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1. Introduction

“There are two superpowers in the world today in my opinion. There’s the United States and
there’s Moody’s Bond Rating Service. The United States can destroy you by dropping bombs,
and Moody’s can destroy you by downgrading your bonds. And believe me, it’s not clear
sometimes who’s more powerful.””*

- Thomas Friedman
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"the most powerful force in the capital markets that is devoid of any meaningful regulation.

- Glen Reynolds

1.1 Background

The most important goal of a firm is to create an environment favourable to earning long term
profits. A large portion of a company’s value is due to its current and future earnings
capability. Finding ways to increase profits from core operations can increase its value.
Expansion in the long term usually requires additional capital and consequently increases the
risk exposure of a firm. Two important determinants of future success are to what extent

companies are able to access capital markets and maintain a stable risk exposure.

Financial markets hold an essential function in the economy. They channel funds from people
who have no productive use for them to people who do. An important aspect to consider for
investors and issuers is to determine the credit risk involved. Credible and accurate
information is needed to conduct this assessment. Techniques and consequently institutions
have been developed to solve these problems. As the level of international integration of
capital markets increases the need for a global governance system that regulates the markets
increases. An important actor in this governance system is Credit Rating Agencies (CRA).
These agencies are specialised in providing market actors with expertise that facilitates the

estimation of risk when appraising an investment.*

! Partnoy (2001)

2 Economist (2005)

® Nofsinger (2004) p.1
* Kerwer (1999)



The activities of CRAs produce significant effects. A poor rating can drive up an issuer’s
borrowing costs and in certain cases put companies out of business. Credit rating agencies
also rate sovereign debt, which has significant implications for international government to

government business relations.

Since the collapse of WorldCom and Enron which both had high ratings prior to their
downfall, a debate has been waged across the world as to the role of CRAs. They have been
accused of protecting the companies they rate instead of acting in the interests of the
investors. An illustrative example of a conflict of interest is that the CRAs offer consulting
services to the companies they rate. A survey from 2004 conducted by the Association for
Financial Professionals showed that 34% of CFOs considered the ratings they received to
incorrect and 41 % found that the CRAs did not respond quickly enough to changes in their

respective business environment.’

Regulators such as the Securities and Exchange Commission (SEC) speak of the importance
of preserving the integrity of the market through reforming the credit rating industry, but as
yet nothing has happened. The credit rating industry is dominated by two major companies,
Standard & Poor’s and Moody’s, and is considered a duopoly. This duopoly is shielded from
competition through their designation as Nationally Recognised Statistical Rating
Organizations (NRSRO), a status that only a limited number of companies have obtained. The
SEC is currently debating the credit rating industry and a possible industry wide reform. June
11™ 2005 has been set as deadline for providing comments to the SEC as to what this reform,

if needed, should imply.

We find it of interest to study and analyse the role of CRAs and the future of the industry,
because the credit market is becoming more and more powerful in the global economy. Since
the 1970s, credit markets have been the driving force in finance and have generated huge
trading volumes, substantial profits and there have been several debates concerning legal and

regulation related issues.

° http://www.afponline.org/pub/pdf/2004_10_research_cra_report.pdf



1.2 Prior research

There have been several studies written on the subject of the credit rating industry. These
studies have studied quantitatively for example the correlation between a change in a rating
and the effect on the stock price as well as the bond price. The majority of the studies we have
read have been qualitative where the dynamics of the credit rating industry have been
analyzed. Well known books and journals have been written by Cantor & Packer (1994),
Fight (2002), Kerwer (1999 & 2004), Partnoy (2001) and Fisch (2005). All these studies have
depicted the credit rating industry from different perspectives and they have all provided
suggestions on how to reform the industry in order to make it more efficient. The authors of
these studies have different theoretical approaches when analyzing the credit rating industry.
There is however an absence of studies that have applied the Principal-Agent theory as the
framework for analysis. There is a void in the research field. The Principal-Agent theory is of
interest to use as a framework as the role of the CRAs is to reduce the agency costs between
the shareholders and management. . This theory however is insufficient in its original form as
it does not completely capture the dynamics of the credit rating industry. The credit rating
industry, as with most industries, consists of multilateral relationships between the involved
actors. For this reason we have developed an”Extended Principal-Agent Model” that captures
the interdependence of the different actors. It is our belief that this model is conceptually
more illustrative and effective when analyzing the credit rating industry than previously

applied theories.

1.3 Purpose

The thesis has a dual purpose:

1. From an extended principal-agent-theory analyze the credit rating industry.
2. Based on the findings of purpose 1 define if there is a need for reforming the credit rating

industry. If this is the case suggestions on how to reform the industry are proposed.

1.4 Target group

The target group for this thesis are academics studying master level and above. Our thesis will
also be sent to the SEC, before the 11" of June 2005, in order to be able to provide



suggestions on the reform, if needed, of the credit rating industry. Finally the thesis can be of
interest for the CRAS.

1.5 Delimitations

The thesis focuses on the role of CRAs and their role as monitors in the corporate governance
system. By this we imply that the relationship of CRAs to companies and not to sovereign
states is analysed. The focus of the thesis is placed on the two dominant market actors
Moody’s and Standard & Poor’s and when the abbreviation CRA is used this refers to these
two actors, if it is not stated otherwise. Further in the principal-agent analysis the question of
internal governance controls are excluded as the thesis concentrates on external principal
agent relationships. In the theoretical discussion concerning regulation of securities
intermediaries, oligopolies are briefly discussed. The reason for the exemption of more
detailed theories of oligopolies and more specifically game theories such as Cournot,

Stackelberg and Bertrand is that our thesis addresses the subject on a more general level.

1.6 Outline

In this chapter the structure of the thesis from chapter 2 to chapter 6 is presented.

Chapter 2 - Methodology

In this chapter we will discuss the methodological framework of the thesis. The
methodological approach that has been chosen is discussed as well as, how the data has been
gathered and how it has been processed and whether or not our findings can be considered

trustworthy.

Chapter 3 — Theory

In this chapter the chosen theories will be explained. In order to provide an holistic
understanding of the credit rating industry, the theoretical chapter starts by providing the
underlying assumptions of corporate governance theory and the structure of the system. In
this system the role of the CRAs is illustrated. Integrated into the corporate governance theory
is an extended principal-agent theory that illustrates the interdependence of the different

actors in the corporate governance system. Following this presentation the underlying theory



of why financial intermediaries, such as brokers, exist is presented. To conclude the theory of

regulating securities intermediaries is depicted.

Chapter 4 — The empirical study

This chapter begins with a description about what a rating is and the history of the credit
rating industry. We believe that this gives the reader a pre-understanding which is necessary
to relate to the following analysis. The chapter also describes the major firms in the market,
Moody’s, Standard & Poor’s, as well as how the rating process is performed and the
underlying criteria upon which this are based. The chapter ends with a description of the
dynamics of the credit rating industry that the NRSRO-designation has given rise to and a

presentation of certain corporate scandals that have involved CRAs.

Chapter 5 — Analysis

The analysis is divided into two parts. The first one consists of applying the extended
principal agent framework from chapter 3 to the credit rating industry. The second part of the
analysis is dependent upon the results of the first part when proposing suggestions for

improvement.

Chapter 6 - Conclusions
In the last concluding chapter the findings of our thesis are presented and discussed.

1.7Abbreviations

CRA - Credit Rating Agency

NRSRO - Nationally Recognized Statistical Rating Organization
S&P - Standard & Poor’s

SEC - Securities and Exchange Commission

SOA - Sarbanes Oxley Act



2. Methodology

2.1 The approach of the thesis

The scientifical approach a researcher chooses determines to a large extent the conclusions
that can be drawn. This thesis takes its starting point in already existing theories and has
therefore a deductive methodology.® The choice between inductive or deductive was easy
since we in our information collection phase found literature and theories that gave us a pre-
understanding for our field of research. This pre-understanding was necessary in order to
conduct an analysis. A deductive approach aims to verify or falsify existing theories in the
research field. Within the deductive approach a research synthesis perspective has been used.
The objective of the research synthesis is not to repeat past research but to analyse its
implications and further the knowledge base. The contribution of the thesis is to introduce a
new theoretical perspective in order to offer a practical solution to the reform of the credit

rating industry.

Since the purpose of the thesis is to develop a deeper understanding in the subject, a
qualitative method is considered more suitable than a quantitative. To be able to conduct a
qualitative thesis the researcher must put himself in the place of the object and see the
investigated phenomena from its perspective. It is only when the researcher is studying the
phenomena from the inside that he can develop a deeper and more complete understanding
about the investigated issue.” A further reason underlying the choice of the qualitative method
is that the investigated variables are hard to quantify and therefore excludes the quantitative
approach. The importance of a pre-understanding, which the deductive qualitative method
requires, can be criticized since the researcher may focus on gathering information which
supports this pre-understanding, which negatively impacts on the neutrality of the information

chosen.

The thesis is based upon secondary data that has been collected through articles, journals and
literature in the designated research field. The choice of using secondary data instead of
primary data was to a large extent because of the insufficient time at the authors’ hands.

Secondly during the data gathering phase a substantial amount of literature including books,

® Arbnor et al. (1994) p.108
"Holme et al. (1997) p.92



journals and articles was found that provided a holistic understanding of the research field.
This was the underlying reason for the choice to write a thesis from a research synthesis
perspective, where existing theories could be developed. If the authors had chosen to rely on
primary data, collected by ourselves, we would only have been able to cover a limited area of
the subject. There were also doubts as to if it would be possible to collect sufficient amounts

of data and that the reliability of that data could be low.

New knowledge can be produced through empirical studies in two ways.® The first one
implies that the developed results challenge existing theories and new knowledge is created.
The second way is to, through empirical findings, develop existing knowledge. This thesis

should be categorized in the type of knowledge lastly specified.

In order to help the reader to understand the complexity of the credit rating industry we have
chosen to demonstrate how the industry is constituted, why it exists, the history of it and a
presentation of the dominant actors. The empirical part of the thesis is of a descriptive
character and it is the author’s belief that is a necessity for the reader to develop a
fundamental understanding of the industry dynamics in order to be able to relate to the

analysis part of the thesis.

2.2 Validity and reliability

The definition of validity states that research should not be affected by irregular or systematic
errors. Research exists in two levels, the theoretical level and the empirical level. How a
researcher formulates his hypothesis and how he interprets the results from the empirical
study are issues related to the theoretical level. The second level, the empirical level, concerns
how the researcher collects data and how the data is processed. Validity is expressed as the
extent to which the theoretical level and empirical level correspond. One cannot empirically
judge whether or not the validity is good. Instead one has to make a judgement if the chosen
point of departure is suitable and argue for its advantages and disadvantages. The validity of
our thesis is believed to be good but this can be questioned. On the theoretical level the
purpose of the thesis is clearly specified and so is the method by which the data is interpreted.
The empirical level of the thesis is also considered satisfying. We have collected data from

credible sources and following the collection phase the information has been handled and

8 Jacobsen (2002) p.15
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analysed. There is, as already mentioned, questions about the validity. When secondary data is
used it is difficult to interpret how this data was initially collected. The majority of the authors
and researchers this thesis refers to are well-known in the academic sphere or are representing
institutions that are well-known. Despite the fact that they are well-known or are representing
well-known institutions there is still room for committing errors. However the reliability of
these sources in relation to other less credible sources leads us to believe that the scope for

subjectivity for is limited.’

The reliability of research refers to the absence of random measurement errors. A high
reliability means that a research study should obtain identical results from studies conducted
independently of one another and not be dependent upon variables as to who is conducting the
research or when the research is conducted. As a mean to obtain a high reliability, the
conducted research should be precise. Given the definition of reliability it is the authors’
belief that the thesis has a high reliability since we are performing a study based upon
secondary data from many different authors that have pursued different approaches to the

formulated research problem.

2.3 Data collection

The thesis is based solely upon secondary sources. These sources are predominantly books,
journals, articles and statements from experts in this research field. Since these books and
articles are written by recognized authors the potential for lacking credibility should not be
significant. One other reason to believe that the sources are reliable is that they have been
found at the Economic Library at the University of Lund, at LOVISA, at ELIN, from well-
known economic magazines or at homepages from regulatory authorities. There is however a
potential problem about the fact those researchers often refer to other researchers in their
work. As we are using secondary sources we have found our references in the work of other
researchers where they also make reference to priory written research. Information has been
collected from the homepages of the CRAs, and this information is presumed to be more

subjective than the other data collected and this has been taken into consideration.

In the data collection phase when we performed searches for books, articles and journals at

ELIN and LOVISA using keywords such as credit rating, regulation of financial markets,

® Jacobsen (2002) p.255
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SEC, corporate bonds and other keywords linked to those previously mentioned. In order to
reduce the large number of articles, journals and book we found from these keywords we

ranked our findings and chose the ones we believed were the most relevant.

Finally we have also used a survey conducted by Cantwell & Company in 2001. Cantwell &
Company is a specialised consultancy in advising issuers on how to manage the rating
process.’® The company conducts each year an international survey directed at issuers where
they are questioned concerning their perception of the credit ratings received and their

viewpoints on the relationship between CRAs and themselves.

2.4 Determining the credibility of information sources

We have investigated the credibility of our sources of information through four different

phases. These are observation, origin, interpretation and usefulness.*

- Observation
To obtain a broad picture of how the credit rating industry works we have used a vast
number of different sources both in English and Swedish.

- Origin
In order to evaluate the reliability of the sources we have compiled sources with
different point of views on the subject within the research field.

- Interpretation
Since our pre-understanding of the credit rating industry before having conducted this
thesis was limited, we assume that we not have been misled by our own subjectivity
towards the subject. We find our sources to be objective and the potential for
subjective analysis to be limited.

- Usefulness
By comparing different sources of data, the thesis has achieved a higher reliability.
When we have found data that corresponds between independent sources a higher

reliability has been subscribed as opposed to if this was not the case.

19 Fight (2001) p.151
" Holme et al. (1997) p.107
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3. Theory

3.1 Corporate Governance Theory

Corporate governance issues are receiving greater attention in both developed and developing
countries as a result of the increasing recognition that a company’s corporate governance
affects both its economic performance and its ability to access long-term, low-cost investment
capital. Corporate governance is a term that can be referred to as the framework through
which companies are controlled. The framework specifies the systems, processes,
relationships and rules to which companies are exposed to. The aspect of systems and
processes includes factors such as reporting requirements, measures of performance,
accountabilities and delegation of authority. Relationships refer to the main actors that are
management, owners, board of directors, regulators, employees and shareholders. Rules
consist of rules determining the internal obligations of a company as well as external
obligations imposed by government.? Corporate governance can be regarded as the

instrument through which trust is maintained across the involved stakeholders.

The principals of the corporate governance system have been developed by the OECD in their
“Principles of Corporate Governance” and these function as an international benchmark for
policy makers, investors, corporations and other stakeholders.® In addition to these principals
there are other regulatory institutions that exert an influence over the rules of the corporate
governance system. The Securities and Exchange Commission (SEC) is the US governing
body which has primary responsibility for overseeing the regulation of the securities industry

and is an important stakeholder in the corporate governance system.™

The Sarbanes Oxley Act (SOA) signed in 2002 is an attempt by regulators to restore the
confidence in the market following corporate scandals involving companies such as Enron
and WorldCom. The aim of the SOA is to protect investors through increasing among other

things the accountability of regulators such as auditors and requiring public companies to

12 http://www.corpgov.net
3 http://www.oecd.org/dataoecd/32/18/31557724.pdf
 Nofsinger (2004) p.7
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establish an accounting oversight board to limit the occurrence of fraudulent corporate

practices.

A holistic understanding of the corporate governance system can be found by studying figure
1 found below. This figure illustrates the separation of ownership and control as well as the

role of monitors acting as a liaison between the stakeholders and controllers.

Stakeholders Monitors Controllers

Investors Within Company
Board of Directors

Creditors

Outside Company
«—> Auditors <«
Analysts
Bankers
Employees Credit Agencies
Attorneys

Managers

Society

Government
SEC
IRS

Figure 1: The Corporate Governance System*®

3.2 Principal Agent Theory

In a company, the shareholder also known as the principal delegates their decision rights to
management also known as the agent to represent their interest. This delegation of authority

implies that the shareholders as the owners of a company are separated from management that

15 Nofsinger (2004) p.6
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controls the company. This separation of ownership and control is the main reason for the
existence of corporate governance controls. The interests of the shareholders need to be
aligned with the interests of management to reduce potential conflicts of interest. The problem
of lack of motivation of management as agents to act in the interest of the shareholders, the
principals, is in economics referred to as the principal-agent problem. The principal-agent
theory is a means to conceptualize the relationship between the owner of a company (its
shareholders) and the agents (the management team). The underlying assumption of the
theory is that each individual is profit-maximizing. Given the divergence of interest between
principals and agents agency costs arise. These agency costs arise because of information
asymmetries, uncertainty and risk as is the case with most contracts entered into. The
principal lacks the means to monitor the agent in order to guarantee that their interests are

represented.

Adverse selection is one type of informational asymmetry which can distort a market. A
common example to illustrate adverse selection is the insurance market. If buyers of insurance
policies can calculate the probabilities of loss better than the provider of the insurance, this
may distort the market since the providers not may be able to set accurate premiums because
of the fact that they not have accurate measures of expected loss. The resulting equilibrium
can be an undesirable outcome for many participants on the market. In order to for this
disequilibrium not to appear the companies are in need of producers of information, to set

accurate premiums on their products.’®

The solution to limiting information asymmetries is similar to the moral hazard problem,
which is to ensure (to the largest extent possible) the existence of suitable incentives in order
to align the interest of both parties. From a game theory perspective, this implies that the rules
of the game need to be changed to create a harmonization of interests. The harmonization of

interests can be achieved through internal and external corporate governance controls.

3.2.1 External corporate governance controls

External corporate governance controls refer to the controls external stakeholders have over
companies. These external controls are mainly exercised through; external auditors,

government regulators and debt covenants.

18 perloff (2004) p.659
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When the principal agent theory is applied to regulation through external corporate
governance controls, there are certain problems. To begin the theory can be criticized for
providing an inaccurate perception of a company’s primary relations. It is insufficient to
believe that the primary duties of management are to represent the shareholder as their agents.
A more accurate perception is to regard management as the agents of the company as a whole.
A company consists of several stakeholders (suppliers, customers, government etc) and it’s
the effectiveness in handling these multilateral relationships that ultimately determine if the
principals (shareholders) will make a profitable investment.'” A focal point of the principal
agent theory is the aspect of agency costs. Agency costs arise due to the time consuming task
of monitoring the agents and can be regarded as transaction costs. These costs are a result of
the need for monitoring the agents so that potential conflicts of interest do not materialise,
such as management seeking to maximise themselves. The second problem relating to the
principal agent theory is the difference in motives between regulators (public or private),
management and shareholders. The main motive of regulators is to improve the economic
efficiency of the market, the shareholders seek to maximise shareholder value and
management seek to maximise themselves given the opportunistic assumptions underlying the
theory. These are conflicting motives and there are several principal agent relationships that

are interdependent, which increases the complexity of an analysis.

The relationship between management and shareholders represents the classic relationship
depicted in the principal agent theory. The shareholders are the owners and the control of the
assets is delegated to management that functions as agents. In order to minimize the agency
costs of this principal agent relationship it is dependent upon the well functioning of relations
between; Government and regulators, regulators and management and shareholders and
regulators.’® Shareholders can also be referred to as investors when discussing corporate
bonds. When analysing the dynamics of the principal agent relationships it is important to

recognize the interdependence of the different relationships.

7 Nofsinger (2004), p. 6
18 prosser (2005)
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3.2.2 Relationship: Government and Regulators

One could define a principal agent relationship between government and regulators as the
government being the principal and the regulator as the agent which implements the goal of
the principal to maximise economic efficiency.”The agent on the other hand if it’s a private
regulator such as auditor or CRA has the diverging aim to maximise profits. In this
relationship there is a potential for conflicts of interest to arise. There is hence a strong need
to regulate the regulators in order to minimize these potential conflicts of interest. An example
of government trying to minimize conflicts of interest was through the SOA where auditors
were forbidden to provide consulting services in conjunction to acting as independent

auditors.

3.2.3 Relationship: Regulators and Management

Regulators are principals as they are responsible for monitoring the implementation of the
rules and regulations imposed by government. Management acting as agents is accountable to
the regulators to act in accordance to the law by aligning their operations to that of the
requirements set forth by regulators.?’ There exists a potential for conflicts of interest within
this relationship if both regulators and management are profit maximising entities. Private
regulators have been criticised for their lack of independence from the companies they are
regulating. This lack of independence stems from the fact that they are dependant upon the
fees they charge their clients and as such have incentives not to act upon negative information

provided by them.

3.2.4 Relationship: Investors and Regulators

The investors are principals as they are owners of for example shares or corporate bonds. The
regulators represent the interests of the investors so that the actions of management are
aligned to that of the objectives of investors. Given the function of regulators as monitors they
can be considered agents in this relationship.* The agents are accountable to the principals
and this is illustrated by the fact that investment banks and auditors can be sued for providing

incorrect information.

19 Prosser (2005)
20 prosser (2005)
2! prosser (2005)
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The different principal agent relations are illustrated in an extended “Principal Agent Model”.

This model is the theoretical framework from which the credit rating industry is analysed.

Agenx

Agent

Regulator

Q’incipal

Principk Shareholder
Principal

Figure 2: The extended Principal-Agent-model (own construction)

3.3 Financial Intermediaries

The core concept of financial intermediation is through the use of a third party to facilitate the
transfer of information or wealth between two other parties. The reason for their existence is
that a market that lacks intermediation, where borrowers and lenders deal directly with one
another, is less efficient.?? An intermediary is a facilitator which provides information about
future investments, that investors themselves are incapable of obtaining either because of lack
of time or lack of expertise. An intermediary can provide this information at a lower relative
cost to the investor. Such an intermediary is referred to as a broker and there exists several
types of brokers; CRAS, investment banks, auditing firms and different specialist information
providers. Certain intermediaries also make investments on the part of the investor and these

intermediaries can be divided into two groups; mutual funds and banks.?

A broker is an intermediary that earns its revenues from selling information, but does not

purchase financial assets from its customers or issue financial assets to them. There are

22 Arnold (2003), p. 126
% Dowd (1996) p.114
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several different kinds of brokers such as investment analysts, CRAs and auditing firms.?* The
most important reason for using brokers is that they can provide their customers with
information at a cost and less inconvenience than they would be able to themselves without
the assistance of brokers. An illustrative example is where an investor is considering
undertaking an investment, but does not have the expertise to determine the risk so the person

collaborates with an expert who conducts the assessment for him.?

The major reason underlying the existence of financial intermediaries is that financial markets
are not perfect. Certain market frictions exist and if one are to determine the efficiency of the
market ceteris paribus with and without financial intermediaries one will find that the market

where they are present is more efficient.?®

3.3.1. Intermediaries reduce search and transaction costs

Intermediaries are able to accept for example lending to or selling information to clients at
lower rate of return due to the economies of scale in their operations in comparison to primary
investors. Two important factors that intermediaries seek to limit are transaction- and search
costs. 2’ Normally it will be the case when an investor is looking for a firm to conduct
business with that there will be an element of search activity. Investors or firms could pursue
with the search themselves but significant cost savings can be made by working through an
intermediary. An intermediary will remove unnecessary duplication of work and achieve
economies of scale in the search process. Transaction costs are decreased as intermediaries
create a market for engaging in contracts. This market is characterized by standardised
contracts and predictable terms which reduce the transaction costs of both the investor and
firms through for example the removal of un-coordinated business transactions.”®
Intermediaries are able to spread funds across a large number of clients and consequently

reduce overall risk. Individual investors may be unable to do this.

2 Arnold (2003), p.126
% Dowd (1996) p.121
% Dowd (1996) p.114
27 Arnold (2002) p.29
% Dowd (1996) p.115
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3.3.2 Informational asymmetries

Unlike common markets, where the price is the same for everyone, there are several reasons
to believe that the price for information acquisition differs among individuals.*® Some
individuals may posses relevant skills or experience in information acquisition whereas other
individuals not may have this ability. The problem of adverse selection can be solved through
the gathering of more information relating to the financial situation of the borrower. This can
be done through private companies collecting and publishing information on firms’ balance

sheet positions and financial statements.

3.4 Limitations of brokerage

There are predominantly two limitations which concern the work of brokers and these are; the

reliability of their operations and the resale problem.

3.4.1 Reliability of operations

An area of concern with regards to brokers is that the information they provide is at times
unreliable. In order for investors to perceive brokers as credible, brokers need to be able to
ensure that their information is reliable. If investors accept to pay fees for using the services
of a broker, this is an indication that the information provided is reliable, otherwise the
investor would not buy the services.* A solution to the problem of lack of reliability is for the
broker to take a direct stake in the information they provide. An example of this would be if
the broker provided information concerning investment opportunities and he invested himself
in the projects he considered the most lucrative. The problem however is than intermediary
can no longer be considered a broker if he chose to do this and would then be referred to as a

bank or mutual fund. Brokers need to provide assurance in different ways.

Given that a broker cannot actively buy into an investment that he provides information on, he
can instead use his own wealth as collateral to guarantee a certain level of quality. An
illustrative example of this is that it is possible to sue lawyers for malpractice. The lawyers or
the law firms” wealth then functions as collateral. This is also applicable to accounting firms
that guarantee the quality of their audits using the personal wealth of partners as collateral.

The potential to sue brokers such as accounting firms exist, but the possible compensation is

% Nicholson (1998) p.246
%0 Kerwer (2004)
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limited to the