound [in[Bankscope)

EarningsCandperformance

[Return(on/assets 0.5 2.7 74 0.5 1.0 95 0.11
[Cost[folincomeltatio 49.0 21.6 73 54.5 24.7 95 (1.51
Marketlenvironment

[Consolidated[statement 62.2 48.8 74 44.2  49.9 95 [2.34%*
[(Unqualified [statement 88.3 174 74 77.2 294 95 [2.86%**
[Commercial (bank 77.0 424 74 94.7 224 95 [3.50%**
[Communist[¢ountry 2.7 16.3 74 22.1  41.7 95 [3.78%**
[Sovereign [tating longferm 12.9 3.7 71 12.8 3.1 89 [0.07
Diversification/franchise

[Totalldeposits 15.3 274 65 26.5 76.3 95 1.13
[Market [Share[(deposits) 5.6 6.5 62 5.4 10.4 94 [0.11
[(Number[oflbranches/Total assets 51.7  96.9 42 70.9 80.1 80 (1.17
[(Number[of(banks[per[1,000,0006nh. 3.3 5.0 74 2.3 4.6 95 [1.37
ManagementlLandlstrategy

[(Number [of(directors and managers 19.3 10.0 52 21.8 13.0 79 1.17
Corporatelgovernance

[Domesticlshareholders 73.5 444 68 77.8 41.8 90 [0.62
[Percentagelof(shareslowned[by:

(MBanks 33.8 41.7 73 23.4 38.2 90 1.66*
[IMndividuals/Families 4.3 143 73 0.4 1.7 90 [2.59%H*
[(MMndustrial(¢ompanies 10.9 24.7 73 10.0 20.1 90 [0.26
[IIState/Publiclauthority 9.1 243 73 28.3 40.3 90 [3.57***
[(Numberlof(subsidiariesmaj. owned 70 7.7 59 32 39 78 (3.7
Publicldisclosure

[Disclosurelindex 65.8 114 74 64.0 13.1 95 [0.94

Thelwholelsamplelc¢onsists[of[169[bankindividualratingslassigned (by [Fitch.[Ratings arelas of[January(31,[2004,[and[¢ome
from[Bankscopeland[Fitch[Research. [ Variables[in[the[table were[selected according[to[Fitch’s[bank[tating methodology
(Fitch, 2004a). Statistics[include mean(Mean), [ standard‘deviation[(SD) Cand mumber[ofobservations( Obs) Cofleach
variable.[Thelt[valueslin[thellast[¢olumnvefertotheltstatisticslof[the[Ineansbetweenthelsolicited (rating groupland the
unsolicited [fating(group; ™ [Significantat[10%; ** Significant &t 5 %; *** [Significant[at[1%.
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Tableld

DeterminantsCoffbankndividual Fatings:[brdinary[east squaresandtwolStage[least[squares

regressions
Independent¥ariables MO rdinary least [Squares [ITwolstageleastsquares
(1) (2) (1) (2)
Constant [10.352 (0.326 0 10.561 (10.426
(0.23) (0.22) (0.31) (0.25)
Loan(loss provisions /Net[interest tevenue  [10.010**] [10.010**] [ [10.009* 10.009**
(2.20) (2.35) (1.95) (1.99)
NetToans/Totallassets [10.000 [0.006 [0 10.000 0.006
(0.05) (0.79) (0.06) (0.75)
Equity/Total assets [10.038**[1  [10.038 [ [10.048 [10.046
(2.07) (1.60) (1.26) (1.15)
Cost[tolincome(ratio (10.020°%F* (1 [10.021***[) [1 [10.018%F[] [10.020***
(2.87) (3.29) (2.42) (2.77)
Consolidated[statement dummy 0. 700%%* 1 [10.720%**[) [1 [10.694™**([] [10.737***
(3.26) (3.32) (3.08) (3.31)
Communist/¢ountry dummy (I1.248%F* 1 [11.438*** [ [ [11.038**F*[] [11.206***
(3.72) (4.45) (2.84) (3.17)
Log[(totalldeposits) 10.074 10.156* [ [10.065 10.135
(0.86) (1.67) (0.60) (1.19)
Banklownership/dummy 70.816%** 1 [10.580**[1  [1 [10.810**F*[1 [10.596**
(3.47) (2.35) (3.39) (2.30)
Disclosurelindex [10.035%F* 1 [10.030*** [ [1 [10.047***[] [10.045***
(3.11) (2.99) (3.15) (2.85)
Solicitedindividual [tating dummy 10.866 F* (1 [T1.181*** [ [ [10.836™*F*[] [M1.173***
(3.94) (3.94) (3.75) (3.89)
Unqualifiedstatement [dummy [10.303 [10.505
(0.81) (1.14)
Statelownership[dummy 10.585* 10.495*
(1.86) (1.93)
Solicited[dummy x[OtherHating dummy [10.643* [10.633*
(1.92) (1.89)
Observations 148 148 148 148
AdjustedRSquared 0.58 0.61 0.57 0.60
Classificationlaccuracy(%):
[Tactualminus(predicted (tating[=[0 31.8 31.8 34.5 29.7
[Tactual minus[predictedtating[Z=[11[or[1 50.7 52.7 46.6 54.1
[Tactual minus[predicted(tating >[12[or(2 17.6 15.5 18.9 16.2

Theldependent(variablelin[each(tegression is(the banklindividualtatingl¢coded on[al9(A)to[1[(E)scale.[Thelfirst
twole¢olumns/teportlordinarylleast[squares éstimateswhichltreat equity/totallassets and[theldisclosure/indexlas
exogenous.Thellast[twolcolumns(teport [twolstage least[Squares(éstimates(obtained (by [instrumentinglequity /total
assets and [thel disclosurel index [ with[thelother[(exogenous)explanatory  variables and country dummieswhich
reflect JtheJaveragelllevel Jof[JtheJintrumented Civariables[in[Jeach Csamplecountry. Robust [t [Statisticsare[Jin
parentheses; ¥ [dignificant(at 10%; ** [significant [at[5%; ¥ ** [gignificant[at[1%.
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Tablel6

Determinantslof(bank(individual(tatings: [freatment [éffect model

Independent [Yariables [T wo Step [ITwolstep &IV
Selectionl]  Outcome Selectionl]  Outcome
Constant [10.516 [10.176 [J [10.101 10.693
(0.28) (0.12) (0.05) (0.42)
Loan(loss provisions/Netlinterest tevenue  [10.007*]  [10.011***[] [ [10.007 10.010**
(1.70) (2.77) (1.54) (2.49)
Netoans/Totallassets 0.001 m0.000 O 10.003 0.000
(0.13) (0.02) (0.29) (0.06)
Equity/Totalassets [10.007 [710.036* [ [10.056 10.038
(0.25) (1.66) (1.24) (0.86)
Cost[folincome tatio [710.001 [10.020*%** 1 [ [10.005 [70.019%**
(0.19) (4.20) (0.74) (3.20)
ConsolidatedStatement [dummy 0.804***  [0.596**0 O O0.757***0 0.559*
(3.09) (2.01) (2.88) (1.87)
Communist[¢ountry [dummy ML170%F] [T1.143%**0) [ [11.449*%F(1  [10.855*
(2.15) (2.88) (2.45) (1.70)
Log[(totalldeposits) [10.156 (10.089 [l [10.056 [10.070
(1.50) (1.04) (0.46) (0.70)
Banklownershipldummy [710.080 (10.833***[1 [ [10.051 [10.829%+*
(0.26) (3.27) (0.17) (3.23)
Disclosurelindex 10.014 [10.034*** 7 [ [10.006 [10.048%**
(1.18) (3.41) (0.33) (3.06)
Solicited JongEerm[debtFating[dummy [1.060%*** O [0.935%**
(2.91) (2.58)
Solicitedindividual tating[dummy 11.214* (1.325%*
(1.67) (1.65)
Hazardtate[= po, (10.225 [10.260
(0.50) (0.53)
Observations 148 148 148 148
Pseudo(R[squared 0.20 0.20
Classificationlaccuracy(%)[1ISelection:
[I¢orrectlyl¢lassified 71.6 65.5
Adjusted[R[Squared 0.54 0.54
Classificationlaccuracy[{%)TOutcome:
[Mactualininus(predicted (rating[=[0 324 34.5
[Tactualiinus[predicted tating[Z=[11[or[1 51.4 50.0
[Mactualininus(predicted [tating >M2[or[2 16.2 15.5

Theltablereports[theTesultslofthefreatment effect model. [The(first(Fwol¢olumnsTeport twoSteplestimates[(Heckman,[1979)
which[treatéquity/totallassets and [Bheldisclosurelindex/as éxogenous.The(last twol¢olumns teport [fwolstep éstimates dbtained
byl instrumenting[ equity/totall assets[ and[ thel[disclosurel index[before applying! thel twolstep method[(thelinstruments! for
equity/totallassets and the disclosurelindex arelthelsamelaslin[Table[5). Forl¢achimethod[(twolstep and twolstep[# V), the
tablelteports(the tesultslof thelselection andoftheldutcomeleéquations.Theldependentvariablelin[thelselectionléquationis/the
solicited [individual[tatingdummy [{1[if solicited, 0obtherwise).[Theldependent[Variable[in the[outcomelequation[isthe[bank
individualratingcoded ConCa90(A) CtoI10(E) Cscale. [[Robust [t [StatisticsarelinCparentheses [for [Jthe [twolstep “estimates;
bootstrapped [t statistics(arelin parentheses(for the fwolstep 31V eéstimates; ¥ [Sign. at[10%;F* Sign. at[5%; ¥ **[sign. (at(1%.
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Tablel[T

Determinantslofibank[individual(tatings: [éndogenous[switchingtegressioninodel

Independent Fariables MM ax. (Likelihood MMax.[Likelihood 3V
Unsolicited Solicited Unsolicited[] Solicited
Constant (11.583 [1.187 0 10.140 0.102
(0.71) (0.37) (0.06) (0.02)
Loan(lossprovisions/Netlinterest tevenue  [10.016**(] [10.015**[1  [J [10.013**) [10.019**
(2.29) (2.32) (2.12) (2.49)
Netdoans/Totallassets [10.009 [10.018 [0 10.010 M0.022
(0.87) (0.96) (0.87) (0.99)
Equity/Totalassets 10.091 (10.004 O [0.075 10.066
(1.56) (0.10) (0.67) (0.56)
Cost[folincome(tatio 70.018*F*  [10.024**1  [1 [10.015 10.034**
(2.65) (2.28) (1.48) (1.97)
Consolidated[Statementdummy [10.750 [10.266 [] [10.665 10.852
(1.39) (0.46) (1.06) (1.42)
Communist[¢ountry [dummy (T1.472%F*  [11.341 [l [10.707 (11.639
(2.92) (0.20) (0.76) (0.25)
Log[(totalldeposits) [10.071 10.315* (1 [10.008 [10.350
(0.56) (1.66) (0.07) (1.13)
Banklownershipldummy 70.659*[1  [10.887 0 [10.601°%* 10.806
(1.81) (1.56) (1.75) (1.24)
Disclosurelindex 70.023*[1  [10.034 0 [10.058%* [10.036
(1.89) (1.60) (1.86) (0.81)
Standard(deviation[(e,) (= o (10.964*+* (] [10.941%**
(8.29) (7.36)
Correlation[{e,, )= py, (10.131 [ [10.114
(0.12) (0.08)
Standard[deviation[(e,) &= o, (11.442%%% [11.838%**
(4.99) (6.50)
Correlation[{e,, )= p,, [10.841* 10.887*
(1.72) (1.68)
Observations 85 63 85 63
Adjusted[R[squared 0.57 0.36 0.59 0.28
Classificationlaccuracy(%):
[Tactualliinus(predicted rating[=[0 37.7 25.4 38.8 31.8
[Mactualminusipredicted Tating =11 or[1 51.8 52.4 50.6 47.6
[Mactual ininus(predicted (tating >M2[or[2 10.6 22.2 10.6 20.6

Theltablelreports thel resultsof thellendogenous switching[ regressionmodel. Thel first[ twol columns[ report
maximum/ likelihood Cestimates[(Greene, [ 11995) which[ treat[equity/total Cassetsand [the[ disclosurelindex[Jas
exogenous.[ Thellast[twolcolumns(teport maximum/likelihood estimates obtained [byinstrumentinglequity/total
assetsand [the[disclosure[ index[ beforel performing themaximum/likelihood lestimation[(the instruments[ for
equity/totallassets[and theldisclosurelindex[are[thesamelas(inTables(5and [6).[Theldependent ¥ariablelinléach
equationlisthelbanklindividuallrating[¢odedon a9 (A) ko1 (E)[scale.[(Robust(t Statisticslare[in[parentheses for
thelmaximum/(likelihood[éstimates; bootstrapped(fstatisticslarelinparenthesesfor Ehemaximumlikelihood F 1V
estimates;[* [significant(at[10%; ¥ *[dignificant(at[5%; ¥ ** [Significant [at[1%.
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Tablel[8

Determinantslof(bankindividualltatings: [fest[ofthe[publicldisclosurehypothesis

Independent Fariables IIIIITIITITIIIIIIIIOrdinary deast[Squares  Twolstagelleast[Squares
Constant (II0I12.558%* (ITIIII0.902
(1.79) (0.45)
Loan(loss[provisions/Net[interest tevenuel] [TIIII0.012%** (IITIII0.009**
(2.62) (2.02)
Netoans/Total (assets (IIITTI0.001 (IIIIT0.005
(0.10) (0.48)
Equity/Total assets (IIITI0. 045* * (0. 084 **
(2.12) (1.98)
Cost[folincomelratio (N0, 021 %** (IIII0. 01 5%*
(2.99) (1.99)
Consolidated[statement[dummy (0. 692 ** (0. 702**
(3.17) (2.47)
Communist/¢ountryldummy (I 51 1% ** [TITITT0.659
(5.34) (1.33)
Log[(totalldeposits) (IO, 145%* (T, 188*
(1.66) (1.70)
Banklownership[dummy (ITIII0. 894 ** (NI 048+
(3.56) (3.22)
Unsolicited x[High[Disclosure (0. 675%* (III0.084
(2.60) (0.16)
Unsolicited x[(1[THighDisclosure) (I . 30 3% (M2, 35 14
(5.30) (3.22)
Observations 148 148
AdjustedRSquared 0.55 0.41
Classificationlaccuracy(%):
[Mactualminus[predicted rating[Z=[0 31.8 27.7
[Iactualninus(predicted Wating (=11 or[1 50.0 46.0
[Iactualninus(predicted Wating >[12[or[2 18.2 26.4

Theldependent Variablelinleach(regressionis[the bankindividualrating[¢odedlon(a9[(A)to1(E)scale.[Thelfirst
column/feportslordinary[least[squaresestimates Wwhich treat equity/totallassets, tinsolicited x[highldisclosure,
and unsolicited x[(1[1Thigh(disclosure) aslexogenous. Thellast[¢olumn Teportstwolstagelleast[squares éstimates
obtained by [linstrumentingequity/totalJassets, lunsolicited x[Thigh[ldisclosure, Jandunsolicited x[(10Thigh
disclosure) [with[thelother[(exogenous)explanatory [variables and[countrydummies which[reflect the average
levellof(thelintrumented ¥ariables(in[¢ach[sample_¢country.[Robust t[Statistics arelinparentheses; * [significant[at
10%; F* [Significant [at [5%; ¥ ** Significant at 1%.
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Appendix[A.[Fitch’slindividual (ratings:[definitionand[scale

Definition:

IndividualRatings[lareassigned Conly[to[banks.[TheselTratings, which[Jarefinternationally
comparable,attempttolassess[howlalbankwouldbelViewed[if(it [Wwereléntirelyindependent
and[lcouldmot[Telyon[externallsupport. These[ ratings[lare/designed [ tol[Jassess[lal bank’s
exposurel to, lappetitel for,landmanagement [of[ Trisk, land[thus[represent our view onl[the
likelihood [that [it[would [tunlintol$ignificant[difficulties[$uch[that[it Gvould[tequirelsupport.
Thelprincipal factorsiwelhnalyzeltolevaluate[the[bankandldetermineltheseltatingsinclude
profitabilityand [ balancel sheet[integrity (including[ capitalization), franchise, inanagement,
operatinglénvironment, and[prospects. Finally,[¢onsistency[is[animportantconsideration, as
isfalbank’s(size[(inlterms oflequity[¢apital) and [diversification[(in terms oflinvolvement in a
variety[oflactivitieslin(different/économiclandgeographicallsectors).

Scale:

AT

Bl

cO

DO

E0

Aerylstrong[bank.[Characteristicstmayincludeloutstanding (profitability[and[balance
sheetlintegrity,franchise,[management,[dperatinglénvironmentlorprospects.

Alstronglbank.[Therelare[holmajor concerns[tegarding(the bank. Characteristicslmay
includelJstrong[lprofitability[]and[balancel]sheet[lintegrity,]franchise,[lmanagement,
operatinglénvironment [or[prospects.

Anladequatelbank,which,however, possesses[onelor Inoreltroublesomelaspects. MThere
may[belsomel¢oncernsTegardingitsprofitability fand (balancelsheetGntegrity, franchise,
management, [operatingénvironment or[prospects.

Albank, Wwhichlhas[weaknesses[oflinternal (and/or externallorigin.[Therelarel concerns
regarding] its[] profitability J and[J balance[d sheet [ integrity, O franchise,[] management,
operatinglenvironmentor[prospects. Bankslin[emerging[iarketslare[hecessarily[faced
withlalgreatermumberlof(potential (deficienciesofléxternallorigin.

AlbankWith¥ery[Serious[problems,svhich[éither (tequireslar[slikely[foltequireéxternal
support.

Intermediatelcategories,(i.e.,[A/B,[B/C,[C/D,and[D/E,[arelalso used.

Source: http://www.fitchratings.com/

Appendix[B.

Table[9l¢ompareslordinary(least[squares/andlorderedprobit/éstimates of[équation[(1).
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[MTablel9
[MDeterminantslofbanklindividual @atings: [ordinary east [Squares[and [ordered [probit Fegressions

Independent ¥ariables MO rdinary least [Squares [IOrdered (probit

(1) (2) (1) (2)
Constant [10.352 [0.326 0 0
(0.23) (0.22) 0 0
Loan(loss provisions/Net[interest tevenue  [10.010**[J [10.010**(J [ [10.009**[] [10.011**
(2.20) (2.35) (2.10) (2.40)
NetToans/Totallassets [10.000 [0.006 [0 10.003 M0.012
(0.05) (0.79) (0.45) (1.52)
Equity/Totallassets [10.038**1  10.038 0 [10.034**F(]  [10.031
(2.07) (1.60) (2.09) (1.41)
Cost[folincomeltatio 10.020%F* 7 [10.021*** [0 [1 [10.020%**[1 [10.023***
(2.87) (3.29) (2.86) (3.43)
Consolidated Statementdummy 0.700%**0 [0.720***0 O 0.648***[0 [I0.649***
(3.26) (3.32) (3.16) (3.03)
Communist[¢ountry [dummy (1. 248%F* 7 [T1.438*** [ [1 [M1.312%F*F[] [M1.675%**
(3.72) (4.45) (3.73) (4.73)
Log[(totalldeposits) 10.074 10.156* 1 [10.053 10.167*
(0.86) (1.67) (0.62) (1.68)
Banklownership/dummy T0.816%** 1 [10.580**[1  [1 [10.748%F*[] [10.495**
(3.47) (2.35) (3.64) (2.18)
Disclosurelindex [10.035%F* 7 [10.030*** [ [1 [10.034™**[] [10.029***
(3.11) (2.99) (3.11) (2.92)
Solicitedindividual [tating dummy 70.866F** 1 [T1.181*** [ [1 [10.851*F*[] [11.220***
(3.94) (3.94) (4.15) (4.17)
Unqualified[statement [dummy 10.303 10.004
(0.81) (0.01)
Statelownership[dummy 10.585* 10.772%*
(1.86) (1.96)
Solicited[dummy x[OtherHatingdummy (10.643* [10.703**
(1.92) (2.19)
Observations 148 148 148 148
AdjustedRSquared 0.58 0.61
PseudolR[squared 0.24 0.26
Classificationlaccuracy [(%):
[Tactualminus(predicted (rating[=[0 31.8 31.8 34.5 33.1
[Mactualminusipredicted FatingZF=T1 or[1 50.7 52.7 48.0 49.3
[Mactualminus(predicted [tating >[12[br(2 17.6 15.5 17.6 17.6

Theldependentvariablelin[éachtegressionisthebanklindividual tatingl¢odedon[al9(A) Eo1(E)Scale.[Thelfirst
twolcolumns[teportlordinary [least [squaresestimates.[Thelast [twol¢columns report ordered [ probitlestimates(for
brevity, UestimatedJcut points‘Jof[JtheJordered Jprobit[are Jomitted).[JRobust [t [statistics are[Jin[Iparentheses;
*[Significant[at[10%;¥* [significant (at[5%; ¥ ** Significant at(1%.
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